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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 1991
Budget Act and in other legislation. It seeks to accomplish this
by (1) providing perspectives on the state’s fiscal condition and
the budget proposed by the Governor for 1991-92 and (2) identi-
fying some of the major issues now facing the Legislature. As
such, this document is intended to complement the Analysis of
the 1991-92 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
examination of all programs and activities funded in the Gover-
nor’s Budget. In contrast, this document presents a broader fiscal
overview and discusses significant fiscal and policy issues which
either cut across program or agency lines, or do not necessarily
fall under the jurisdiction of a single fiscal subcommittee of the
Legislature.

The 1991-92 Budget: Perspectives and Issues is divided into
four parts:

* Part One, “State Fiscal Picture,” provides an overall per-
spective on the serious fiscal problem currently confront-
ing the Legislature which requires resolution before the
start of the coming fiscal year.

* Part Two, “Perspectives on the 1991-92 Budget,” provides
a brief overview of the economic and demographic forces
which will help shape the budget; a review of the revenue
projections assumed in the budget and an assessment of
their reliability; and a description of the budget’s spend-
ing plan, including information on the each of the main
program areas in the budget (such as K-12 Education,
Resources, and Capital Outlay).

¢ Part Three, “Strategies for Addressing the State’s Budg-
etary Imbalance,” offers examples of the various strate-
gies available to the Legislature (such as eliminating tax
expenditures, reducing services, and shifting costs to
fees) in addressing the current funding gap. It also lists




some considerations on how each type of strategy should
be used. -

Part Four, “Major Issues Facing the Legislature,” dis-
cusses some of the broader issues currently facing the
Legislature. Given the state’s current fiscal problems, we
have included several analyses in key fiscal areas: Propo-
sition 98 and its proposed suspension, county-state rela-
tions and the impact of the Governor’s “realignment”
proposal, the AFDC program and the implications of the
Governor’s proposal to reduce welfare grant levels, and
the community corrections alternative and how it might
relieve prison overcrowding and some of the pressure on
state prison spending. In addition, Part Four has over-
view pieces on state infrastructure, the uses of bond pro-
ceeds, school restructuring, and the state rail transporta-
tion program.
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Part 1

State Fiscal Picture

The Legislature faces an enormous task as it begins its
deliberations on the 1991-92 budget. The combination of under-
lying structural imbalances and a downturn in the California
economy has resulted in an estimated two-year budget funding
gap of almost $10 billion.

The Governor’s Budget seeks to address the budget problem
through a combination of proposals to reduce existing state
services and increase revenues. It also contains a number of
“prevention” proposals aimed at reducing the cost of existing
services in future years.

The Governor’s plan is but one approach for addressing the
budget problem and providing for the state’s service needs. This
plan has within it much to commend, especially given the adverse
fiscal situation facing the state. However, the budget does not
fully address the funding gap and also raises concerns regarding
its impacts on health and welfare program users, schools, and
other affected groups.

Thus, although the Governor’s plan provides a reasonable
starting point for the Legislature in its deliberations, it is but one
of a wide variety of “solutions” available. Ultimately, the Legis-
lature must craft a plan that balances the need for state services
with the need to address the state’s underlying structural budget
problem.




State Fiscal Picture

The presence of underlying structural budget problems and
the onset of a national recession have combined to pose extremely
difficult challenges for the 1991-92 state budget. The budget plan
for the current year, adopted last summer, is now expected to
leave the state with a large deficit on June 30, 1991. In addition,
projected state revenues for 1991-92 will fall far short of the level
needed to both maintain current levels of services and restore the
state’s reserve fund, absent corrective action.

The 1991-92 Governor’s Budget has as its most basic goal the
resolution of the state’s fiscal problems. It proposes increases in
revenues to help fund state programs as well as reductions in
existing state services in order to achieve this goal. It also
contains a number of “prevention” proposals which are aimed at
reducing the cost of existing services in future years.

The budget provides a reasonable starting point for crafting
a solution to the state’s fiscal problems. If adopted, the Gover-
nor’s proposals would go a long way toward addressing the
funding gap which the state faces. However, whether the
Governor’s proposals are the best way to achieve this goal, as
opposed to the other policy choices that will be considered in the
coming months, is the key question facing state lawmakers in
1991.

In this part, we review the nature of the state’s budget
funding gap, both in the absence of any corrective action and
assuming that the Governor’s plan for bridging the gap is
adopted. We also summarize the major proposals contained in
the budget and examine how they affect different program areas.
Finally, we provide our overall assessment of the extent to which
the Governor’s Budget effectively addresses the budget gap for
1991-92 and beyond.

THE 1991-92 BUDGET PROBLEM

As has been fairly typical in recent years, the 1991-92 Budget
must address not only the need to balance revenues and expen-
ditures for the budget year, but also the imbalance that has arisen
in the current year. According to the administration’s calcula-
tions, the magnitude of this two-year fiscal problem amounts to
$7 billion. This includes $1.9 billion to pay off the 1990-91 deficit,
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$3.7 billion to cover the difference between “workload budget”
expenditures and baseline revenues anticipated for the budget
year, and $1.4 billion to replenish the state’s reserve fund.

‘ Our analysis suggests, however, that these estimates
significantly understate the true magnitude of the underlying
budget funding gap. Specifically, as shown in Figure 1, our
estimate of the total budget funding gap for 1991-92 is $9.9
billion. This consists of $2.1 billion to pay off the 1990-91 deficit,
$6.4 billion to fund current levels of services in the budget year,
and $1.4 billion to replenish the state’s reserve fund. As discussed
later, about half of the $2.9 billion by which our funding gap
estimate exceeds the administration’s estimate translates into a
reduction in the General Fund balance as of June 30, 1992,

Figure 1

General Fund Budget Gap

LAO Estimates

(in billions)
1990-91 Budget Deficit $2.1
1991-92:
Base Expenditures $48.1
Base Revenues 41.7
Difference $6.4
Amount to Replenish Reserve 1.4
Two-Year Budget Gap $9.9

Why Do Our Estimates Differ?

Our estimate of the budget funding gap differs from that of
the administration for four primary reasons.

Economic Recovery Adjustment. The administration’s es-
timate of 1991-92 General Fund revenues includes a special $1.2
billion “economic recovery adjustment.” This adjustment reflects
the administration’s view that it is appropriate to anticipate
certain events which would justify a more optimistic revenue
outlook than is implied by its standard economic forecast. We
have not included such an adjustment in our own estimates, on
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the basis of its relatively low probability and the fact that the
department’s standard economic forecast already assumes a
recovery at least as strong as the consensus view of state and
national economists.

Proposition 98. Our estimate of 1991-92 Proposition 98
expenditures for K-14 schools is $600 million higher than the ad-
ministration’s estimate. This is because the administration’s
estimate assumes that the 1990-91 funding level is reduced as
proposed in the budget, and because it does not include funding
for the restoration payments that would be required in 1991-92
as a result.

Discretionary Colas. Our estimate reflects the increased
costs of maintaining current services in programs where cost-of-
living adjustments are not required by statute. These adjust-
ments, and certain other similar factors, add approximately $400
million to our estimates.

AFDC Caseloads. Our expenditure estimates for 1990-91
and 1991-92 reflect a higher level of state costs for the AFDC
program than is anticipated in the administration’s workload
budget figures. These estimates are based on recent trends in
caseload and unemployment, and indicate that costs will be
approximately $300 million higher than the administration proj-
ects over the two-year period.

The Gap’s Cyclical and Structural Components

Our estimated $9.9 billion budget gap is the result of two
fundamental factors.

The first of these is the current economic downturn, which
has the effect of depressing state revenue collections and increas-
ing caseloads in state assistance programs. Because these effects
should dissipate gradually over time as the economy recovers,
this part of the budget problem is cyclical in nature. The budget
gap also reflects a substantial structural component, in that there
is a significant imbalance between revenues and expenditures
that would occur even in the absence of an economic downturn.
Our estimates indicate that the $6.4 billion gap between reve-
nues and expenditures for the 1991-92 fiscal year is almost
equally attributable to these cyclical and structural factors.

Figure 2 shows our estimates of the budget gap, both for 1990-
91 and 1991-92 as well as the following two years, including its
cyclical and structural components. These estimates do not
include any of the administration’s budget proposals or any other
corrective actions. They are based upon the budget’s economic
forecast for 1991 and 1992, our assumptions about the economic
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Figure 2

Components of the State Budget Problem

1990-91 through 1993-94

(in billions)
Cyclical Imbalance
$107 Two-year problem E structural Imbalance
$9.9billion
l
81 Rfeastoration 7
of 3 percent
reserve
61
4
27 payoffof [
1990-91
deficit —

90-91 91922 92-93 93-94

2 1991-92 data reflect the second-year effects of 1990-91 budget actions. These actions
reduced expenditures and augmented revenues, thereby making the 1991-92 projected
budget imbalance less than it otherwise would have been.

performance that would follow in subsequent years, and our
estimates of the revenue and current-services expenditure levels
that would be consistent with this outlook.

As this figure indicates, although the economy is assumed to
strengthen by 1992, the cyclical imbalance still remains a factor
in the out years. This is because of the time it takes to return to
“normal” revenue levels, given the pace of economic recovery that
most forecasters are assuming. The structural component of the
gap, however, is projected to increase substantially over time,
reflecting the continuing imbalance between revenues and ex-
penditures. These underlying trends, which are examined in
greater detail in Parts Two and Three of this document, are
briefly discussed below.

The Economic Outloyok

The Department of Finance’s economic forecast assumes that

the state will experience a brief and mild downturn, with recov-

" ery underway in the last half of 1991. Figure 3 shows the
projected growth rates in California personal income and employ-
ment that are reflected in this forecast. This forecast also
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assumed that a nonmilitary resolution of the Persian Gulf crisis
would occur by the spring of 1991, and that interest rates and oil
prices will be declining through mid-1991. Beginning in 1992, it
is assumed that the economy will return to a more normal
pattern, with state personal income growth in the 8-percent
range.

At the time this forecast was prepared, it was generally
consistent with the consensus view of economists. Since that
time, the situation in the Persian Gulf has obviously changed,
however, and most reports on the economy have been fairly
negative. Consequently, many economists have revised their
projections downward, and the department’s forecast for Califor-
nia now is a bit more optimistic than the consensus view.

The Revenue Forecast

As shown in Figure 4, the budget forecasts General Fund
revenue growth in 1991-92 totaling $5.3 billion, a 13 percent
increase over the current year. This large increase is primarily
due to a variety of revenue enhancements proposed in the budget,
along with the optimistic $1.2 billion economic recovery adjust-

Figure 3

The DOF Economic Forecast -

Brief Downturn Followed by Upturn

Annual .
Percent Change California personal income
10 - California wage and salary jobs

88 89 90 o1 %2

Source: 1991-92 Governor's Budget.
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Figure 4

Components of General Fund Revenue Growth

Anticipated in the 1991-92 Governor’s Budget

(in billions)

Baseline Revenue Increase

(Standard Economic Forecast) $1.3
Additional Increase, Assuming

Economic Recovery Adjustment 1.2
Accrual Accounting Proposal 1.7
Other Revenue Proposals? 0.8
Transfer Proposals . 0.3

Total Revenue Growth $5.3

2 Includes $400 million in withholding payments and $400 million from elimination or delay
of certain tax expenditures.

ment discussed earlier. The underlying rate of growth in reve-
nues in the budget forecast is less than 4 percent when these
special factors are excluded, however, reflecting the forecast for
generally slow economic growth. Our estimates of revenues
beyond the budget year reflect a return to more normal rates of
growth in economic activity and underlying tax liabilities. In
addition, these out-year figures reflect none of the revenue
proposals contained in the budget.

Expenditure Growth Trends

Regarding expenditures, our estimates of the budget gap are
based on calculations which attempt to measure the cost of
providing 1990-91 levels of state services in 1991-92 and beyond.
Thus, these calculations do not reflect the effect of the expendi-
ture proposals contained in the Governor’s Budget.

In the aggregate, we estimate that the cost of providing 1990-
91 service levels amounts to $48.1 billion for 1991-92, an increase
of 13 percent over estimated 1990-91 baseline expenditures. Our
estimates indicate that these current services funding require-
ments will increase by 10 percent in both 1992-93 and 1993-94.
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The Bottom Line

The state faces a multi-billion dollar funding gap in 1991-92
and beyond, absent corrective action. Although about half of the
near-term funding gap may be ascribed to cyclical factors, the
underlying problem is predominantly structural. The Legisla-
ture will need to take dramatic action both to balance the 1991-
92 budget and begin to permanently bring state revenues and
expenditures into line. The Governor’s Budget proposes one set
of strategies for partially accomplishing this.

WHAT DOES THE NEW BUDGET PROPOSE?

The 1991-92 Governor’s Budget contains a large number of
major proposals to bridge the funding gap. Figure 5 shows that,
in the aggregate, these proposals provide $5.4 billion in expendi-
ture reductions and $3.1 billion in revenue enhancements. These
proposals, combined with the additional economic recovery reve-
nue adjustment discussed earlier, total $9.7 billion. Thus, these
proposals would have the effect of eliminating all but about $200
million of the $9.9 billion funding gap, and would leave the state
budget in balance and with a reserve slightly below the 3-percent
target. Because the $1.2 billion economic recovery revenue
adjustment is unlikely to occur, however, we believe that the
Governor’s proposals fall significantly short of eliminating the

Figure 5

Budget’s Proposed Resolution
of the 1991-92 Spending Gap?®

(in billions)
Program Reductions $5.0
Funding Shifts 1.2
Cost Deferrals 0.1
Cost Increases -09
Total, Expenditure Changes $5.4
Revenue Enhancements $3.1
Economic Recovery Adjustment 1.2
Total, Revenue Changes $4.3
Total ‘ $9.7
2 Amounts reflect combined effect of 1990-91 and 1991-92 changes.
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funding gap. In fact, the state would be left with no reserve and
a small deficit on June 30,1992. Given the considerable economic
uncertainties facing the state today, it is highly desirable that an
adequate reserve fund be available. Thus, even if the Legislature
approved all of the Governor’s proposals, additional actions
totaling approximately $1.4 billion would be needed to fully
bridge the funding gap.

Specific Expenditure Proposals

The predominant themes of the 1991-92 Governor’s Budget
have to do with correcting the budget’s underlying structural
problem and re-orienting certain state programs to focus on
prevention of the social problems which are in part driving the
state’s fiscal problems. Toward these ends, the budget proposes
the elimination or reduction of several specific state programs
and the enhancement or creation of other programs thought to
have preventive potential. In general, these program expansions
are funded by redirecting resources from other existing pro-
grams. For example, in the education area the budget proposes
to develop new public school programs to increase prevention-
oriented services for children, and proposes that these efforts be
funded by redirecting funds from other existing K-12 spending
categories (primarily cost-of-living adjustments).

The budget’s specific expenditure proposals to balance the
budget, as categorized in Figure 5, are as follows:

Program Reductions. The budget proposes $5.0 billion in
program funding reductions, including almost $700 million in
current-year savings, which are primarily due to reductions in
Proposition 98-related educational spending. Of the $4.3 billion
in budget-year savings, $2.0 billion is attributable to our estimate
of budget-year Proposition 98-related savings. This is $600
million higher than the administration’s $1.4 billion estimate, as
discussed earlier. (For a thorough discussion of Proposition 98
and how it affects K-14 funding, please see our piece on Proposi-
tion 98 in Part Four of this document.)

Other major program reduction proposals include:

¢ Suspension of statutory cost-of-living adjustments ($0.4
billion).

e AFDC grant-level reductions ($0.2 billion).
¢ Reduction of the renters’ tax credit ($0.2 billion).

e Reductions in specific higher education support items
($0.2 billion).
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The budget also achieves substantial savings through a variety
of unallocated reductions in departmental budgets ($0.8 billion).

Funding Shifts. By shifting the responsibility of funding
programs to other levels of government or to fees, the budget
proposes to achieve savings of $1.2 billion in 1991-92. The major
item in this category is the budget’s “program realignment”
proposal, which would shift existing state responsibilities for
funding local mental health and public health programs to county
governments. State taxes on alcoholic beverages and automo-
biles would be increased and dedicated to counties to assist them
with these or other responsibilities. The budget also funds a
portion of the increased costs of operating the University of
California (UC), the California State University, and the Com-
munity Colleges by imposing a 20 percent student fee increase.

. Cost Deferrals. The budget contains two proposals that
would result in the deferral of $125 million of current costs to
future years. Specifically, the budget proposes that $55 million
of 1991-92 UC expenditures be instead paid for in 1992-93, and
that $70 million in current state costs for the Public Employees’
Retirement System (PERS) be deferred by accelerating the recog-
nition of 1989-90 actuarial gains. (Subsequent to the introduc-
tion of the Governor’s Budget, however, the PERS has indicated
that there were no gains for 1989-90 and, in fact, the system
sustained a loss. As aresult, the savings from this proposal would
not materialize.)

Partially offsetting these various expenditure reductions is
an increase of about $900 million due to an accrual accounting
change involving Medi-Cal expenditures.

Proposed Changes By Program Area

Figure 6 shows how most major program areas fare under the
Governor’s proposals relative to current services funding re-
quirements. As the figure indicates, adult corrections programs
are the most fully funded, while all other major program areas
face significant reductions from current state-supported service
levels. The level of funding for health programs is reduced
dramatically, reflecting primarily the Governor’s proposal to
shift the state’s existing local mental health and public health
services funding responsibilities to county governments.

Revenue Enhancements

The $3.1 billion of revenue enhancements proposed by the
budget include $300 million of additional revenues for 1990-91
and $2.8 billion of additional revenues for 1991-92. The major
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Figure 6

Expenditure Growth Rates by Program Area,
Current Service Levels Versus Governor’s Budget

Current service levels
20%—

1991-92 Governor's Budget

10

dult Welfare . 14
5 _| Corrections Higher Education ®
Education

Health 2

g Reflects the Governor's program realignment proposal.
19311-351%%vemor’s Budgetfigure reflects proposed reductions in funding levels for 1990-91
an -92.

changes for 1991-92 are summarized in Figure 7. As this figure
shows:

¢ The bulk of this increased revenue ($1.7 billion) is attrib-
utable to a proposed change in state accounting practices,
whereby revenue is to be recognized as it is earned
instead of generally when cash is received by the state.
Thus, this proposal does not result in an actual increase
in the tax liabilities of state taxpayers, and it would have
only a small impact in subsequent years.

* The budget also proposes that state income tax withhold-
ing requirements be extended to cover independent con-
tractors, estates and trusts, and that withholding re-
quirements be increased as they apply to certain “lump-
sum” payments. These proposals would raise about $400
million in 1991-92, only a part of which would be ongoing.

* The state sales tax would be extended to candy, snack
foods, newspapers and periodicals to generate about $300
million in additional revenue. This gain would be ongo-
ing.

* The state’s health care tax credit, which becomes effec-
tive in 1992 under current law, would be delayed until




Part I: State Fiscal Picture/ 17

Figure 7

Revenue Enhancement Proposals
in the 1991-92 Governor’s Budget

(in millions)

Accrual Accounting

Independent Contractors 290
Estates/Trusts 42
Lump-Sum. Payment 80

Repeal Sales Tax Exemptions:
Candy/Snack Foods 200
Newspapers/Periodicals 83

Delay Health Care Tax Credit

Miscellaneous Changes

Total Changes

1993. This delay increases 1991-92 revenues by about
$100 million.

Figure 8 shows that, as was the case with the revenue
changes adopted along with the 1990 Budget Act, the aggregate
impact of the changes proposed in the budget would decline over
time because of their one-time effects. In the case of the 1991
proposals, however, the one-time effects are particularly domi-
nant. Thus, the budget in effect relies upon revenue changes
primarily to address the cyclical (versus structural) portion of the
budget problem, given that the long-term effect of these measures
on state revenues is quite limited.

DOES THE BUDGET WORK?

The primary test of the budget plan’s effectiveness is the
extent to which it can be relied upon to eliminate the budget
funding gap in 1991-92 and make significant progress toward
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Figure 8

Fiscal Impact of 1990 and 1991 Revenue Adjustments

1990-91 through 1993-94
(in billions)

$3.0
25 / |
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1991 Proposals
1990 Changes

90-91 91-92 92-93 93-94

doing so in subsequent years, while at the same time addressing
the basic needs of Californians for public services.

Dealing With the Budget Gap

Figure 9 presents our estimates of the impact of the budget’s
proposals on the funding gap from 1991-92 through 1993-94.

1991-92. Asnoted earlier, the budget goes a long way toward
addressing the state’s two-year funding gap. However, as Figure
9 indicates, it does not fully eliminate the budget funding gap for
the 1991-92 fiscal year, as the state would have a small deficit and
no reserve fund as of June 30, 1992. This is primarily because we
do not believe it is prudent to adopt the administration’s optimis-
tic premise that an additional $1.2 billion should be added to the
revenue forecast. We also have identified several increased costs
not addressed by the Governor’s Budget, such as the higher costs
for public assistance programs stemming from the slowdown in
the economy.

Beyond 1991-92. As Figure 9 indicates, the budget’s propos-
als not only make significant headway toward the elimination of
the funding gap in the near term, they also reduce it in the longer
term. Figure 9 also indicates, however, that the effectiveness of




PartI: State Fiscal Picture/19

the budget proposals is expected to diminish over time, and the
underlying budget gap will again become a major problem in the
future. Inlarge part, this is attributable to the one-time impacts
of the Governor’s revenue proposals. However, it also reflects the-
fact that the budget does not deal fully with the underlying
structural problems. For example, fully half of the expenditure
savings relied upon in the budget are attributable to Proposition
98 reductions, and these savings will disappear over time as the
measure’s funding-restoration provisions come into play. Thus,
although the budget makes some significant reductions in the

Figure 9

impact of Governor’s Budget Proposals
on Budget Funding Gap®

1991-92 through 1993-94 (in billions)

Annual funding gap without

Governor's proposals
Annual . Annual gain from
Funding Gaps Governor's proposals

D Remaining annual funding gap

$107 Fundingof
reserve

5 i — ges 1
90-91 91-92 92-93
Year-End Deficits

Assuming Governor's Proposals®

90-91  91-92

2 Assumes that the $1.2 billion in economic recovery adjustment revenues included in the
budget does not materialize.

All years shown end up with zero balance in the reserve fund.
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levels of expenditures for state programs in 1991-92, these
savings are not sufficient to permanently offset the increased
costs of providing services to an ever-expanding population.
Figure 9 indicates that, assuming the Governor’s proposals are
adopted and assuming current service levels, 1993-94 state
expenditures would exceed revenues by approximately $2.4
billion, and the year-end deficit would total approximately $3
billion.

Providing State Services

Another major consideration involved in assessing thebudget’s
workability is whether its impact on state-supported services is
acceptable. Among other things, the Legislature will need to
evaluate the budget’s proposal to substantially reduce funding
for K-14 schools. Proposed levels of K-14 funding for both 1990-
91 and 1991-92 are below the level of funding adopted in the 1990
Budget Act for the 1990-91 fiscal year, and these reductions will
result in lower funding levels than would otherwise be the case
for several years to come. The Legislature will need to determine
the impact that such reductions will have and whether they are
acceptable. The same is true for such other major budget
proposals as: reductions in welfare grants, shifts of local mental
health and public health program responsibilities, reduced ren-
ters’ tax credits, and funding for higher education.

Other Considerations

In assessing the budget’s workability, the Legislature must
also consider whether it provides adequate protection from
economic and other types of uncertainties that could potentially
affect state resources and spending requirements. In this regard,
we note that the estimates of state revenues contained in the
budget are subject to large dollar errors, even if the budget’s
economic forecast is basically correct. Given the substantial
uncertainty over the course of events in the Middle East and the
unknown duration and severity of the current economic down-
turn, these dollar error margins for revenues are considerably
larger than normal.

State spending requirements also are subject to considerable
uncertainty over the forecast period. For example, the budget’s
“prevention” proposals may result in savings beyond those re-
flected in our estimates, to the extent that they have a strong
impact on the social problems they are intended to address.
However, the budget also places great reliance on the use of
unallocated reductions that may be restored as their negative
impacts on state programs become apparent. Thus, there also is
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uncertainty as to whether the budget can achieve the level of
savings over the long term that is reflected in our estimates of
expenditures.

The other major area of uncertainty in our forecast is the"
potential impact of several lawsuits against the state in such
areas as corporate taxation, taxes on automobiles, and indigent
aid to counties. The combined impact of these lawsuits, if decided
against the state, could exceed $7 billion initially, with substan-
tial ongoing costs thereafter. It is unclear when these impacts
would occur, although it appears that it would be primarily after
1991-92.

ARE THERE OTHER OPTIONS?

The plan proposed in the Governor’s Budget is but one of a
variety of alternative budget strategies available to the Legisla-
ture. For example, strategies could be developed that place
greater reliance on long-term revenue gains or a different set of
reductions in state-supported services. All of these strategies,
however, involve difficult decisions and impose burdens on those
affected by them. The range of budget strategies available to the
Legislature is discussed in Part Three of this document.

It also is important to note that the bulk of state spending is
determined by existing federal, constitutional and statutory re-
quirements. Thus, addressing the state’s budget problems will
necessitate modifying some of these requirements. Although the
Legislature has only limited potential to change or limit the
impact of federal requirements, it can seek voter approval of state
constitutional changes, and it can change existing statutory
provisions where it believes that such changes are necessary to
effectively manage the state’s budget.

The challenge for the Legislature in developing its budget
strategy is to make the changes necessary for the state to resolve
its underlying budget gap, while still addressing the basic service
needs of the population.

CONCLUSION

The Governor’s Budget offers one approach for addressing
the budget problem and providing for the state’s public service
needs. This plan has much within it to commend, especially given
the adverse fiscal situation facing the state budget. However, the
Governor’s Budget also has certain shortcomings that need to be
addressed in order to make it completely workable. Most notable
in this regard is that it does not fully address the budget funding
gap. The budget also raises concerns regarding its impacts on
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health and welfare program users, schools and other affected
groups. As with the alternative strategies available to the
Legislature, this plan will require the enactment of many pieces
of legislation, and raises many important policy issues that will
be difficult to resolve.

The Legislature faces an enormous task as it begins its
deliberations on the 1991 Budget Bill. It must evaluate a wide
range of potential budget strategies and determine their impacts
on the achievement of state goals, as well as on the funding gap.
Ultimately, it must agree upon a plan that balances the need for
state services with the need to address the state’s underlying
structural budget problem. This structural problem, unless
effectively addressed, will only become worse in the future.







Perspectives on the 1991-92 Budget

This part provides a discussion of the state’s revenues and
expenditures in 1991-92 and the assumptions underlying them.
The first section of this part describes California’s current eco-
nomic and demographic environment, which affects both reve-
nues and expenditures. The second section presents the outlook
for revenues and assesses the reliability of the revenue forecast.
The third section summarizes the budget’s spending plan, high-
lighting the major program changes and the factors driving
program costs. '

The major findings of this part include:

The California economy is predicted to experience a brief
and mild downturn, with recovery beginning by the
latter half of 1991. The economic outlook, however, is
characterized by considerable uncertainty.

The state is experiencing rapid population growth, char-
acterized by strong in-migration and shifts in the ethnic
and age distributions of the population. These trends
have a variety of implications for the state’s spending
programs.

Because of the soft economy, underlying revenue growth
is projected to be weak. Our assessment of the budget’s
revenue forecast is that the Legislature should not count
on the $1.2 billion in economic recovery adjustment
revenues assumed by the administration on top of its




standard revenue forecast. This is because its standard
economic forecast already assumes an economic recov-
ery. In addition, the revenue forecast is subject to
unusually large error margins, given the uncertainties in
the economic forecast.

The Governor’s Budget proposes a General Fund expen-
diture increase in 1991-92 totaling 3.7 percent. Expendi-
ture growth is significantly below the amount needed to
maintain current service levels and reflects several major
proposals that reduce spending. These include suspen-
sion of Proposition 98, reductions in welfare grant levels,
and reduced renters’ tax relief payments. In addition, the
Governor also proposes a major realignment involving
health programs.




California’s Economic and
Demographic Environment

California’s economic performance and the demographictrends
occurring in the state are key determinants of both state reve-
nues and expenditures. In the case of expenditures, for example,
program needs are affected both by the rate of inflation and
program caseloads, and the latter are influenced by such factors
as overall population growth, the age characteristics of the
population, and the unemployment rate. Likewise, revenues
depend on such economic factors as income and job growth in the
economy, which in turn are influenced by demographic variables
such as the size of the labor force and number of people needing
the various goods and services which businesses produce. This
section discusses the basic economic and demographic forces
operating in California which underlie the revenue and expendi-
ture projections discussed later in this part.

THE CURRENT ECONOMIC CLIMATE

The current economic climate is fairly negative and full of
uncertainties. The national economy is in the midst of a reces-
sion, and California’s economy also has slowed markedly in
recent months. The key question at the moment is how deep and
lengthy the national recession will be, and to what extent
California will share in the downturn.

The National Economy—Recession Has Arrived

The nation’s economy weakened steadily throughout 1990,
and is now in a recession which began in the latter half of last
year. Recent economic data show that retail sales are soft,
consumer confidence is weak, car sales and housing starts have
fallen, industrial production and corporate profits have declined,
business investment is down, manufacturing employment has
contracted, and unemployment has been rising. Adding to these
problems is the uncertainty regarding the war in the Persian
Gulf, including how long it might last and its possible effects on
oil prices. Also of concern is the renewed growth in the federal
budget deficit and the ongoing foreign trade imbalance.
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The Forecast—Moderate Downturn Followed by Recovery

Figure 1 shows what the Department of Finance is predicting
for the nation’s economy. It indicates that a moderate downturn
is expected, with growth in “real” Gross National Product (GNP)
of only 0.3 percent in 1991. Figure 2 shows the predicted
quarterly time pattern of the downturn. It indicates that real
GNP growth is expected to be negative in the first quarter of1991,
as it was in the last quarter 0o 1990. Then, beginning in mid-year
1991, a fairly strong “bounce back” is predicted for several
quarters. Thisis to be followed by a return to sustained economic
expansion in 1992, with 3.4 percent GNP growth for 1992 as a
whole. Figure 1 shows that the unemployment rate is expected
to rise through mid-1991 before turning back down, and inflation
isexpected to remain modest—around 4 percent. It alsoindicates
that the recession is expected to be much less severe than the
economic downturn of the early 1980s.

Figure 1

Trends in Key National Economic Variables
1978 through 1992

Growth in "real” GNP
- Unemployment rate
= |nflation rate

12% Projected

78 80 82 84 86 88 90 92

Source: Department of Finance.
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Figure 2

The Recession’'s Projected Pattern
1989 through 1992
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3Data refiect annualized quarterly rates of change.
Source: Department of Finance.

The California Forecast—Mild Downturn Anticipated

Figure 3 summarizes the department’s economic forecast for
Californiain 1991 and 1992, and compares it to the nation’s. Like
the nation, California is expected to experience a downturn,
although the department predicts that the state will outperform
the nation. For example, California’s 1991 personal income
growth is expected to be 6.3 percent versus the nation’s 5.2
percent, while its job growth is expected to be 1.7 percent versus
the nation’s 0.8 percent.

As with the nation, California’s downturn is predicted to be
less severe than the early 1980’s recession. For example, Figure
4 shows that, after adjusting for inflation, the expected slowing
in personal income growth in this downturn is not as pronounced
as during the previous recession. Likewise, Figure 5 shows that
California is expected to at least experience some job growth in
1991, compared to the actual decline that occurred in 1982.
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Figure 3

Department of Finance Economic

Outlook for California and the Nation

1990 through 1992

Percent change in:
Personalincome 7.4% 6.3% 7.6%
Wage and salary employment 2.9 1.7 3.7
Consumer Price Index 55 5.0 4.0
Unemployment rate (%) 55 6.2 5.6
Residential building permits 174 162 212
(thousands)
Percent changein:
Real GNP 1.0% 0.3% 3.3%
Personalincome 59 52 6.8
Wage and salary employment 1.8 0.8 26
Consumer Price Index 54 5.0 37
Pre-tax corporate profits -0.4 -8.7 16.9
Unemployment rate (%) , 55 6.3 6.0
Prime interest rate (%) 10.0 9.1 9.6
New car sales (millions) 9.5 9.1 9.8
Housing starts (millions) 1.23 117 1.42

Source: 1991-92 Governor’s Budget and Department of Finance.

Figure 4

1978 through 1992

Total personat income

15%
° (entire bar)
Il Rea” personai income®
12 - Projected
9 -
6
3

78 80 82 84 86 88 90 92

a “dR(faIal" personal income is defined as total personal income deflated by the GNP consumption expenditures
eflator.
Source: Department of Finance. Data are estimated for 1990.
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Figure 5
Trends in California’s Employment

And Unemployment
1978 through 1992

=== {Jnemployment rate

Projected

78 80 82 84 86 88 90 92

Source: Department of Finance and Employment Development Department. Data are estimated for 1990.

How Reliable Is the Economic Forecast?

Economic forecasts are subject to considerable error. This is
especially true in transition periods such as this, when the pace
of the economy is changing. As noted in the Governor’s Budget,
actual economic performance for 1991 and 1992 could end up
being significantly different than predicted, especially given the
considerable number of concerns and uncertainties in the outlook
at this time. Some of these factors are itemized in Figure 6,
including the war and California’s drought.

At the time the budget was released, the department’s
economic forecasts for the nation and California both were
reasonably consistent with the consensus views of economists.
Since that time, however, most reports on the economy have been
fairly negative. For example, California’s unemployment rate
reached 7 percent in January 1991, which was higher than most
forecasters (including the department) had been expecting. Given
such reports, many forecasters have recently revised their projec-
tions downward. As a result, the consensus forecast for the
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Figure 6

Concerns and Uncertainties in the Economic Outlook

War in the Persian Gulf. How long wil it last, and what will be its
effects in such areas as military spending and oil supplies and
prices?

Consumer confidence. When will it strengthen from its current low
level, and what will be its effects on consumer spending?

Federal monetary policies. Will federal monetary authorities be
successful in providing enough credit to help stimulate the economy
without setting the stage for a resurgence of inflation?

California’s drought. How severe and lengthy will the drought be,
and what will be its impacts on agriculture, tourism, construction,
and other areas of the economy?

Federal budget deficit. What effects will the growing federal
budget deficit have, such as in terms of constraining private sector
business investment?

Foreign trade activity. Will the economies of California’s major
trading partners remain healthy and keep the state’s export markets
strong?

Defense spending. By how much will planned cutbacks in federal
defense spending reduce employment and income in California?

The housing market. What will happen to California housing
prices and home sales over the next year, given the softness in the
housing market that appeared in 19907

&

California economy now is a bit less optimistic than the budget’s
forecast. This is not to say that the budget’s economic forecast
should not be used for preliminary budget planning purposes.
What it does suggest, however, is that the Legislature needs to be
especially mindful of the downside risks inherent in the budget’s
economic forecast. Thus, it will need to closely monitor the
economy’s performance in the months to come and, depending on-
what happens, be prepared to use revised estimates of state
revenues and expenditures.

CALIFORNIA’S DEMOGRAPHIC ENVIRONMENT

California is in the midst of rapid changes in the size and
composition of its population. These changes have many impli-
cations for the future course of California’s economy and for the
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volume and mix of public services that will be needed in the
budget year and beyond. :

Rapid Population Growth

Figure 7 shows that the state’s population has been growing
about twice as fast as the nation’s population since the late 1970s.
Furthermore, the state’s population growth rate accelerated after
1985, reaching 2.7 percent in 1990. This is the highest annual
growth rate in the past 25 years, and compares to a national
population growth rate in 1990 of only 1.1 percent. In numerical
terms, California gained almost 800,000 new residents in 1990—
a population greater than that of San Francisco.

Figure 7

California’s Rapid Population Growth

1970 to 1990

Total California population (right axis)

California’s annual growth rate (left axis)
Annual percent — ' Population

. . ."-
c;hange U.S. annual growth rate (left axis) (in m'_';;s)
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(20
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Source: Department of Finance.
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Immigration Spurs Population Growth

There are two sources of population growth: natural in-
crease, which is the excess of births over deaths, and net migra-
tion, which is the difference between the number of people who
come to California and the number of people who leave. Figure
8 illustrates the sources of California’s population growth in
1989. It shows that more than half of the growth was attributable
to net migration, a trend that most demographers expect to
continue for at least several more years.

The figure also shows that more than half of the people
migrating to California are immigrants from other countries.
Mexico is the largest single source of immigrants to California,
providing about 50,000 new legal immigrants annually and most
of the estimated 100,000 undocumented annual immigrants to
the state (these estimates exclude persons already residing in the
state who are legalized under the federal Immigration Reform
and Control Act of 1986). Asia is the second largest source of
immigrants to California—particularly the Philippines, South-
east Asia, China, and Korea. Only about one-third of the people

Figure 8
More Than Half of California’s 1989

‘Population Growth Was From Migration

Sources
Population increase of Net Migration
(in thousands)
800 Mexico

Other states

Other Latin America

600 - Europe

Other countries

400 -
200 S Natural . .
B increase

Source: Legislative Analyst's estimates based on data from the Department of Finance and the U.S.
Immigration and Naturalization Service.

Undocumented

Asia
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who move into California are from other states. Given the above,
federal immigration policies, along with the economic and politi-
cal conditions in other countries, will be important determinants
of the rate and composition of California’s population growth in
the budget year and beyond.

Increasing Ethnic Diversity

The large number of immigrants and the higher birthrates of
many immigrant groups and ethnic minorities in California are
rapidly changing the state’s ethnic makeup. Figure 9 illustrates
the evolution of the state’s ethnic composition that has taken
place over the last decade and that is projected to occur over the
next decade. During this 20-year period, the non-Hispanic white
portion of the state’s population will shrink from about two-
thirds to about one-half, while the black portion of the population
will remain essentially constant. In contrast, the Hispanic por-
tion of the population will grow from about one-fifth to close to
one-third, and Asians will make up more than one-tenth of
California’s population by the year 2000. As a result of these
trends, California is currently the most ethnically diverse state

Figure 8

California’s Ethnic Makeup is Changing :

1980 through 2000

Share of California’s population that is:

[ white Hispanic
Bl 8ack [ Asianand Other

1980 1990 2000

Source: Department of Finance.
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in the nation after Hawaii.

Changes in the Age Distribution of Californians

Rapid changes also are taking place in the age distribution of
California’s population. As shown in Figure 10, the decade of the
1980s saw rapid growth in the 25 to 44 age group (a key compo-
nent of the workforce), as the postwar baby boomers matured.
The 1980s, however, also saw strong growth among the very
young and the elderly portions of the population. Meanwhile, the
number of young adults aged 18 to 24 actually declined. During
the decade of the 1990s, California’s workforce will grow older on
average as the baby boomers enter their late 40s and 50s. The
decline in the young adult population will reverse, however, and
growth in the 18 to 24 age group will provide increasing numbers
of entry-level workers and potential college students during the
1990s. Growth in the K-12 school-age population will accelerate,
as is already occurring, but the number of preschoolers will

Figure 10

Percent Increase in California's Population

By Age Group
1980s versus 1990s

1980 - 1990
Bl 199 - 2000
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Source: Department of Finance.
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change relatively little over the next decade. Although the elderly
population will continue to grow in the 1990s, it will do so at a
slower pace than during the 1980s.

What Effects Will These Trends Have?

The state’s rapidly growing and changing population will
have many implications for California, including for its economy
and state and local governments. For example:

¢ Continued population growth will generate increased
economic activity, while at the same time imposing addi-
tional infrastructure demands on state and local govern-
ments.

* Growth in the school age and young adult populations
will place greater demands on K-12 and higher educa-
tion, job training programs, and possibly the criminal
justice and correctional systems.

¢ The rapid changes taking place in the state’s ethnic com-
position will place many public institutions, especially
schools, under increased stress as they attempt to serve
a public that speaks a multitude of languages, and that
has a wide diversity of educational and cultural back-
grounds.

The effects of demographic factors on individual state expen-
diture programs are discussed further in the remainder of Part
Two and in Part Three of this document.
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Revenues in 1991-92

This section reviews the budget’s estimates of state revenues,
including our evaluation of the reliability of the revenue forecast.
These revenues are divided into two general categories: General
Fund revenues and special fund revenues. Figure 1 summarizes
the relative size of these revenue categories and their major
components. We first discuss the General Fund revenue forecast
followed by a discussion of the forecast for special fund revenues.

Figure 1

State Revenues i
(in billions)

Total State Revenues

$57 billion
Personal Income Motor Vehicle-Related
Taxes $20.0 Taxes $7.3
Sales and Use Tobacco-Related
Taxes 16.8 Taxes 0.6
Bank and Corporation Sales and Use
Taxes 55 Taxes 0.2
All Other 35 Alcoholic Beverage
Total - $458 Taxes 02
All Other 3.0
Total $11.3

Source: 1991-92 Governor's Budget.

THE FORECAST FOR GENERAL FUND REVENUES

General Fund revenues account for approximately 80 per-
cent of all state revenue collections. Figure 2 presents the
department’s forecast for General Fund revenues, by source, for
the prior, current, and budget years.

Figure 2 shows that General Fund revenues are expected to
total $40.4 billion in 1990-91 and $45.8 billion in 1991-92. Figure




40/ Part ll: Perspectives on the 1991-92 Budget

Figure 2

General Fund Revenues

1989-80 through 1991-92
(doliars in millions)®

Taxes:
Personalincome® $16,903 | $17,620 | $20,034 | $2,414
Sales and use® 13,473 | 13,830 16,780 | 2,950
Bank and corporationd 4,927 5,370 5,535 165
Insurance® 1,168 1,270 1,325 55
Estate, inheritance and gift 389 442 487 45
Cigarette 163 147 158 11
Alcoholicbeverage 129 127 135 8
Horse racing 107 111 113 2

Other Sources:
Interest on investments' $390 $365 -$390 $25 6.8%
Transfers? 477 590 338 -252 -42.7
Abandoned property" 249 218 70 -148 -67.9
Oil and gas revenues' 60 67 14 --563 -79.1
Otherrevenues' - - 325 281 | 392 111 |. 395

Totals, General Fund $38.750 $40.438 45.771

2 Detail may not add to totals due to rounding.

Estimates include net downward adjustments of $35 millionin 1980-91 and net upward adjustments
of $1.8 billionin 1991-92 due to adjustments and augmentations relating to proposals for legislation,
changes in accounting methods, the Franchise Tax Board “trigger” reduction, and economic
recovery.

C Estimates include net upward adjustments of $98 million in 1990-91 and $2.1 b||||on in 1991-92 due
to adjustments and augmentations relating to previously enacted and proposed legislation, changes
in accounting methods, the Board of Equalization “trigger” reductions, and economic recovery.

9 Estimatesinclude netupward adjustments of $435 millionin 1990-91 and $233 million in 1991-92due
to adjustments and augmentations relating to legistation and changes in accounting methods.

¢ Estimateincludesan upward adjustment of $7 million due to legislation accelerating retallatory'tax
payments. .

Includes gross interest income earnings under the state’s external borrowing program, which are
partially offset by borrowing costs on the expenditure side of the budget.

9 Includes transters from the Disaster Relief Fund of $254 million in 1990-91 and $135 million in 1991-
92. These amounts are to reimburse the General Fund for expenditures and revenue losses
associated with the Loma Prieta earthquake.

P Includes a revenue increase of approximately $137 million in 1990-91 due to Ch 450/90 (SB 57,
Lockyer), which shortened the time period from five to three years after which unclaimed property

. escheats to the state.

! Represents oil and gas revenues from state lands. Excludes royalties allocated to other funds and

- federal land royalties.

! includes revenue from various regulatory taxes and licenses, lecal agencies, user charges for
services provided to the public, property-related income, and other miscellaneous sources.
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3 indicates that over 92 percent of these revenues will come from
three large taxes—the personal income tax ($20 billion), the sales
and use tax ($16.8 billion), and the bank and corporation tax ($5.5
billion). The remaining 8 percent of General Fund revenues ($3.5
billion) is derived from the insurance tax, interest income from
investments, death-related taxes, and various other sources.

‘Figure3 _. N
1991-92 General Fund Revenues,

By Source
TotalRevenues
$45.8 billion
Sales and
Use Tax
Personal
Income
Tax
Bank and
Corporation
Other Tax
Sources

General Fund revenues are expected to grow by approxi-
mately 4.4 percent ($1.7 billion) in 1990-91 and 13 percent ($5.3
billion) in 1991-92 (see Figure 2). Figure 4 compares the pre-
dicted budget-year revenue growth with prior years, both before
and after adjusting for inflation. The apparently strong revenue
increase contrasts sharply with the department’s forecast for
sluggish growth in key economic variables. For example, the
forecast predicts depressed growth rates in 1991 for personal
income, taxable sales, and corporate profits, the bases from which
the state’s major tax revenues are generated.
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Figure 4

Annual Growth in General Fund Revéenues
1980-81 through 1991-92

General Fund revenues (left axis)
=== Percent change - current dollars (right axis)
(in billions) | —— Percent change - constant doliars’ (right axis)

$501

r 20%
40
30
201

10

80-81 82-83 84-85 86-87 88-89 90-91

2Revenue growth adjusted for inflation using the GNP state and local government price deflator.
Source: Governor's Budgets and State Controller's reports.

Revenue Adjustment Proposals Mask Underlying Trend

As is true in most years, the projected current-year and
budget-year revenue growth rates incorporate various special
factors and distortions which cause them to differ from the
underlying growth in the revenue base. In the budget year,
however, the magnitude of the special factors—$4 billion—is
several times as large as the $1.3 billion baseline revenue growth
which would be generated by the department’s economic forecast
in the absence of these special adjustments (see Figure 5).

What Are the Revenue Adjustments Proposed in the Budget?

Figure 5 indicates that, of the $5.3 billion revenue growth
expected in the budget year, $1.2 billion is attributable to a
special economic recovery adjustment, which reflects the admini-
stration’s view that the state will experience a stronger recovery
from the current recession than is reflected in its economic fore-
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Figure 5

.General Fund Revenue Growth

1989-90 through 1991-92 (in billions)

Revenue Enhancement
Proposalsin the 1991-92
Governor's Budget

(in millions) 1991-92

Amount

IndependentContractors 290
Estates/Trusts 42
Lump-SumPayments - 80

Repeal Sales Tax Exemptions:

Candy/Snack Foods 200
Newspapers/Periodicals 83

Delay Health Care
89-90 90-91 91-92 Tax Credit 97

1991 revenue enhancement Miscellaneouschanges 345

proposals

TotalChanges $2.839

Economic recovery
adjustment

- Baseline revenue growth

cast. An additional $2.8 billion is due to the administration’s
revenue enhancement proposals. These proposals include a
change in accounting methods, which produces a net gain of $1.7
billion in 1991-92. In addition, the budget proposes legislation
which would (1) require withholding on certain kinds of income
not presently subject to withholding, (2) eliminate sales tax ex-
emptions on candy and periodicals, (3) delay implementation of
a health care tax credit, and (4) enact a number of smaller propos-
als affecting minor revenues and transfers. This latter group of
proposals increases revenue by $1.1 billion in the budget year.
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The specific proposals are discussed further below under the
individual taxes and in the section on the reliability of the
revenue forecast.

How Does Projected Revenue Growth
Compare to “Normal” Revenue Growth?

Although revenues including the proposed augmentations
are expected to grow by 13 percent, baseline revenues excluding
these proposals will increase by only 4 percent (or 7 percent if the
economic recovery adjustment is included). This 4 percent
underlying revenue growth rate is similar to revenue growth

- experienced in the last two years—3.6 percent in 1990-91 and 4.9
percent in 1989-90

In contrast, General Fund revenues grew at a much higher
average rate of 8.2 percent over the last decade. Thus, the
underlying revenue trend in 1991-92 is well below average
historical levels, consistent with the weakness in the economic
forecast.

As shown in Figure 4, General Fund revenues in individual
years have grown at widely disparate rates in the past. This is
partly because revenue growth rates are heavily influenced by
the cyclical nature of economic activity. Lower-than-normal
revenue growth periods tend to be associated with economic
slowdowns, while greater-than-normal growth periods tend to be
associated with economic expansions.

In addition, however, revenue growth rate fluctuations in
recent years have been in part due to such factors as federal law
changes and their effects on the magnitude and timing of certain
types of tax payments, like capital gains taxes. This helps explain
the revenue growth volatility shown in Figure 4 for the 1986-87
through 1988-89 period.

INDIVIDUAL GENERAL FUND REVENUE SOURCES

The Forecast for Personal Income Taxes

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 income using a
progressive tax rate schedule ranging from 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 included adopting most of the base-broadening provisions of
the federal Tax Reform Act of 1986, including: limiting or
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eliminating various deductions, making capital gains fully tax-
able, restricting “passive losses,” conforming to the federal stan-
dard deduction, and establishing a number of new tax credits
(such as for low-income housing and certain research activities).
These law changes have made it much more difficult to accurately
forecast PIT revenues than previously.

The PIT Forecast. As shown in Figure 2, PIT revenues are
projected to total $17.6 billion in 1990-91 (4.2 percent growth) and
$20 billion in 1991-92 (14 percent growth).

Figure 6 shows recent and expected future growth in PIT
liabilities, and indicates that growth is expected to slow in 1991
and then strengthen in 1992, consistent with the projected
pattern of economic activity.

As noted earlier, personal income is projected to increase by
about 6.3 percent in 1991 and 7.6 percent in 1992, reflecting the
department’s forecast for a mild downturn followed by recovery.
By comparison, personal income tax liabilities are expected to

Figure 6

Annual Growth in Personal Income
Tax Liabilities and Personal Income

1988 through 1992

Percent change in

20% .
personal income
Percent change in
16 - . PIT liabilities
12 A
8 .
4 -

a

88 89 90 91 92

2Tax liability growth was unusually high in 1988 due to the effects of major changes to the income tax
law at the federal level in 1986 and at the state level in 1987.

Source: Depariment of Finance and Franchise Tax Board. Data shown are on an income-year basis.
Liability data shown are preliminary for 1989 and projected for 1930 through 1992.
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increase by 5.2 percent in 1991, but by 11 percent in 1992,

- Although the state’s progressive marginal tax bracket structure
should enable 1992 tax liabilities to increase slightly faster than
personal income growth, the 11 percent growth for 1992 is higher
than would be expected from the economic forecast alone. Rather,
this strong liability growth is heavily influenced by a 25 percent
increase in capital gains in response to the expected economic
recovery.

The growth in underlying tax liabilities only partially ex-
plains the department’s estimate of the 14 percent PIT revenue
growth in 1991-92. There are a number of special factors that
complete the story. Specifically, the department has augmented
its PIT revenue forecast by $1.4 billion for 1991-92, reflecting its
proposed legislation and a special “economic recovery adjust-
ment.” Proposed legislation to (1) require withholding on pay-
ments to independent contractors, supplemental “lump-sum”
wage payments, and estates and trusts, and (2) delay implemen-
tation of a health care tax credit, are estimated to bring in an
additional $454 million in 1991-92. In addition, a proposed
accrual accounting adjustment adds $270 million to the 1991-92
revenue forecast. Finally, revenues have been augmented by
$700 million (an economic recovery adjustment) on the assump-
tion that the economy will experience a stronger and swifter
recovery than predicted in the economic forecast. Without the
adjustments for legislation, 1991-92 PIT receipts would be re-
duced to $19.3 billion, an increase of 9.6 percent over 1990-91.
Without the economic recovery adjustment, it would be further
reduced to $18.6 billion, bringing the increase down to 5.6
percent.

Capital Gains Forecast Subject to Considerable
Uncertainty. Figure 7 presents the historical trend and the
department’s forecast for capital gains tax liabilities. As this
figure indicates, wide year-to-year swings in capital gains have
been the norm in recent years. This partly reflects federal and
state law changes regarding the tax treatment of capital gains
(see below). In its forecast, the department estimates that capital
gains liabilities fell by 6 percent in 1990, and projects them to
remain flat in 1991 before increasing by 25 percent in 1992.

Capital gains liabilities have been more volatile in the past
than other tax liabilities because taxpayers typically have great
discretion over when to realize and report their gains. A 1987
change in the state tax treatment of these gains, making them
fully taxable, increased their contribution to total revenues. As
aresult, the state became more “vulnerable” to potential revenue
fluctuations caused by the volatility of capital gains taxes.
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The department’s forecast reflects the view that many tax-
payers have delayed selling their assets because of uncertainty
over the future federal tax treatment of capital gains and other
factors such as soft real estate markets and the poor performance
of the 1990 stock market. According to this view, the state will
realize large increases in capital gains tax revenues as soon as the
economy firms up and uncertainty about the federal tax issue
disappears. It is this view that explains the department’s
assumption that capital gains activity will be strongly responsive
to the economic recovery in 1992,

Although predicting capital gains is, to a large extent, guess-
work, the department’s capital gains forecast is a reasonable one
and consistent with its economic forecast. Itisimportant to note,
however, the historical pattern of volatility in capital gains
growth which illustrates the extreme sensitivity of this revenue

Figure 7

Capital Gains Tax Liabilities
1982 through 1992

(in billions)

$2.0
1
1.6

1.2+

0.8

82 83 84 85 8 8778 8 90 91 92

Capital gains liabilities (left axis)

= Percent change (right axis)

2 Federal tax_reform and state conformity made capital gains fully taxable effective January 1, 1987.
Source: Department of Finance and Franchise Tax Board.




48/ Part II: Perspectives on the 1991-92 Budget

source to economic conditions. If the economic recovery is not as
vigorous as the department forecasts, or is delayed, capital gains
could be much weaker. In such a case, revenues from this source
easily could vary from the forecast by several hundred million
dollars in 1991-92.

The Forecast for Sales and Use Taxes

Background. Sales and use taxes are the second largest
source of General Fund revenues, comprising about 37 percent of
the total. Sales and use taxes are derived from the state’s 4.75
percent levy on taxable sales. In addition, sales and use taxes of
up to 2.25 percent are levied by local governments and transit
districts. A temporary one-quarter-cent state sales tax was in
effect from December 1,1989 through December 31, 1990 to fund
earthquake relief.

Taxable Sales Sluggish. The key to forecasting sales tax
receipts is projecting the level of taxable sales in California.
Figure 8 shows the major categories of taxable sales which
comprise this tax base. It indicates that the department expects
modest growth in many of the major categories of taxable sales.

Figure 8

Major Categories of Taxable Sales

1991

General merchandise
Motor vehicle 23
Manufacturing 39
Eating & drinking 47
Building-related 0.4
Specialty areas 6.5
Fuel-related 12.7
Services 6.9
Furnishings 3.2
Apparel 3.9

$0 10 20 30 40 50
(dollars in billions)
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Fairly slow growth is predicted for those categories that are
particularly sensitive to the economy, such as motor vehicles (2.3
percent), manufacturing (3.9 percent), and building-related
materials (0.4 percent). The only area of strong predicted growth
is in fuel-related sales, reflecting the budget’s forecast for higher
gasoline prices due to the Persian Gulf conflict.

The budget forecasts that total taxable sales will increase by
6.3 percentin 1991 and 8.5 percent in 1992, compared to 4 percent
in 1990. These growth rates reflect the department’s forecast for
a short and mild recession.

Strong Growth in Tax Receipts Due to Special Adjust-
ments. The department expects sales tax revenues to reach
$16.8 billion in 1991-92, a gain of 21 percent over the current
year. As Figure 9 shows, the strong growth predicted for sales
tax receipts is primarily attributable to various budget proposals.
These include proposals to eliminate the tax exemptions for
candy, snack foods, and periodicals ($283 million), and change
accounting methods ($1.2 billion). In addition, the economic
recovery adjustment adds $500 million to revenues over and
above the amount produced from the projected underlying growth

Figure 9

Annual Growth in State Sales Tax Collections

1975-1976 through 1991-1992°

2 Data are for fiscal years ending in years shown.
Source: Department of Finance. Tax oollecﬂons data are preliminary for 1989-90 and projected for 1990-91
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in taxable sales. This projected underlying growth is consistent
with the department’s economic forecast.

The Forecast for Bank and Corporation
Taxes—Stagnation Continues

Bank and corporation taxes, the third largest source of
General Fund revenues, are derived primarily from a 9.3 percent
levy on the taxable profits of corporations doing business in
California. These revenues are projected to total $5.4 billion (9
percent growth) in 1990-91 and $5.5 billion (3.1 percent growth)
in1991-92. As noted below, however, revenue growth in 1991-92
would be negative in the absence of the administration’s proposed
special adjustments.

Department Predicts Modest Gains in Corporate Profits.
The key to forecasting this tax is to predict the level of California’s
taxable corporate profits. California profits are related to na-
tional profits as well as to factors unique to California.

Figure 10 indicates that the department expects California
profits to increase by 4.4 percent in 1991 and by 8.1 percent in

Figure 10

Annual Growth in Taxable Corporate Profits

1971 through 1992°

30% Projected
(]

20

10

Growth in California profits
. = Growth in U.S. profits®

71 73 75 77 79 81 83 85 87 89 91

3 california data for 1989 and 1990 are preliminary estimates by the Department of Finance.

California and U.S. profit data are not strictly comparable in all years due to definitional differences.
Data incorporate the effects of various federal and state tax law changes during the 1980s and 1990s
which revised the definition of taxable corporate profits.
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1992. In contrast, U.S. profits are expected to decrease by about
9 percent before rebounding by 17 percent over the same time
period. Although there is a high degree of historical correlation
between California and U.S. profits, the figure shows that Cali-
fornia profits generally tend to be more resistant to economic
slowdowns than do U.S. profits. This tendency of California to
either match or “out perform” the nation as a whole (in good times
as well as bad) is reflected in the department’s forecast of
California profits for 1989, 1990, and 1991. The higher growth
rate estimated for U.S. profits in 1992 in part reflects the recovery
from an especially depressed 1991 profit level. ‘

Growth in Corporate Tax Receipts Is Due to Adjust-
ments. Figure 11 shows the projected growth in corporate tax
receipts for the prior, current, and budget years. As the figure
indicates, projected growth in 1991-92 is due entirely to two
proposed adjustments. These are the department’s proposals to

Figure 11
Projected Corporate Tax Receipts
1989-90 through 1991-92 (in billions)

Accrual accounting
D Tax credit delay
V) Federal conformity legislation®

- Projected baseline revenues

$6.0-

5.5W

4.54

4.0- '
1989-90 1990-91 1991-92

2 Refers to federal conformity legistation enacted by California in 1990.
Source: Department of Finance.
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change accounting methods ($180 million) and delay implemen-
tation of the health care tax credit for small employers ($55
million). Absent these adjustments, projected bank and corpora-
tion tax receipts would actually decline by $70 million in 1991-92.

This is the second consecutive year in which all of the
projected growth in corporate tax receipts is due to proposed
legislation. As Figure 11 shows, current-year growth in this tax
is entirely attributable to the estimated revenue gain from
“federal conformity” legislation enacted by California in 1990.
The estimate of this revenue gain, made at the time this legisla-
tion was enacted—$525 million for 1990-91 and $363 million for
1991-92—has not yet been corroborated by actual collections
data.

Other General Fund Revenues

Other General Fund revenues are expected to decline by $196
million in the budget year. This 5.4 percent reduction is due to
the net effect of many factors. The most important of these are
a reduction of $119 million in earthquake-related disaster relief
transfers, a decrease of $148 million in revenues from the sale of
abandoned property, a $78 million recovery of prior-year Depart-
ment of Social Services costs from the federal government, an
increase of $55 million in insurance tax revenues, and a $53
million decrease in oil and gas revenues. The latter decrease is
primarily due to the expected decline of oil prices in the budget
year over the current year. The increase in insurance taxes will
actually be approximately $50 million more than is reflected in
the revenue forecast (resulting in a total 1991-92 increase of $105
million) because the Board of Equalization recently increased the
tax rate on 1990 premiums that will be collected in the budget
year. This action was taken as a result of a provision in
Proposition 103 (November 1988) which allows the state to be
compensated for any decrease in revenues which result from the
measure. v

RELIABILITY OF THE REVENUE FORECAST

Figure 12 shows the discrepancies between past revenue
forecasts—original budget estimates, May revise reestimates,
and mid-year reestimates—and final receipts over the past dec- .
ade. It demonstrates thatthere are significant margins of error
underlying the revenue forecasts, and serves as a reminder that
the budget-year forecast is subject to large margins of error as
well.

Figure 12 also shows that revenue estimating errors over the
past decade were at their largest during the early 1980’s reces-
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Figure 12

Discrepancies Between Actual and
Estimated General Fund Revenues®

1980-81 through 1990-91

Change from original
budget estimate

- Change from May revision
Change from mid-year revision

80-81 82-83 84-85 86-87 88-89 90-91

2 Estimates by the Legislative Analyst, based on analysis of Department of Finance revenue estimates.
Percentage discrepancies shown represent the average absolute values of discrepancies for the years
specified that are attributable to economic forecasting revisions, taxpayer behavior and revenue
estimating procedures. Data have been adjusted for the initial estimates of new legistation, budget
actions, audit settlements and various other factors.

b Represents the discrepancy between the original 1990-91 Governor's Budget forecast and the 1991-92
Governor's Budget mid-year revision.

sion and subsequent recovery. This illustrates the fact that
forecasting is most difficult at the peak or trough of an economic
cycle, when economic trends are changing direction. The current
period, in which California has moved into a downturn, is just
such a case. The discrepancy between the original budget
forecast for 1990-91 (made in January 1990) and the current
reestimate is 8 percent (after adjustment for noneconomic fac-
tors). This discrepancy, due primarily to unexpected weakness in
the economy, is significantly greater than those experienced in
the past several years. The current downturn alse adds to the
difficulty in forecasting budget-year revenues, because both the
1990-91 base from which they will grow and the growth pace itself
are uncertain. For this reason, the budget-year revenue forecast
presents us with the potential for greater error than is the case
when the economy is more stable.
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What Do These Error Margins Mean in Terms of Reve-
nues? Even small percentage revenue estimating errors can
produce large dollar discrepancies between forecasted and actual
receipts. For example, al percent error in the budget year would
translate into a change of over $450 million. Thus, the “average”
error for the previous 10-year period (3.1 percent) would amount
to $1.4 billion.

Is the Revenue Forecast Reasonable? Assessing the
reasonableness of the budget’s revenue projections involves
consideration of two main factors: (1) the reliability of the
economic forecast on which the revenue forecast depends and (2)
the consistency of the revenue projections with the economic
forecast from which they are derived. Our analysis of these
factors indicates the following:

e Economic reliability. As discussed in the preceding
economic and demographic overview section, the consen-
sus view of economic forecasters has become more nega-
tive since December when the economic forecast appear-
ingin the budget was prepared. The consensus view still
holds that the recession will be short and mild; however,
its estimates of California personal income and employ-
ment growth for both 1991 and 1992 have been adjusted
downward so that they are now below those of the depart-
ment. The net effect of using the less optimistic consen-
sus forecast would be to reduce revenues below the
budget forecast by several hundred million dollars.

It also is important to recognize that the growing se-
verity of the drought is another factor which has become
more apparent since the department made its economic
forecast. It will, in all likelihood, reduce tax revenues,
both through (1) its direct negative effect on corporate
profits and the income and sales of businesses such as
farming operations, fisheries, and recreation-related busi-
nesses; and (2) its indirect effects on profits and employ-
ment in related business such as trucking companies,
canneries, and chemical suppliers. It also may affect
residential construction negatively. The extent to which
revenues are affected by the drought will depend on
many factors, including the extent to which farmers can
adopt water-conserving technologies, move their opera-
tions to areas with adequate water, and convert to drought-
resistant crops. '

¢ Consistency. Our analysis indicates that the depart-
ment’s economic forecast would produce—on net—less
revenues than the budget projects. The key difference
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between our own estimate and the department’s is the
$1.2 billion in economic recovery adjustments to personal
income taxes and sales taxes. Apart from this factor,
however, we believe the budget's revenue forecast is
reasonably consistent with the department’s economic
forecast.

General Conclusion—Estimates
Have Significant Downward Potential

Based on the most recent economic information available, it
appears that the department’s revenue estimates have signifi-
cant downward potential. Specifically:

¢ Regarding the economic recovery adjustment, we see no
basis for assuming that this $1.2 billion will be realized.
Therefore, we recommend that the Legislature disregard
this amount for its fiscal planning purposes.

¢ In addition, revenues could be several hundred million
dollars lower if the latest consensus economic forecast
proves more accurate than the department’s, and if other
factors like the drought further depress economic activ-
ity. This underscores the need for the state to have an
adequate reserve in 1991-92.

April Will Provide Additional Information. During each
of the past three years, the budget’s revenue projections have
been significantly revised in May, following the filing of personal
income tax returns in April, and after other major tax payment
dates have passed. This year, there again will be important
revenue data available in the spring, as well as added information
on the economy, which could significantly change the revenue
estimates. More information will be available, for example, on
the course of the current downturn, the severity of the drought,
and the extent to which the budget’s assumptions about oil prices
are accurate. Depending on what these data show, the revenue
estimates for both the current year and budget year may need to
be significantly revised in May.

THE FORECAST FOR SPECIAL FUND REVENUES

As shown in Figure 13, special fund revenues are projected to
be $9.0 billion in 1990-91 and $11.3 billion in 1991-92. This 27
percent increase is primarily due to administration proposals to
(1) revise the motor vehicle depreciation schedule, (2) increase
vehicle registration and driver’s license fees, and (3) increase
alcoholic beverage taxes, as well as the effect of fuel tax increases
authorized by Proposition 111 (1990). These increases are
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Figure 13

Specnal Fund Revenues

1989-90 through 1991-92
(doliars in millions) @

Motor Vehicle Revenues.

License fees (in lieu)® $2,140 | $2,262| $3,.225 $963 | 42.6%
Fuel taxes® 1,349 | 2,018 2,537 519 | 257
Registration, weight and 1,162 1,363 1,505 142 10.4

miscellaneous fees

Other Sources:
Cigarette and tobacco $634 $609 $644 $35 5.8%
products tax® .

Alcoholicbeverage tax - - 190 190 -1
Sales and use taxes? 445 537 183 -354 | -65.9
Interest on investments 202 171 170 -1 0.6
Oil and gas revenues" 84 170 149 21| -124
Other 1,687 1,826 2,723 897 59.5

Totals. special funds $7.703 $8.956 811.326' $2.370

o

"Detail may not add to totals due to rounding.
Includes revenues of $781 million in 1991-92 due to a proposed revision of the vehicle license
fee depreciation schedule.
Includes revenues of $687 miilion in 1990-91 and $970 million in 1991-92 due to a tax rate
increase under Proposition 111 (June 1990).
Includes revenues of $130 mitlion in 1980-91 and $216 million in 1991-92 due o increased
driver's license and vehicle registration fees.
Includes revenues due to Proposition 99 (November 1988) of $569 million in 1989-90, $547
million in 1990-91, and $531 million in 1991-92, and an increase of $53 million due to a revision
in the state's accounting methods.
Not a meaningful figure.

Includes revenues of $353 million in 1989-90 and $422 million in 1890-91 due to a temporary
one-quarter-cent tax increase ena;:ted by the Legislature in 1989 to fund earthquake relief.

Represents oil and gas revenues 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 federal land royaltles )

o
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Figure 14

1991-92 Special Fund Revenues,
- By Source ‘ ’

i Total Revenues
Motor vehicle

license fees

$11.3billion

Fuel taxes and other

Oil an
dgas motorvehicle-related fees

revenues

Salesand
use taxes

Interest
Income

Cigarette taxes

§ a
Alcoholic beverage Other revenues

taxes

2 includes a variety of sources, such as property income, penalty assessments, and user fees.
Source: Department of Finance.

partially offset by the sunset of the one-quarter-cent earthquake
tax implemented to fund disaster relief.

Figure 14 indicates that about two-thirds of all special fund
revenues ($7.3 billion) are motor vehicle-related. These sources
include vehicle license fees ($3.2 billion), fuel taxes ($2.5 billion),
and vehicle registration, weight, and other fees ($1.5 billion). The
other one-third of special fund revenues come from tobacco
products taxes ($644 million), alcoholic beverage taxes ($190 -
million), sales and use taxes ($183 million), investment interest
($170 million), oil and gas revenues ($149 million), and a variety
of other sources ($2.7 billion).

How Are Special Fund Revenues Used?

Special fund revenues are used for a variety of purposes.
Many special fund revenues are dedicated to specific uses. For
example:

* Motor vehicle-related revenues are used for various pro-
grams, many of which are related to transportation. Over
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one-half of these revenues are transferred to local gov-
ernments for use in a variety of local programs, including
street and road maintenance and mass transit purposes.
The remainder is used for state programs relating to -
transportation and vehicle use, including support of the
Department of Motor Vehicles (DMV), the California
Highway Patrol (CHP), and the Department of Trans-
portation (Caltrans).

¢ Revenues raised by the tobacco-related taxes imposed by
Proposition 99 (1988) are distributed to various state
accounts to be spent for health and natural resources-
related purposes.

* The local 3-cent share of the basic 10-cent state cigarette
tax in effect prior to Proposition 99 is distributed between
cities (83 percent) and counties (17 percent).

¢ (il and gas revenues are used primarily to fund capital
outlay projects.

Major Increases in Motor Vehicle-Related Fees and Taxes

Motor Vehicle License Fees. Figure 13 shows that motor
vehicle license fees are expected to total $2.3 billion in the current
year and $3.2 billion in the budget year. The budget proposes to
increase vehicle license fees primarily by revising the vehicle
license fee depreciation schedule. Under current law, new car
values are depreciated over a nine-year period, so their value for
tax purposes declines from 85 percent in the first year to 5 percent
by the ninth year. The new schedule would establish license fees
instead based on 100 percent of purchase price for new vehicles,
‘declining to a minimum of 15 percent over a 10-year period.
These changes would increase vehicle license fee revenues by an
estimated $781 million in the budget year. The budget proposes
that these revenues be allocated to counties as part of its “pro-
gram realignment” proposal. (For a discussion of this proposal,
please see our county-state piece in Part Four of this document).

Vehicle Registration and Driver’s License Fees. The
department expects vehicle registration and other fees to be $1.4
billion in the current year and $1.5 billion in the budget year. The
revenue forecast includes revenues from an administration pro-
posal for legislation to increase vehicle registration fees by $5 and
driver’s license fees by $2 beginning January 1, 1992. Together,
these increases would produce an additional $73 million in 1991-
92 to be used for support of the DMV,

Fuel Taxes. Fuel taxes are expected to be $2 billion in the
current year and $2.5 billion in the budget year. The forecast
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reflects fuel tax increases authorized by Proposition 111 (1990) to
be used for transportation purposes. Proposition 111 increased
fuel tax rates by 5 cents per gallon, effective August 1, 1990, with
an additional 1-cent-per-gallon increase each January 1 thereaf-
ter for four years. The department expects these increases to
produce $687 million in 1990-91 and $970 million in 1991-92.

Alcoholic Beverage Taxes. The budget forecast includes
revenues generated from the administration’s proposal to raise
taxes on alcoholic beverages. The proposed rates are essentially
- the same as proposed by Proposition 126 on the November 1990
ballot, which was rejected by the voters. These increases would
place the state’s tax rates near the national average for all
alcoholic beverages, with the exception of wine, for which the
state tax rate would remain significantly below the -national
average. ' ~

The department estimates that these rate increases would
raise approximately $190 million in additional revenues in the
budget year. The administration has proposed to allocate most of
these funds (together with the additional vehicle license fees from
proposed fee increases) to counties, in lieu of General Fund
support for public health services and local mental health pro-
grams. The remainder ($17 million) will be used for a program to
educate women on the dangers of alcohol and drug abuse during
pregnancy.

Tobacco-Related Taxes—Revenue Increase Due to Ac-
crual Adjustment. Special fund revenues from tobacco-related
taxes are estimated to be $609 million in 1990-91 and $644 million
in 1991-92. Most of these revenues—$547 million in the current
year and $578 million in the budget year—are due to Proposition
99, which levied an additional 25-cents-per-pack tax on ciga-
rettes and an “equivalent” amount on other tobacco products,
effective January 1, 1989. The remainder represents revenues
distributed to local agencies.

An accrual accounting adjustment made by the department
has increased the revenue estimate by $53 million for the budget
year. Our analysis indicates, however, that these revenues
already are accounted for on an accrual basis, so the adjustment
is inappropriate. In the absence of this adjustment, total 1991-92
revenues from the cigarette tax would have been projected at
$591 million ($531 million from Proposition 99), a 3 percent
decrease from the current year. This decrease in underlying
revenues is due to declining consumption of cigarettes. Because
the cigarette tax is assessed on a flat rate-per-pack basis, declin-
ing consumption results in an absolute reduction in revenues.
Price increases due to a recent federal surtax are expected to
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accelerate the trend of declining consumption of cigarettes,
resulting in revenue decreases in the budget year.

Oil and Gas Revenues—Reduction Reflects Lower Oil
Prices. Figure 13 shows that oil and gas revenues are expected
to total $149 million in the budget year. This is a 12 percent ($21
million) reduction from the level in the current year. This
reduction is primarily due to the department’s expectation that
the price of crude oil will remain below the recent high levels
experienced immediately after the onset of the Persian Gulf
conflict. Lower oil prices reduce both the revenues obtained per
barrel from oil produced on state-owned lands, and the volume of
oil it is profitable to extract. The amount of 0il and gas revenues
actually collected could differ significantly from the estimate,
however, due to the uncertainty surrounding the war in the
Persian Gulf and the potential volatility in oil prices.
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The Outlook for State Expenditures

Figure 1 shows state expenditures from 1985-86 through
1991-92 from the General Fund and special funds in both “cur-
rent dollars” (amounts as they appear in the budget) and “con-
stant dollars” (current dollars adjusted for the effects of infla-
tion). This adjustment relies upon the Gross National Product
(GNP) implicit price deflator for state and local government
purchases of goods and services. The GNP deflator is a good
general measure of the price increases faced by state and local

Figure 1
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governments, and allows comparisons of the “purchasing power”
of state resource allocations over time.

Figure 1 shows that total state spending (in current dollars)
increased from $34 billion in 1985-86 to a proposed level of $54.1
billion in 1991-92. This 1991-92 amount is $3.5 billion, or 6.9
percent, more than estimated total state spending for the 1990-
91 fiscal year. The growth since 1985-86 amounts to an average
annual increase over the period of 8.0 percent. Figure 1 also
shows that, in constant dollars, total state expenditures have
grown less rapidly, increasing at an average annual rate of 3.6
percent.

General Fund expenditures are proposed to total $43.3
billion in 1991-92, which is $1.6 billion, or 3.7 percent, more than
estimated General Fund expenditures for 1990-91. In contrast,
General Fund expenditures grew at an average growth rate of
almost 8 percent between 1985-86 and 1990-91. Because we
estimate that General Fund expenditures would need to grow by
$6.4 billion in 1991-92 in order to maintain current levels of state-
supported services, the budget reflects significant reductions in
the level of services to be provided.

Special fund expenditures are proposed to total $10.8
billion in 1991-92. This amount is $1.9 billion, or 22 percent,
higher than estimated special fund expenditures in 1990-91.
This high growth rate reflects the budget’s proposed increase in
state taxes on vehicles and alcoholic beverages, which would be
deposited in state special funds and distributed largely to coun-
ties.

State Spending by Program Area

Figure 2 shows the distribution of proposed 1991-92 expendi-
tures from all state funds among different program areas. Both
General Fund and state special fund expenditures are reflected
in order to provide some perspective on total state spending on
different programs. In some program areas (for example, re-
sources), the exclusion of special fund expenditures would not
permit a meaningful evaluation of funding and policy changes.

The program area groupings used in Figure 2 differ in three
respects from the traditional groupings used in the Governor’s
Budget. Specifically, the criminal justice category includes
spending on both the traditional Youth and Adult Corrections

" category as well as state expenditures for the judicial system, in
order to recognize the linkage between these programs. The
general government category includes not only most of the
programs that traditionally are shown as general government in
the Governor’s Budget, but also includes all of the administrative
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functions traditionally included in the Legislative, Judicial and
Executive; State and Consumer Services; and Business, Trans-
portation, and Housing categories. This provides a better per-
spective as to the costs of running state government. Finally, the
capital outlay category includes all of the direct capital outlay
expenditures made from the General Fund and special funds, as
well as state general obligation bond debt service, and expendi-
tures associated with lease-payment bonds.

Figure 2 shows that slightly more than 40 percent of all
expenditures from state funds is proposed for educational pro-
grams, and more than one-quarter for health and welfare pro-
grams. The remaining expenditures are in the areas of general
government (13 percent), criminal justice (6.4 percent), trans-
portation (7.9 percent), resources (2.0 percent) and capital outlay
(2.6 percent).

Figure 3 compares the average annual growth rate for each
program area during the 1985-86 through 1991-92 period with
the overall rate of growth in expenditures from state funds. It

Figure 2
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shows that criminal justice, transportation, and capital outlay
expenditures have grown significantly faster than the budget as
a whole. Taken together, however, these programs represented
only 17 percent of state expenditures in 1991-92. By comparison,
higher education programs have been growing significantly
slower than total spending.

The next part of this section discusses this year’s budget from
a program area perspective. For each program area, we discuss
the proposed level of expenditure for each major program, and the
various factors which are “driving” program expenditures. In
addition, we discuss the administration’s major proposals for
reductions in expenditures, as well as the new program initia-
tives proposed in the budget.

Figure 3
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K-12 EDUCATION

Funding for K-12 education from the General Fund for
Proposition 98-eligible programs is proposed to total $15.1 billion,
which is equal to approximately 35 percent of General Fund
expenditures proposed in the Governor’s Budget for 1991-92.
(Over 90 percent of total General Fund support for K-12 educa-
tion counts towards meeting Proposition 98’s minimum funding
requirements. The primary K-12 program areas which are not
counted are contributions to the State Teachers’ Retirement
Fund, debt service on school facilities aid bonds, privately oper-
ated child care programs, and State Department of Education
administration.)

The level of funding proposed in the budget represents an
increase of $233 million, or 1.6 percent, over the level of K-12
education expenditures estimated for 1990-91. The 1990-91
expenditure level includes the impact of a $450 million reduction
in Proposition 98 funding for K-12 schools which resulted from
reduced General Fund revenues in the current year. (For a
discussion of Proposition 98, please see our piece on this measure
in Part Four.)

BUDGET PROPOSAL VERSUS CURRENT SERVICE LEVEL

Figure 4 shows General Fund spending levels for Proposition
98-eligible K-12 education programs for 1989-90 and 1990-91,
and compares the budget proposal for 1991-92 with our estimate
of the spending required to maintain the 1990-91 current service
level in the budget year. For purposes of this analysis, we define
current service level as the Proposition 98 “full funding level”
that would have been required in the absence of both the $450
million reduction in 1990-91 and the administration’s proposal to
suspend Proposition 98 in 1991-92.

As the figure indicates, the proposed budget would result in
a $1.8 billion (10 percent) reduction in the overall level of funding
for K-12 education programs relative to the current services
funding level.

SPENDING BY MAJOR PROGRAM

Figure 5 shows General Fund expenditures for the major K-
12 education programs from 1985-86 through 1991-92. The
decrease in 1991-92 general-purpose apportionments is due to
the Governor’s proposals to: (1) not fund a COLA and (2) impose
strict attendance accounting procedures.
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Figure 4

Growth in K-12 Education Expenditures:

General Fud (in billions) ‘
1989-90 through 1991-92

Actual/Proposed
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anver.? Pr)oposition 98-eligible programs only (over 90 percent of total General Fund expenditures for K-12
education).

FACTORS DRIVING PROGRAM COSTS

The primary factors driving K-12 education program costs
are specified in the California Constitution, as amended by
Proposition 98 and Proposition 111. These measures generally
require that total funding for K-12 schools and community
colleges from state and local sources be no less than the amount
provided in the prior year, as adjusted for enrollment growth and
growth in California per capita personal income. The measures
also provide for the minimum funding requirement to be based on
K-14 education’s 1986-87 share of General Fund revenues, if this
would result in a higher amount, and provide for an automatic
reduction to the minimum funding level in years of low General
Fund revenue growth.

Under the basic Proposition 98 minimum funding guarantee
formula, therefore, the level of General Fund support required
for K-12 education is based on three factors: (1) K-12 enrollment
growth, (2) per capita personal income growth, and (3) local
property tax growth. Other things equal, increases in the first
two factors increase the required level of General Fund support,
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Figure 5

K-12 Education Expenditures
By Major Program
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while increases in local property taxes reduce General Fund
requirements on a dollar-for-dollar basis.

K-12 Enrollment Growth. The budget estimates K-12
enrollment growth of 4.3 percent, which increases the amount of
General Fund support needed in order to maintain current
service levels by $871 million.

Per Capita Personal Income Growth. The budget esti-
mates growth in California per capita personal income of 5.3
percent, which increases the amount of General Fund support
needed by $1.1 billion.

Property Tax Growth. The budget estimates growth in
school district property tax revenues of 9.1 percent, which de-
creases the amount of General Fund support needed by $454
million.

SPECIFIC PROPOSALS IN THE BUDGET

The major thrust of the proposed budget for K-12 education
is to significantly reduce the growth in program expenditures.
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(As noted above, cuts in K-12 education funding can be accom-
plished only by suspending Proposition 98.) This is achieved
through a variety of proposals, which in the aggregate would
result in a funding level that is approximately $1.8 billion less
than the amount needed to fund the 1990-91 level of services in
these programs.

Cost Reduction Proposals

The major cost-cutting proposals contained in the budget are:

Suspension of statutory K-12 education COLAs ($991
million). The budget eliminates funding for all statu-
tory COLAs.

Continuation of current-year funding reductions
($450 million). The budget continues in the K-12
funding “base” the reductions made in the current year.

Strict attendance accounting requirements ($250
million). The budget reduces funding for school appor-
tionments, on the assumption that strict adherence to
current-law attendance accounting requirements will
reduce the level of reported ADA by 2 percent.

Suspension of Mentor Teacher Program ($66 mil-
lion). The budget eliminates funding for the Mentor
Teacher Program in 1991-92. The administration sug-
gests that, when restored, the program should be restruc-
tured to emphasize merit pay.

Elimination of funding for class size reduction ($31
million). The budget proposes no funding to continue
the process of reducing class sizes, begun in the current
year pursuant to Ch 1147/89 (SB 666, Morgan).

New Initiatives

The budget also contains $95 million in new initiatives, as

follows:

Preschool expansion ($50 million). The budget pro-
poses a five-year program to extend the availability of
preschool to all low-income families. The administration
also proposes changing staff-to-child ratios for all state-
funded programs serving preschool-aged children from
1:8 to 1:10, in order to serve more children.

“Healthy Start” pilot program ($20 million). The
budget proposes a pilot program to coordinate social
services through specified elementary school sites.
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e Early mental health ($10 million). The budget pro-
poses a new program to provide mental health counseling
services at elementary schools.

* Revised assessment system ($10 million). The budget
proposes to restore a revised version of the California
Assessment Program, allowing the reporting of individ-
ual student scores.

¢ Volunteer and mentor corps ($5 million). The budget
proposes to train local community members as volunteers
in schools and mentors for “at-risk” children.

Funding for these initiatives is not included in the Budget
Bill, but is instead shown in the Governor’s Budget as a General
Fund “set-aside” for pending legislation.
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HIGHER EDUCATION

Funding for higher education programs is proposed to total
$6.1 billion from all state funds, which is equal to approximately
11 percent of total expenditures proposed in the Governor’s
Budget for 1991-92. This level represents a decrease of $27
million, or 0. 4 percent, from the level of expendltures estimated
for 1990-91.

BUDGET PROPOSAL VERSUS CURRENT SERVICE LEVEL

Figure 6 shows combined General Fund spending for the
University of California (UC), the California State University
(CSU), and the California Community Colleges (CCC) for 1989-90
and 1990-91, and compares the budget proposal for 1991-92 with
our estimate of the spending required to maintain the 1990-91
current service level in the budget year. As the figure indicates,
the proposed budget would result in significant reductions in the
overall level of higher education programs relative to the current
services funding level.

Figure 6

Growth in Higher Education Expenditures?®

General Fund (in billions)
1989-90 through 1991-92

Actual/Proposed

Il Current Service Level

89-90 90-91 91-92

2 Includes expenditures for UC, CSU, and the CCC. Includes 87 percent of total Genera|
Fund expenditures for higher education.
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SPENDING BY MAJOR PROGRAM

Figure 7 shows General Fund expenditures for the UC, CSU,
and the CCC from 1985-86 through 1991-92. It shows that the
CCC have experienced a greater rate of growth than the UC or the
CSU. This is partially explained by a slightly higher enrollment
growth for the CCC and increased funding as the result of
Proposition 98. We also note that the UC’s somewhat lower rate
of growth is explained by reductions in the state’s contribution
rate for the UC’s retirement plan. CSU has experienced the
lowest rate of growth.

FACTORS DRIVING PROGRAM COSTS

In addition to salary and price increases, two main factors
account for expenditure growth in higher education: (1) enroll-
ment growth and (2) Proposition 98. Between 1985-86 and 1991 -
92, enrollment at UC, CSU, and the CCC increased at annual

Figure 7
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rates of 2.2 percent, 2 percent, and 2.3 percent, respectively.
Proposition 98 generally requires that total funding for commu-
nity colleges and K-12 schools from state and local sources be no
less than the amount provided in the prior year, as adjusted for
enrollment growth and growth in California per capita personal
income. (For a discussion of Proposition 98, please see our piece
on this measure in Part Four.)

SPECIFIC PROPOSALS IN THE BUDGET

The major thrust of the proposed budget for higher education
is to reduce the growth in program expenditures. This is
accomplished through a variety of proposals which, in the aggre-

- gate, would result in a funding level that is approximately $764
million less than the amount required to continue funding the
1990-91 level of services in these programs.

Cost Reduction Proposals

Figure 8 shows the $764 million current services level short-
fall by segment ($225 million for CCC, $227 million for CSU, and
$312 million for UC). As the figure shows, the budget proposes
to offset part of the shortfall with (1) additional fee revenue and
(2) a $55 million deferral of payments for UC budget-year costs.
The budget proposes a 20 percent increase in student fees at all
three segments, resulting in additional revenue of $112 million.
These actions would reduce the unfunded costs to $597 million
($211 million for CCC, $180 million for CSU, and $206 million for
UC). The major cost-cutting proposals to bridge this $597 million
gap are:

* Suspension of Proposition 98 ($225 million). The
Governor proposes to suspend Proposition 98 in the
budget year. We estimate that the CCC would receive an
additional $225 million at the Proposition 98 “full fund-
ing” level.

*  Other expenditure reductions ($194 million). The
budget proposes spending reductions of $99 million for
UC and $95 million for CSU. These consist of unallocated
reductions and reductions in research, administration,
and equipment. As a result of these deductions, some of
the activities the budget purports to fund may not be
supported. For example, the budget shows that projected
budget-year enrollment is fully funded. However, one of
the actions the UC and CSU probably will have to take to
generate the necessary savings is to hold new faculty
positions open, thereby not fully providing for workload
increases related to new enrollment. ’
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* No salary adjustments ($128 million). The budget
proposes no salary increases for UC and CSU faculty and
staff in 1991-92 ($70 million), and the budget does not
fund faculty and staff merit salary adjustments in 1991-
92 ($58 million).

* No price increases ($28 million). The UC and CSU
anticipate increased costs of $28 million for a variety of
price increases that are not addressed in the budget.

* No instructional equipment replacement ($24 mil-
lion). The budget underfunds the normal level of fund-
ing for instructional equipment by $24 million, according
to the formula traditionally used for this purpose.

Figure 8
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SOCIAL SERVICES

Funding for social services programs is proposed to total $6.6
billion, which is approximately 15 percent of General Fund
expenditures proposed in the Governor’s Budget for 1991-92.
This level of expenditures represents an increase of $7 million, or
0.1 percent, over the level of expenditures estimated for 1990-91.

BUDGET PROPOSAL VERSUS CURRENT SERVICE LEVEL

Figure 9 shows the spending levels for major social services
programs for 1989-90 and 1990-91, and compares the budget
proposal for 1991-92 with our estimate of the spending required
to maintain the 1990-91 current service level in the budget year.
As the figure indicates, the budget proposes funding that is $831
million, or about 12 percent, less than we estimate would be
needed to cover the General Fund share of the costs of providing
the current level of services for these programs. This shortfall
reflects two major factors:

¢ Thebudgetunderestimates AFDC caseloads by about
7 percent. The budget includes an estimate of caseloads

Figure 9

Growth in Social Services Expenditures?®

General Fund (in billions)
1989-90 through 1991-92

Actual/Proposed
- Current Service Level

89-90 90-91 91-92

8 covers 98 percent of total General Fund expenditures for social services.
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that does not reflect the downturn in the state’s economy
or the most recent trends in actual caseloads. As a result,
we estimate that the budget understates the costs of the
AFDC program by about $175 million. Since there is a
statutory appropriation for AFDC that ensures that all
eligible recipients will receive their statutorily deter-
mined grants, the actual expenditures in this program
are not limited to the amounts provided in the Budget
Act.

* The budget proposes a variety of statutory changes.
Most of the $831 million shortfall represents proposed
service reductions. We describe the four major proposals
to reduce services, totaling $594 million, below.

SPENDING BY MAJOR PROGRAM

Figure 10 shows General Fund expenditures for the five
major social services programs. The figure shows that expendi-
tures for AFDC, the largest welfare program, have grown stead-
ily since 1985-86, with especially rapid growth in 1989-90 and
1990-91.

Figure 10
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The state’s other major welfare program, SSI/SSP, also grew
throughout the period displayed, although the rate of growth
dropped off substantially in 1990-91. This occurred because the
state suspended the statutory SSI/SSP COLA. At the same time,
SSI/SSP caseload growth accelerated to 7.4 percent, higher than
its historical average rate of 4.5 percent per year. The net effect
of the reduction in state COLA costs and the increase in costs due
to increased caseloads was an overall General Fund increase of
about 4 percent in 1990-91.

In addition, the figure shows that the costs of the Child
Welfare Services (CWS) program and the In-Home Supportive
Services (IHSS) program grew at extremely high rates since
1985-86. The downturn in CSW costs in 1990-91 is due to the
Governor’s veto of $55 million from the program. While the veto
reduced costs in 1990-91, the figure illustrates that this had little,
if any, impact on the ongoing rate of growth in program costs.
With respect to the IHSS program, it is important to note that the
General Fund costs of this program are growing substantially
faster than the program’s total costs. For example, in 1991-92,
total THSS costs are projected to increase by 10 percent, while the
General Fund cost is anticipated to increase by 20 percent. This
occurs because the federal contribution to the program increases
only slightly from year to year and county funds are capped at the
1987-88 level. Thus, the General Fund bears a disproportionate
share of any cost increases in this program.

FACTORS DRIVING PROGRAM COSTS

Cost increases in social services programs in recent years can
be categorized into those costs that are due to caseload increases
and those that are due to increases in the average cost per case.
For more detailed discussions of the reasons for increases in these
programs, please see (1) our piece on the AFDC program in Part
Four of this document, (2) our analysis of the SSI/SSP program
in the Analysis of the 1991-92 Budget Bill, (3) our recent report
on the CWS program (Child Abuse and Neglect in California, A
Review of the Child Welfare Services Program, January 1991),
and (4) our analysis of the THSS program in the Analysis of the
1990-91 Budget Bill.

Factors Driving Caseload Increases

All of the major welfare and social services programs are
designed to help individuals and families in specific target
groups. As the numbers of people in each of these target groups
increase, the caseloads of the programs increase as well. More
than half of the increased costs of the major social services
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programs in recent years is attributable to increased caseloads,
whose growth, in turn, has been driven by a variety of factors.
Figure 11 highlights some of the major demographic, social, and
programmatic factors which influence caseloads in the major
social services programs.

Factors Driving Average Costs Per Case

The statutory COLAs for AFDC and SSI/SSP grants are
probably the largest single influence on the costs of social services
programs. For example, the General Fund costs of the COLAs
granted since 1985-86 is about $700 million. This amount would

Figure 11

Major Social Services Programs
Factors Affecting Caseload Growth

» Anincrease in women of child-bearing age.
» Anincrease in the number of births to unwed mothers.

* The increase in two population subgroups—Hispanics and refugees—
accounts for some of the AFDC caseload growth, since these groups have
in the past had welfare dependency rates that are considerably higher than
the rest of the population.

« Thedifferent purchasing power of the AFDC grantin different regions of the
state (due to variations in regional costs of living).

+ Thelackof asignificantwork incentive for recipients and potential recipients.

« Thegrowthinthe agedportion of the SSI/SSP caseload tracks the increase
inthe aged population, which has been substantially greaterinrecentyears
than the increase in the state’s general population.

« Outreach efforts by the federal government.
« TheAIDS epidemichas contributed to anincrease inthedisabled caseload.

« Increase in the state’s elderly population.

+ Improved medical technology, which allows more severely disabled people
to remain at home.
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« Increase in the known cases of child abuse and neglect.
« A lack of treatment services.
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have increased by almost $300 million had the state not sus-
pended the COLAs in 1990-91. ‘

The COLAs that county welfare departments provide their
employees are a major reason for increases in the costs per case
in the CWS and county administration programs, since both of
these programs rely heavily on county staff to serve clients. The
1991-92 budget, for example, includes $24 million to cover the
state’s share of the costs of COLAs that counties provided their
employees in 1990-91.

In the THSS program, the major determinant of the costs of
serving the average case is the state’s minimum wage. This is
because most THSS providers are paid at this rate. When the
state increased the minimum wage from $3.45 per hour to $4.25
per hour in 1988, the General Fund cost of the THSS program
increased by $60 million, or 42 percent. Another signiﬁcant
factor in the THSS program is the number of hours of service that
counties award to clients. The average rate of growth in hours of
service since 1985-86 has been 2.3 percent.

SPECIFIC PROPOSALS IN THE BUDGET

There are no significant proposals to add new services or
increase the level of service in the social services budget for 1991-
92. As noted above, the budget includes four major proposals to
reduce services in this area for total savings of $594 million. In
addition, the budget proposes a variety of smaller program
reductions, which we describe in detail in the Analysis of the
1991-92 Budget Bill. The four major proposals are:

e Suspension of statutory welfare COLAs ($321 mil-
lion General Fund savings). Under current law,
AFDC recipients would receive a 5.49 percent increase in
their grants on July 1, 1991 (for example, the grant to a
family of three with no other income would increase from
$694 to $732 per month) and SSI/SSP recipients would
receive a 5.49 percent increase on January 1, 1992 (for
example, the grant to an aged couple would increase from
$1,167 to $1,231 per month). This would be the second
straight year of suspending the statutory welfare CO-
LAs, with the result that grant levels in 1991-92 would be
the same as in 1989-90.

e Maximum Aid Payment (MAP) reduction ($193
million General Fund savings). The budget proposes
to reduce the MAP for AFDC recipients to the 1988 level,
areduction of about 8.8 percent (for example, the MAP for
a family of three would be reduced from $694 to $633 per
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month). This proposal would affect the 18 percent of
recipients who have outside (non-AFDC) income differ-
ently than it would affect the 82 percent of recipients with
no outside income. Recipients with no outside income
would have their grants reduced by the full 8.8 percent
reduction in the MAP (because they currently receive the
maximum grant). Most recipients who have outside
income, however, already receive substantially less than
the maximum grant and would not, therefore, experience
any reduction in their grant. We discuss this proposal,
and other options for reducing AFDC costs in Part Four
of this document.

Elimination of the Homeless Assistance Program
($35 million General Fund savings). This component
of the AFDC program provides special grants for tempo-
rary shelter and for permanent housing to families who
are homeless or who are about to become homeless.

Foster care rate freeze ($45 million General Fund
savings). The budget proposes to freeze for one year the
monthly rates of reimbursements to foster care group
homes and family homes at their 1990-91 levels. Chapter
1294, Statutes of 1989 (SB 370, Presley), created a new
rate-setting system for group homes, to be phased in over
a three-year period, and provided for a schedule of
increases in foster family home rates, with a specialized
care rate increase for family homes scheduled for 1991-
92. The budget proposal would delay the phasingin of the
group home rate schedule and put off the specialized care
rate increase for family homes for one year.
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HEALTH

Funding for health programs is proposed to total $7.0 billion
(all state funds) and $6.4 billion (General Fund) in 1991-92. The
General Fund amount is equal to approximately 17 percent of
General Fund expenditures proposed in the Governor’s Budget
for 1991-92. The level of funding from all state funds represents
an increase of $346 million, or 4.6 percent, over the level of state-
funded expenditures estimated for 1990-91. The level of funding
from the General Fund represents a decrease of $376 million, or
5.5 percent, from the level of Geéneral Fund expenditures esti-
mated for 1990-91.

BUDGET PROPOSAL VERSUS CURRENT SERVICE LEVEL

Figure 12 shows General Fund local assistance spending
levels for major health services programs for 1989-90 and 1990-
91, and compares the budget proposal for 1991-92 with our
estimate of the General Fund spending required to maintain the

Figure 12

Growth in Health Services Expenditu_resa'

General Fund (in billions)
1989-90 through 1991-92

- Current Service Level

89-90  90-91 91-92

21ncludes 78 percent of all state (General Fund and state special funds) expenditures in-the health program area
in 1991-92. Includes Medi-Cal figures on a cash, not accrual, basis. In addition, 1991-92 proposed funding
reflects the administration's proposal to shift various health program responsibilities to counties.
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1990-91 current service level in the budget year. These figures
exclude approximately $900 million in funding associated with a
proposed accrual accounting adjustment, because this proposal
has no effect on program service levels. As the figure indicates,
the proposed budget would result in significant General Fund
reductions in the overall level of local assistance funding for .
health services programs relative to the current services funding
level. This is due in large part to the proposed shift in responsi-
bility to counties for providing mental health and public health
services.

SPENDING BY MAJOR PROGRAM

Figure 13 shows General Fund expenditures for the four
major health programs—Medi-Cal local assistance, public health
local assistance, and programs administered by the Department
of Developmental Services (DDS) and the Department of Mental
Health (DMH)—from 1985-86 through 1991-92. As the figure
shows, changes in funding for each of the programs has varied
substantially over this time period. For example, funding for
Medi-Cal and DDS programs has grown by roughly 50 percent

Figure 13

Health Expenditures | —
By Major Program —— MediCal
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4 Medi-Cal figures are on a cash, not accrual, basis.
1991-92 expenditures reflect Governor’s program realignment proposal.
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over this time period. On the other hand, funding for public
health and for DMH programs has declined substantially during
the same period. These declines relate primarily to (1) reductions
enacted in the current year and (2) budget proposals to shift
responsibility for the AB 8 County Health Services and most local
mental health programs to the counties in 1991-92 (discussed
below).

FACTORS DRIVING PROGRAM COSTS

During the period 1985-86 through 1990-91, General Fund
support of Medi-Cal, public health, and programs administered
by DDS and DMH grew by about $2 billion, or more than 40
percent. This section examines the specific factors responsible for
increases in health services costs during this period. These
factors are also likely to drive health care expenditures for the
next several years.

Demographic Changes. During the period from 1985-86
through 1990-91, funding for Medi-Cal grew by about $1.5 billion
(General Fund). Roughly $400 million, or one-quarter, of this
increase was due to caseload growth. In particular, two of the
major population groups served by Medi-Cal—the elderly and
children—have grown faster than the general population as a
whole over this period.

Similarly, General Fund support for DDS increased by about
$200 million, or over 50 percent, between 1985-86 and 1990-91.
Approximately $75 million of this increase appears to be due to
caseload growth that is tied to demographic factors.

State Policy Changes. During the period 1985-86 through
1990-91, funding for DMH-administered programs increased by
about $200 million, or roughly 25 percent. (As Figure 13 shows,
the budget’s proposal to shift virtually all local mental health
programs to the counties would reverse this growth trend.)
Approximately $50 million of the increase has been due to the
effect of major state policy changes, such as (1) the establishment
of the Conditional Release program for parolees in 1986-87 and
(2) the provision of staff for accreditation and other purposes
resulting from the department’s state hospital initiative in 1984-
85.

In addition, about $40 million, or 20 percent, of the growth in
DDS funding over the five-year period was due to specific state
program changes, such as adding community placement and
prevention activities, implementing rate increases through the
Alternative Residential Model (ARM), and achieving and main-
taining accreditation at the state developmental centers.
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For Medi-Cal, the expansion of Medi-Cal coverage beginning
in 1988 for pregnancy services to include women in families with
incomes of up to 185 percent of the federal poverty level has
increased costs by more than $50 million since that time.

New Federal Requirements. Roughly $300 million, or
almost 20 percent, of the growth in Medi-Cal funding from 1985-
86 through 1990-91 has been related to meeting major new
federal requirements.

¢ The federal Immigration Reform and Control Act TRCA)
and the federal Omnibus Budget Reconciliation Act of
1986 (OBRA 86) require states to provide coverage for
certain medical services to newly legalized and undocu-
mented persons. :

¢ The Medicare Catastrophic Coverage Act of 1988 re-
quires Medi-Cal to pay Medicare premiums, coinsur-
ances, and deductibles for people with low incomes and
few assets, as specified.

¢ ' The federal Family Support Act of 1988 requires Medi-
Cal to extend coverage to beneficiaries for up to 12
months after they become ineligible for Aid to Families
with Dependent Children (AFDC) due to factors such as
increased earnings or increased hours of employment.

Societal Changes. Funding for AIDS programs increased
from roughly $2 million to approximately $50 million (General
Fund) during the period due to a major social change—the AIDS
epidemic. In addition, our field visit observations and discussions
with health experts indicate that two other social changes—
increases in the number of unmarried teenage women having
children and children born to substance-abusing mothers—may
have increased pressure for state funding for Medi-Cal and DDS.
The funding impact of these changes, however, is not possible to
quantify given existing data.

Inflation. Overall, the reimbursement levels and mix of
services provided by various health programs are influenced by
underlying trends in the costs of medical care. Costs of the major
health programs (particularly Medi-Cal) have increased despite
cost-containment measures, in part because medical care costs
have increased more rapidly than the costs of other goods and
services.

SPECIFIC PROPOSALS IN THE BUDGET

While the proposed budget for health services is based upon
funding levels required to meet statutorily required caseload and
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utilization growth, it actually provides less than the necessary
amounts due to the inclusion of unallocated reductions. It also
proposes to reduce General Fund costs by (1) shifting major
programs to the counties and (2) budgeting copayments or fees for
various health services.

The major cost-cutting proposals in the budget are:

Shift funding responsibility for health services and
local mental health programs to the counties ($942
million General Fund savings). The budget proposes
to shift funding responsibility for the AB 8 County Health
program and virtually all local mental health programs
to the counties. These proposals also transfer a similar
amount of revenues to the counties through increased
vehicle license fees and alcohol taxes.

Establish fees for regional center services for per-
sons with developmental disabilities ($30 million
General Fund revenues). The budget proposes enact-
ment of legislation to establish certain regional center
fees in order to obtain federal reimbursement for targeted
case management at the regional centers administered
by the DDS. The budget assumes that the appropriate
legislation will be enacted in February 1991. At the time
this analysis was prepared, legislation (SB 92, Presley)
had in fact been enrolled.

Establish or increase various fees and copayments
($25.7 million General Fund savings). The budget
proposes to institute beneficiary copayments for Medi-
Cal, for a General Fund savings of $21.2 million. Exemp-
tions from copayments would be made for all services to
children and long-term care patients, pregnancy-related
and emergency services, and services provided in “capi-
tated” systems (such as, for example, health maintenance
organizations). As a result of these exemptions, it ap-
pears that copayments would be applied primarily to
services for the blind and disabled and for primary care
services.

The budget proposes to establish an enrollment fee for the
California Children’s Services and the Genetically Handicapped
Persons Program via legislation, for a $2.6 million General Fund
savings. The budget also proposes to replace $1.9 million in
General Fund support for various genetic disease testing and
related programs with (1) Genetic Disease Testing Fund reserves
in the budget year and (2) fees in future years.
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New Initiatives

The budget contains three major new health proposals for
1991-92:

Shiftto accrual accounting for Medi-Cal. Thebudget
proposes to shift from cash to accrual accounting in Medi-
Cal, for a General Fund cost of $876 million.

* Perinatal access. The budget proposes to use $90

million from Cigarette and Tobacco Products Surtax
funds to establish a perinatal insurance program, to be
administered by the Major Risk Medical Insurance Board
(MRMIB). The program would provide prenatal care,
delivery, and one year of well-baby services to women
with incomes between 185 percent and 250 percent of the
federal poverty level, with participants sharing premium
costs.

Family planning increase. The budget proposes to
increase funding for family planning services by $10
million, and to target the funds to teenage parents and
substance-abusing women. The budget also anticipates
$5.1 million in related General Fund savings—$4 million
from Medi-Cal and $1.1 million from AFDC.
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CRIMINAL JUSTICE

Funding for criminal justice programs is proposed to total
$3.5 billion, which is approximately 6.5 percent of all state
expenditures proposed in the Governor’s Budget for 1991-92.
This level of funding represents an increase of $312 million, or 9.9
percent, over the level of expenditures estimated for 1990-91.

BUDGET PROPOSAL VERSUS CURRENT SERVICE LEVEL

Figure 14 shows spending levels for major criminal justice
programs for 1989-90 and 1990-91, and compares the budget
proposal for 1991-92 with our estimate of the spending required
to maintain the 1990-91 current service level in the budget year.
As the figure indicates, the proposed budget would result in
minor reductions in the overall level of funding for criminal
justice programs relative to the current services funding level.

Figure 14

Growth in Criminal Justice Expenditures

General Fund (in billions)
1989-90 through 1991-92

Actual/Proposed
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SPENDING BY MAJOR PROGRAM

Figure 15 shows General Fund expenditures for the three
major criminal justice programs—adult corrections, youth cor-
rections, and judicial—from 1985-86 through 1991-92. The
figure indicates that: (1) adult corrections has grown steadily and
rapidly over the period, (2) youth corrections has remained fairly
flat, and (3) the judicial program grew significantly in 1988-89
and 1989-90 due to the implementation of the Trial Court
Funding Program.

FACTORS DRIVING PROGRAM COSTS

This section examines the specific factors responsible for
increases in criminal justice program costs in recent years, which
also are likely to drive expenditures for the next several years.

The rising costs of criminal justice programs are directly
related to the continuing increase in the state’s prison popula-
tion. The inmate population climbed from 26,768 inmates in
1980-81 to 93,810 in 1989-90, an increase of 250 percent. The

Figure 15
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Department of Corrections projects that the population will
increase further to 173,000 by 1995-96, a rise of 85 percent. These
population increases have been due to a variety of factors:

State Policy Changes. The most significant factor has been
state policy changes. The Legislature has enacted numerous
laws to increase the length of prison sentences since it changed
in 1977 the state’s sentencing structure from indeterminant
sentencing (where the offender’s release from prison was largely
discretionary) to determinant sentencing (where the offender’s
length of sentence is set in statute). In addition, there have been
numerous measures requiring mandatory prison sentences (as
opposed to less costly probation or jail) for specified crimes.

Parole Violation Rates. Another factor driving costs has
been the dramatic increase in the number of parolees returned to
prison for violation of the terms of their parole (more than half of
all parolees are returned to prison). The increase in parole
violation rates is due, in part, to discretionary administrative
policies of the Department of Corrections.

Local Jail Overcrowding. Overcrowding of county jails
has had an indirect effect on the state’s criminal justice budgets.
This is because many county jails now have court-ordered popu-
lation caps, and persons who would have otherwise served their
terms of incarceration in county jails are now serving terms in
state prison. : '

Higher Cost of New Facilities. Expenditures have also
been driven by increasing costs for operation of new prison
facilities. The state has been engaged in a massive prison
construction program in recent years in an attempt to accommo-
date the increased inmate population. These new facilities are
generally more costly to operate than the state’s older prison
facilities, as they require higher staffing levels.

SPECIFIC PROPOSALS IN THE BUDGET

The major thrust of the proposed budget for criminal justice
programs is to fully fund most program expenditures. The budget
for 1991-92 proposes increases of $313 million (10 percent),
financed almost completely from the General Fund.

The Governor’s Budget contains no major policy proposals for
criminal justice programs.
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GENERAL GOVERNMENT

Funding for general government programs is proposed to
total $7.2 billion, which is equal to approximately 13 percent of
General Fund and special fund expenditures proposed in the
Governor’s Budget for 1991-92. This level of expenditures
represents an increase of $1.1 billion, or 19 percent, over the level
of expenditures estimated for 1990-91. The large increase for
1991-92 is attributable to legislation proposed in the budget
which would increase aid to local governments by increasing the
level of vehicle license fees distributed to cities and counties.
Figure 16 shows the level of spending for general government
programs in 1989-90, 1990-91, and 1991-92.

SPENDING BY MAJOR PROGRAM

Figure 17 shows General Fund and special fund expenditures
for the four major general government programs from 1985-86
through 1991-92. As these data indicate, the largest general
government program is aid to local governments, which is funded
primarily by motor vehicle license fees. 'These revenues are

Figure 16
| Growth in General Government Expenditures

All State Funds (in billions)
1989-90 through 1991-92
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collected by the state and returned to cities and counties for
general purposes according to statutory formulas. As noted
above, the sharp budget-year increase is due to the Governor’s
proposal for increased vehicle license fees. All of the other major
programs in this area exhibit relatively stable funding trends
over the period indicated.

FACTORS DRIVING PROGRAM COSTS

This section examines the specific factors responsible for
increases in general government program costs in recent years,
which also are likely to drive expenditures for the next several
years. These include:

Demographic Changes. The state’s increasing population
is the primary driver of general government program costs. Cost
increases in the state’s tax relief programs, for example, are
driven by increases in the number of homeowners and renters

Figure 17

General Government Expenditures

By Major Program Area
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2/ncrease in 1991-92 reflects Governor's proposal to raise vehicle license fees and alcohol taxes as part of his
realignment plan.
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who are eligible to receive these benefits. Local government aid,
whose primary funding source is the vehicle license fees paid on
each car in the state, is also driven primarily by population
increases. '

Inflation. General Fund costs for annuitant health benefit
premiums are expected to increase by $134 million between 1989-
90 and 1991-92, which amounts to an average annual increase of
23 percent. Most of the increase (78 percent) is attributable to the
rise in premium costs, reflecting the high current rates of
inflation in the health care industry. The remainder is due to
increasing numbers of state retirees.

State Policy Changes. State policy changes also have had,
and will continue to have, a significant impact on expenditures in
this program area. For example, state-mandated local program
reimbursements reflect costs that have been incurred as a result
of state legislation imposing costs on local government agencies.
Another example is the State Board of Equalization’s 1990
decision in the Diaz case, which expanded the benefits provided
to public assistance program beneficiaries under the renters’ tax
credit program.

SPECIFIC PROPOSALS IN THE BUDGET

The proposed budget for general government programs
generally proposes to continue past funding practices in this
area. That is, most programs receive funding increases to offset
workload increases, and several of the economic development
programs receive funding for continued expansion. In many
cases, however, these increases are offset by unallocated reduc-
tions.

Cost Reduction Proposals
The major cost-cutting proposals contained in the budget are:

* Reduction of renters’ tax credit ($210 million Gen-
eral Fund savings). The budget proposes that legisla-
tion be enacted to reduce the level of the state’s renters’
tax credit. Specifically, the budget proposes that this tax
credit be reduced from its present level of $120 for joint
returns and $60 for single returns to $70 and $35,
respectively.

* Forego general salary increases ($108 million Gen-
eral Fund savings). The Governor’s Budget proposes
that no general salary increase be provided to state em-
ployees in 1991-92. Based on an anticipated 3.9 percent
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increase in the U. S. Consumer Price Index (the index is
used in determining current-year salary increases), and
assuming that any COLA would have been effective
January 1, 1992, we estimate that the proposal would
save $108 million (General Fund)in 1991-92 and approxi-
mately twice that amount annually thereafter. The
ongoing savings assume that the foregone 1991-92 in-
crease is not subsequently restored through collective
bargaining agreements.

PERS—Change in amortization period for actuar-
ial gains and losses ($70 million General Fund sav-
ings). The Governor’s Budget proposes to reduce the
state’s contributions for employee retirement benefits by
$127 million ($70 million General Fund) by amortizing
the gains anticipated for the 1989-90 fiscal year over a
five-year period beginning in 1991-92. The PERS Board
of Administration approved a similar amortization pe-
riod for 1988-89 gains last year, thereby providing an-
nual General Fund retirement contribution savings of
$73 million annually until 1994-95. "

Subsequent to the introduction of the Governor’s Budget,
however, the PERS has determined that there was no
gain for 1989-90, and that there will, in fact, be a loss of
$79 million. As a result, this proposal will not result in
the retirement contribution savings that had been antici-
pated in the budget.

PERS—Increase actuarialinterest assumption ($86
million General Fund savings). The Governor’s Budget
proposes to increase from 8.5 percent to 9.5 percent the
rate of return on investments (interest assumption) used
to calculate the annual funding need for the PERS. This
action would effectively lower the state’s employer con-
tribution, resulting in projected state savings of $156
million ($86 million General Fund) in 1991-92.

Continue optional status for 18 mandates ($30million
General Fund savings). Consistent with action taken
in the 1990 Budget Act, 18 existing state-mandated local
programs would be made optional for 1991-92. This
means that local agencies would not have to comply with
their provisions, and the state, therefore, would not be
liable for any reimbursements to local agencies.
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New Initiatives

The budget proposes to significantly expand local govern-
ment aid in 1991-92 as part of its “program realignment” package.
Under this proposal, state vehicle license fees and alcoholic
beverage taxes would be increased, with most of the proceeds
earmarked for distribution to county governments. This proposal
also calls, however, for the termination of existing state assis-
tance provided to counties for local mental health and public
health programs. On balance, the new funding sources would
provide about the same level of aid in 1991-92 as the existing
subventions.

In the economic development area, the budget proposes to
expand several programs. These include increased funding of
$6.6 million for additional grants provided through the Competi-
tive Technology Program, $1 million for a joint state-federal
expansion of the Small Business Development Center Program,
and an additional $1 million allocation for export loan guarantees
offered by the World Trade Commiscion.
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RESOURCES

Funding for resources programs is proposed to total $1.5
billion from all state funds in 1991-92. This is equal to 2.2 percent
of expenditures from all state funds proposed in the Governor’s
Budget for 1991-92. The General Fund supports about one-third
of these programs, or about 1.2 percent of total 1991-92 proposed
General Fund expenditures. The remaining two-thirds of state
support for resources programs will come from special funds,
including the Environmental License Plate Fund, the Motor
Vehicle Account, the Public Resources Account (Proposition 99),
and funds generated by beverage container recycling fees and
fees for support of specific regulatory activities.

BUDGET PROPOSAL

Figure 18 shows spending levels for resources programs for
1989-90 and 1990-91 and proposed spending for 1991-92. As the
figure indicates, total spending from all state funds is proposed to
increase by 7.5 percent in the budget year. This consists of special
fund growth of nearly 20 percent and a General Fund decline of
nearly 10 percent.

Figure 18
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SPENDING BY MAJOR PROGRAM

Figure 19 shows total state spending trends for the four
largest state-funded programs within the resources area: the
Departments of Conservation (DOC), Forestry and Fire Protec-
tion (CDF), and Parks and Recreation (DPR), and the Environ-
mental Affairs Agency boards with responsibility for water qual-
ity, air quality, and waste management. As the figure shows,
expenditures for CDF, DPR, and all other resources programs
have increased modestly over the period. In contrast, spending
on the DOC and the environmental boards hasincreased dramati-
cally, due to higher spending on various environmental regula-
tory and beverage container recycling programs.

Figure 19
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FACTORS DRIVING PROGRAM COSTS

This section examines the specific factors responsible for
increases in resources program costs in recent years, which also
are likely to drive expenditures for the next several years.

State Policy Changes and New. Environmental
Requirements. The most significant increases in expenditures
for resources programs have resulted from increases in various
environmental regulatory programs. For example, in 1986-87
the DOC implemented a statewide beverage container recycling
program; and in 1989-90, the state began to implement a new
California Clean Air Act program (Ch 1568/88—AB 2595, Sher).
These, and expanded responsibilities for waste management and
water quality as a result of new legislative initiatives, explain
much of the growth in resources programs over the six-year
period. The trend towards greater environmental regulation is
likely to continue for some time as California’s population growth
continues to place increasing pressures on the state’s land, air,
and water resources.

Drought Conditions and Other Natural Phenomena.
Expenditures in the resources area vary depending on the
weather and other natural phenomena. For instance, at the time
this analysis was prepared (early February), it appeared that the
state would be facing a fifth straight year of drought. The
primary effect of the continuing drought on the resources budget
is to require additional expenditures for emergency wildland fire
suppression.” Estimated General Fund expenditures in the
current year for emergency wildland fire suppression are $83.8
million, which significantly exceeds historical costs (average
annual costs for the previous four years were only $30 million).
The CDF advises that, even if the state experiences above-
average rainfall in the current year and/or 1991-92, the extensive
damage to timber caused by the drought thus far makes it
unlikely that actual costs would fall below the historical average
during this period. A secondary effect of the drought on the
resources budget is to require greater spending on restoring
fisheries and habitat damaged by the drought.

A second natural phenomenon affecting resources expendi-
turesis the future danger of floods in many areas of the state. The
1991-92 budget includes $53.2 million for flood control, including
$42.5 million for subventions to local agencies and $10.7 million
in the capital outlay budget for work in the Sacramento area.
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SPECIFIC PROPOSALS IN THE BUDGET

The major thrust of the proposed budget for resources pro-
grams is “business as usual,” despite the state’s overall fiscal
problems. Where General Fund support has been reduced, it
generally has been replaced from other funding sources, includ-
ing new fees.

Cost Reduction Proposals

The budget includes several proposals to fund programs
through fees. First, it proposes to fund some currently General
Fund-supported programs in the Air Resources Board from the
Motor Vehicle Account, for a General Fund savings of $2.9
million. Second, the budget proposes $4.3 million in increased
fees charged by the State Water Resources Control Board. The
budget proposes to use additional revenues for new regulatory
program staff.

New Initiatives

The budget does not propose any major program initiatives in
the resources area. The Budget Summary indicates that the
administration intends to submit a proposal to establish a new
California Environmental Protection Agency within a year;
however, the budget does not contain any details of this proposal.
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TRANSPORTATION

Funding for transportation programs is proposed to total
$4.8 billion, which is approximately 7.9 percent of expenditures
from all state funds proposed in the Governor’s Budget for 1991 -
92. This level of funding represents an increase of $615 million,
or 17 percent, over the level of expenditures estimated for 1990-
91.

Up until the current year, state funds for transportation
. programs have been provided almost entirely from state excise
taxes on gasoline and diesel fuel, truck weight fees, and vehicle
registration and driver’s license fees. Only minimal amounts of
General Fund money were used for the state’s transportation
programs. Beginning in 1990-91, as a result of the June 1990
passage of Proposition 108 (the Passenger Rail and Clean Air Act
of 1990) and Proposition 116 (the Clean Air and Transportation
Improvement Act 0of1990), general obligation bond money will be
used to fund rail capital outlay projects throughout the state. The
interest and principal payments to retire these bonds will come .
from the General Fund. (The Governor’s Budget proposes,
however,; to pay the current- and budget-year debt service from
the Transportation Planning and Development Account.)

OVERVIEW OF TRANSPORTATION BUDGET

Figure 20 shows spending levels for major transportation
programs from 1989-90 through 1991-92. As the figure shows,
state-funded expenditures for transportation programs have
increased steadily since 1989-90. Specifically, expenditures in-
creased by 28 percent from 1989-90 to 1990-91, and are proposed
to increase by 16 percent from the current to the budget year.

In particular, the budget proposes to:

¢ Increase Department of Transportation staff operational
expenditures by $78 million (5.7 percent) to develop state
highway capital outlay projects; earthquake retrofit and
restoration projects and projects funded by local sales tax
measures; and for various highway maintenance, mass
transit, and rail activities.

¢ Provide about $460 million in state (including general
obligation bond) funds for rail capital outlay improvements.

¢ Increase traffic licensing and enforcement programs by
$93 million for 441 additional staff to accommodate
. workload increases, continued office automation and
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Figure 20

Growth in Transportation Expenditures

All State Funds (in billions)
1989-80 through 1991-92
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data processing, and to implement new programs man-
dated by legislation.

¢ Transfer funds from the Transportation Planning and
Development Account to the General Fund to pay debt
service costs in the current and budget years for bonds
issued pursuant to Propositions 108 and 116.

SPENDING BY MAJOR PROGRAM

Figure 21 shows state-funded expenditures for the five major
transportation programs since 1985-86. It indicates that two
programs in particular—capital outlay for highways and mass
transportation—have increased sharply in the current year. The
increase is due to the additional funds made available as a result
of the passage of Proposition 108 and Proposition 111 (the Traffic
Congestion Relief and Spending Limitation Act of 1990) in June
1990. (Proposition 116, adopted at the same election, also
provides bond funds for rail capital improvements. Because these
funds are continuously appropriated, they are not reflected in the
annual Budget Act.)

The passage of Proposition 111 triggered an increase in the
gas tax and truck weight fees beginning in August 1990, provid-
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Figure 21

Transportation And Enforcement Expenditures

By Major Program

All State Funds (in billions) .
1985-86 through 1991-92 —— Capital outlay
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ing increased revenues mainly for highway capital outlay im-
provement. Because part of the additional gas tax revenues are
apportioned to local governments for transportation use, Figure
21 also shows an increase in state-funded expenditures on local
streets and roads in the current year. The passage of Propositions
108 and 116 authorizes the state to issue a total of nearly $3
billion in general obligation bonds for rail capital outlay improve-
ment purposes. As a result of expenditures of Proposition 108
bond funds, mass transportation expenditures are expected to ex-
perience a threefold increase in the current year. As reflected in
the figure, the growth in expenditures for this program is
projected to continue into the budget year (an increase of 20
percent).

FACTORS DRIVING PROGRAM COSTS

Expenditures in the transportation programs are aﬁ'ected by
the following key factors.
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Demographic Changes. Transportation demand increases
with growth in population and economic activity. With the
increase in the number of drivers and vehicles, there is a
correspondingly higher usage of the state’s highways and road
system. This in turn increases traffic licensing and enforcement
activities by the California Highway Patrol and the Department
of Motor Vehicles. Similarly, the greater use of the highway and
road systems necessitates expansion of the systems and increases
maintenance and operations expenditures. Furthermore, agrowing
population increases demand for new and expanded mass transit
services.

State Policy Changes. Up until the current year, transpor-
tation activities have been funded on a pay-as-you-go basis. The
passage of Proposition 108 and 116 authorizes the state to use
general obligation bonds for rail capital outlay expenditures.
This policy change has significantly changed the state’s role in
funding mass transportation rail activities and will allow a
sustained higher level of transportation expenditures in future
years.

SPECIFIC PROPOSALS IN THE BUDGET

The major thrust of the proposed budget for transportation
programs is to continue to improve and expand the state’s
highway system, increase funding for rail projects, and accommo-
date workload increases in traffic licensing and enforcement
activities. ’

New Initiatives

The budget contains two proposals for funding of the trans-
portation program.

* First, it proposes to transfer Transportation Planning
and Development Account money to the General Fund to
pay for the current- and budget-years’ debt service costs
of bonds issued under Propositions 108 and 116.

* Second, the budget proposes that legislation be enacted to
increase vehicle registration fees by $5 (from $23 to $28)
and drivers’ license fees by $2 (from $10 to $12), in order
to raise about $73 million in revenues to the Motor
Vehicle Account in the budget year for various traffic
licensing and enforcement activities. -
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'CAPITAL OUTLAY

Funding for capital outlay expenditures represents 2.6 per-
cent of expenditures from all state funds (both General Fund and
special funds) proposed for 1991-92. These expenditures reflect
the state’s current costs for capital outlay programs, either
through debt service payments or direct appropriation of state
funds to purchase assets (that is, “pay-as-you-go” financing).
(The funding figure does not include the appropriation of bond
proceeds, themselves, because they do not represent a direct cost
to the state until the bonds are paid off in future years.)

“As shown in Figure 22, expenditures for capital outlay
programs over the past three years have increased signifi-
cantly—from $786 million in 1989-90 to over $1.4 billion in 1991-
92. This increase is directly attributable to the increase in
General Fund debt service payments on bond programs. These
expenditures have increased from $691 million in 1989-90 to $1.3
billion in 1991-92.

Expenditures for debt service payments include amounts for
both general obligation bonds and lease-payment bonds. With

Figure 22
Growth in Capital Outlay Expenditures

All State Funds (in billions)
1989-90 through 1991-92
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lease-payment bonds, the General Fund makes the debt service
payments through direct appropriations to the department using
the capital asset. These funds are then used to make lease
payments to the Public Works Board, which in turn uses them to
pay offthe bonds. As a percent of debt service payments, expendi-
tures for lease-payment bonds have increased from 7.2 percent in
1989-90 to 16 percent in 1991-92. As we have mentioned on
several occasions, lease-payment bonds are more costly than
general obligation bonds, and the Legislature should use caution
when considering the use of this financing method. (Please see
our piece on state infrastructure in Part Four of this document for
a more detailed discussion of this issue.)

SPENDING BY MAJOR PROGRAM

The vast majority of annual expenditures for capital outlay
(over 90 percent) isin four areas: (1) Youth and Adult Corrections
(YAC), (2) K-12 education, (3) higher education, and (4) re-
sources. Figure 23 shows the expenditures in these areas over
the past three years. It indicates that, with the exception of the
resources area, expenditures have grown steadily and rapidly.
Total expenditures are highest in YAC, where in 1991-92 they are

Figure 23

Capital Outlay Expenditures
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expected to reach $419 million, compared to $219 million in 1989-
90.

We note that 28 percent of 1991-92 debt service payment
expenditures for YAC and higher education is for lease-payment
bonds. This is up from a level of 16 percent in 1989-90. This
upward trend will continue in the future as projects financed
under this method are completed.

PROPOSED DIRECT APPROPRIATION
OF FUNDS FOR CAPITAL OUTLAY

The Governor’s Budget proposes appropriations of nearly
$564 million for the acquisition of capital assets. This includes:

e $440 million (or 78 percent of the total) from bond
financing. This total consists of $107 million in appro-
priations from general obligation bonds in the areas of
YAC, higher education and resources, and $333 million
in appropriations from lease-payment bonds for higher
education.

e $124 million in direct appropriations from various
special funds ($118 million), such as the Special Account
for Capital Outlay (SAFCO), the Motor Vehicle Account,
the Cigarette/Tobacco Products Surtax Fund, and from
federal funds (over $5 million).

The major emphasis of the Governor’s Budget for capital
outlay is in the area of higher education. This area receives $385
million, or 68 percent, of the proposed funding. Again this year,
the Governor’s Budget does not include any proposals for new
prisons. Apparently, the administration will continue the prac-
tice of proposing individual new prisons in a piece-meal fashion
through separate legislation.

Failure of General Obligation Bond Measures. The
failure of several bond measures on the November 1990 ballot has
had a significant effect on the state’s ability to address its capital
outlay needs. For instance:

* About 55 percent of the capital outlay plan for higher
education is proposed for funding in 1991-92. Although
upon examination the entire higher education program
may not merit funding, much of the program is needed if
enrollment growth throughout higher education is to be
accommodated.

* Two prisons authorized by the Legislature—at Susan-
ville and Madera—were funded for construction from the
prison bond measure that failed in November. Thus,
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these prisons, along with other new prisons that would
have been financed through this measure, are unable to
proceed.
For additional discussion of the implications of the 1990
election on state capital outlays, see our earlier cited piece in Part
Four on infrastructure.
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OTHER STATEWIDE EXPENDITURE ISSUES

This section discusses certain other expenditure-related
features of the budget which are significant from a statewide
perspective. These include the unallocated “trigger-related”
reductions reflected in budgets of departments funded from the
General Fund and the state’s appropriations limit.

UNALLOCATED REDUCTIONS

The “Trigger”

Under the provisions of Chapter 458, Statutes of 1990
(AB 2348, Willie Brown), state General Fund appropriations are
to be reduced by up to 4 percent when state General Fund
revenues are projected to be insufficient to fund the state’s “work-
load budget” expenditure level. This automatic reduction provi-
sion is referred to as the “trigger.” The determination as to
whether the trigger is activated is to be made by the Director of
Finance on or before May 21 of each year, subject to certification
by the Commission on State Finance of the general accuracy of
the calculations involved.

If the Director’s estimate of General Fund revenues is more

" than 0.5 percent less than the Director’s estimate of workload

budget expenditures, then all General Fund appropriations for

the new fiscal year are to be reduced by the same percentage

difference as that between the estimated General Fund workload
budget expenditures and estimated General Fund revenues.

Defining a “Workload Budget.” Chapter 1209, Statutes of
1990 (AB 756, Isenberg), defines “workload budget” for purposes
of making the above determinations. Specifically, Chapter 1209
defines “workload budget” as the budget-year cost of currently
authorized services, adjusted for changes in enrollment, caseload,
or population. In addition, adjustments are to be made for
statutory cost-of-living adjustments, legislation, costs incurred
pursuant to constitutional requirements and court/federal man-
dates, general price increases, merit salary adjustments, and
certain other technical factors. On this basis, the Department of
Finance calculates the cost of the 1991-92 workload budget to be
$46.8 billion, while General Fund revenues (excluding the effect
of legislation proposed in the budget) are estimated to be $43.1
billion. Because the difference between these estimated expen-
ditures and revenues is 9.2 percent, the trigger’s reduction
percentage would be set at the 4 percent maximum.
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The statute exempts from these trigger reductions those
General Fund appropriations which are required by operation of
the State Constitution (for example, Proposition 98-required
expenditures, general obligation bond debt service payments,
and state subventions for the Homeowners’ Property Tax Exemp-
tion Program). The total amount of state spending exempted
from trigger reductions is approximately $19 billion.

The trigger’s reductions apply to all General Fund appropria-
tions as they appear in the Budget Act or as provided for in
statute. In the case of four specific programs (such as AFDC),
however, the amount of the reduction is limited by Chapter 458
to the lesser of the amount of any statutory cost-of-living adjust-
ment required or the amount of the percentage reduction. Fi-
nally, to the extent that a funding reduction would require the
reduction of a statutory entitlement, Chapter 458 provides gen-
eral authority (and specific authority for certain programs) to
make the reduction.

What the Budget Proposes. The Governor’'s Budget pro-
poses that the reductions envisioned by the trigger mechanism be
made instead through the Budget Bill, by including a specific
unallocated reduction in the budgets of most General Fund state
agencies and programs. Section 1.2 of the 1991 Budget Bill, as
introduced, states that the Budget Bill “incorporates the reduc-
tions required by Chapter 458,” and provides that no further
reductions shall be made to General Fund appropriations on
July 1, 1991.

In the context of the overall budget proposed by the admini-
stration, the unallocated reductions undermine the budget’s
claim of funding “population enrollment and caseload growth for
all programs.” While the budget details appear to reflect this
goal, the unallocated reductions mean that the actual proposed
appropriations will be insufficient to achieve it.

The administration’s proposal raises several issues regard-
ing how the Legislature should approach unallocated reductions:

®  Reductions in statutory entitlements. As mentioned
earlier, Chapter 458 provides that, if an appropriation for
any program is reduced pursuant to its provision, then
the level of any payment amount specified in statute may
be correspondingly reduced. This authority, however,
may not apply if, as the administration proposes, appro-
priations are instead reduced pursuant to the Budget
Bill. In this event, additional legislation would be needed
to actually achieve General Fund savings.
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¢ Distribution and level of reductions. The Governor’s
approach on unallocated reductions would result in a
different distribution (for example, between state opera-
tions and local assistance) and level of cuts than under
the trigger. These differences generally result from two
factors. First, the administration’s general approach to
determining the unallocated reductions is different than
the approach specified in Chapter 458. Second, the
administration has made a number of policy choices to
exempt certain departments or programs from these re-
ductions, or to reduce the amount of reduction that would
have otherwise applied. However, the exact amount of
these differences cannot be known without making as-
sumptions about the level of Budget Act appropriations
that would have existed if the statutory trigger mecha-
nism had been used.

* The use of unallocated reductions. In relying on the
use of unallocated reductions to achieve budgetary sav-
ings, the Legislature, in effect, delegates sole authority
for determining how these reductions will be imple-
mented to the administration. Qur review indicates that,
in many cases, there is no plan for how these savings are
to be achieved. The Legislature will probably have little
additional information on the implementation of these
reductions as it works its way through the budget proc-
ess.

STATE APPROPRIATIONS LIMIT

The state’s appropriations limit, imposed by Article XIII B of
the State Constitution, was significantly changed by Proposition
111 in June 1990. This measure both increased the level of the
state’s appropriations limit and exempted certain additional
types of expenditures from the limit’s control. As Figure 24
shows, the Governor’s Budget indicates that the state will be $3.6

- billion below its limit in 1990-91 and $2 billion below its limit in
1991-92.

Current Year

Last year at this time, the state was projected to be within
$143 million of its 1990-91 appropriations limit. The dramatic
increase in “room” under the limit—to $3.6 billion—reflects both
the decline in anticipated state revenue collections that has
occurred since that time and passage of Proposition 111. State
tax revenue collections for 1990-91 are now estimated to be
approximately $2.4 billion less than anticipated in the 1990-91
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Figure 24

State Appropriations Limit Estimates

Governor’s Budget Estimates
1990-91 and 1991-92 (in millions)

1990-91 $32,161 $28,531 $3,630
1991-92 34,990 32,946 2,044

Governor’s Budget. The remaining difference is due to various
Proposition 111 changes, which are discussed below.

Proposition 111 Adjustments. Proposition 111 changed
the index that the state and local governments use to annually
adjust their appropriations limits. Specifically, the measure
requires them to use the change in California per capita personal
income instead of the lesser of per capita personal income or the
change in the U. S. Consumer Price Index. Furthermore,
Proposition 111 redefines the population factors for all govern-
mental entities subject to the limit. With regard to the state’s
limit, the population adjustment is now computed as an average
of the changes in statewide population and average daily atten-
dance (ADA) for K-14 schools, weighted to reflect the non-K-14
and K-14 shares of the state’s budget. Proposition 111 also allows
the state to exclude from the limit calculation appropriations for
“qualified capital outlay projects” and for certain emergency
expenditures, such as disaster relief. Finally, Proposition 111
allows the state to include all of the increased transportation
revenue resulting from its passage as “user fees.”

Budget Year

The budget anticipates that the state’s appropriations limit
for 1991-92 will be set at almost $35 billion, an increase of 8.8
percent over the level estimated for 1990-91. This figure reflects
an anticipated increase in per capita personal income of 5.31
percent, and an increase in the weighted average population/
ADA measure of 3.31 percent. Appropriations subject to the limit
are estimated to total $32.9 billion, leaving slightly more than $2
billion in “room” under the limit for 1991-92.
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The administration’s calculation of the appropriations limit,
however, is incomplete in several respects.

Capital Outlay Projects. The administration’s estimates
do not fully account for the additional exempt appropriations
allowed by the provisions of Proposition 111. Specifically, that
measure allows the state to exclude from the limit all appropri-
ations for “qualified capital outlay” projects. The budget states
that this is “still under review,” but our analysis suggests that a
number of state expenditures should be excluded under this
provision. The largest of these is the state’s debt service on its
lease-payment bonds for higher education and correctional facili-
ties, estimated at $356 million for 1991-92.

Federal Mandates. A 1990 California Supreme Court
decision appears to allow the state to treat over $600 million of
existing expenditures for various program activities as “federal
mandates” which can be excluded from the limit calculations.

Shifts of Financial Responsibility. The Constitution
.requires that, when the responsibility for providing a service is
transferred from one level of government to another, or its
funding source is transferred from tax revenues to fee revenues,
the appropriations limit be adjusted to reflect the transfer. The
budget contains several proposals which involve transfers of
financial responsibility—almost all of which are from state taxes
to other funding sources—but the appropriations limit calcula-
tions do not reflect any downward adjustment on their account.
The largest of these proposals involves the transfer of state
funding responsibilities for local mental health and public health
programs to counties. Additional proposals relevant to this point
include the proposed higher education student fee increases,
which will offset General Fund support, and fee increases for the
adoptions and community care licensing programs. Depending
upon how these proposals are ultimately structured, a downward
adjustment to the state’s appropriations limit of approximately
$1 billion may be required.

On balance, the potential adjustments discussed above, as
well as a variety of other adjustments, would leave the state with
approximately $200 million less limit “room” than estimated by
the administration.
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Part I1I1

Strategies for Addressing
the State's Budgetary Imbalance

As discussed in Parts One and Two of this document, the
Legislature faces an enormous task in closing the gap between
current service requirements and current estimated resources.
The Governor’s Budget provides one plan for addressing the
shortfall, which includes a specific mix of expenditure reductions
and revenue increases. This is only one approach to the problem.

_There is, in fact, a wide range of budget strategies that the
Legislature can use in addressing the budget problem. These
strategies fall into two main categories:

s StrategiestoIncrease Revenues. Theseinclude strate-
gies to: (1) modify or eliminate tax expenditures, (2)
expand the tax base, and (3) increase tax rates.

e Strategies to Reduce Expenditures. These strategies
include: (1) service reductions, (2) program investments,
(8) improved efficiencies, (4) funding shifts (to fees, local
governments, the federal government, and the private
sector), and (5) one-time adjustments and deferrals.
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Strategies for Addressing the State’s
Budgetary Imbalance

INTRODUCTION -

As outlined in Part One, the state faces a two-year $9.9 billion
funding gap that will have to be addressed prior to the start of the
1991-92 fiscal year. The funding gap consists both of a one-time
cyclical component (caused by the economic downturn) and an
ongoing structural component (due to program requirements
that are growing faster than “normal” revenues).

~ The Governor’s Budget provides one plan for addressing the
funding gap. It includes proposals that provide short-term relief:
one-time revenue enhancements such as accrual accounting
changes and accelerated withholding, and near-term expendi-
ture relief through suspension of Proposition 98. In addition, it
includes proposals that provide ongoing structural improvement:
permanent revenue increases (vehicle license fee increases and
the repeal of some sales tax exemptions) and expenditure reduc-
tions (such as smaller welfare grants and renters’ tax relief
payments). )

BASIC POLICY CHOICES

In deciding how to address the budget gap, the Leéislature
will have to resolve two basic issues:

o  What should be the split between expenditure re-
ductions and revenue increases? As noted in Part
One, the budget proposes to address much of the funding
gap through $5.4 billion in expenditure reductions and
$3.1 billion in revenue enhancements. The Legislature
will first have to decide how it wants to divide the
“solution” between spending reductions and tax increases.
In addition, even if the Legislature agrees that the Gov-
ernor’s “split” is reasonable, it might prefer a different set
of spending cuts and revenue enhancements based on its
assessment of service impacts and tax burden conse-
quences.
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* What should be the split between one-time and
ongoing actions? The cyclical component of the budget
problem facing the Legislature can be addressed appro-
priately with short-term cuts, adjustments, or revenue
increases. Solving the remaining part of the budget
problem that is structural and ongoing, however, requires
permanent spending cuts or revenue increases.

Constraints on Closing the Gap

The Legislature’s flexibility in making these two basic policy
choices is constrained by the state appropriations limit and by
Proposition 98.

s The appropriations limit imposes a ceiling on reve-
nue enhancements. The Governor’s Budget estimates
that the state will be approximately $2 billion below its
constitutional limit on appropriations in 1991-92 (as
discussed in Part Two of this volume). Based on the
budget estimate, the Legislature could increase state tax
revenues in 1991-92 by up to $2 billion more than the
Governor proposes and still remain within the limit.
Revenue increases above this level would be possible only
to the extent they are spent on exempt purposes (such as
debt service or unrestricted subventions to local agen-
cies). R

* Proposition 98 interaction. However, such additional
increases would be subject to Proposition 98. Additional
K-14 appropriations, in turn, would require comparable
reductions in non-K-14 programs in order to make “room”
for these expenditures under the limit,

LEGISLATURE CAN CHOOSE
FROM A VARIETY OF STRATEGIES

The magnitude of the state’s budget problem will require the
Legislature to make some very difficult choices in the coming
months. The specific actions that the Legislature takes to resolve
the budget problem undoubtedly will have far-reaching conse-
quences for the provision of public services and for the state’s tax
structure and economy. Because of this, the Legislature should
be aware of the full range of options available to it in addressing
the state’s budgetary imbalance. Below, we briefly describe the

"basic strategies that the Legislature could use to balance the
budget, offer some considerations regarding the use of each
strategy, and provide some examples of specific actions that could
be taken to implement each strategy. The examples are offered
here not as recommendations, but rather illustrations of how
each strategy might be applied. Figure 1 summarizes these basic
strategies.
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Figure 1

Strategies for Addressing the
State’s Budgetary Imbalance

Modify/Eliminate Tax Expenditures
Expand the Tax Base
Increase Tax Rates

Service Reductions
Program Investments
Improved Efficiencies

» Consolidating Programs

* Restructuring Programs

* Management Efficiencies
Funding Shifts

* To Fees

» To Local Governments

» To Federal Government

« To Private Sector
One-Time Adjustments and Deferrals

STRATEGIES FOR INCREASING REVENUES

The Legislature has a wide variety of strategies available to
it in order to increase General Fund revenues. Consequently,
once the Legislature determines the overall role that revenue
increases should play in resolving the budget problem, it will
have a large measure of flexibility in fashioning a specific
package of revenue increases to achieve that goal.

Within the framework of the existing tax structure, revenue
proposals generally can be placed in the following categories:

* Modifying or eliminating tax expenditures.
e Expanding the tax base.

¢ Increasing tax rates.
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Before discussing these specific strategies, we first present
several general considerations that should be kept in mind when
evaluating revenue strategies.

The Distribution of the State’s Tax Burden. Decisions to
change the level of revenues can cause changes in the distribu-
tion of the state’s tax burden (that is, the relative and absolute
amount of taxes paid by taxpayers in various income groups).
Depending upon the specific revenue strategies employed, the
Legislature can alter the distribution to make it more or less
progressive, or leave it essentially the same as it is now. Revenue
changes also can alter the relative portions of the tax burden that
are directly paid by businesses and individuals.

The Division of Revenues Between the State and Local
Governments. Local revenues also can play a role in closing the
budget gap. For example, the Governor’s Budget proposes to shift
to the counties the existing state responsibilities for funding local
mental health and public health programs. To cover these
increased county costs, the budget also proposes to increase state
vehicle license fees and allocate the revenue to the counties.
There are a number of other ways to “realign” state and local
responsibilities that the Legislature may wish to explore, and
these options have different implications for both the division of
revenues between the state and local governments and the level
of government that should be responsible for levying taxes. (For
amore extensive discussion of county-state program realignment
issues, please see Part Four of this document.)

Interactions with Federal Taxes. Many of the ways
available to the Legislature to change state revenues also would
affect the federal taxes paid by Californians. For many state
taxpayers, increases in the amount of state personal income tax
that they pay would be partially offset by a reduction in their
federal income tax liability. This is because state income taxes
are deductible in computing federal income tax liabilities (other
state taxes are not generally deductible). Consequently, Califor-
nians who itemize their deductions (but not those who take the
standard deduction) would have a portion of any increase in their
state personal income tax offset by reduced federal taxes. For
businesses, this federal interaction is not confined to the state tax
on their income because all state taxes can be deducted as
expenses against business income.

Interactions with Local Taxes. Some strategies for in-
creasing state sales tax revenues also will increase local revenue
from the local share of the sales tax. Under state law, local sales
taxes automatically have essentially the same application and
exemptions as the state sales tax. Consequently, actions that
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eliminate exemptions or that apply the sales tax to additional
items or services would increase local, as well as state, revenues.
Increasmg the rate of the state sales tax, however, Would not
increase local revenues.

We now discuss specific revenue strategies available to help
address the state’s budgetary funding gap.

‘STRATEGY: MODIFY/ELIMINATE TAX EXPENDITURES

Tax expenditures refer to the various exclusions, exceptions,
preferential tax rates, credits, and deferrals that reduce the
amount of revenue collected from the basic structure of the state’s
taxes. Tax expenditures are very much like regular direct
governmental expenditures, except that they are “paid for” by
reduced tax collections rather than directly with appropriations.

The underlying rationales for most existing tax expenditure
programs fall into three general categories: (1) providing tax
- relief to specific categories of individuals or businesses, (2)
providing economic incentives to encourage certain types of
economic activity, or (3) simplifying or reducing the cost of tax
administration. Consequently, when the Legislature makes
decisions to modify or eliminate tax expenditure programs, the
key issues involved are basically the same as those that must be
considered when examining the direct expenditure budget:

¢ Is the objective of the tax expenditure program still valid
and achievable?

e Isthe tax expenditure cost-effective, both in its own right
and relative to other programs that the Legislature could
fund with the foregone revenue?

Eliminate Tax Expenditures With
No Clear Current Public Purpose

With the passage of time, the original rationale for a tax
expenditure may become outdated, and the program may no
longer serve any clear public purpose. Repealing these types of
tax expenditures can increase state revenue without sacrificing
any current policy goals.

Example: Eliminate the Exclusion of Capital Gains on
Inherited Assets. Under current personal income tax law, heirs
pay taxes only on the appreciation in the value of assets that
occurs after they inherit them. Any capital gain that occurred
during the life of the donor is untaxed. Elimination of this tax
expenditure program would tax heirs on the total cumulative
capital gains, and increase state revenues by roughly $200
million annually. The most common rationale for the program is
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that the property of deceased persons is subject to estate taxes;
thus, subjecting the capital gains to income taxation would
amount to “double taxation” of the estate. It also is argued that,
without this program, heirs might be forced to sell their inherited
property in order to pay the tax on the full capital gain. However,
these rationales are flawed. Neither the estate tax nor the
generation-skipping transfer tax (which are the state taxes
imposed upon the property of the deceased) impose any real state
tax burden on California taxpayers under current state and
federal tax law, because both are merely “pick-up” taxes that
collect money that would otherwise go to the federal government.
Furthermore, forced sales to pay taxes could be dealt with
directly by a tax-deferral program. A tax-forglveness program is
not necessary to address this concern.

Example: Eliminate the Sales and Use Tax Exemption
for Printed Advertising Materials. Currently, the purchase
of printed advertising materials (such as catalogs, brochures, and
the Yellow Pages) is exempt from the sales and use tax if the
printer sends the materials directly to potential customers,
without charge, on behalf of the advertiser. The original ration-
ale for this tax expenditure program was to eliminate a competi-
tive tax advantage that out-of-state printers had over California
printers. As .a result of a 1988 U. S. Supreme Court ruling,
however, the exemption has become outdated, since California
now could apply the taxequitably to both in-state and out-of-state
printers. Repealing the exemption would result in revenue gains
of up to $50 million annually.

Eliminate Tax Expenditures That
Are Ineffective or Not Cost-Effective

Some tax expenditures, although they still have a valid public
purpose, are not effective in achieving their goal, or their cost is
excessive compared with the public benefit that is achieved.
Repealing these types of tax expenditures increases revenues
with little or no negative impact on the state’s overall goals.

Example: Repeal the Williamson Act. Under the Wil-
liamson Act, cities and counties may contract with landowners to
restrict the use of property to open-space or agricultural pur-
poses. In return for the restriction, the landowner generally pays
a reduced amount of property tax. Prior to the time the program
originated (1965), properties were reassessed annually at their
current full market value, so that property taxes on land near
growing urban areas could increase to the point where the taxes

~made farming economically unattractive.




Part lll: Strategies for Addressing the State’s Budgetary Imbalance / 121

However, since 1978 Proposition 13 has eliminated this
reassessment problem and substantially reduced property taxes.
As aresult, the small benefits this program now provides to land-
owners do not appear to have a significant effect on their devel-
opment decisions. Repeal of the program would result in even-
tual annual state savings of $75 million from reduced school
apportionments and open-space subventions. (Please see the
Analysis, Iltem 9100, for a detailed discussion of this program).

Example: Repeal the Small Business Health Care
Credit. Anew tax credit for small businesses that provide health
care coverage for their employees will become effective in 1992.
This credit, which was originally established by Ch 1521/88
(SB 2260, Keene), was enacted to encourage the provision of
health benefits by those small employers who, at the time, did no¢
provide such health care coverage. The tax credit equals 25
percent of each covered employee’s health insurance costs, up to
a yearly maximum of $360 per employee. -Subsequently,
Ch 797/89 (SB 1207, Keene) expanded the credit to make it
available for all small employers, regardless of whether they
were already providing employee health care coverage.

Approximately 40 percent of employees in small businesses
are already covered by health insurance, according to recent
estimates. Their employers will receive a windfall benefit from
the credit. With regard to the other 60 percent of employees, the
level of the credit probably is too small to provide sufficient incen-
tive to result in any dramatic increase in their coverage. Given
this, the tax credit is very unlikely to result in an expansion of
health coverage that will justify the revenue loss. According to
the Department of Finance, repealing the credit would result in

" revenue gains of $97 million in 1991-92, $400 million in 1992-93,

and increasing amounts thereafter. Some portion of these
revenues could be directed toward a more targeted approach to
providing health care coverage to the uninsured. The Governor’s
Budget proposes to delay the implementation of the credit until
1993, which also would achieve the $97 million revenue gain for
1991-92 cited above.

Example: Modify Home Morigage Interest Deductions.
Under current federal and state law, a taxpayer can deduct up to
$1 million for debt associated with acquiring a principal residence
and a second residence. In addition, a taxpayer may deduct up
to $100,000 for interest paid on a home-equity loan.

The primary rationale for the mortgage interest deduction is
that it provides a financial incentive for families to buy homes.
However, the tax subsidy made available under this program
undoubtedly accrues in many instances simply as a “windfall
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benefit” to taxpayers who would have purchased homes anyway,
and it encourages the purchase of bigger and more expensive
homes, as well as vacation homes, rather than basic housing.

The mortgage interest deduction could be revised to limit
windfall gains and to reduce the incentive it currently provides
to purchase luxury housing and vacation homes. This could be
done by:

¢ Limiting the total amount of interest deducted each year.
If the amount of the deduction were limited to $30,000 for
single filers and $60,000 for married and head-of-house-
hold filers, the estimated 1991-92 revenue gain would be
about $70 million. Ifthe limit were set at $5,000 for single
filers, and $10,000 for married and head-of-household fil-
ers, the gain would be about $2.8 billion.

¢ Disallowing interest deductions for second homes. The
estimated revenue gain would be from $55 million to $65
million annually.

STRATEGY: EXPAND THE TAX BASE

This strategy extends the reach of existing state taxes to
cover economic activities and items that are not presently taxed,
or changes the basis on which they are taxed. There is evidence
to suggest that some activities that are not now subject to certain
taxes are a growing part of the total California economy. There-
fore, broadening the base of the state’s major taxes could result
in significant revenue increases, and base-broadening also could
improve the responsiveness of the state’s tax system to growth in
the state’s overall economy. Expanding the base of the state’s
major taxes also has the advantage that, other things being
equal, overall rates can be kept lower to achieve the same level of
revenues. In addition, expanding the tax base would, in some
cases, allow the state to eliminate existing distortions in the tax
structure that favor one type of economic activity over another.

Expanding the Coverage of Taxes

Example: Apply Sales Tax to Selected Services. The
sales tax applies to tangible personal property, but not to services.
Thus, one option for expanding the sales tax base would be to add
services to the base. Below, we show the estimated annual
revenue gain from extending the sales tax to selected services:

¢ Entertainmentevents(including professional sports events,
amusement parks, concerts, and theaters)—$250 mil-
lion.
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* Automobile repairs—$204 million.

¢ Dry-cleaning services—$86 million.

¢ Contract janitorial services—$61 million.
e Landscaping services—$48 million.

Example: Conform with Federal Taxation of Social
Security and Unemployment Benefits. Currently, the fed-
eral government taxes all unemployment benefits. The federal
government also taxes a portion of social security benefits, if the
taxpayer’s other income plus social security benefits exceeds a
threshold of $32,000 for married filers or $25,000 for other filers.
California does not tax either unemployment or social security
benefits. Conforming to federal law in these cases would in-
crease state revenues by $270 million annually in the case of
social security benefits and $57 million annually in the case of
unemployment compensation.

Changing the Basis of Taxation

Example: Base Excise Taxes on the Product Price.
California currently imposes excise taxes on alcoholic beverages,
as well as on cigarettes and tobacco products. These taxes are
levied on a unit basis—the tax is a specified amount per gallon
of alcoholic beverage or per pack of cigarettes. Revenue from
these taxes, therefore, does not increase with inflation. In the
case of alcoholic beverages, the rates have not changed since the
1960s. Changing to a price basis for the alcoholic beverage taxes
and the cigarette and tobacco taxes would tend to keep these
revenues more in step with inflation. The tax rate could be set
to start out generating the existing level of revenue or a higher
level. If the tax rates initially were set to generate the current
level of revenue, then after one year, revenues would increase by
roughly $44 million due to price increases, based on current
projections of inflation.

Example: Conform with Federal Limit on Itemized
Deductions. Enacting legislation to conform the state personal
income tax with federal limits on itemized deductions (3 percent
of a taxpayer’s adjusted gross income that exceeds $100,000)
would bring additional annual revenues to the state of approxi-

- mately $220 million.

STRATEGY: INCREASE TAX RATES

The most direct way to increase state revenue is by increas-
ing the rate of existing taxes. This is because a rate increase can
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be designed to yield a specific amount of revenue, and generally
requires less administrative effort to implement than other
revenue strategies.

Temporary Tax Increases

Example: Impose a Temporary Surtax on the Income
Tax and the Bank and Corporation Tax. This option could be
used to address short-term revenue needs by imposing a one-time
surtax on 1991 incomes. Surtaxes are easy to administer and, if
known far enough in advance, taxpayers can adjust their with-
holding payments accordingly. Since California’s income tax is
relatively progressive, imposing a percentage surtax of this kind
would increase the progressivity of the state’s overall tax system
by making personal income taxes a bigger share of the total. For
every 1 percent of surtax, the annual revenue gain would be
about $200 million.

Permanent Rate Increases

Example: Increase the Top Personal Income TaxBracket.
A new top bracket could either replace the existing 9.3 percent
top income tax bracket or be imposed as an additional bracket
affecting higher levels of income. If the existing 9.3 percent top
rate were raised by 1 percentage point to 10.3 percent, about 2.5
million tax returns would be affected, and the resulting revenue
gain would be $1.6 billion in 1991-92. Adding a seventh tax
bracket of 11 percent for incomes above $250,000 (single) and
$500,000 (joint) would raise $510 million.

Example: Suspend Income Tax Indexing in 1991. The
Legislature could effectively suspend the indexing of the per-
sonal income tax by establishing new tax brackets for the 1991
income year. Although the suspension would be for only one year,
taxes would remain higher permanently.

Proposition 7, approved by the voters at the June 1982
primary election, requires indexing of state income tax brackets
and certain tax credits by the percentage change in the Califor-
nia Consumer Price Index (CPI) in order to compensate for the
effects of inflation. Although the indexing of tax brackets is
required by a voter-approved initiative, Legislative Counsel has
opined that the initiative does not prohibit the Legislature from
adopting new tax brackets, and these new tax brackets could be
identical to the tax brackets that would be in effect if indexing
were suspended.

The suspension of indexing would increase the relative tax
burden on middle-income taxpayers because they have the great-
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est percentage of their taxable income in the middle tax brackets,
and these brackets would be those most affected by suspension.
Further, suspending indexing would have a smaller relative
effect (as a percentage of total taxes paid) on high-income taxpay-
ers because they already have most of their income taxed at the
top rate. The revenue gain from a one-year suspension would be
approximately $1 billion in 1991-92, $780 million in 1992-93, and
. similar amounts thereafter.

Example: Increase the State Sales Tax Rate. A sales tax
increase would be feasible as either a permanent or temporary
revenue strategy. The state sales tax rate is currently set at 4.75
percent. In addition, a uniform local sales tax rate of 1.25 percent
is imposed by cities and counties, so that the combined rate is at
least 6 percent everywhere in California. Additional local rates
may be imposed, but the combined state and local sales tax rate
cannot exceed 7 percent. State revenues would increase by
approximately $770 million annually for every 0.25 percent
increase in the state sales tax rate.

Example: Increase Alcoholic Beverage Taxes. Califor-
nia's alcoholic beverage tax rates are significantly below the
national average and have not been changed since the 1960s.
Increasing rates to the national average would mean increasing
the tax on a six-pack of beer by 14 cents, on a liter of wine by 19
cents, and on a fifth of distilled spirits by 43 cents. This would be
expected to generate additional General Fund revenues of ap-
proximately $283 million annually.

STRATEGIES FOR REDUCING EXPENDITURES

The Legislature also has a broad range of potential strategies
to realize General Fund savings. These strategies generally fall
into the following categories:

* Service reductions.
*  Program investments for future savings.
e Efficiency improvements.

¢ Funding shifts to fees, local governments, the federal
government, or to the private sector.

® One-time savings and deferrals.

As with revenues, there are some general considerations that
should be kept in mind when evaluating spending strategies.

The Distribution of Spending Among State Programs.
This question is similar to the consideration of whether revenue
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increases should change the tax burden. - Spending cuts could be
allocated among major program areas in proportion to their
current share of the budget, so that overall budget spending
priorities would not change. Alternatively, the Legislature could
target some program areas for cuts while “protecting” others.
This approach would change relative spending priorities. Gener-
ally, we have advised the Legislature not to take across-the-board
reductions, as that approach treats effective and less effective
programs the same. Given the magnitude of the budget funding
gap, however, the Legislature will realistically need to consider
some reductions in most, if not all, major program areas.

The Division of Spending Between the State and Local
Governments. State and local spending are closely linked in
many programs. County-operated health and welfare programs,
for example, depend on state funds. As a consequence of this
linkage, shifting funding responsibility to local governments for
programs now supported by the state can generate savings for the
General Fund. Because many local governments also face severe
budget constraints, however, this approach makes sense only if
(1) a new source of funds is provided to cover the shifted costs or
(2) the state is willing to let local governments drop the program
if the local governments are unwilling to use their existing funds
or to approve additional local taxes or assessments to support it.

STRATEGY: SERVICE REDUCTIONS

Service reductions are a direct and immediate means of
reducing expenditures. They play a major role in the Governor’s
Budget proposals, and, given the magnitude of the budget prob-
lem facing the Legislature, they will be an important component
of the final budget package.

The process of evaluating and selecting service reductions
essentially is one of setting priorities—reducing spending on
some programs in order to focus the amount of available funds on
those programs that are most effective at achieving the state’s
priorities.

The simplest method of reducing services is to eliminate
programs or components of programs. In selecting potential
candidates for elimination, the Legislature should consider pro-
grams that:

* No longer serve a clear public purpose.
* Do not achieve their stated objective.

¢ Are not cost-effective.
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¢ Provide services that other parties (such as the private
sector or local government) would provide in the pro-
gram’s absence.

¢ Do not address the state’s highest priorities.

Service reductions can take a number of forms in addition to
program eliminations. Program eligibility can be restricted in
order to reduce the number of people, projects, or organizations
that receive benefits—for example, by imposing a needs test for
a program that currently has none. Another approach is to
reduce the range or size of the benefits provided to recipients.
This can be done across the board—for example, by eliminating
COLAs—or in a more targeted manner, such as by reducing
'~ maximum benefit levels or restricting the menu of services or
items that the state provides. The following considerations are
useful in evaluating these types of potential program reductions:

e Is there a compelling reason for the current level of ser-
vice or is the current service level somewhat arbitrary,
thereby allowing some type of reduction without funda-
mentally compromising the program?

* Aresome of the services and functions currently included
in a program nonessential to accomplishing that pro-
gram’s primary purpose?

Example: Restrict Higher Education Enrollment.
Currently, the California Master Plan for Higher Education calls
for the University of California (UC) to admit the top 12.5 percent
and for California State University (CSU) to admit the top 33.3
percent of all high school graduates in the state. To contain en-
rollment-related costs, the Legislature could direct—on a one-
time or ongoing basis—the UC and the CSU to restrict enrollment
by either (1) tightening eligibility requirements or (2) capping the
number of students admitted. In the current year, the UC
enrolled 22,300 new freshman students and CSU enrolled 29,600.
Reducing freshman enrollments by 1,000 students would save $6
million annually at the UC and $3.8 million annually at CSU.

- Example: Parole Instead of Prison for Felons with
Short Remaining Terms. Currently, thousands of inmates are
transferred from county jails to state prisons with very little
remaining time to serve (less than four months) prior to their
normal parole date. Placing these inmates on parole earlier,
instead of transferring them to state prisons, would result in
annual savings of about $70 million. This would be accomplished,
however, at a potential risk to public safety.
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Example: Reduce or Eliminate Arts Council Funding.
The legislation that established the council does not specify
particular programs or funding levels. The council funds only a
minor portion of the total arts activities in the state, most of which
are either self-supporting or rely on a combination of private do-
nations, admission fees, and other revenues. Consequently,
eliminating or reducing the Arts Council budget would have a
minimal impact on the overall level of artistic activities in
California. Elimination of the council’s funding would save $15
million annually.

STRATEGYf PROGRAM INVESTMENTS

Program investments involve spending additional money
now in order to achieve ongoing long-term savings. Because
anticipated 1991-92 revenues are much less than the amounts
needed to maintain existing service levels, finding money to
finance program investments in the coming year will be very

- difficult. Nevertheless, the Legislature should include program
investments among its budget options, recognizing the need to
invest now in order to reduce the large ongoing imbalance
between the state’s revenues and expenditures.

In evaluating potential program investments for 1991-92, the
Legislature should keep the following criteria and considerations
in mind:

¢ The expected ongoing savings should be quantified.

e There should be a high degree of confidence that an
investment will produce the anticipated savings.

¢ Investments that do not require large expenditures in
1991-92 or that can be financed over time as savings
accrue (by using bond funds, for example) will divert the
least funds from current services.

Example: Increase Family Planning Services. A 1989
study by the University of California, San Francisco, found that
spending on family planning services generated up to a 12-to-1
return in savings to Aid to Families with Dependent Children
(AFDC), Medi-Cal, food stamps, and other programs.

Example: Expand Drug Treatment Services for Parol-
ees. Most of the state’s parolees have a history of substance
abuse, and positive drug tests or new criminal activity related to
drug use often returns parolees to prison. Recent research indi-
cates that drug treatment programs can be effective in reducing
the commission of new crimes by many parolees. Furthermore,
the cost of typical nonresidential drug treatment programs is
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relatively low, so that they would pay for themselves if they
reduced the amount of subsequent prison time served by the
average parolee by only two months. Currently, however, the
state provides only very limited drug treatment programs for
parolees. By increasing funding for drug treatment services for
parolees, the state potentially could save millions of dollars
annually in future incarceration costs. (Please see Items 4200
and 5240 in the Analysis for more detailed discussion of this
issue.)

STRATEGY: IMPROVED EFFICIENCIES

Improving efficiency is an attractive means of reducing
spending because it does not require eliminating programs or
services; instead, it involves finding ways of providing services at
less expense. Potential savings from this strategy tend to be
limited, however, as large savings can occur only in programs
that have major inefficiencies.

Consolidating Programs

Consolidating or combining programs and departments that
have overlapping or related functions or clientele can reduce
duplication and make more effective use of personnel and other
resources. Consolidations also can enhance the delivery of
services to the public by providing “one-stop shopping” for related
programs. In evaluating potential consolidations, the following
considerations should be kept in mind:

* Consolidating programs or departments often imposes
up-front costs in order to realize longer-term savings.

¢ Combining large programs or departments may not re-
sult in any additional economies of scale and could even
increase costs if programs or organizations became
unwieldy.

Example: Combine the State’s Tax Agencies. The state
maintains two separate agencies to administer and collect its
primary taxes. The Franchise Tax Board (FTB) administers the
personal income tax and the bank and corporation tax, and the
Board of Equalization (BOE) administers the sales tax, gasoline
tax, and various other excise taxes. Consolidating the two
agencies could result in ongoing long-term savings and revenue
gains to the state in two ways (after some initial expenses to

. accomplish consolidation). First, operating costs could be re-
duced by sharing functions, such as collections, data processing,
communications, and administrative services, as well as by
sharing field facilities. Second, consolidation would enhance
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cooperation and information sharing among the tax programs in
order to reduce tax evasion and strengthen collection of delin-
quent taxes. Furthermore, combining the FTB and the BOE
could provide more convenient and better service to taxpayers.

Example: Consolidate Economic Development Activi-
ties. The state currently has at least 20 separate agencies
engaged in a multitude of economic development programs, at an
annual cost of more than $500 million. Combining these pro-
grams in one or two agencies probably could reduce administra-
tive costs significantly, reduce duplicative program efforts, and
increase the effectiveness of state economic development efforts.

Restructuring Programs

Another way of improving efficiency is to restructure pro-
grams. This involves making fundamental changes in the way a
program tries to achieve its objectives. For example, many state
regulatory agencies try to “control” behavior through extensive,
detailed rules and regulations. As an alternative, they could rely
on market-based approaches (pricing, penalties, incentives) to
achieve the desired results, thereby reducing regulatory costs
and allowing the regulated parties more flexibility in complying
with program requirements.

As with consolidations, there may be up-front costs to achieve
some restructurings. In addition, restructurings can take time to
achieve, so savings may not be immediate.

Example: Coordinate Funding for Desegregation and
Compensatory Education. The focus of school desegregation
programs has been shifting from moving students among schools
to providing additional educational resources to overcome the
harmful effect of racial and cultural isolation. As a result, the
ways in which many school districts are using state deseg-
regation aid are not very different from the uses of funding
provided under the state compensatory education program (also
known as Economic Impact Aid—EIA). EIA provides funds to
enhance programs for districts with high proportions of disad-
vantaged students. By requiring school districts to give first
priority for the use of EIA funds to desegregation programs, and
by limiting state desegregation aid only to allowable desegrega-
tion costs in excess of EIA funds, the Legislature could slow the
rapidly growing costs of desegregation aid. Coordinating the two
programs in this way also would provide a more equitable
distribution of state aid among all school districts with high
concentrations of minority students. Annual savings could be
tens of millions of dollars.
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Example: Market Approach to Setting Rates for Foster
Care Group Homes. Payments to group homes that provide
foster care to children cost the General Fund roughly $500
million annually. These payments are based on a statutory
schedule designed to cover the costs of operating the various
types of homes. As an alternative, the state could adopt more of
a market approach to rate setting. This could involve monitoring
the supply of group home beds available at each of the 14 levels
of care and raising or lowering rates in response to shortages or
surpluses of beds. This approach would ensure that the state
pays only as much as needed to ensure an adequate supply of
beds, given a desired level of service. The potential savings from
this change could be tens of millions of dollars annually.

Example: Encouraging Innovation in Social Service
Delivery. Counties must comply with state regulations and
funding limitations in providing many social services. While
these state requirements attempt to address a variety of con-
cerns, they are inherently rigid, and counties generally are not
free to try alternative approaches that may lead to more efficient
programs and more effective results. For example, our report
Child Abuse and Neglect in California: A Review of the Child
Welfare Services Program (January 1991) notes that allowing
counties to “borrow” foster-care funding from future years to pay
up-front costs to reunite families can prevent foster care place-
ments and result in a net savings. There also may be opportuni-
ties for innovation in the In-Home Supportive Services (THSS)
Program, which helps the elderly and disabled poor to remain
safely in their homes. Allowing counties, on a pilot basis, to use
THSS funds to provide equipment, make special modifications to
client’s homes, or to provide meals in a congregate setting could
determine whether a more flexible approach is more cost-effec-
tive than restricting the use of IHSS funds to in-home care by an
attendant, as is currently the case.

Example: Increase Penalties to Reduce Enforcement
Costs. State personnel in a number of agencies enforce a wide
variety of laws and regulations to protect the state’s environment
and its natural resource base. The state also provides funds for
some local enforcement functions. Generally, there has been no
attempt to systematically balance the size of fines and penalties
with enforcement costs. If fines and penalties were larger, and
the state continued to have some level of visible enforcement
presence, it could shift some of the burden it currently shoulders
for environmental and resource protection to private parties.
Presumably, individuals and businesses would be more careful to
comply with these laws and regulations if the cost of violations
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were increased. The state could reduce its enforcement costs
while maintaining current levels of overall compliance.

Management Efficiencies

These types of efficiency improvements involve making bet-
ter use of existing personnel, facilities, and equipment to achieve
the state’s program goals.

Example: Use Existing Inmate Fire Crews for Initial
Attack of Forest Fires. Inmates from the Department of
Corrections’ conservation camps make up about 220 fire crews
managed by the California Department of Forestry and Fire
Protection (CDFFP). These inmate crews generally perform
firefighting duties, such as clearing fire lines and digging trenches
only after CDFFP’s regular fire engine and bulldozer crews have
completed their initial attack on a fire with water or retardant.
Nevertheless, the inmate fire crews generally arrive at a fire at
the same time as the regular fire crews, and they could, with
proper training, perform initial attack functions. Using the exist-
ing inmate fire crews to perform initial attack, as well as other,
firefighting functions could save the state up to $2 million annu-
ally.

Example: Automating Welfare Administration. The
state currently pays a substantial portion of county welfare
administration costs. Merced and Napa Counties have imple-
mented their portion of a new Statewide Automated Welfare
System (SAWS). Preliminary indications are that savings from
reduced payment errors and enhanced productivity of eligibility
workers will pay for the system in three to five years and generate
ongoing savings to the counties and the state. If implemented
statewide, SAWS could generate annual state savings of more
than $100 million.

Example: Change Child Care Staffing Ratios. The state
subsidizes a number of child development programs that provide
child care for children from needy families or with special needs.
Studies indicate that the ratio of staff to children for these
preschool children could be changed from the current 1:8 to 1:10,
with no significant detrimental effect on the behavior or develop-
ment of the children. The “leaner” staffing ratio, however, would
save the state up to $19 million annually. (Please see the 1989-
90 Analysis, page 761, for a detailed discussion.)

. Example: Offer Low-Enrollment Classes Less Frequentily.
The potential exists for more cost-effective scheduling of course
offerings by the UC and the CSU. Some courses with a low
average enrollment could be offered on a less frequent basis. For
example, a graduate seminar now given twice a year with an
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average enrollment of five students could be given once each year
to 10 students. Consolidating course offerings in this manner
would allow affected faculty to teach additional courses without
increasing their total course load.

Example: Eliminate Year-Round School Incentives.
We have found that these payments to school districts are of little
value in achieving their intended purpose—decreasing demand
for state school construction aid by promoting year-round use of
existing facilities (please see Item 6110 of the Analysis). Accord-
ingly, the Legislature could eliminate these incentives for a
savings of $78 million, with little or no impact on the number of
pupils attending year-round schools.

Example: Higher Education Year-Round Operations.
The CSU has operated summer quarters successfully at four cam-
puses (Hayward, Los Angeles, Pomona, and San Luis Obispo) for
anumber of years. The CSU currently is preparing a cost-benefit
study of year-round operation in response to a legislative direc-
tive. Expanding year-round operations at CSU and implement-
ing them at UC campuses as well has the potential to reduce
future capital outlay costs by tens of millions of dollars.

STRATEGY: FUNDING SHIFTS

By shifting the funding for programs to other sources, where
appropriate, the Legislature can reduce General Fund spending
while maintaining services.

i

Shifting to Fees

State programs that provide specific benefits to individuals or
businesses often can be shifted to funding from fees charged to the
beneficiaries. Programs that regulate or mitigate activities that
can adversely affect others also can be supported by fees charged
to the parties responsible for those activities. As budget con-
straints have become tighter in recent years, the state and local
governments have looked more to fees as a funding source for
both existing and new programs. '

Fees can take several forms, ranging from direct charges for
specific services (such as park admission fees), to more generally
imposed fees similar to excise taxes (such as the recycling fee
imposed on tires). In addition to imposing new fees, the Legisla-
ture can increase existing fees that currently do not fully offset
program costs. The following points should be considered in
evaluating proposals to shift funding to fees:

¢ There should be a clear relationship between the fee and
the services that it funds.
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e It must be practical to identify those who should pay the
fee and to collect it from them in a cost-effective manner.

¢ Those on whom fees are imposed must have the ability to
pay.

e Imposing partial fees or copayments (even if the fee
revenue is relatively small) may also provide incentives
for the better utilization of services. In other cases,
however, charging fees may be counter to the purpose of
some programs, such as programs that seek to increase
the use of preventive services.

Example: Water Quality and Water Rights Fees. The
State Water Resources Control Board will spend a total of $40.3
million from the General Fund in 1991-92 on its water quality
regulation program ($32 million) and its water rights program
($8.3 million). These funds could be replaced in whole or in part
by new fee revenue. Water quality fees could be linked to services
provided by the board’s permitting, monitoring, enforcement,
and standards setting activities, because without these activities
dischargers would be prohibited from using the state’s waters for
waste disposal. The fee payers could be identified and assessed
easily (please see the Analysis, Item 3940, for a detailed discus-
sion). Similarly, water rights fees could be charged to holders of
water rights to cover the board’s costs of permitting, protecting,
and regulating water rights.

Example: Dam Safety Fees. The Department of Water
Resources currently charges only a nominal fee for its dam safety
inspections and certifications. Raising fees to cover 70 percent of
program costs, consistent with other state safety inspection
programs, would raise up to $3.5 million annually to offset Gen-
eral Fund costs. (Please see the Analysis, Item 3860, for a
detailed discussion.)

Shifting Costs to Local Governments

State funding for programs or projects with primarily local
benefits could be shifted to local governments. The potential for
state savings from this strategy is limited, however, because of
the constitutional requirement that the state reimburse local
governments for any new mandated costs. In addition, local gov-
ernments must have a funding source available to support costs
shifted from the state if they are to continue these programs
without curtailing existing local programs. (For a detailed
discussion of the fiscal relationship between the state and the
counties, please see our piece in Part Four of this document.)
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Example: Eliminating State Funding for Local Flood
Control Projects. Under current state law, the state pays 70
percent of the nonfederal share of local flood control projects,
with local agencies paying the remaining 30 percent. Eliminat-
ing this state funding would shift all of the nonfederal costs onto
local agencies in the areas served by these projects. Local
agencies have a number of financing options to cover these costs,
including bonds and fees. Eliminating state funding for local
flood control projects would save the state $42.5 million in
1991-92.

Example: County Match for Use of Institutions for
Mental Diseases. Under current law, counties pay 15 percent
of the net treatment costs of mentally ill persons in most types of
24-hour care facilities (the state pays the other 85 percent). All
of the costs of treatment in Institutions for Mental Diseases
(IMDs), however, are paid by the state. This approach results in
a substantial incentive for counties to place patients in IMDs,
whether or not they require the skilled nursing care that IMDs
provide. Requiring a 15-percent match by counties for IMD
treatment would reduce state costs by almost $12 million at
existing utilization levels. Ultimately, the fees should result in
even larger state savings by reducing inappropriate use of IMDs.
(Please see the Analysis, Item 4440, for a detailed discussion of
this issue.)

Example: Eliminate State Subsidy for Driver Training.
The primary beneficiaries of driver training programs provided
by schools are the students who receive free driver trainer subsi-
dized by the state. If state funding were eliminated, school dis-
tricts would have to decide whether to continue subsidizing the
program themselves from their own general-purpose revenues.
If driver training programs were discontinued, students who
wished to drive prior to age 18 (or their families) would have the
choice of paying for driver education themselves. Eliminating
funding for driver training would save the state $21 million in
1991-92,

Example: Lower the Vote Requirement for Local Gen-
eral Obligation Bonds. The state has increasingly become the
source of funds for major local capital outlay projects, such as the
construction of schools, parks, and jails. A constitutional amend-
ment lowering the voter approval requirement for local general
obligation bonds from two-thirds to a majority (the same as the
vote requirement for state bonds) would increase the ability of
local governments and schools to finance capital outlay projects
by themselves, thereby reducing the state’s future debt service
costs to finance these types of local projects.
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Shifting Costs to the Federal Government

In some cases, the state currently does not take full advan-
tage of potential federal funding to offset its program costs. This
can occur through oversight or because of a state preference to
operate these programs in a manner that does not qualify for
federal funding. In these cases, state spending could be reduced
by shifting costs to available federal funding. These funding
shifts would involve the following considerations:

® Arethe added federal funds worth the accompanying loss
of state control?

¢ Will federal funds continue to be available long endugh to
justify the cost and effort required to revise existing
programs to meet federal requirements?

Example: Shift Qualifying State Costs to the Medi-Cal
Program. Currently, the state pays the full cost of several types
of health-related services that could be financed as “optional
benefits” under the Medi-Cal program, thereby qualifying them
for partial federal funding. These services include rehabilitative
services provided by the Department of Mental Health, and
personal care and case management services provided by the
Department of Developmental Services. Funding these pro-
grams through Medi-Cal has the potential to save the state
millions of dollars annually by using federal funds. In order to
qualify for this funding, however, these programs may have to
meet additional requirements which could increase program
costs. Accordingly, a study to determine the amount of net
savings to the state should be done before any of these services are
placed under Medi-Cal.

Shifting Costs to the Private Sector

This strategy goes further than shifting programs to fee
support because it shifts the provision of services, in addition to
their funding, to businesses and individuals. By imposing
requirements directly on businesses and individuals (for ex-
ample, in their roles as employers or landlords), the state can
sometimes achieve public purposes without collecting or spend-
ing public funds.

Example: Requiring Employersto Provide Health Bene-
fits. One way to reduce the state’s very substantial indigent
health care costs is to require some or all employers to provide
health insurance to their employees (or pay a fee to the state to
provide health coverage in lieu of directly insuring their employ-
ees). The amount of the net savings would depend on the extent
to which (1) very small businesses are included, (2) part-time and




Partlll: Strategies for Addressing the State’s Budgetary Imbalance / 137

intermittent workers are covered, and (3) revenue losses from
existing state tax credits for health benefits provided by small
employers offset health care cost savings.

STRATEGY: ONE-TIME ADJUSTMENTS AND DEFERRALS

This strategy involves stop-gap measures that, like one-time
revenue gains, help the state address the near-term cyclical
portion of its current budget shortfall. Deferring expenditures,
however, will make balancing future budgets even more difficult.

Example: Postpone Flood Conirol Subventions. State
flood control subventions, which are the state’s contribution to
the nonfederal share of local flood control projects, could be
postponed to future years. The 1991-92 Governor’s Budget
proposes to spend a total of $57.4 million from the Special Account
for Capital Outlay for these subventions (including $14.9 million
for Delta levees projects). Instead, the money could be trans-
ferred to the General Fund and used for other purposes. In most
cases, deferring the payment of the subventions would not
significantly delay project construction, although it may increase
local financing costs somewhat.

Example: Tahoe Conservancy Praojects. The budget
proposes to spend a total of $7 million in 1991-92 from the state’s
share of federal offshore oil revenues for additional projects of the
California Tahoe Conservancy to control soil erosion, increase
public access and recreational facilities, and to protect and
restore watersheds in the Tahoe Basin. Some or all of these
projects could be deferred to future years, and the savings could
be transferred to the General Fund.
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Part IV

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 proposals in the Governor’s Budget, while others are
more long-range in nature and will, in all probability, persist for
many years beyond 1991.

The issues in this part fall into two general categories:

* The first category is comprised of issues in key program
areas that could help the Legislature in addressing its
structural fiscal problem. These issues are: (1) Proposi-
tion 98 and its proposed suspension, (2) county-state
relations and the impact of the Governor’s “realignment”
proposal, (3) the AFDC program and the implications of
the Governor’s proposal to reduce welfare grant levels,
and (4) the community corrections alternative and how it
might relieve prison overcrowding and some of the pre-
sure on state prison spending.

* The second category consists of other issues involving the
state’s fiscal planning efforts: (1) state infrastructure, (2)
the uses of bond proceeds, (3) school restructuring, and
(4) the state rail transportation program.
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Proposition 98

How Is the Proposition 98 Minimum Funding Guarantee
Determined, and What Are the Consequences of Suspending
Proposition 98?
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In addressing the extremely complex problem of crafting a
balanced budget for 1991-92, one of the Legislature’s major
decisions will be whether or not to suspend Proposition 98. In this
piece, we describe the important fiscal provisions of this measure,
how the Proposition 98 funding levels are determined in the
current and budget years, and the consequences both of suspend-
ing and of not suspending Proposition 98 in 1991-92.

THE PROVISIONS OF PROPOSITION 98

Proposition 98, the “Classroom Instructional Accountability
and Improvement Act of 1988,” provides K-12 schools and com-
munity colleges with a constitutionally guaranteed minimum
level of funding in 1988-89 and thereafter. As amended by
Proposition 111 of 1989 and legislative statutes, the fiscal aspects
of the measure consist of three major components:

* The minimum funding guarantee.
* Provisions relating to suspension and restoration.

s Provisions relating to the distribution of “excess” reve-
nues (that is, revenues which exceed the state appropria-
tions limit).

These components, described in more detail below, are
summarized in Figure 1.

Minimum Funding Guarantee

The core of Proposition 98 is the minimum funding guaran-
tee, which is determined based on one of three so-called “tests.”

As originally enacted, Proposition 98 guaranteed K-14 educa-
tion a level of funding based on the greater of:

¢ Test 1--Percent of General Fund Revenues. This is
defined as the 1986-87 percentage of General Fund tax
revenues provided K-14 education—about 40 percent.

¢ Test 2--Maintenance of Prior-Year Service Levels.
This is defined as the prior-year level of total funding for
K-14 education from state and local sources, adjusted for
enrollment growth and for inflation.

Under the original provisions of Proposition 98, therefore, K-
14 education was always guaranteed a level of funding at least as
great as the amount received in the prior year, plus full adjust-
ments forenrollment growth and inflation—irrespective of whether
there were sufficient General Fund revenues available to support
this level of funding.
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Figure 1

Proposition 98
Major Fiscal Provisions

In normal or high revenue-growth years, guarantee based on the
greater of.

 Test 1—Percent of General Fund Revenues. 1986-87 percentage
of General Fund tax revenues for K-14 education—about 40
percent—or

» Test 2—Maintenance of Prior-Year Service Levels. Prior-year
total state and local funding level, adjusted for enrollment growth
and growth in California per capita personal income.

In low revenue-growth years, guarantee based on:

» Test 3—Adjustment Based on Available Revenues. Prior-year
total funding level, adjusted for enrollment growth and growth in
General Fund revenues per capita, plus 0.5 percent of the prior-
year level.

Minimum funding guarantee may be suspended for one year, for any
reason, through urgency legislation other than the Budget Bill.

» Onceguarantee has beensuspended, the Legislature may appropriate
any level of funding for K-14 education.

In years following either suspension or Test 3, the state may be required
(depending upon the level of state revenues) to make minimum payments
toward restoring K-14 education funding to the level that would have
been required had funding not been reduced.

» These payments serve to restore K-14 education funding to pre-
reduction levels (as adjusted to maintain service levels); there is
no requirement that amounts that the state saves as a result
of a reduction be repaid.

Inanyyearin which General Fund revenues exceedthe state appropriations
limit, K-14 education receives one-half of the excess amount, on a one-
time basis (the other half must be returned to taxpayers).

« Unlike the minimum funding guarantee, the excess revenue provision
may not be suspended.
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Partially in response to concerns about this latter prospect,
Proposition 111 of 1989 amended Proposition 98 to establish a
third “test.” Under this test, which is operative only in years in
which General Fund revenue growth per capita is more than 0.5
percentage point below growth in per capita personal income, the
minimum funding guarantee is based on:

¢ Test 3—Adjustment Based on Available Revenues.
This is defined as the prior-year total level of funding for
K-14 education from state and local sources, adjusted for
enrollment growth and for growth in General Fund reve-
nues per capita, plus 0.5 percent of the prior-year level.

Proposition 111 also added two other key provisions:

¢ It changed the inflation adjustment under Test 2 to
growth in per capita personal income.

¢ It provides that in no event can Test 3 result in an
increase in per-pupil funding that is less than the in-
crease in per capita expenditures for all other General
Fund-supported programs. This was intended to ensure
that K-14 education is treated no worse, in years of low
revenue growth, than are other segments of the state
budget.

As the formula indicates, the calculation of the minimum
funding guarantee under Test 3 is quite similar to that under Test
2--the only difference is in the inflation index used. Under Test
2, funding is increased based on growth in per capita personal
income. Under Test 3, in contrast, funding is increased based on
growth in General Fund revenues per capita (a measure of
available budget resources), plus a 0.5 percent “bump” (which
ensures a smooth transition between Test 2 and Test 3 as
revenues decline).

“Spike” Protection. Proposition 111 also added another
condition related to the calculation of the minimum funding
guarantee: In any year in which the guarantee is determined by
Test 1, and the Test 1 funding level exceeds the Test 2 level by
more than 1.5 percent of General Fund revenues, the excess
amount shall not be considered part of the “base,” for purposes of
calculating the following year’s guarantee. This provision is
intended to limit the extent to which a one-time “spike” in
General Fund revenues may result in a permanent increase in
the Proposition 98 “base.”

Suspension and Restoration

Suspension. Proposition 98 provides that the minimum
funding guarantee may be suspended for one year, through
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urgency legislation, in a bill other than the Budget Bill. The
measure gives no additional criteria on the decision to suspend.
Consequently, the Legislature may suspend the minimum fund-
ing guarantee for any reason which meets the general criterion
for urgency legislation specified in the California Constitution
(“necessary for the immediate preservation of the public peace,
health, or safety”). Once the minimum funding guarantee is
suspended, which requires a two-thirds vote of each house, the
Legislature may appropriate any level of funding for K-14 educa-
tion.

Restoration. In years following a suspension or a Test 3-
based reduction, however, the state may have to make specified
minimum payments toward restoring K-14 education funding to
the level that would have been required had funding not been
reduced.

In practice, the process of suspension and restoration works
as follows:

¢ Creation of a “maintenance factor.” In any year in
which funding for the minimum guarantee is reduced
below the level that would otherwise have been required
by either Test 1 or Test 2, a “maintenance factor” is
created in an amount equal to the underfunding.

e Computation of guarantee. In the following year, the
minimum funding guarantee is computed using Test 1, 2,
or 3 (as appropriate), with the prior year’s actual (re-
duced) level of funding as the new “base.”

¢ Computation of adjusted maintenance factor. The
amount of the maintenance factor is increased annually,
using the adjustment factors specified in Test 2 (enroll-
ment growth and growth in per capita personal income).

*  Minimum restoration payment. In any year in which
General Fund revenue growth per capita exceeds per
capita personal income growth, the state must make a
minimum restoration payment, equal to one-half of the
difference in these growth rates, times total General
Fund tax proceeds. In no case, however, is the restoration
payment greater than the amount of maintenance factor
outstanding. The restoration payment serves to reduce
the amount of any maintenance factor outstanding.

It is important to emphasize that, because the restoration
payments are on top of a minimum funding guarantee which in
each year is based on the actual level of funding received in the
prior year, they serve to restore K-14 education funding to a level
equal to—but not greater than—the pre-reduction level (as ad-
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justed for enrollment growth and inflation). As a result, amounts
which the state saves due to a suspension or Test 3-based
reduction do not have to be repaid.

“Excess” Revenues

Finally, Proposition 98 provides that, in any year in which
General Fund revenues exceed the state appropriations limit, K-
14 education shall receive one-half of the excess amount on a one-
time basis. In other words, these funds do not get built into the
“base,” for purposes of computing the following year’s minimum
guarantee. The California Constitution requires that the re-
maining half of the “excess” revenues be returned to the taxpay-
ers. Unlike the minimum funding guarantee, the excess revenue
provision may not be suspended.

DETERMINATION OF PROPOSITION 98 FUNDING LEVELS

As the preceding discussion indicates, the computation of
Proposition 98-required funding levels for K-14 education can be
quite complex. In this section, we describe in more detail exactly
how these funding levels are determined in 1990-91 and 1991-92
under the assumptions contained in the Governor’s Budget.

Current-Year Funding Level

When the Legislature passed the 1990-91 budget last July, it
approved a total level of state funding for Proposition 98 of $17.1
billion. This amount was based on the assumption that the
minimum funding guarantee would be determined by Test 2 (the
maintenance of prior year’s service levels test). The Governor’s
Budget indicates that, since that time, estimated 1990-91 Gen-
eral Fund tax revenues have decreased by $2.4 billion. As a
result, the basis for computing the minimum funding guarantee
has shifted from Test 2 to Test 3.

Figure 2 shows how the decrease in General Fund tax
revenues (horizontal axis) affects the determination of state aid
requirements under the minimum funding guarantee (vertical
axis). (The figure is based on the Governor’s Budget estimates of
General Fund tax revenues and the Proposition 98 guarantee.)
As the figure shows, total General Fund tax revenues for 1990-91
were estimated last July to be $41.4 billion, resulting in a Proposi-
tion 98 state aid requirement under Test 2 of $17.1 billion (equal
to 41.3 percent of General Fund tax revenues).

Figure 2 also shows that, since that time, the estimated level
of current-year General Fund tax revenues has decreased by $2.4
billion. As a result, the basis for computing the minimum funding
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guarantee has shifted from Test 2 to Test 3, and the required level
of state aid has decreased by approximately $500 million. (Ofthis
amount, the budget proposes to reduce approximately $450
million from funds for K-12 education, and $50 million from
community colleges.) According to the budget estimates, the new
level of the current-year guarantee is $16.6 billion (equal to 42.6
percent of the revised estimate of General Fund tax revenues).

As these percentages confirm, in any year in which the
Proposition 98 guarantee is determined by Test 2, the percentage
of General Fund tax revenues represented by the 98 guarantee
exceeds the 40 percent level required under Test 1. They also
indicate, however, that the percentage represented by the mini-
muimn guarantee can exceed 40 percent even in years in which the
guarantee is determined by Test 3.

Budget-Year Funding Level

For 1991-92, the administration proposes to suspend the
Proposition 98 minimum funding guarantee, and reduce funding
for K-14 education by $2 billion below the level that would
otherwise be required in the absence of suspension.

Figure 3 shows the level of funding proposed by the admini-
stration in relationship to the Proposition 98 funding guarantee
and General Fund tax revenues. The figure shows that, under
the Governor’s Budget assumptions (including the administra-
tion’s proposed reduction of 1990-91 Proposition 98 funding
levels, as well as its revenue assumptions—see Part I of this docu-
ment), the minimum funding guarantee would be determined by
Test 2. Specifically, the Proposition 98 state aid requirement
under Test 2 would be $18.3 billion (equal to 40.8 percent of the
total $44.8 billion in General Fund tax revenues).

Figure 3 also shows that the level of funding proposed by the
administration for Proposition 98-eligible programs is $16.9
billion (equal to 37.6 percent of General Fund tax revenues) in
1991-92. As the figure shows, this amount is $1.43 billion below
the $18.3 billion funding level that would otherwise be required
by Test 2.

Finally, the figure shows that, in the absence of suspension,
the state would also be required to fully restore $550 million in
maintenance factor outstanding (that is, the $500 million cur-
rent-year maintenance factor, as adjusted for enrollment growth
and inflation) created by the shift to Test 3 in 1990-91. The
combination of (1) the $1.43 billion reduction below the Test 2
funding level and (2) the $550 million restoration yields the $2
billion total impact related to suspension noted above.
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Figure 2

Proposition 98 Funding Guarantee

1980-91 (in billions)

Proposition 98
State Aid
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General Fund Tax Revenues

Figure 3

Proposition 98 Funding Guarantee
1991-92 (in billions)

Proposition 98
State Aid

$22

— "Restoration” payment

¢ Governor's Budget without suspension
(includes 1990-91 restoration)

201 @ Governor's Budget proposal
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General Fund Tax Revenues
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Key Factors Affecting State Aid Requirements

As Figures 2 and 3 show, the level of state funding required
for the Proposition 98 minimum funding guarantee can vary,
depending upon the level of General Fund revenues. Changes in
other factors may also affect the required level of state aid. These
impacts are summarized in Figure 4, and are discussed in greater
detail below.

Changes in General Fund Revenues. As noted, Figures
2 and 3 show how the required level of Proposition 98-related
funding changes, as total General Fund tax revenues change.
Specifically, the figures show that:

o When the minimum funding guarantee is deter-
mined by Test 1, K-14 education gains or loses approxi-
mately 40 cents for every dollar of tax revenues gained or
lost by the General Fund. (This percentage reflects the
share of General Fund spending for Proposition 98-
eligible purposes in 1986-87—the Test 1 “base year”—
and does not vary.)

* When the minimum funding guarantee is deter-
mined by Test 2, the level of Proposition 98 state aid is
unaffected by changes in General Fund revenues.

* When the minimum funding guarantee is deter-
mined by Test 3, K-14 education gains or loses more
than 40 cents for every dollar of tax revenues gained or
lost by the General Fund. (The exact percentage is based
on the ratio between total spending for Proposition 98
purposes from state and local funds in the prior year and
total prior-year General Fund revenues. This ratio—
which is 59 percent for 1991-92—varies from year to
year.)

Changes in Other Factors. Figures 2 and 3 are only able
to show the relationship between the Proposition 98 minimum
funding guarantee and General Fund tax revenues, holding
constant all other factors affecting the guarantee level. These
other factors, shown in Figure 4, and their effects on the mini-
mum funding guarantee are:

* Local property tax revenues. Increases in the level of
local property taxes for schools or community colleges
result in dollar-for-dollar decreases to the level of state
funding required under Test 2 or Test 3. Changes in local
property tax revenues have no effect on the level of state
funding required under Test 1.

e K-12 enrollment. Increases in the rate of enrollment
growth in K-12 schools result in increases in the level of
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Figure 4

Impacts on State Aid Requirements of
Changes in Key Factors Affecting Proposition 98

General Fund Revenues 4 - 4
Local Property Taxes - * *
K-12 Enroliment - 1 ?
Per Capita Personal Income - f -

state funding required under Test 2 or Test 3 for both K-
12 schools and community colleges. Changes in enroll-
ment growth have no effect on the level of state funding
required under Test 1.

* Per capita personal income. Increases in the rate of
per capita personal income growth result in increases in
the level of state funding required under Test 2. Changes
in per capita personal income growth have no effect on
the level of state funding required under Test 1 or Test 3.

Changes in Factors Unlikely to Solve Budget Problem.
Although changes in the factors noted above can reduce the level
of Proposition 98-required state aid, our review indicates that—
absent a major reduction in General Fund revenues below the
level assumed in the Governor’s Budget—such changes would
not reduce the level of the Proposition 98 guarantee to the level
of spending proposed by the administration in 1991-92.

We reach this conclusion for two reasons:

First, our analysis indicates that there is no conceivable
combination of changes in these factors (other than a major
reduction in General Fund revenues below the level assumed in
the budget) that could cause a Test 3 reduction to occur in 1991-
92

Second, while changes in these factors could cause the
guarantee under Test 1 or Test 2 to drop below the level assumed
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in the Governor’s Budget, it is unlikely that such a drop would
significantly reduce the $2.0 billion “gap” between the Proposi-
tion 98 “full funding” level and the budget proposal.

CONSEQUENCES OF SUSPENDING PROPOSITION 98

The decision of whether or not to suspend Proposition 98 has
major implications for the Legislature’s ability to find a solution
to the enormous budget problem which it confronts in 1991-92.
The decision also has major implications for the ability of school
districts to balance their own budgets. In this section, we discuss
several important considerations, summarized in Figure 5, which
we believe the Legislature should bear in mind in deciding this
issue.

What If the Legislature Chooses to Suspend?

As noted, once the minimum funding guarantee is sus-
pended, the Legislature can appropriate funds for K-14 education
at any level, not just the level proposed by the Governor. Suspen-
sion would give the Legislature the ability to distribute funds
among all state programs, including K-14 education, according to
its own priorities.

One-Time Suspension Can Yield Multi-Year Savings.
Figure 6 illustrates another important consideration--the one-
time suspension of Proposition 98 in 1991-92 can yield major
General Fund savings for several years thereafter. The figure
presents our estimates of the level of Proposition 98 funding that
would ‘be required during 1991-92 through 1993-94 under the
“full funding” (that is, no suspension) alternative (the top line in
the figure) versus the Governor’s Budget proposal to suspend (the
lower, shaded portions of the bars).

Figure 6 also shows that, if the Legislature adopts the budget
proposal, the state General Fund will save $2.0 billion in 1991-92,
relative to the K-14 education funding level that would be
required in the absence of suspension. In 1992-93, we estimate
that the minimum funding guarantee would be determined by
Test 3. As a result, the General Fund would save an additional
$3.1 billion. (This amount is composed of the adjusted mainte-
nance factor from 1991-92, plus an additional reduction in 1992-
93 due to the shift to Test 3.) Finally,in1993-94, we estimate that
General Fund revenue growth would be sufficiently strong to

- require a restoration payment of $1.2 billion. Relative to the

- funding level that would have been required had Proposition 98
not been suspended in 1991-92, however, the General Fund
would save an additional $2.2 billion.
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Figure 5

Considerations Relative to’
Suspension of Proposition 98

Once the Proposition 98 minimum funding guarantee is suspended,

the Legislature can appropriate funds for K-14 education at any level.

« The Legislature is not bound by the Governor’s proposal to
reduce funding by $2.0 billion below current-law requirements.

One-time suspension not only yields major savings in 1991-92, but
may also produce major, multi-year savings in future years, relative
to funding levels that would have been required in the absence of
suspension.

» The amounts saved do not have to be repaid.

Major reductions in funding will result in equivalent losses to school

and community college districts, making it difficult for districts to

balance their budgets.

« Some districts may seek emergency loans; others may be forced
into bankruptcy in order to break contractual agreements (such
as multi-year collective bargaining agreements).

The Legislature will need to appropriate an additional $2.0 billion to K-

14 education above amounts proposed in the Governor’s Budget.

« This amount consists of the $1.43 billion reduction below the
“Test 2” funding level, plus $550 million to restore funding
reduced due to the current-year shift to “Test 3.”

The Governor's Budget estimates that, with its spending and
revenue proposals, there is only $2.1 billion in additional “room”
remaining under the state appropriations limit.

Thus, if the Legislature chooses to address the budget problem by
raising revenues, rather than by making further cuts in non-K-14
education programs, 100 percent of the first $2.0 billion in new
revenues would have to be appropriated to K-14 education.

« Of the next $100 million, K-14 education would be entitied to
roughly $40 million: (with $60 million available for non-K-14
programs).

+ And, of any revenues raised in excess of $2.1 billion, 50 percent
would go to K-14 education and 50 percent would be rebated to
taxpayers (with no additional funding available for non-K-14
programs).
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Figui'e 6 _

One-Time Proposition 98 Suspension
Can Yield Major Multi-Year Savings
1991-82 through 1993-94 (in billions)
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1991-92 1992-93 1993-94

=== Proposition 98 "full funding" level
- General Fund savings
F77/) Amount restored

Funding guarantee based on Governor's Budget
suspension proposal (1991-92) and its projected
out-year impacts (1992-93 and 1993-94)

Source: Legislative Analyst'grrojections based on Governor's Budget proposal and LAO estimates of
1992-93 and 1993-84 revenues.

In total, therefore, our estimates of the future impact of the
Governor’s proposal imply that the one-time suspension of Propo-
sition 98 would save the General Fund a total of $7.3 billion over
three years ($2.0 billion in 1991-92, plus $3.1 billion in 1992-93,
plus $2.2 billion in 1993-94).
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State Savings Equal School District Losses. These state
General Fund savings, of course, translate into equivalent losses
to school and community college districts. Because personnel
costs typically account for about 80 percent of district expendi-
tures, losses of this magnitude would be difficult to accommodate
under the best of circumstances. Such losses will be especially
difficult to accommodate, however, for those districts which have
entered into multi-year contractual arrangements (such as col-
lective bargaining agreements) with no provisions allowing them
to be renegotiated in the event of insufficient revenues. In these
cases, major funding losses to school districts will undoubtedly
generate pressure for emergency loans from the state and, in
extreme cases, could force districts into bankruptcy. If the
Legislature chooses to suspend Proposition 98, therefore, it will
also need to consider these impacts in deciding on an appropriate
level of funding to provide K-14 education.

What If the Legislature Chooses Not to Suspend?

If, on the other hand, the Legislature chooses not to suspend
Proposition 98, it will need to appropriate an additional $2 billion
in funding to K-14 education above the amount contained in the
Governor’s Budget.

One option for fully funding Proposition 98 requirements
would be to reduce funding for General Fund-supported pro-
grams other than K-14 education by an additional $2 billion
beyond the significant reductions already contained in the
administration’s budget proposal.

Another option would be to address the overall state budget
problem by raising revenues. If this approach were taken:

e Ofthe first $2 billion in new revenues, 100 percent would
have to be appropriated to K-14 education.

» Of the next $100 million, K-14 education would be en-
titled to roughly 40 percent (because the guarantee at
that revenue level would be based on Test 1)—with the
remaining $60 million available for non-K-14 education
programs. :

e Of any revenues raised in excess of $2.1 billion, 50
percent would go to K-14 education and the remaining 50
percent would have to be returned to taxpayers. This is
because, at this amount of new revenues, the state would
have reached its appropriations limit, which requires
this distribution of “excess” revenues.
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A third option would be to raise the additional $2 billion for
K-14 education from some combination of revenue enhancements
and additional spending cuts for non-K-14 education programs.
Like the second option, however, this one would, in effect, require
that 100 percent of any new revenues raised (up to $2 billion) be
devoted to K-14 education.

CONCLUSION

As the preceding analysis indicates, Proposition 98 is an
extremely complex measure, under which funding requirements
for K-14 education vary depending on a number of factors. The
most immediate decision facing the Legislature regarding Propo-
sition 98 is whether to suspend its minimum funding guarantee
in 1991-92 in order to deal with the budget’s overall funding gap.

Our review indicates that, if Proposition 98 is not suspended,
the state would have to provide an additional $2 billion in funding
for K-14 education programs. This would require cutting funding
for non-K-14 education programs by $2 billion on top of the
reductions already proposed in the budget, raising an equivalent
amount in new tax revenues, or a combination of these two
approaches.

If, on the other hand, the Legislature suspends Proposition
98, it need not accept the administration’s proposal to reduce
funding for K-14 education by $2 billion. Rather, the Legislature
could determine the level of funding for K-14 education it deems
appropriate. The Legislature would also have much greater
flexibility in deciding how to distribute any new General Fund
tax revenues in 1991-92.
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The County-State Partnership

What Adjustments to the County-State “Partnership™ Are
Needed to Ensure That It Will Best Serve the Needs of the
People of California? .
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Over the past several years, many of California’s counties
have experienced increasing financial stress. While Butte County
is perhaps the most visible example of recent county financial
troubles, our analysis indicates that the problem is inherent to
the existing arrangement of state and county responsibilities and
affects all counties to greater or lesser extent. The existing
county-state partnership suffers from a variety of structural
problems—such as program fragmentation, counter-productive
fiscal incentives, and the inappropriate division of responsibili-
ties—that both diminish the effectiveness of these programs and
reduce the financial viability of county governments.

- Clearly, the State of California also is facing significant fiscal

problems, as we outline in Part One of this document. The state’s
budget funding gap is forcing a reevaluation of state spending
priorities, and this will probably mean that less state funding will
be available for many state programs operated by counties. As
discussed in Part Three, reduced service levels and a shifting of
program responsibilities are among the options for addressing
the state’s budgetary gap. These could have negative conse-
quences for the financial viability of county governments, which
is needed to ensure the effective operation of our “partnership”
programs. The above concerns have led many to call for a basic
overhaul of the county-state relationship in California.

The 1991-92 Governor’s Budget includes one major proposal
to change the existing county-state relationship. Specifically, it
proposes to replace existing state funding for the community
mental health, the AB 8 county health services, and local health
services programs with increased county revenues that result
from proposed changes in the structure of the Vehicle License Fee
(VLF) and an increase in the state’s alcoholic beverage taxes. As
of this writing, the administration’s specific proposal for accom-
plishing this change has not yet been made available. As a result,
it is not clear, for example, whether existing state controls over
these programs would also be shifted to counties, or whether the
state would continue to exert its influence over program service
levels. ‘

This analysis has several purposes:

e First, we examine the existing county-state relationship
and assess its underlying problems.
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¢ Second, we identify the basic principles that are impor-
tant in evaluating the structure of the county-state rela-
tionship, as well as proposals to change it.

* - Third, we use these principles to evaluate the Govefnor’s
proposal to shift funding responsibility for county health
and mental health programs to localities.

¢ Finally, we discuss additional considerations and action
steps for the Legislature in approaching reform of the
county-state partnership in the future.

WHAT IS THE BASIC COUNTY-STATE
PARTNERSHIP IN CALIFORNIA?

This section describes the existing county-state partnership
in California and identifies some of the problems with this
relationship.

Background—Counties in California

Counties in California play a dual role in providing services
to their residents.

First, counties are an administrative arm of the state and, as
such, are charged with the responsibility to administer a variety
of programs. These programs include welfare [such as the Aid to
Families with Dependent Children (AFDC) and general assis-
tance programs], indigent health services, social services [such as
In-Home Supportive Services (IHSS) and Child Welfare Services
(CWS)], community mental health, corrections, and the trial
courts.

Second, counties administer a variety of local programs.
These include some programs of general interest to the state
(such as public health and local social services programs) and
others of primarily local interest (such as the municipal-type
services provided to residents of unincorporated areas, 1nclud1ng
fire and sheriff services).

Counties pay for local programs and for their share of state-
required program costs out of the revenue they have available for
general county purposes. County general purpose revenue
(GPR) comes from a variety of sources, including the local
property tax, state general purpose subventions, and the local
sales tax. Due primarily to the constraints imposed by Proposi-
tion 13, counties have very limited power to increase GPR.
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How Are the Major County-State
Partnership Programs Structured?

As noted above, counties administer a variety of state-re-
quired programs in partnership with the state. The structure of
the partnership varies from program to program, in terms of
three basic characteristics:

Who controls decisionmaking? The degree of relative
decisionmaking control between the state and counties
varies considerably among programs. In the case of
AFDC, the state and federal governments establish most
of the rules that determine eligibility and scope of serv-
ices, leaving counties with little discretion over service
levels. In contrast, counties have more control over the
level of services provided in justice programs, mental
health, and general assistance. For example, counties
can reduce services provided under probation programs
by decreasing the level of supervision provided, because
the state has few formal requirements in this area.

Who administers the program? California’s counties
are responsible for the day-to-day operation of many pro-
grams required by the state. Major examples of county
administration of state-required programsinclude AFDC,
general assistance, community mental health, and CWS,
as well as the local courts, jails, arid probation services.
Other programs are administered by the state, such as
state mental hospitals and the County Medical Services
Program (for participating small counties).

Who pays for the program? The county-state partner-
ship programs have widely varying cost-sharing ar-
rangements. For example, the state pays 100 percent of
the nonfederal costs for Medi-Cal administration. The
state also pays the majority of the costs for AFDC—
roughly 93 percent of the nonfederal share of the grant
costs and 50 percent of the nonfederal share of admini-
stration costs. Conversely, counties pay for 100 percent
of the costs of general assistance and most of the costs of
probation and operation of local jails.

Figure 1 shows the basic arrangements of funding, control,
and administration for the major county-state partnership pro-

grams.




County-State Partnership Programs

Program? -

AFDC - Family Grou,
($3,967 million)

Description Policy Control

Federal and state
_governments set policy.

Administration

Federal and state
governments set policy.

AFDC - Unemployed
parent ($733 miltion)

Funding

Federal - 50 percent
State - 45 percent
County - 5 percent

AFDC - Foster care
($1,013 million)

Federal and state
governments set policy.

Federal AFDC-U program:
Federal - 50 percent
State - 45 percent
County - 5 percent

State only AFDC-U program:
State - 89 percent
County - 11 percent

AFDC - Child Suppo
Enforcement
($230 million)

Federal and state govern-
ments set policy; counties
have discretion in organ-

izing service delivery.

Federal Foster Care program:
Federal - 50 percent
State - 47.5 percent
County - 2.5 percent
State only Foster Care:
State - 95 percent
County - 5 percent

General Assistance

State requires counties to
($304 million)

take care of indigents;
county sets grant/service
level; court actions have
influenced level required.

Federal - 66 percent

County - 34 percent

County costs partially or fully offset by
state and federal incentive payments.

Entirely county-funded.
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Figure 1—contp
Program Description Policy Control Administration : Funding
Child Welfare Services Federal law sets broad Primarily state- and federal-funded.
($473 million) guidelines for the program.
State law is more stringent
and there are fairly stringe:
state regulations. -
Community Care State sets policy. Mostly funded through state funds,

Licensing ($50 million) some federal money.

GAIN/JOBS State and federal govern- State- and federal-funded.
($183 million) ments set policy; counties

have some discretion to

tailor program to suit local

needs.

In-Home Supportive State sets eligibility criteria. State and federal governments fund
Services (IHSS) County has some discretion almost all of the program. Total county
($676 million) how services are provided. share is frozen at $19 million. Adminis-
ration is entirely state-funded through
he County Services Block Grant.

Adult Protective State requires counties to State-funded (as part of the County
Services ($23 million) respond to cases of aduit Services Block Grant).

abuse,.but sets no service

level; counties set service

level and mix of services.

Welfare programs Federal and state Federal - 50 percent
administration ~governments set State - 25 percent
($1,259 miilion) . policy; counties have County - 25 percent
- - discretion in organizing
service delivery.
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Figure 1—conm
Program

Mental health services
community-based
Short-Doyle

($781 million)

Description Policy Control Administration - . Funding

Counties develop plans an For Medi-Cal eligible services,

state reviews plans, but 50 percent federal funds and

there is little state control 50 percent state funds.

( For non-Medi-Cal eligible services,
State - 90 percent

County - 10 percent (for counties with
populations over 125,000); no county
match for counties with populations
under 125,000. County over-match was
$47 million for 1988-89.

Hospitals: State - 85 percent
County - 15 percent, regardless of
county population.

Mentat health
services: state
hospitals

($261 million)

State sets policy; State hospitals: State - 85 percent
counties have little County - 15 percent (for counties with
or no policy control. populations over 125,000); for counties
with populations less than 125,000, the
match requirement is 10 percent.

Mental health
services: Institutions
for Mental Diseases
($85 million)

State sets policy. Entirely state-funded.

Alcohol and drug
programs
($257.4 miliion,
notincluding
county funds)

Federal and local There are several funding formulas using
governments set most of both state General Fund and federal

the policy; state does not funds. Counties are required to match
have a strong policy role. General Fund with 10 percent county
funds, except for counties with
populations less than 100,000.
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Figure 1—conm
Program Description

Indigent health care
($1.3 biltion)

Public health programs
($167 million)

Trial court operations
($1.3 billion)

Public defense
(at least $260 million)

Prosecution
(at least $360 million)

Adminisfration

Policy Control

Larger counties:
Participate in the Medically
Indigent Services Program
(MISP) with indigent care
systems established by the
counties; state has little
control over eligibility and
scope of services.

Smaller counties:
Generally participate in
County Medical Services
Program (CMSP) run by
the state with state-
established eligibility

and scope of services.

Counties have significant
discretion regarding what
services are provided and
how they are provided.

Service level determined
partially by the state and
partially by the counties.

Service level determined pri
marily by local governments.

County largely controls
policy, but state actions
affect local discretion.

Funding

MISP: State provides block grants to counties not
participating in CMSP. Most counties supplement
with county funds.

CMSP: State-funded.

Cigarette and Tobacco Products Surtax (C&T)
Fund: State block grants to counties for a variety of
health services; some funds must be distributed to
private providers.

AB 8-county health services: Per capita minimum
state grant for indigent health care and public heaith
services. Additional funding is generally 50 percent
state and 50 percent county (with some county
over-match).

State Legalization Impact Assistance Grant
(SLIAG): Federal reimbursements for services
provided to newly legalized persons.

AB 8: Per capita minimum state grant for indigent
health care and public health services. Additional
funding is generally 50 percent state and 50 percent
county. Note: does not reflect variety of categorical
programs from which some funds flow to county
health departments.

State funding through the Trial Court Funding Pro-

gram block grants and payment of judges’ salaries
(total for 1990-91 - $501 million); local funding from
county general revenues and fee collections.

County-funded (minor state funding).
Greater state funding prior to 1990-91.

Primarily county-funded; state provides
$30 million for homicide trial reimbursement,
training, and various grant programs.

Al M8d /991 .
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Figure 1-——contp

Program Description Policy Control Administration ) Funding

Incarceration-jails

County has little control over
(at least $1.5 billion)

jail population; state and
court actions limit discretion. ‘or counties housing state parole violators).

County-funded, with some state reimburse-

Incarceration (adults)-
state prisons
($2,111 million)

State sets policy. ntirely state-funded.

Incarceration
(juveniles)-youth
authority ($350 million)

State sets policy. ntirely state-funded.

Probation
(at least $350 million)

State through enactment of
criminal punishments; county
through supervision policies.

rimarily county-funded. State provides some
unds through the County Justice System Sub-
ention Program, training programs, and mandate
eimbursements.

Jail construction
(at least $200 million)

Service level determined by
the counties; county construc-
tion plans reviewed by the
state Board of Corrections.

Generally: State - 75 percent,
County - 25 percent
mount varies substantially from year to year.

Parole (aduits) State sets policy. ntirely state-funded.
($205 million)

Parole (youth) State sets policy. ntirely state-funded.
($41 million)

Service level determined
primarily by county.

Police protection

rimarily county-funded. State provides about
{$1,201 million)

100 million for special grant programs and training

2 Pprogram costs shown are estimated for 1990-91.
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WHAT ARE THE PROBLEMS WITH
THE CURRENT PARTNERSHIP?

Certainly, the most obvious problem with the county-state
relationship in recent years has been the well publicized poor
fiscal capacity of county governments. In addition, we have found
the existing county-state relationship probably does not ensure
that partnership programs are operated as effectively as possible.
In this section, we discuss the basis for these findings.

County Fiscal Capacity

For purposes of our analysis, we define county fiscal capacity
inbroad terms—as the ability of a county to meet whatever public
service needs may arise in its community with the resources it
potentially has available to it. Fiscal distress occurs when an
imbalance between resources and respons1b1ht1es leads a county
to have severe difficulty addressing service needs

Because county flexibility to raise GPR is limited, local
service needs must compete with state-required programs for the
growth in the existing GPR base. As counties have little (and
sometimes no) control over the costs of state-required programs,
counties may be unable to prevent these programs from com-
manding an increasing share of GPR over time. This can lead to
a corresponding decline in the amount of GPR available for local
services (referred to as local purpose revenues, or LPR), requiring
counties to reduce service levels for these programs.

Previous Findings About Capacity. In last year’s Per-
spectives and Issues, we presented an analysis of county fiscal
capacity for the period 1984-85 through 1987-88. This analysis
showed that county fiscal capacity, as measured by the change in
LPR, did not keep pace with the growth in the cost of living and
populatmn over this period. On a statewide basis, county LPR
increased by a nominal 12 percent between 1984-85 and 1987-88,
but actually declined by 6.5 percent after accountmg for 1nﬂat10n
and population.

New Data Are Available. Data on county fiscal capacity
are now available for the 1988-89 fiscal year. These data show a
significant reversal of the prior trend, due to the implementation
of the Trial Court Funding Program (TCF). In 1988-89, this
program provided half-year state block grants to cover a portion
of county costs for court operations. As shown in Figure 2, on a
statewide basis, county fiscal capacity improved sufficiently to
fully restore the 1984-85 level of LPR, after adjustment for
inflation and population growth. Our review, however, indicates
that this general conclusion does not apply in the case of smaller.
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Figure 2

Percentage Change in Local Purpose Revenue

With and Without Trial Court Funding
1984-85 through 1988-89

With Trial Court Funding
B without Trial Court Funding
Population and inflation

40%-

Smallcounties  Mediumcounties ~ Large counties Statewide
(Population less (Population between (Population greater
-than 100,000) 100,000 and 350,000) than 350,000)

counties, because of their relatively lower levels of expenditure
for court operations.

The advent of TCF clearly took some pressure off county
budgets in 1988-89, and because the program expanded to pro-
vide full-year funding in 1989-90, our projections indicate further
improvement through 1989-90. In addition, in 1989-90 counties
began to receive additional funding for indigent health care
expenditures from the new tobacco products taxes imposed by
Proposition 99. These factors have combined to restore some of
the county fiscal capacity that had been eroded in the years since
Proposition 13. However, they have not affected the underlying
conditions that gave rise to the decline in overall county fiscal
capacity to begin with—high rates of growth in state-required
program costs and low rates of growth in GPR.
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Erosion of Gains Is Likely. Our analysis indicates that,
beginning with the 1990-91 fiscal year, several additional factors
will begin to erode the gains realized by counties in 1988-89 and
1989-90. First, in 1990-91 the state reduced the level of funding
for TCF by $61 million. This reduction appears to have been
implemented by counties through a reduction in their expendi-
tures for programs other than court operations.

In addition, other 1990-91 state funding reductions amount-
ing to $369 million occurred in the Medically Indigent Services
Program (MISP), the Community Mental Health Program, the
CWS Program, and several other programs. These reductions
appear to be resulting in increased county expenditures for these
programs, because many counties have chosen to replace some or
all of the state funding reductions with local funds.

In order to help counties absorb these increased costs, the
Legislature authorized them to begin charging other local agen-
cies for the costs of certain county-provided services (property tax
administration and jail booking), and to levy new taxes in county
unincorporated areas. Recent information indicates that most
counties will levy the charges, and increased revenue of $220
million is expected from them in 1990-91. This will be insufficient
to offset the $430 million in state funding reductions discussed
above. Moreover, with respect to these charges, there are a.
number of significant implementation issues which must be
resolved. Until this occurs, it will not be possible to determine the
actual amount of revenues counties will receive from these
sources. With respect to county adoption of new unincorporated-
area taxes, there is no information available yet, but the potential
revenue gains are expected to be relatively limited.

Finally, counties will be increasingly affected by recent
federal cutbacks in State Legalization Impact Assistance Grants
(SLIAG) funding. In 1989-90, the state reduced its funding for
the MISP by $100 million, and justified this reduction on the basis
of increased funding counties were expected to receive under the
SLIAG program. It appears that SLIAG funds actually covered
only about 80 percent of this funding reduction for 1989-90 and
1990-91. In addition, the level of SLIAG monies that will be
available in 1991-92is uncertain, and these funds will be unavail-
able in 1992-93. Thus, it is likely that county costs will increase
due to the loss of these funds, or service levels will have to be
reduced, beginning in 1992-93.

Local Fiscal Capacity Will Be Weakened. While the lack
of current data precludes us from measuring the exact impact of
these changes on county LPR, we do see some general trends.
Based on the underlying growth rates for state-required program
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costs and GPR, we estimate that the gains in county fiscal
capacity during 1988-89 and 1989-90 will be temporary. For
1990-91 and beyond, we estimate that county costs for state-
required programs will grow significantly faster than GPR—
leading to erosions in local fiscal capacity.

Partnership Program Effectiveness

The effectiveness of county-state partnership programs is
determined by a variety of factors, including the level of resources
committed to them and the nature of the problems that these
programs seek to address. In addition, however, they are affected
by the way the partnerships for these programs have been
structured. Program structure leads to reduced effectiveness
when it causes decisions to be made that are inconsistent with the
overall objectives for the program, or precludes actions that
would lead to greater effectiveness. Our review has identified
several of these structural shortcomings.

Counter-Productive Fiscal Incentives. As an example of
this type of shortcoming, we previously have pointed out that the
juvenile justice system is structured in such a way that, in many
cases, the least effective treatment (the placement of juveniles in
Youth Authority facilities) is the least costly alternative available
to counties but the most expensive to taxpayers as a whole. (For
more information on this issue, please see The 1989-90 Budget:
Perspectives and Issues, page 319.) In this case, the effectiveness
of the program is weakened by the counter-productive fiscal
incentives inherent in the structure of the program.

Inappropriate Assignment of Responsibilities. The mental
health program provides an example of a second type of struc-
tural problem that reduces effectiveness. In this case, the state
is basically responsible for patients in need of long-term care,
while counties take care of shorter-term needs and case manage-
ment. In some cases, the inability of the state or the county to
carry out its part of the program interferes with the overall
system’s ability to provide the most effective treatment at the
least cost. For example, clients no longer in need of long-term
care have sometimes been maintained in such facilities because
of a shortage of community-based treatment capacity—even
though the long-term care is more expensive. Thus, the current
assignment of responsibilities in mental health programs works
against program effectiveness because it imposes artificial barri-
ers to the more efficient allocation of resources.

' Failure to Avoid Duplication and Realize Scale Econo-
mies. Another example of how the structure of the relationship
reduces effectiveness is found in the administration of the AFDC
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and Medi-Cal programs. Each of the 58 counties conducts its own
eligibility determination, needs assessment, and other adminis-
trative functions following general guidelines supplied by the
state Departments of Social Services and Health Services. As a
result, the counties often duplicate each other’s efforts to inter-
pret and implement new state regulations, and the state then
expends additional resources to verify the county determinations.
If these functions were consolidated at the state or regional level,
some of the duplicative effort and verification costs could be elimi-
nated. Further, the state might realize additional savings due to
the economies of scale offered by consolidation.

Inappropriate Exercise of Administrative Oversight.
Finally, a more general type of structural problem occurs across
many of the county-state partnership programs, and relates to
the state’s interest in ensuring that counties run these programs
as effectively as possible. Toward this end, the state’s oversight
activities seek to ensure that the programs are properly targeted,
that administrative problems are corrected promptly, and that
useful information is available on program performance. The
oversight function is carried out generally by requiring counties
to submit plans, reports, and case data to the state. However, in
some cases the state appears to be making little or no use of this
information for its intended purposes. Further, despite the
volumes of information collected, there is often little information
available at the state level as to who is being served by these
programs-and at what level. Thus, the inappropriate exercise of
administrative oversight can reduce program effectiveness by
diverting available resources from more productive uses.

These examples are by no means a comprehensive listing of
all of the types of structural problems currently characterizing
the state’s partnership programs. Our review of these programs
indicates that structural problems are widespread and signifi-
cant, and they may fundamentally undermine the overall effec-
tiveness of both state and county government in California.

Summary of Problems

The problems with the existing county-state relationship are
generally long-term and structural in nature. They result from
the basic structure of the relationship between the state and
counties, as well as the revenue constraints imposed by Proposi-
tion 13. Given the complexity of factors involved and the
diversity of California’s counties, it will not be an easy task to find
long-term solutions to these problems. Nonetheless, as discussed

_ below, the Legislature should consider individual proposals for
program realignment or other measures for addressing county
fiscal distress in the context of a comprehensive review of the
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county-state relationship. The next section discusses a frame-
work for evaluating proposals to reform county-state relations in
California.

A CONCEPTUAL FRAMEWORK: HOW SHOULD THE
LEGISLATURE APPROACH MODIFYING THE PARTNERSHIP?

Over the past few years, there has been a growing interest in
examining the broad relationships between state and local gov-
ernments in order to assess whether the existing arrangements
for providing services to the public are in need of revision. The
term “program realignment” is often used in this context. This is
a process for rationalizing (to the extent possible) the entire
county-state system. This section discusses a framework for
approaching this task.

Sorting Out Partnership Responsibilities

The first step in reforming the county-state relationship in
California is deciding the extent to which “partnership” programs
should be centralized or decentralized in terms of:

* Decisionmaking control. Should state or [ocal officials
be responsible for establishing service levels, or indeed
determining whether a particular service is provided at
all? :

¢ Funding responsibility. Should a program be paid for
primarily with state or local resources?

*  Program administration. Who should control day-to-
day program operations?

*  Service delivery. Who should actually provide services:
State or local government agencies? Private or nonprofit
contractors?

Reforming the county-state partnership requires a clear
understanding of these responsibilities and the relative capabili-
ties of state and county governments to carry them out. It also
requires understanding the fiscal constraints faced by both the
state and county governments. Below, we present the basic
principles which can guide the Legislature in considering the
current and future proposals for reforming the partnership.

Basic Principles of Reform

We have identified six basic analytic principles that are
helpful in considering reform of the county-state relationship.
Each of these is shown in Figure 3 and discussed below.
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Figure 3

Basic Principles of Reform

Determine who will exercise program control
Link program control and funding

Pay attention to incentives

Consider cost-effectiveness

Address physical capacity

Provide for fiscal capacity

Determine Who Will Exercise Program Control. The
most important consideration in reforming county-state partner-
ship programs is determining whether the state or the counties
should have primary responsibility for setting program service
levels.

One of the most fundamental requirements for achieving
greater effectiveness and efficiency in partnership programs is to
ensure that the “right amount” of services are provided. If too
much is provided, resources are wasted that could have been used
more effectively in another way. If too little is provided, then the
service will not effectively address the problem at which it was
directed.

Generally, economists argue that placing program control at
the lowest level of government possible tends to minimize the
potential for over- or under-provision of resources. Figure 4
summarizes four advantages of decentralization—recognition of
local diversity, experimentation/innovation, information availa-
bility, and citizen access.

Economists also note that, in some cases, state intervention
is needed to ensure provision of adequate service levels. There
are a number of circumstances where it is appropriate for the
state, instead of counties, to determine program requirements.
Thus, the assignment of primary control over the setting of
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Figure 4

The Ad\/antages of Program Decentralization

If county officials are allowed to establish service levels, they are
better able to reflect the service demands of county residents.

If a large number of local agencies independently provide a
service, it is likely that they each will approach problem solving
differently, and in so doing generate more effective and efficient
programs.

Given the number and diversity of California’s counties, county
officials may have better information about local conditions and
citizen needs. :

Local control of a program may facilitate citizen access to the
decisionmaking process.

program service levels should be based on an assessment of the
need for state intervention, based on the extent to which the
following criteria are true:

¢ Costs or benefits of program operation are not re-
stricted geographically. In many cases, the costs or
benefits of county action “spill over” into other counties.
As aresult, under local control a county can end up either
paying too little or too much for a service, relative to the
benefits it receives. For example, while county public
health programs may reduce the threat of communicable
disease for all state residents, counties may only provide
a high enough level of service to address immediate local
concerns.

* Service level variation will create adverse incen-
tives for migration. In this case, local control can lead
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to under-provision of services, as communities try to
avoid attracting added caseloads due to the migrational
impacts of relatively higher benefit levels in public assis-
tance programs. For example, in some counties, general
assistance is provided at very limited levels to discourage
program usage.

* Uniformity is needed to promote state objectives. In
some cases, the state may see a need to intervene to
ensure that certain minimum services are provided for,
or to ensure standard treatment under the law. Some
types of problems are of a statewide nature and can only
be effectively addressed with state control. This is espe-
cially true for programs whose purpose is to redistribute
income, like AFDC.

Link Program Control and Funding. The government
which has primary control over service levels and other program
standards normally should also shoulder most, if not all, of the
program costs. A strong link between program control and
funding ensures that scarce fiscal resources are used in the most
effective manner possible. In the absence of such a link, the
government paying for the program may be vulnerable to uncon-
trollable growth in program costs. Moreover, the officials who
establish service levels are not directly responsible for program
tradeoffs or actual costs to their jurisdiction’s taxpayers, so that
accountability is weakened.

Pay Attention to Incentives. County officials respond to a
variety of factors in making decisions about partnership pro-
grams, including fiscal incentives that are present in the pro-
gram context. Some of these incentives are intentionally created
by the state for good reasons. For example, sometimes state
matching grants are provided which reduce the cost of a particu-
lar service from a county’s perspective, in order to encourage its
local officials to provide a higher level of those services than they
would otherwise choose to provide. The state can use this type of
incentive when a higher level of service will help to achieve state
objectives. In some cases, however, program arrangements can
create counter-productive fiscal incentives, encouraging coun-
ties to select higher-cost or less-effective program alternatives.

Consider Cost-Effectiveness. The state should consider
the cost-effectiveness of alternative program arrangements,
including the assignment of responsibility for day-to-day pro-
gram administration and actual service delivery. Program
realignments can offer opportunities to achieve better cost-
effectiveness in a variety of ways. For example, in the case of
decentralization:
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e In some cases, if local officials are given increased
discretion over service levels and program operations,
they will choose varying approaches to providing serv-
ices. Some of these program innovations may result in
reduced costs or improved program outcomes. In con-
trast, if the state imposes program standards, there may
be less experimentation and innovation, because of the
need to have standardized approaches that are consis-
tently applied throughout the state.

* Decentralization also may reduce costs through intergov-
ernmental competition. For example, if one government
undertakes cost-reducing measures, other governments
may face pressures to undertake similar measures.

In some cases, however, increased centralization can provide
benefits. For example, centralization may increase cost-effec-
tiveness if the state government can provide services at a lower
cost than counties due to “economies of scale.” The state, for
instance, might be able to achieve economies in such areas as the
development of computer-based information systems that would
not be available if each county were to develop its own individual
system.

Address Physical Capacity. Some counties may not have
the physical resources required to provide certain types of serv-
ices. For example, small rural counties may not have the public
and environmental health technicians needed to ensure ade-
quate protection of public health and safety for residents and
visitors. Thus, the state needs to assess their capabilities before
decentralizing certain types of state-provided services.

Provide for Fiscal Capacity. In assigning program re-
sponsibilities, it is important to ensure that the responsible
government (state or local) has adequate fiscal capacity to “take
on” a program. For example, if a county has extremely limited
fiscal capacity, it may not have the flexibility to make meaningful
choices about service levels in discretionary local programs. A
partnership system that does not provide for adequate fiscal
capacity at both the state and local levels is imbalanced, and this
imbalance will eventually undermine the achievement of both
state and local goals.

Strategies for Reform

Given these principles, there are many different strategies
that can be used to reform the existing county-state relationship,
as shown in Figure 5. These include shifting program responsi-
bility and/or revenue capacity from one level of government to
another. As shown in Figure 5, there are different ways to




178/ Part IV: Major Issues Facing the Legislature

Figure 5

Strategies for Reforming the County-State Relationship

« Provide complete local discretion

+ Provide local discretion above mandatory minimum program
requirements

» Provide local discretion with state assistance

« Completely state-operated
« State-operated with contract providers (may be counties)
« State-operated with local administration and delivery

Earmark a share of state revenues commensurate with new
program responsibilities. For example:

« Alcohol tax revenue

» General sales tax revenue

+ Shift property tax allocations

« Shift vehicle license fee revenue allocations

» Property tax override (requires constitutional amendment)
» Other new general or special taxes

+ Additional sales tax authority

« Appropriate general purpose or categorical grants to ali counties
« Appropriate fiscal assistance to distressed counties
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structure responsibility for partnership programs, depending
upon the Legislature’s objectives for these programs. The “sort-
ing out” of program responsibilities need not mean total separa-
tion of state and local governments; in many cases, they have
mutual and compatible interests that can be best served in a
cooperative partnership arrangement in which both participate
but have different roles.

The other strategies shown in Figure 5 basically allow the
partnership system to be adjusted to accommodate changes in
program responsibility. For example, shifting control of a county
program to the state level would increase state costs and lower
county costs. This could be offset by reducing the county share
of local property taxes and increasing school shares, thereby
reducing state expenditures for school apportionments. Such
adjustments, however, should be considered in the context of
ensuring adequate fiscal capacity at both the state and county
levels of government.

We next turn to the Governor’s proposal regarding the
county-state partnership, and examine its consistency with the
basic principles of partnership reform shown in Figure 3.

THE GOVERNOR’S PROGRAM REALIGNMENT PROPOSAL

The 1991-92 Governor’s Budget contains a proposal to trans-
fer the funding responsibility for three existing programs from
the state to the counties. Specifically, the proposal would:

* Eliminate state General Fund support for Short-
Doyle local mental health, AB 8 county health services,
and the local health services programs, which totals
approximately $942 million in the budget year.

* Increase county revenues by $942 million, through an
increase in state-levied alcohol taxes and Vehicle License
Fees (VLF).

VLF. Existing law imposes a motor vehicle license fee equal
to 2 percent of a vehicle’s “market” value. Revenues from the VLF
are distributed to cities and counties (according to a statutory
formula) after state administrative costs are deducted. (State
voters passed a constitutional amendment in 1986 dedicating
VLF revenues to cities and counties, in response to several years
in which the state used these funds to help balance the state’s
budget.) Vehicle market values are determined by adjusting the
vehicle’s original purchase price for depreciation, according to a
statutory depreciation schedule. The budget proposes to change
the existing depreciation schedule, and to revise the definition of
original purchase price for newly purchased used vehicles. These
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changes would raise an estimated $781 million, and almost all of
this amount would be allocated entirely to counties.

Alcohol Taxes. The budget proposes to raise the state’s
alcoholic beverage taxes and allocate $173 million of the estimat-
ed total increase in revenues ($190 million) to counties. (The
remainder would be used to establish a new state drug education
program.)

‘At the time this analysis was prepared, it was not clear (1)
how the new revenues would be allocated between individual
counties or (2) whether the revenues would be earmarked for
local mental health and county health services. These questions
have important implications for any assessment of the proposal,
as discussed below.

Background—How Do These Programs Work Now?

AB 8. Under current law, the AB 8 (Ch 282/79, Leroy Greene)
County Health Services Program provides block grants to coun-
ties for funding inpatient care, outpatient care, and public health
programs. Most of these funds are used to assist lower-income
persons. Each county’s allocation is based on a formula consist-
ing of (1) a per capita grant and (2) state sharing funds that must
be matched by county funds. This allocation is capped at a
maximum amount each year, adjusted annually for inflation and
population growth. Counties have discretion as to how to allocate
their AB 8 funds between (1) inpatient and outpatient care and
(2) public health services, but must agree to maintain overall
spending levels as a condition of receiving these funds. This state
assistance helps counties meet their underlying obligations to
provide health care services for indigent persons and to carry out
local public health programs. The state also provides assistance
for indigent health care through a number of programs, including
the Medically Indigent Services Program (MISP), and the Cali-
fornia Healthcare for Indigents Program (CHIP).

Local Health Services. The LHS Program provides public
health nursing and environmental health services to 12 counties
with populations of less than 40,000 each. The state contracts
with these counties for basic preventive health and disease
control services provided by state public health nurses and
sanitarians. The LHS Program also implements the Public
Health Nursing Liaison and Certification Program, which (1)
provides general public health nursing consultation to local
health departments and (2) receives and processes applications
for public health nurse certification in the state.
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The LHS Program was statutorily established in recognition
of the difficulty that small, rural counties have in (1) attracting
and retaining health personnel and (2) providing the variety of
public and environmental health services required to ensure
community health and safety.

The LHS Program provides the following specific services:
sanitation and restaurant inspection, vector and rabies control,
child health and family planning activities, communicable dis-
ease control, and immunizations. Counties participating in the
LHS Program contribute a per capita (55 cents) county match to
the state.

Short-Doyle (Community Mental Health Programs).
Under the Short-Doyle Act, counties are responsible for planning
local mental health programs and providing health services, and
the state Department of Mental Health is responsible for oversee-
ing the system. Short-Doyle mental health services are funded
primarily from state funds and county matching funds, generally
on a 90 percent state and 10 percent county basis. Inpatient
hospital services, including state hospital services, generally are
funded 85 percent by the state and 15 percent by counties. This
state assistance program was created as part of the state’s
attempt to reduce the number of patients in state hospitals. The
high level of state cost-sharing was intended to encourage coun-
ties to provide community-based treatment options for state
hospital patients, in order to reduce overall system costs and
improve effectiveness.

Evaluation of the Governor’s Proposal

This section provides our evaluation of the Governor’s pro-
gram realignment proposal. We discuss whether the proposal is
consistent with respect to the six basic principles of reform
described in the previous section, and identify the likely effects of
the proposal on the overall effectiveness of these partnership
programs.

Determining Program Control. As described above, effi-
ciency and concerns for maintaining minimum levels of basic
services should be the basis for deciding which level of govern-
ment should control program service levels. State intervention
in local mental health and public health programs has been
justified on both grounds, due to concern about variation in
service levels between counties and access to services. The
administration’s proposal is at this point ambiguous about the
extent of state involvement in these programs that would be
present after the funding shift. If the proposal is to eliminate
state involvement, then the proposal implicitly assumes state
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acceptance of service-level variation between counties, including
the potential reduction in access by individuals to these services.
This may be acceptable to the Legislature if it finds that there is
a sufficiently strong local interest in maintaining adequate
service levels.

If, on the other hand, the administration’s proposal continues
the state’s present involvement in these programs, then the
proposal would not necessarily affect existing levels of service.

Even if the latter is the case, however, an important concern
remains. In both of these program areas, there already is a
substantial variation in service levels across counties., At least
some of the existing variance is a reflection of the amount of state
funding going to individual counties for these programs. For
example, the existing AB 8 program allocations are based on
historical spending by counties for inpatient and outpatient care
and public health services in 1977-78, adjusted by inflation and
population growth. As a result, AB 8 program allocations have
not been sensitive to changes in the need for county health
services. A similar situation exists with respect to mental health
programs where funding levels vary, at least in part, based on
when individual counties opted into the original Short-Doyle
program. The Governor’s current proposal, if allocations are
based upon existing state assistance, will essentially “lock in”
these inequities, thwarting one of the fundamental reasons for
state intervention in the first place—ensuring uniform minimum
access to basic services.

Linking Control and Funding. As described above, one of
the fundamental principles of reform is that control and funding
for a program should be linked. The governmental entity that has
responsibility for setting program objectives and service levels in
a program should also have primary responsibility for funding
the program. Conversely, it can be inefficient and ineffective to
vest responsibility for program goals with a government entity
that does not pay for the services.

The Governor’s proposal is relatively consistent with regard
to linking control and funding—if it is implemented without
earmarking the new revenues. That is, if the state repeals
existing state requirements related to AB 8 and mental health
and provides the counties with additional general revenues, the
counties will have both (1) strong control over service levels and
program standards and (2) a large stake in providing them in the
most efficient manner, given that they will be responsible for
funding them. Conversely, if the state wants to continue to have
significant control over program objectives and service levels,
then the proposed reliance on local revenues as the funding
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source reduces the state’s accountability for program results. As
described earlier, VLF revenues have been clearly designated as
a source of funds for local agency purposes by the state’s voters.

The Use of Incentives. Incentives should be used to further
the achievement of overall program objectives, not detract from
them. The Governor’s proposal poses a number of problems in
this area. First, the current division of mental health program
responsibilities results in counter-productive fiscal incentives
because the prices faced by counties for alternative treatment
options do not reflect the overall cost of providing these services.
The Governor’s proposal would exacerbate this problem by estab-
lishing new counter-productive incentives. Under the proposal,
county costs for the most expensive and institutionalized forms of
treatment would continue as at present to be 15 percent of the
total costs for state hospitals and zero for treatment provided in
Institutions for Mental Diseases (IMDs). In addition, placements
in AFDC-FC group homes for children would continue to be
available as an entitlement with a 5 percent county match.
However, county costs for community-based services, which are
less restrictive, generally more cost-effective, and used to prevent
institutionalized placements in the first place, could only be
provided at 100 percent county cost (versus 10 percent at pres-
ent). Thus, counties would have a fiscal incentive to choose the
most restrictive treatment option, all other things being equal.

Cost-Effectiveness. Program alignment decisions should be
made to encourage cost-effective program administration and
service delivery. This concept is closely tied to the idea, described

"above, that it is important to set fiscal incentives so that they
encourage the most cost-effective administration and service
delivery possible.

To the extent that existing program arrangements restrict
local entities from achieving the most cost-effective management
at the local level (for example, as the result of forced uniformity
by the state in programs even when local conditions vary), then
the Governor’s proposal might provide some benefit by allowing
counties increased flexibility. For example, if the proposed
realignment were implemented in a fashion that accorded coun-
ties primary program control, then counties might be able to
improve the overall cost-effectiveness of their programs through
improved targeting of available funds toward the highest local
priorities.

In our view, the Governor’s proposal would have a limited
impact on the cost-effectiveness of county health and mental
health programs. It simply does not address the issues which
could lead to the achievement of better effectiveness, such as
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coordination of state and local program activities, changes in
service delivery to achieve economies of scale (such as might come
from regional or increased private provision of services), and the
incentive issue discussed above.

Physical Capacity. As earlier noted, program alignment
should also ensure that the level of government responsible for a
program (or a particular part of a program) has the physical ca-
pacity to provide the services. For example, as described previ-
ously, some counties may not have the physical resources to
ensure provision of certain services.

The Governor’s proposal makes no direct attempt to ensure
that the physical capacity to provide health and mental health
services exists at the local level. While significant service delivery
systems already exist in many counties, at least several of the
smaller counties do not now have the delivery systems needed to
ensure provision of medical and mental health services (because
they cannot attract and retain providers). Thus, the realignment
proposal may undermine the ability of the state and small
counties to achieve the overall goals for the programs.

Fiscal Capacity. As discussed earlier, primary control and
funding for a program should be vested with the same level of
government, and that level of government should have sufficient
fiscal capacity to carry out the program effectively. If a govern-
mental entity has the responsibility for funding a program, but
does not have the capacity to do so (or lacks the flexibility to
improve local fiscal capacity independently), then potential pro-
gram effectiveness will be compromised.

The effects of the Governor’s proposal on county fiscal capac-
ity will depend on whether the new revenues going to counties
grow faster or slower than the costs of providing current levels of
service in health and mental health programs. For example, to
the extent that revenue growth exceeds increases in the costs of
the programs, then improved fiscal capacity would occur. In
contrast, if revenues grow more slowly than expenditures, fiscal
capacity would be reduced.

As regards the Governor’s proposal, our analysis indicates
that it is unlikely that VLF and alcohol tax revenues will keep
pace with the rapid cost increases for providing current levels of
service in county health and mental health programs. Specifi-
cally ~

‘¢ Revenue growth. Although VLF revenues increased
relatively quickly during the 1980s, anticipated slower

~ growth in the state’s economy (including automobile
sales) are likely to slow the rate of growth in VLF
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revenues as well. With respect to the alcohol tax, alcohol

- consumption (and thus revenues from alcohol taxes) is
generally on the decline, and is likely to decline further
as consumers adjust to the increased prices that result
from increasing the tax rates. We estimate that combined
revenue from the two sources might grow in the range of
5 percent to 7 percent annually.

e Expenditure growth. Over the last five years, net
county spending for county health and mental health
programs (that is, what counties spent after subtracting
state aid for those specific purposes) grew on the order of
12 percent to 13 percent annually, and we believe this to
be a reasonable proxy for the underlying growth in
demand for these services. We have no evidence to
suggest that these growth rates are likely to decline over
the coming years.

Given the above, growth in the level of program costs re-
quired to maintain service levels is likely to be greater than the
growth in revenues under the Governor’s proposal. This means
that improvements in county fiscal capacity should not be ex-
pected as a result of the Governor’s proposal, except as a result of
reductions in the level of services provided by counties. It should
be noted, however, that state General Fund support for these
programs has grown relatively slowly (on the order of only 3
percent to 5 percent annually) over the last several years. Thus,
the VLF and alcohol tax revenues, while not keeping pace with
program costs, may provide a more stable source of funding for
these programs than they have had in the past.

Overall Assessment. While the Governor’s proposal pro-
vides relief from spending pressures at the state level by freeing
up $942 million in resources, we find that it is not likely to
produce much improvement in the overall effectiveness of the
partnership programs involved. With respect to mental health
programs, the proposal may actually reduce the effectiveness of
the existing system. This is because it would establish counter-
productive fiscal incentives in the program, as described earlier.
With respect to AB 8, it appears that the proposal would have
little impact on effectiveness. This is because the AB 8 program
is only one component of the overall indigent health care system,
and improvements depend upon changes in the overall system.
With respect to the LHS Program, it appears that the proposal
may significantly affect 12 small rural counties’ ability to provide
public health services. This is because the size and scale of these
counties’ programs often cannot justify the personnel and re-
sources necessary to ensure that minimum services are provided.
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Figure 6

Determine
program control

Summary Evaluation of Governor's Proposal

see the costs as localized but the benefits as widespread. This
may occur, since counties cannot restrict migration into the
county, and thus may have little contro! over growth in program

costs.

Link control and -
funding

+/-

If existing mandates are
removed, the proposal is
relatively consistent with
respect to linking control
and funding. If mandates
are not removed, the
proposalis inconsistent.

+/= While control and funding

for public health programs
would be made consistent,
the proposal would not im-
prove the link between
contro!l and funding for the
overall indigent care
system.

Control of
incentives

Proposal continues (and
may worsen) counter-pro-
ductive incentives by “re-
ducing the cost” to the
counties of the most institu-
tionalized (and costliest)
options, while increasing
county costs for less inten-
sive, less costly treat-
ments.

No impact on existing
incentives.

Cost-
effectiveness

Proposal would likely not
improve cost-effectiveness
of the overall mental health
system in the state be-
cause ofthefiscalincentive
for counties to push pa-
tients to costlier treatments
paid almost entirely by the
state.

No impact on existing cost-
effectiveness, other than
the potential for minor
savings related to changing
reporting requirements.

Physical
capacity

No impact on capacity to
deliver services.

No significant impact on
capacity to deliver servi-
ces, except for local public
health programs in small
counties.

Fiscal capacity

N

+/=

The proposal only improves county fiscal capacity if the new
revenues grow more quickly than costs grow, or if service levels
are reduced. Since we estimate that new revenue growth will
likely not exceed spending pressures, then improved fiscal
capacity can only come about through reduced service levels.
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Figure 6 summarizes our basic findings with regard to the
Governor’s proposal.

STEPS FOR THE FUTURE

Looking beyond the Governor’s proposal, what steps, if any,
should the Legislature take in the future regarding the county-
state partnership?

A Comprehensive Review Is Needed

We believe that a comprehensive review of the entire county-
state partnership is needed, given the many problems with the
current relationship. Such a review is complicated by the large
number of programs that are involved in the partnership and
their individual complexities. Nevertheless, we believe that a
comprehensive review is merited and that any proposals to
reform the current relationship should be developed, if possible,
within the larger context of the entire county-state partnership.
This offers the best chance for developing a well integrated and
consistent set of partnership programs.

What Approach Should Be Followed?

The issue of reforming the partnership should be approached
using the general framework and basic principles presented
earlier and summarized in Figure 3.

As noted earlier, the most critical step in the whole process is
the determination of who will have primary control over the
setting of program service levels. In many ways, each of the
subsequent steps in the process merely help to facilitate the
exercise of this control and ensure that it is exercised effectively.

In actually undertaking this task and applying the partner-
ship framework, there are two more general considerations to
keep in mind:

Establish Clear Program Objectives. Many of the exist-
ing county-state partnership programs have poorly defined goals
and objectives. Having such poorly defined objectives can com-
promise program effectiveness and reduce accountability. For
example, the state requires counties to respond to any report of
alleged abuse or neglect of elderly or dependent adults. However,
there are no standards for what constitutes an acceptable county
response. As a consequence, the level of response varies by
county, and has become subject to intervention by the courts.

The Need for Local Fiscal Flexibility. The notion of a
shared partnership between the state and counties requires that
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adequate fiscal resources be available to each to carry out their
responsibilities in providing services, however determined. This,
in turn, requires that counties have the ability to select desired
service levels and to correspondingly adjust their revenue levels
to fund them. In recent years, many counties have faced severe
fiscal constraints and have been unable to finance their desired
local services. Resolving this problem is an essential aspect of
partnership reform. '

As a means of resolving the problem, county governments
need to have a flexible and reliable discretionary revenue source.
This is of vital importance for two reasons. First, a stable and
flexible funding source is necessary to ensure the achievement of
state and local objectives in partnership programs. This is
because local conditions are likely to change over time, and
county officials require funding sources adequate to address
these changing needs. Second, counties also require adequate
fiscal flexibility to respond to citizen preferences for local pro-
grams. As general purpose governments, counties need to be
responsive to the expressed wishes of local voters. As a result,
counties require a discretionary revenue base that local voters
can draw upon to fund the programs they desire.

CONCLUSION

As we have described, county-state partnership programs in
California are suffering from a variety of problems, including
declining local fiscal capacity, program fragmentation, and lack
of clear program objectives. These problems are long-term and
structural in nature, and need to be addressed in a comprehensive
fashion. While no process of reform is likely to be easy, following
the basic framework presented in this piece can assist the
Legislature in beginning the task of reforming the overall county-
state relationship.




California’s AFDC Program *

What Are the Legislature’s Options for Controlling Welfare
Costs and Reducing Welfare Dependency?

This analysis was published in February 1991 as a separate issue Paper.
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The 1991-92 Governor’s Budget proposes a significant change
in the state’s Aid to Families with Dependent Children (AFDC)
Program. It proposes to reduce the maximum AFDC grants avail-
able while at the same time increasing the incentive for recipients
to work. Presumably, the administration’s proposal is an attempt
to control the program’s caseload and the state’s welfare “depen-
dency rate,” both of which have risen rapidly over the past dec-
ade.

In this analysis, we document the recent increases in caseload
and welfare dependency in the AFDC-FG Program and identify
the factors contributing to this trend. We then examine various
options—including the administration’s proposal—which are
available to the Legislature to help control the program’s costs
and reduce welfare dependency.

THE AFDC-FG PROGRAM:
COST AND CASELOAD TRENDS

The AFDC Program provides cash grants to certain families
whose other income, if any, is not adequate to provide for their
basic needs. The program consists of three major components, of
which AFDC-FG is the largest, accounting for 80 percent of all
AFDC cases. Generally, AFDC-FG cases consist of single-parent
families, most of which are headed by women. The other major
components are AFDC-Unemployed Parent (AFDC-U)and AFDC-
Foster Care (AFDC-FC), which account for 11 percent and 8
percent of all AFDC cases, respectively. This analysis focuses
exclusively on the AFDC-FG component.

AFDC-FG COSTS INCREASED DURING THE 1980s

In 1980-81, expenditures for the AFDC-FG Program totaled
$2.1 billion ($0.9 billion General Fund, $1.1 billion federal funds,
and $0.1 billion county funds). By 1990-91, the cost of the pro-
gram doubled to an estimated $4.2 billion ($1.9 billion General
Fund, $2.1 billion federal funds, $0.2 billion county funds). As a
percent of all state General Fund expenditures, AFDC-FG in-
creased slightly, from 4.3 percent in 1980-81 to 4.6 percent in
1990-91. '

Program costs rose because of cost-of-living adjustments
(COLAs) and caseload growth. About 60 percent of the increase
in AFDC-FG costs during the 1980s is attributable toincreases in
grant amounts resulting from COLAs (the COLAs, however, only
offset about two-thirds of inflation during this period, as meas-
ured by the California Necessities Index). The remaining in-
crease is from caseload growth, which is discussed in detail below.
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AFDC-FG CASELOAD INCREASED
FASTER THAN THE STATE’S POPULATION

Figure 1 shows that the AFDC-FG Program provided bene-
fits to an average of 439,000 cases each month in 1980-81. The
Department of Social Services (DSS) estimates that the average
monthly caseload figure for 1990-91 will be 599,600. This is an
increase of 37 percent over 1980-81, which reflects average
annual growth of 3.2 percent. During this same period, Califor-
nia’s population grew by an estimated 2.3 percent per year.

Figure 1 also shows that caseload growth has accelerated
significantly in recent years. From 1980-81 to 1985-86, caseloads
increased by an annual average growth rate of 2.0 percent. From
1985-86 to 1988-89, caseloads rose by an average annual rate of
2.9 percent. The DSS indicates, however, that caseloads would
have increased at a rate of about 4.7 percent annually over this
period if two factors had not artificially depressed the caseload
level: (1) a short-term drop in the caseload in Los Angeles County
due to the implementation of the Immigration Reform and
Control Act of 1986 and (2) a diversion of cases to the Refugee
Demonstration Project between 1985 and 1989.

Figure 1
"AFDC-FG Caseload Has Risen

Sharply in the Last Two Years
1980-81 through 1990-91 (in thousands)

Average monthly
caseload

600 7

Source: Department of Social Services.
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The AFDC-FG caseload growth rate in the last two years has
been even more dramatic: an increase of 6.1 percent in 1989-90
and an estimated 6.9 percentin 1990-91. The budget projects that
the AFDC-FG caseload will continue to grow at this accelerated
rate—a 1991-92 increase of 6.0 percent.

Caseload Growth in California Was
Higher Than the National Average

One way to place California’s caseload growth in perspective
is to compare it with trends in other states. During the 1980s,
California’s caseload increased at a rate three times greater than
the national average. Of the 10 largest states, only Texas expe-
rienced more rapid caseload growth than California. Besides
Texas, only 2 other states, Florida and Ohio, experienced caseload
growth on the scale of California, and caseloads actually decreased
in 5 of the 10 largest states.

CALIFORNIA’S DEPENDENCY RATE HAS RISEN

Not only has the AFDC-FG caseload risen during the 1980s,
but so has the state’s welfare “dependency rate.” This rate is
defined as the number of AFDC-FG cases per 10,000 women
between the ages of 15 and 44 in the state’s population. This is
a good indicator of welfare dependency because 75 percent of
AFDC-FG cases are headed by women 15 to 44 years of age. (Most
of the other cases consist of needy children who live with adult
relatives who are not on welfare.) Changes in the dependency
rate are significant because they indicate that factors other than
population growth are affecting AFDC caseloads.

Figure 2 displays changes in California’s welfare dependency
rate since 1970. It shows that the estimated AFDC-FG depend-
ency rate for 1990-91 is higher than for any other year in this
period. The dependency rate has displayed an upward trend
since 1982-83, and particularly dramatic growth since 1988-89.

California’s dependency rate is high when compared with
other states. In 1988 California’s rate was 25 percent higher than
the national average. Of the 10 largest states, only Michigan,
New York, and Ohio had a dependency rate greater than Califor-
nia’s. Moreover, between 1983 and 1988 the dependency rate fell
in 7 of the 10 largest states, as did the national average. Only
California, Ohio, and Texas experienced an increase during that
period.
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Figure2 ,
AFDC-FG Dependency Rate
Has Risen Significantly in Recent Years?
1970-71 through 1990-91 (in thousands)

Cases =4 AFDC-FG dependency rate (left axis)
900 ' - Jnemployment rate (right axis) 1%%
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a "Dependency rate” is based on the number of AFDC-FG cases per 10,000 females aged 15-44.

Dependency Rate Has Increased
Despite a Decrease in Unemployment

Figure 2 shows that during the 1970s California’s welfare
dependency rate tracked the state’s unemployment rate. Welfare
dependency increased during times of high unemployment and
dropped off during periods of lower unemployment. As the figure
shows, this connection between welfare dependency and the un-
employment rate was broken in 1980. Most noticeably, unem-
ployment has declined significantly over the 1980s yet the de-
pendency rate has increased dramatically during that same time.
Presumably, the improvement in the economy had some effect in
reducing the AFDC caseload, but this effect was outweighed by
factors working in the opposite direction.

Length of Time on Aid Has Increased

The dependency rate can increase either because a greater
portion of the potentially dependent population is on aid or
because those who go on aid stay on for longer periods. The
available data suggest that at least some portion of the increase
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in California’s welfare dependency rate has been due to an
increase in time on aid. Specifically, surveys of recipients show
that, by two measures, the length of time families stay on aid in-
creased during the 1980s:

* The median total number of months on aid—including
current and, if any, previous spells on aid—for house-
holds receiving AFDC-FG at the time of the survey in-
creased from 32 months in 1981 to 39 months in 1986 (the
most recent year for which these data were reported).

* The median length of the current spell on aid also rose,
from 22 months in 1981 to 26 months in 1986.

FACTORS CONTRIBUTING TO INCREASING
CASELOADS AND DEPENDENCY RATES

There are several factors that help explain the rise in the
AFDC-FG caseload and the dependency rate over the past de-
cade. These factors are summarized in Figure 3.

DEMOGRAPHIC FACTORS

Increase in Women of Childbearing Age

As indicated previously, most AFDC-FG cases are headed by
women aged 15 to 44. Figure 4 shows the actual and expected
growth in this subset of the state’s population for the period 1970
t0 2010, based on estimates and projections by the Department of
Finance (DOF). :

Between 1970 and 1980, the state experienced almost 3 per-
cent average annual growth in the population of women aged 15
to 44. In the 1980s, however, the growth rate fell by half as the
baby-boom generation aged. During this decade, the number of
women of childbearing age rose from 5.7 million to 6.7 million—
an 18 percent increase. During this same period, the AFDC-FG
caseload increased by 37 percent. Thus, holding all other vari-
ables constant, the increase in the population of women in this
age group could account for about one-half of the caseload in-
crease.

The DOF’s projections indicate that the growth rate of this
part of the population will drop even further in the 1990s and in
the first decade of the next century. If so, some of the pressure on
welfare caseloads should diminish as well.
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Figure 3

Factors Contributing to an lncreaéing
AFDC-FG Caseload and Dependency Rate

Increase in Number of Women of Childbearing Age

Change in Ethnic Composition of State’s Population

Increase in the Proportion of Women Having Children

Increase in the Birthrate for Teenagers

Increase in Births to Unwed Women

Increase in the Cost of Medical Care

Shift of Caseload to Low-Cost, High-Unemployment Areas

Increase in Nonneedy Relative Caseload

1981 Federal Legislation Reducing the Work Incentive

Figure 4

Population Of Females Aged 15-44 In California®

1970 through 2010 (in millions)

1970 1975 1980 1985 1990 1995 2000 2005 2010

a Projections for 1995 through 2010 are by the Department of Finance.
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Change in Ethnic Composition of the State’s Population

During the 1980s, the population of California changed sig-
nificantly to include more members of two groups with higher-
than-average welfare dependence: Latinos and refugees. Ac-
cording to the Current Population Survey, the Latino population
of the state increased by almost 75 percent between 1980 and
1989, rising from 3.9 million to 6.8 million. The refugee popula-
tion in the state also surged in this period as California experi-
enced a wave of immigration from Southeast Asia and Eastern
Europe. The DOF estimates that California’s refugee population
(primarily Southeast Asian) nearly tripled between 1980 and
1988, from 175,000 to almost 500,000.

The welfare dependency rate among these two groups—Lati-
nos and refugees—is currently substantially higher than the
dependency rate of the general population. In 1990, the AFDC
dependency rate for Latino women was 23 percent higher than
the rate for all other women. Refugees also have a welfare de-
pendency rate significantly greater than that of the general popu-
lation. The DSS estimates that nearly half of all refugees in the
state are dependent on public assistance. Whether the depen-
dency rate for these groups will remain at these higher levels in
the future is unknown.

SOCIETAL FACTORS

Increase in the Proportion of Women Having Children .

If an increasingly greater proportion of women have chil-
dren, a related increase in AFDC caseloads and the dependency
rate might be expected. The statewide birth rate rose from 70.4
(births per 1,000 women) in 1980 to 79.9 in 1988, an increase of
14 percent. Since the average family size stayed about the same
during the period, this suggests that the increase in the birth rate
reflects a trend toward a greater proportion of women having
children, rather than an increase in the number of children born
to each woman.

Increase in Teenage Birth Rate

The birth rate for teenage mothers increased from 52.5 in
1980 to 59.5 in 1988 (a 13 percent increase). This is noteworthy
because teenage mothers are especially prone to welfare depen-
dency. Most of the increase in the teenage birth rate occurred in
1987 and 1988, perhaps helping to explain the escalation of
caseload growth that has occurred in recent years.
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Increase in Births to Unwed Women

Figure 5 shows that the number of births to unmarried
women also increased significantly during the 1980s. Specifi-
cally, the number of births to unmarried women grew from
83,373 in 1980 to 152,368 in 1988, an increase of 83 percent. In
comparison, the number of births to married women for this same
period rose by only 19 percent.

The increase in births to unwed women is significant because
unwed mothers tend to have lower incomes and a higher likeli-
hood of going on welfare. For example, according to the most
recent AFDC-FG data, over 40 percent of the approved applica-
tions are in the “never married” category. In addition, the
increase in out-of-wedlock births has been greater during the lat-
ter part of the 1980s. This appears to be correlated to the increase
in the birth rate among teenage mothers, and adds to the expla-
nation of why overall AFDC-FG caseload increases are higher in
the late 1980s than in the early part of the decade.

Increase in the Cost of Medical Care

The cost of health care and health insurance could be a
significant factor in determining whether someone eligible for

Figure 5 ‘
i Births to Unwed Mothers in California
1980 through 1988 (in thousands)
160W
140
120+
100+

80-

60




198/ Part IV: Major Issues Facing the Legislature

AFDC-FG applies for welfare or seeks employment. This is be-
cause AFDC-FG recipients are fully covered under the Medi-Cal
Program. The “value” of this Medi-Cal coverage increased
significantly during the 1980s, commensurate with the rapid rise
in private health insurance costs. Thus, the cost and difficulty
of obtaining coverage comparable to Medi-Cal may have contrib-
uted to the increase in the caseload.

Shift of Caseload to High Unemployment Areas

Figure 6 shows that during the 1980s, a substantial portion
of AFDC-FG caseload growth occurred in the lower-cost areas of
the state (basically, counties in the Central Valley and all rural
counties). These areas accounted for 41 percent of the total
caseload increase even though they accounted for only 14 percent
of the state’s population during this period. Migration of AFDC-
FG recipients from high-cost to low-cost areas of the state is likely
to have occurred in order to maximize the purchasing power of
the grants, which are the same dollar amount in all 58 counties.
This is consistent with anecdotal evidence provided by many
county welfare program administrators.

Figure 6

AFDC-FG Caseload Changes by Region

1980-81 through 1988-89
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We also note that unemployment has been relatively high in
the low-cost areas—an average of 9.7 percent in 1988-89, com-
pared to approximately 4 percent in Bay Area counties and Los
Angeles and Orange counties and 5 percent in San Diego County
and Sacramento-area counties. If AFDC recipients are in fact
migrating to low-cost areas, they may be confronted with fewer
Jjob opportunities, thereby making it more likely that they will re-
main on aid for a longer period of time and contributing to
caseload growth in the program. This would also have the effect
of increasing the state’s welfare dependency rate.

If this is true, it means that the state is—unintentionally—
providing an incentive to many recipients to act in a way that
increases their dependency. One way to reduce this incentive to
move is to vary grant levels by region—either by lowering grants
in low-cost regions of the state or raising them in high-cost areas.
This is currently done by several states.

Increase in Nonneedy Relative Caseload

Another component of the AFDC-FG caseload growth in the
1980s was an increase in the number of cases in which a nonneedy
relative acts as the caretaker of a child who is eligible for AFDC.
For instance, a child can be placed with nonneedy relatives when
the parent is deemed unable to care for the child due to the
parent’s drug dependency. In these cases, the nonneedy relative
receives a grant for the child but not for him or herself. Between
1980 and 1989, the number of these cases in the average month
almost tripled, from 15,000 to nearly 44,000.

PROGRAMMATIC FACTORS

1981 Legislation Reduced the Financial
Incentives for Recipients to Work

In 1982, California implemented a variety of AFDC rule
changes mandated by the federal Omnibus Budget Reconcili-
ation Act of 1981 (OBRA). The major effect of these changes was
to significantly reduce the work incentive both to persons already
on aid and to potential recipients (working single parents with
incomes near the AFDC grant levels). For instance, prior to
OBRA—in 1981—17 percent of AFDC-FG recipients had earned
income, which averaged $540 per month. Within one year after
the implementation of the OBRA rules, only 5 percent of recipi-
ents had earned income and their average monthly earnings had
fallen to $295. In 1989, the most recent year for which these data
are available, recipients with earned income accounted for 7.6
percent of the AFDC-FG caseload and their average earnings
were just $352 per month.
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To the extent that the OBRA rule changes reduced the work
effort of recipients, they probably contributed to the overall
welfare dependency rate increases of the 1980s. This is because
recipients who work are substantially more likely to leave wel-
fare than those who do not. For example, surveys conducted in
1988 and 1989 indicate that AFDC-FG recipients who worked
were more than twice as likely to leave welfare in a given month
than those who did not work.

(For a more complete discussion of the work incentives
implicit in the AFDC-FG Program, please see below.)

OPTIONS FOR THE LEGISLATURE

In this section we discuss the Legislature’s options for con-
trolling the costs resulting from AFDC caseload growth and for
reducing welfare dependency. It is important to note, however,
that in the short run the goals of reducing poverty among Califor-
nia’s children and of controlling expenditures in the AFDC
Program are probably in conflict. Increasing the AFDC grant
level, for example, would reduce the number of California fami-
lies living in poverty, but it would also result in major cost in-
creases to the state. Over the long term, however, it may be
possible to work toward both goals by adopting strategies to
increase the nonwelfare income of poor famlhes and thereby
reduce their dependence on welfare.

In this section, we discuss four options for reducing welfare
caseloads and the welfare dependency rate in the long run: (1)
reduce grant levels to most AFDC recipients (primarily those not
working) by lowering the maximum grant below the existing
AFDC need standard, as proposed for 1991-92 by the Governor;
(2) increase the grants to working recipients by raising the “need
standard” above the existing maximum grant; (3) provide medi-
cal coverage for the working poor; and (4) increase the number of
recipients who receive services through the GAIN Program.

With the exception of the Governor’s proposal (Option 1) the
options listed above would involve significant costs in the short
term, although each has the potential to reduce welfare depend-
ency and thereby generate net savings over the longer term. In
light of the state’s current budget problem, it may be difficult for
the Legislature to adopt any of these options unless it can find a

~way to offset these increased costs in the short term.

Because the first two of these options are based, in large part,
on the concept of increasing the incentive for AFDC recipients to
work, we begin our discussion with an examination of the
existing AFDC rules and how they affect a recipient’s incentive
to work.
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THE WORK INCENTIVE IN THE AFDC-FG PROGRAM
Why Is It Important?

Clearly, the state has a strong interest in providing an ade-
quate work incentive in the AFDC-FG Program. Such an
incentive not only encourages recipients to minimize their wel-
fare dependency, but also has the potential effect of reducing
state costs.

Figure 7 illustrates this latter point. It shows how the AFDC
grant level (for a family of three) decreases from the maximum
grant of $694 as a recipient works. As income increases, the
state’s cost (in the form of grant payments) declines.

What Are the Work Incentives in the Current Program?

While receiving aid, an AFDC-FG recipient generally must
reduce the grant—on a dollar for dollar basis—by the amount of
any earned income. There are, however, allowances for work-
related expenses and the following earned income “disregards:”

*  During the first four months of aid, the first $30 and one-
third of the remaining earned income are not counted for
purposes of reducing the grant.

‘Figure 7

Grant Reductions Resulting From
AFDC-FG Recipients Working®

8 Assumes a family of three with child care expenses.
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¢ During the 5th through 12th months of aid, the first $30
of earned income is not counted.

There are many other factors that influence the work-related
decisions of AFDC recipients and persons earning income at a
level close to the grant levels. For instance, working also affects
taxes (including the imipact of the federal earned income tax
credit) and other benefit programs (such as food stamps).

We have attempted to account for these factors in evaluating
the work incentive provided AFDC recipients, as illustrated by
Figure 8. The figure shows what a recipient would gain (after ac-
counting for grant reductions, taxes, etc.) from taking a job at
various levels of income. For example, a job grossing $800
monthly would result in the recipient being “better off” by about
$100. A job paying $1,200 a month, however, would leave the
recipient worse off by $150 (primarily due to the loss of the AFDC
grant and food stamps, in conjunction with the continuation of
work-related expenses and taxes).

It should be noted that the data in the figure do not reflect the
value of Medi-Cal benefits. This is because, for the income range

Figure 8
The Current Work Incentive in the AFDC-FG Program¢
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shown in Figure 8, families generally are eligible for Medi-Cal
coverage whether they are working or not.

The figure can also be used to show the incentives facing re-
cipients in choosing whether to increase their work effort, once
employed. For instance, someone currently making $600 and
deciding whether to increase earnings to $800 would actually be
worse off. This can be seen from the fact that the “net benefit” bar
becomes smaller. This occurs because the additional income is
more than offset by grant reductions and taxes.

Figure 9 summarizes the information presented above in a
slightly different form, which we will be using later in discussing
the options. It shows an AFDC-FG family’s “spendable income”
(grant and food stamps plus any earned income, adjusted for tax
impacts, work-related costs, and expenses such as child care) at
various levels of gross monthly earnings. The shaded area be-
tween the solid and dashed lines shows the net benefit of work-
ing at various income levels.

Figures 8 and 9 present a dramatic picture of the lack of finan-
cial incentives to work that characterizes the current program.

Figure 9

Spendable Income tor Working and
1 Nonworking AFDC-FG Parents?
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At virtually all of the pertinent income levels, AFDC-FG recipi-
ents gain little net dollar benefit—and in many cases come out be-
hind—from going to work or working more.

It is important to note that this disincentive effect is only of
major significance at income levels near the ranges shown in Fig-
ures 8 and 9. For example, it is unlikely that the head of a family
of three would regard welfare as a significant option if she could
find work at $33,300 per year, which was the median income of
California households in 1989. The problem, of course, is that
many welfare recipients have limited: employment prospects
beyond entry-level jobs, at least in the short term. Thus, for many
recipients and potential recipients, theirimmediate options involve
incomes within the ranges displayed in Figures 8 and 9.

We conclude, therefore, that the fiscal incentives facing a
welfare recipient—or potential recipient—have the following
adverse effects:

¢ For individuals who have never been on welfare, the in-
centives could induce them to go on welfare rather than
work.

¢ Forindividuals who have worked their way off of welfare,
the incentives could induce them to stop working or
reduce their level of work and return to the welfare rolls.

¢ For individuals who are receiving AFDC benefits, the
incentives could discourage them from seeking employ-
ment or increasing their level of employment.

We do recognize that these findings do not encompass all of
the factors that determine whether an AFDC recipient will seek
and find employment. For some individuals, the relatively small
net benefit of working might be offset by other positive factors as-
sociated with working, such as the increased self esteem, poten-
tial opportunities for obtaining a better job in the future and the
importance of the added income. Other individuals, however,
might require a relatively large net benefit from working in order
to offset perceived negative factors associated with employment,
such as the difficulty of work or the substitution of paid child care
for direct parental care. In any case, it appears that there is rela-
tively little fiscal incentive for AFDC-eligible parents to work,
unless they can earn enough to lift their families well beyond the
poverty level.

What Can the State Do to Increase the Work Incentive?

Many of the AFDC grant determination rules that result in
the lack of a work incentive, as illustrated in Figures 8 and 9, are
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not within the control of the Legislature. For example, the
elimination of the “one-third” portion of the “$30 and one-third”
disregard after four months is a requirement of federal law.
There are, in fact, only two areas in iwvhich the state has discretion
to change the incentive pattern by altering the manner in which
the grants are determined: setting the AFDC “need standard”
and setting the AFDC maximum aid payment (MAP).

Need Standard and Maximum Aid Payment. The need
standard—technically referred to as the minimum basic stan-
dard of adequate care (MBSAC)—is a schedule, adopted in state
law, that reflects each state’s determination of the incomes that
families of various sizes need to subsist. Many states have need
standards that are higher than their MAPs. Thus, they acknowl-
edge in state law that the grants they are willing to provide are
not sufficient to support a minimum basic standard of living.
Since 1981, California has set its need standard equal to its MAP
(except for a slight difference for families of nine or more persons).

The actual grants that working families receive in California
are currently determined by subtracting “net nonexempt income”
(basically this means earned income less the allowable “disre-
gards”) and all unearned income (such as unemployment insur-
ance payments) from the MAP. It would be permissible under
federal law, however, (1) to determine these grants by subtract-
ing net nonexempt income from the need standard, rather than
the MAP, and (2) to set the need standard higher than the MAP,
either by raising the need standard or reducing the MAP. We ex-
amine both of these options below.

OPTION 1—REDUCE THE MAP (GOVERNOR’S PROPOSAL)

As noted above, the only major area of AFDC policy over
which the Legislature has discretion under federal law is the
setting of the need standard and the MAP. For this reason, the
only way to achieve significant savings in the AFDC Program in
the short term would be to reduce the MAP, either by suspending
future COLAs applied to the MAP or by actually reducing it below
the current level.

The Governor proposes to (1) reduce the MAP below the
existing need standard by an average of 8.8 percent and (2) base
actual grants—for those recipients with income-—on the need
standard. In other words, grants would be determined on the
basis of the need standard, but the actual grant could not exceed
the new MAP. Figure 10 shows the MAP and need standard for
the current and budget years under current law and the Gover-
nor’s proposal.
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The effect of the Governor’s proposal generally would be an
8.8 percent reduction in grant levels to nonworking AFDC recipi-
ents (more specifically, to those who currently have no “net
nonexempt income”) and a reduction of up to 8.8 percent to some
part-time working recipients. Grants to most working recipients
would not be reduced because their grants currently are below
the proposed MAP.

Figure 10

AFDC MAP and Need Standard
Budget Proposal Compared to Current Law

1990-91 and 1991-92

8 Under current law, the MAP and the need standard are the same for all family sizes except
for a slight difference for families of nine or more persons.

b Assumes a 5.49 percent COLA, effective July 1, 1991, based on the estimated change in the
California Necessities Index. Current law also provides that this statutory COLA be reduced
by up to 4 percentage points if the Commission on State Finance certifies that General Fund
revenues are more than 0.5 percent less than the amount needed for a workload budget, as
defined.

By reducing grants to nonworking recipients while leaving
grants to most working recipients unchanged, the -Governor’s
proposal would increase somewhat the incentive for recipients
(and, in effect, potential recipients) to work. The general effect
of the proposal is illustrated in Figure 11.

The Governor’s proposal reduces “spendable income” to
nonworking recipients (the dotted line in Figure 11), which has
the effect of increasing the net benefit of working. In our ex-
ample—a family of three in which a working parent incurs child
care expenses—the proposed reduction in the MAP would have
no effect on grants allocated to families that have gross earnings
exceeding $375 per month. For families with gross earnings of
less than $375, grants would be reduced by up to $61. Generally,
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Figure 11

Option 1 (Governor's Proposal):

Impact of Reduced MAP.On AFDC-FG Recipients®
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then; the Governor’s proposal does increase the work incentive
since the dollar gain from working, versus not working, is larger
than under current law. It is important to note, however, that it
achieves this by allowing recipients to avoid a loss in spendable
income (by working), rather than to achieve any gain. The overall
impact of the proposal on the work incentive would appear to be
minimal given the current strong disincentives faced by grant re-
cipients.

Focusing on the impact on nonworking AFDC-FG recipients,
grants would be reduced by 8.8 percent, or $61 per month for a
family of three, which would be partly offset by an increase of $19
per month in food stamps. Nonworking recipients could offset the
proposed MAP reduction by taking a minimum wage job for a few
hours a week. On the other hand, for recipients unable to find em-
ployment or unable to work for some other reason, a reduction in
the MAP would result in a reduction in their spendable income.
(Please see our discussion of the fiscal impact of the Governor’s
proposal in the Analysis of the 1991-92 Budget Bill.)
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OPTION 2—RAISE THE NEED STANDARD

The Governor’s proposal (Option 1) would increase the work
incentive by lowering the MAP, thereby reducing the income
available to nonworking AFDC recipients. Another approach
would be to increase the work incentive by raising the need
standard above the current MAP. (Both options would also use
the need standard, rather than MAP, as the basis for determin-
ing the actual grant, up to the level of the MAP.) Figure12 shows
how the implementation of Option 2 would affect the incentive to
work.

Figure 12 compares spendable income at the current need
standard (heavier solid line) with what the spendable income
would be if the need standard were increased to $860 (lighter
solid line). We chose this amount as an example because it cor-
responds to what the need standard would have been if it had
received the full statutory COLA in each year since it was created
in 1972,

The figure shows that increasing the need standard would
increase the work incentive. This increase could be significant for
some AFDC recipients. For example, Figure 12 shows that recipi-
ents could, by taking a full-time minimum-wage job, increase
their spendable incomes by $91 per month (increasing their net
benefit of working from $99 to $190 per month) at the higher need
standard. To the extent that nonworking recipients respond to
the increased incentive, the work experience they gain could sig-
nificantly enhance their prospects for finding employment at
higher wage levels, potentially high enough to carry them beyond
the range where they would consider returning to welfare.

We would note, however, that even with the increased work
incentive, many recipients—whether working or not—would
still réceive little net benefit from increasing their earmngs and
many would actually lose spendable income by i 1ncreas1ng their
eammgs, due to the effect of taxes.

Fiscal Effect of Increasing the Need Standard
Above the MAP

The immediate fiscal effect of increasing the need standard

- would be to increase AFDC costs. This is because the increase in
the need standard would enable some families, whose income
from work currently disqualifies them from receiving a grant, to
qualify for a grant. In the near term, these costs could be offset,
for instance, by coupling the increase in the need standard with
areduction in the MAP. In the long run, however, increasing the
need standard could result in net savings, to the extent it
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Figure 12
Option 2:
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increases the incentive to work enough to encourage currently
nonworking recipients to work their way off welfare. At present,
we have no way of estimating the behavioral response that this
option would elicit.

OPTION 3—IMPROVE MEDICAL
COVERAGE FOR THE WORKING POOR

As discussed above, the high cost of medical coverage for the
working poor (and the related value of such coverage provided to
AFDC recipients) has probably contributed to the growth in
AFDC-FG caseloads. The Legislature has been considering
proposals that would expand medical coverage for all workers.
How best to accomplish this end is a complex issue that is beyond
the scope of this analysis. It is important to note, however, that
if medical coverage were extended to all workers, this could have
the effect of reducing the current disincentive for potential
AFDC-FG recipients to work.
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OPTION 4—EXPAND PARTICIPATION IN THE GAIN PROGRAM

The GAIN Program seeks to reduce welfare costs by moving
AFDC recipients into the labor force. Participation in the GAIN
Program is mandatory for all AFDC recipients who have children
over the age of three, with specified exceptions. *Failure to

participate can result in the loss of benefits.

Rather than relying on direct financial incentives to encour-
age recipients to work, the GAIN Program relies on education,
training, and helping recipients to find jobs. Based on informa-
tion presented in Figure 9, GAIN would probably be most success-
ful when it prepares recipients for jobs paying more than $1,400
per month. At this income level and above, the individual is no
longer on aid, and there is a positive and rising net benefit from
working. (This income level would vary with the worker’s family

size. Figure 9 relates to the situation of a family of three.)

The effectiveness of the GAIN Program has not yet been
determined. Thus, its potential for reducing AFDC costs is
unknown. The GAIN legislation required the Department of
Social Services (DSS) to contract for a comprehensive evaluation.
This evaluation will determine whether the benefits of the GAIN
Program (reduced welfare dependency and increased earnings)
exceed its costs. It should also shed light on whether making
GAIN more “job” oriented, rather than as “education” oriented as
it has been to date, would increase its cost-effectiveness. The
study is scheduled for completion in November 1992, although

preliminary results should be available in October 1991.

The current funding level for the GAIN Program does not
allow all eligible recipients to participate. Under the Governor’s
proposed 1991-92 budget, the program will serve an estimated
208,000 AFDC-FG & U cases, out of about 276,000 who would be
served under full funding. One strategy for reducing caseloads
and welfare dependency in the long run would be to expand
funding for the GAIN Program providing that it is found to be
effective. The DSS advises that fully funding the program in
1991-92 so that it could serve all 276,000 potential participants
would cost $488 million ($188 million General Fund). Thisis $159

million ($50 million General Fund) more than is proposed in the
budget. :

Until the evaluation of the GAIN Program is available, it will
not be possible to determine whether increasing program partici-
pation would result in long-term savings. Nevertheless, it is im-
portant to note that the program is currently the state’s only

major strategy for reducing long-term welfare dependency.
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CONCLUSION

Our analysis of the AFDC program indicates that recipients
have relatively little incentive to work. In considering options to
control the programs costs, we note that the Legislature’s options
to alter the work incentives are limited, not only because of fiscal
constraints but also because many of the program’s grant deter-
mination and eligibility rules are set by federal law. There are,
however, some state options that would have some effect on
increasing the work incentive.

In reviewing the legislative options for controlling AFDC
costs and reducing welfare dependency, we find that each has ad-
vantages and disadvantages. Generally, efforts to induce welfare
recipients to work and nonrecipients to remain off welfare will
result in state costs, at least in the short run, or—as in the case
of the Governor’s proposal—will have an adverse impact on re-
cipients who are unable to find employment in order to com-
pensate for the reductions in their grants.

While it is possible to estimate some of the immediate costs or
savings of implementing specific policies based on the options
presented in this analysis, we are unable to quantify all of the
potential long-term fiscal effects. Information is not available, for
example, to project the ability of AFDC recipients to obtain
employment or the degree to which they will respond to changes
in the work incentives. As a result, we do not have an analytical
basis—from a cost-benefit perspective—to recommend that the
Legislature adopt any one of these options. We have, however,
been able to show how the different options would operate to
affect the incentive for AFDC recipients to work. Hopefully, this
provides some insight into the potential that these policies have
for controlling the program’s costs in the long run.

Reviewing these options also may assist the Legislature in
evaluating the Governor’s budget proposal to reduce the maxi-
mum grant below the AFDC need standard—Option 1 in our
analysis. We have shown that this proposal would result in
immediate savings and, by reducing the grant, would increase
the incentive for AFDC recipients to work. As noted above,
however, the work incentive itself is very modest; and those
recipients who are unable or unwilling to find employment would
experience a loss of income.
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Community Corrections

Should the Legislature Expand Its Use of “Community
Corrections” as a Punishment Alternative?

The past decade has been one of tremendous growth for the
state’s prison and parole populations. As a result of this growth,
the budget for the Department of Corrections (CDC) has gone
from $370 million in 1980-81 to $2.6 billion in 1991-92. As the
corrections piece of the budget pie has increased (from 1.8 percent
of total General Fund expenditures in 1980-81 to 6.1 percent in
1991-92), the availability of funds for other state priorities has
decreased. At the same time, there are many questions concern-
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ing whether state prisons are the best place for dealing with
certain offenders—especially nonviolent ones.

Given the above, the Legislature has demonstrated an inter-
est in community corrections programs. Generally, these pro-
grams provide intermediate sanctions for certain targeted of-
fenders who would otherwise be confined to state prison. The goal
of community corrections is to provide more effective treatment
and services to offenders, thereby reducing recidivism and state
costs.

In this analysis, we: (1) examine the key factors associated
with the state’s corrections situation; (2) describe California’s
existing community corrections programs, as well as those of
other states; (3) consider questions concerning the viability of
community corrections programs; and (4) outline the key issues
that must be considered in developing community corrections
policies.

BACKGROUND—CALIFORNIA’S
CONTINUING CORRECTIONS DILEMMA

In recent years, the Legislature has been faced with a
dilemma—unprecedented growth in the state prison population
and inadequate facilities to accommodate this population.

Prison Overcrowding Continues to Worsen

Despite the state’s massive prison construction program of
the past 10 years, prisons are currently operating at 180 percent
of capacity. As Figure 1 shows, the CDC projects that prisons will
operate at 230 percent of capacity by 1996. Thus, even with the
projected addition of another 25,000 beds over the next five years,
the state’s prison system will be more overcrowded by 1996 than
it is currently. :

The future budgetary implications of these projections are
daunting. On an annual basis, it costs roughly $22,000 to
support an inmate in a state prison bed. Thus, accommodating
the projected prison population growth would result in added
costs to the state of roughly $500 million per year in operating
expenses and as much as $4 billion in capital outlay costs.

High Parole Revocation Rates—“The Revolving Door”

Many of the inmates currently serving time in prisons are
parole violators. Parole violators are inmates who have served
their sentences, been released on parole, found in violation of

- parole, and then returned to prison. California’s high parole
revocation rate has been one of the driving forces in the state’s




Community Corrections /215

Prison Overcrowding Will Worsen®

1987-88 through 1995-96 (in thousands)

Prison population
I Frison capacity
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87-88 89-90 91-92 9394 - 95-96

3Based on (1) Department of Corrections pnson populatlon projections and (2) projected prison capacity,
assuming completion of facilities that are fund:

escalating prison population—the so-called “revolving door”
problem. The number of parole violators has grown substantially
from about 16,000 in 1985 to over 50,000 in 1990. These parole
violators account for up to one-half of the new admissions into
state prison.

Most Parolees Return to Staite Prison. About three-
fourths of parolees return to prison while on parole. Parole
violators who are returned to custody (PV-RTCs) represent a
majority of total revocations. PV-RTCs can be returned to prison
for up to one year for technical violations (for example, failure to
report to a parole agent) or for new criminal offenses (drug,
violent, and property offenses). On the other hand, parole
violators with new terms (PV-WNTSs) are parolees who, while on
parole, are prosecuted and returned to prison for the full sentence
of a new crime.
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Parole violators are typically committed to prison for a short
period of time, but they represent a signiﬁcant proportion of the
prison population—about 34 percent in 1988. The increasing
number of short-term inmates presents both a fiscal and pro-
grammatic problem for the entire criminal justice system. For
instance, the annual costs associated with parole violators who
return to prison for technical or drug-use violations—17,000 in
1989-90—is significant. We estimate the state’s annual costs to
support these additional 1nmates in state prison to be roughly
$100 million.

Drug Use Is a Major Factor. Drug use among parolees is
a major factor contributing to the dramatic increase in the
number of parole violators returning to prison in recent years.
Sixty percent to 80 percent of this population has a history of sub-
stance abuse. As a result of a positive drug test or new criminal
activity related to their drug use, many substance-abusing parol-
ees are returned to state prison for short periods of time.

Limited Programmatic Options Exist

The state has a limited range of punishment options for
nonviolent offenders and parole violators. Generally, at the time
of sentencing, a judge can place a nonviolent felon on probation
or send the offender to state prison. Once the offender completes
a prison term, he or sheis placed on parole. If the offender
violates condltlons of parole, the offender is referred to the Board
of Prison Terms (BPT) for parole revocation. At that time, the
BPT has only two options: (1) continue a violator’s parole or (2)
revoke parole and return the parolee to state prison for up to 12
months. Ninety-eight percent of the time, the BPT chooses to
send the parolee back to prison. One factor contributing to the

. prison population problem is the lack of punishment options
available to judges and to the BPT. Community corrections
programs are one mechanism to increase the punishment optlons
available at the state level,

WHAT IS “COMMUNITY CORRECTIONS”?

Community corrections is an intermediate sanction that
targets offenders who, in the absence of other appropriate sanc-
tions, would otherwise be confined in institutions such as state
prisons and local jails. Community corrections programs pro-
vide more services for the offenders (such as drug treatment),
with less security staffing and less capital outlay costs. In this
piece, we focus on alternative sanctions for certain low-risk
persons who would otherwise be confined in a state prison. In
other words, we limit our discussion to state programs that will
likely target nonviolent felon parole violators, inmates who are
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sentenced to short prison terms, or inmates who are serving the
final months of their terms.

Many community correctional sanctions are served within
the community in which the offender committed the offense or in
the community in which he or she resides. Programs tradi-
tionally considered to be “community corrections” include the use
of: community-based residential facilities, house arrest/elec-
tronic monitoring, restitution/community service, mandatory
drug treatment, and intensive supervision.

What Role Do Local Governments Play?

To date, local governments have played a limited role in
California’s community corrections programs. However, the role
of these entities—especially counties—could expand in the fu-
ture. Possible roles include providing direct treatment, services,
and supervision, or coordination of services provided by private
organizations. The local role does not, however, involve incarcer-
ating state inmates in local jails.

Current Community-Based Programs in California

California currently does relatively little in the area of
community corrections. Figure 2 summarizes the state’s pro-
grams, categorizing them into “residential” and “nonresidential”
components.

All but one of the state’s programs are provided through
secured residential facilities—generally referred to as the Com-
munity-Based Beds (CBB) Program. The CBB Program provides
incarceration on a scale smaller than state prison, with treatment
and services focused on the nonviolent offender’s needs.  As
Figure 2 indicates, the state’s residential programs are limited to
just over 3,200 community-based beds in 51 facilities.

The one nonresidential community corrections program—
the Substance Abuse Revocation Diversion (SARD) Program—is
an intensive supervision pilot program for substance-abusing
parolees, operated by the state.

In most cases, the state contracts with private organizations
or local correctional agencies to operate community corrections
programs. To be placed in one of these programs, an inmate’s
record must pass a variety of screening criteria. In general, an
inmate (1) must not have been convicted of a sexual or violent
offense or arson and (2) must not have a history of forced escape,
selling drugs for large-scale profits, or serious institutional
misconduct.
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[Figure 2

Current Community Corrections Programs in California

Program

Return-to-Custody (RTC)
(Private, County and/or
City)

11 Facilities

Work-Furlough
(Private, State)
32 Facilities

Prisoner Mother-Infant
(Private)
6 Facilities

Restitution Center
(Private)
1 Facility

Substance Abuse
Treatment Unit
(Private)
1 Facility

Total Beds

Program

Substance Abuse
Revocation Diversion
(State)
9 Units

Description

Provides parole violators
with education and social
skills needed to complete
parole

Helps inmates with less
than 3 months left to
serve find jobs and
transition back into
community

Attempts to preserve the
bond between the
inmate-mother and her
child through parenting
skills training

Encourages the offender
to work, as well as
accept the responsibility
for his/her criminal act

Provides an alternative
placement to prison for
parole violators with a
substance abuse
problem

Description

Provides intensive super-
vision in the community
to- substance-abusing
parolees who are likely to
be returned to custody in
a state prison for drug
violations

Number
of Beds

1,877

1,087

114

105

50

Number
of

Estimated

Annual Cost

Per Bed?

$20,000

16,000

25,000

17,000

22,000

Annual
Cost Per

Participants Participant

$5,500

2 Based on Department of Corrections’ and Legislative Analyst's estimates.
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Recent Legislation Expands the CBB Program. The
fastest-growing type of CBB facilities are the return-to-custody
facilities that are operated by local governments. As Figure 2
shows, there are 1,877 beds in 11 return-to-custody facilities. The
CDC estimates that there will be 2,000 more beds in other
facilities by 1992. In addition, the Legislature recently enacted
Ch 1594/90 (SB 2000, Presley), which earmarks a total of $15
million from the New Prison Construction Bond Act of 1990
(June) to establish “substance abuse community correctional
detention centers.” These centers are to be jointly designed and
operated by the state and counties.

Community Corrections Options—
What Have Other States Done?

The goals and scope of community corrections legislation
enacted in other states have varied greatly. Most programs in
other states appear to reflect the belief that local governments or
private nonprofit organizations are best able to design commu-
nity corrections programs that fit the needs of the offenders in
their community. Some states simply create a mechanism to
allow local governments to design a community corrections plan
and apply for funding. In contrast, other states are very specific
about what programs will be implemented and who is eligible for
the programs. The complexity and scope of the community
corrections legislation range from initiating a single intensive
supervision program, to omnibus legislation creating new sen-
tencing guidelines and a wide variety of community corrections
program options. We briefly discuss below some of the character-
istics of community corrections programs in other states.

Florida. Florida’s 1983 Community Corrections Act created
a large-scale house arrest/electronic monitoring program that
currently covers about 6,500 offenders. Since local judges are
given the authority to place offenders in house arrest programs,
a substantial portion (nearly 50 percent) of the program’s partici-
pants are offenders who otherwise would be on regular probation
supervision.

Colorado. Colorado recently implemented a Treatment
Alternative to Street Crime (TASC) program for parolees. This
is similar to an intensive supervision program for substance-
abusing parolees; however, it places more emphasis on improving
case management methods and accessing drug treatment serv-
ices.

Minnesota. Minnesota is generally considered a pioneer of
community corrections. Since 1973, Minnesota has provided
funding to voluntarily participating local governments to divert
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state offenders to community-based residential facilities and,
more recently, to house arrest/electronic monitoring programs.
It is believed that the success of Minnesota’s community correc-
tions program was due, in part, to the phased-in implementation
of the county programs.

Kansas. Kansas has generally focused its community cor-
rections efforts on intensive supervision programs. To avoid the
expense of new prison construction, Kansas targets about 4,500
low-level felons (such as property offenders) and places them
under intensive parole supervision instead of prison.

California Differs From Most Other States. While there
are lessons to be learned from other states, the nature of the
prison problem in California may be significantly different. For
example, California has a greater percentage of violent and
substance-abusing inmates than Minnesota or Kansas. Some of
the offenders who other states target for their community correc-
tions programs would typically be on probation in California.
Thus, it is important to understand that how one state imple-
ments community corrections legislation may not translate well
to California.

WHAT DO WE KNOW ABOUT COMMUNITY CORRECTIONS?

Although several states have implemented community cor-
rections programs, there is little conclusive information concern-
ing the effects of these programs. For example, although many
evaluations ofintensive supervision and so-called “halfway house”
programs have been completed showing promising results for
lower recidivism, few of these evaluations included random
assignment of offenders to treatment and control groups. As a
result, it is not possible to draw firm conclusions about these
programs. Below, we summarize the general information avail-
able regarding three aspects of community corrections programs
—operational costs, effectivenessin treating offenders, and public
safety considerations.

What Does it Cost to Operate These Programs?

Residential Programs. Generally speaking, existing CBB
programs are slightly less expensive than a state prison as
measured by the average cost of a bed. Most CBB facilities cost
the state an average of $18,500 per offender per year, whereas a
state prison costs an average of $22,000 per offender per year.
The private work-furlough CBB facilities have the lowest cost per
year, at approximately $16,000 per offender.
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Nonresidential Programs. Intensive or specialized super-
vision programs such as the CDC’s SARD Program cost approxi-
mately $5,500 per offender per year. Other nonresidential
programs include outpatient drug treatment or specialized case
management. The costs of these programs vary depending on the
level of services provided, but generally range from $3,500 to
$12,000 per offender per year.

A recent U.S. General Accounting Office (GAO) report on
intermediate sanctions (such as intensive supervision) concludes
that the per capita costs for operating an intermediate sanction
is less than operating a prison. However, the GAO report warns
that, if the participants are caught committing new offenses
while in the intermediate sanction programs, then the additional
cost of new prison terms associated with these programs may
increase the overall costs of intermediate sanctions above that of
a traditional prison bed. This GAO finding illustrates the
importance of selecting participants for nonsecured programs
who are most likely to successfully complete the intermediate
sanction program.

Do Community Corrections
Sanctions Provide Effective Treatment?

By far the greatest potential of community corrections pro-
grams is the cost savings associated with reductions in overall
recidivism rates. To the extent community-based sanctions
reduce recidivism, the state would save money in the long run. It
is unclear, however, whether these programs actually achieve
this end. One reason for this uncertainty is that existing
programs rarely track what happens to their participants after
they leave, as is the case with CDC’s programs. As a result, it is
impossible to conclude which of the state’s programs, if any, are
effective in reducing recidivism. Most studies of effectiveness of
residential programs in other states are from the late 1970s and,
although offering some positive findings, the methodologies of
most of the studies are questionable. There are, however, at least
two areas where we have some information on program effective-
ness.

Drug Treatment May Reduce Criminal Activity. Man-
datory drug treatment programs may be promising as an option
for nonviolent offenders. A recent evaluation of drug treatment
clients who had formerly been involved in so-called “predatory”
crimes (such as robbery, burglary, and larceny) found that clients
who remained in drug treatment programs at least 30 days were
much less likely to commit crimes, both during and after drug
treatment (please see Item 4200 in our 1991-92 Analysis for
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further discussion of the effectiveness of drug treatment pro-
grams),

Research Raises Questions About Effectiveness of In-
tensive Supervision Programs. Intensive supervision pro-
grams include increased supervision of the offender and, in many
cases, additional services and treatment. There is little evidence
to suggest that increased supervision by parole agents, in and of
itself, will reduce recidivism or the likelihood of parole violations.
For example, a recent study by the RAND Corporation has found
that intensive probation supervision alone does not reduce the
likelihood of “high-risk” felon probationers to commit crimes. The
RAND study focused on intensive supervision probation pro-
grams for high-risk offenders in Los Angeles, Ventura, and
Contra Costa Counties. The study also found, however, that
programs that offered greater access to treatment and services
had somewhat lower recidivism rates. Thus, without service
availability and clearly defined selection criteria, increased supervi-
sion may be of limited effectiveness.

How Do Community Corrections
Programs Affect Public Safety?

The potential public safety risk of community corrections
programs varies by the structure of the program and the eligibil-
ity criteria for program participants. Most CBBs are “secured”
residential facilities—meaning security personnel are on-site.
Consequently, CBBs are unlikely to have much of an effect on
public safety. On the other hand, in the case of nonresidential
intensive supervision programs, the public safety risks are in-
creased, at least in the short run.

This concern emphasizes the importance of selecting low-risk
participants to participate in nonresidential programs. Recent
research indicates that the selection of participants for these
programs is the most important indicator of their success.

WHAT COURSE SHOULD THE LEGISLATURE
TAKE ON COMMUNITY CORRECTIONS?

Given the above findings, it is unclear how much community
corrections programs can help address the state’s overall prison
population problem. Nonetheless, we believe that further experi-
mentation with community corrections alternatives is merited,
as they can be one of the tools used in addressing the problem.
Given the relative inexperience of the CDC in using community
correctional programs and the great degree of uncertainty con-
cerning its effectiveness with California’s prison population,
however, we believe that the best course for the state is an
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evolutionary approach—one that promotes voluntary, small-
scale pilot projects and experimentation, as well as evaluations of
program effectiveness.

Current Efforts Remain Limited. Although the state has
begun to expand the existing CBB program, these secure residen-
tial facilities represent a very limited range of community correc-
tions programs. While the CBB program was perhaps a reason-
able starting point, many CBBs provide limited treatment and
services. In addition, the CDC rarely places offenders in CBBs
located in the offender’s own community. Programs that do not
place an emphasis on transitional services (such as substance
abuse and job training) are less likely to reduce future rates of
recidivism,

KEY ELEMENTS OF A COMMUNITY
CORRECTIONS APPROACH )

In its approach to commuhity corrections, the Legislature
should consider a number of key factors. These are summarized
in Figure 3 and discussed below.

Specify Program Goals and Objectives

The first step in approaching community corrections is to
clearly specify program goals and objectives. These could in-
clude: ’

* A decline in the parole revocation rate.
® A reduction in correctional operating costs.
¢ Improved treatment for certain offenders.

These goals should be reasonable and attainable. For ex-
ample, it would be unreasonable to set as a goal a dramatic
decrease in the parole revocation rate (such as cutting the rate in
half). A relatively small decrease in the rate might be considered
a “success” and would result in savings to the state.

Identify and Target the Eligible Population

The goal of community corrections programs should be to
meet the security needs of the community and program needs of
the offender. For example, a nonviolent substance-abusing
parolee may only need improved case management and an outpa-
tient drug treatment program in order to stay out of prison, and
this would not necessarily affect community safety. In contrast,
a more violent drug-abusing parolee may need to be placed in a
secured residential facility that provides drug treatment pro-
grammming.
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Figure 3
Factors to Consider in Approaching

Community Corrections

Specify Program Goals

Are the program goals reasonable?

Has program “success” been defined clearly?

Identify and Target Program Participants

Does the proposed program meet the security and program
needs of the targeted offenders?

Are there enough offenders to participate in the programs
described in the legislation?

Are parole violators eligible to participate in the programs?

Who is making the placement decisions? s this likely to
increase the number of offenders and, in turn, the costs
to the state?

Establish A Funding Mechanism

Does the proposed funding mechanism provide incentives
for local governments to address a full range of offender
needs?

Address Location Decisions

Does the proposed legislation create incentives for more
urban facilities?

Monitor Program Effectiveness

Isaportion of the funding allocated for program evaluations?

Does the proposed program evaluation distinguish between
motivated participants and effective program treatment?

Is the program design flexible enough to incorporate
modifications based on future program evaluations?
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The CDC has not provided the Legislature with an estimate
of the total number of nonviolent state offenders who would be
eligible for community corrections programs. There is some
question as to the number of nonviolent offenders who would be
appropriate for these programs. While probably a small propor-
tion of the total prison population would be involved, even this
could translate into thousands of participants.

Avoid “Widening the Net.” Many programs in other states
have ended up dealing with offenders who would not have gone
to prison and would have been in a less expensive county
probation program. Thus, future legislation must safeguard
against this phenomenon. Perhaps a reasonable place to begin is
to allow the BPT to place technical and drug-use parole violators
into community correctional programs. The BPT could poten-
tially place eligible parole violators in intermediate sanctions,
such as residential and nonresidential drug treatment programs,
CBBs, or house arrest/electronic monitoring programs.

Establish a Funding Mechanism for Community Corrections

Generally speaking, the funding concerns of local govern-
ments related to community corrections fall into two categories.
First, many are concerned that future state funding will not keep
pace with program costs. Second, many are worried about the
state-imposed conditions and standards they would have to
adhere to. These concerns stem from the history of California’s
“probation subsidy” program and recent strained county-state
fiscal relations.

Flat-Rate Versus Grant Funding. There are two basic
ways for the state to compensate local governments for partici-
pating in a particular community corrections program—flat-rate
and grant funding. Providing funding for programs at a “flat
rate,” such as $10,000 per offender, can reduce the incentives for
local governments to develop treatment and services according to
the individual needs of an offender. This is because programs
with costs exceeding the flat rate will be less likely to be provided
by local governments. In contrast, the “grant funding” approach
would provide funding to local governments based on the merits
and costs of their specific grant proposal. Traditionally, under
this approach the local government would apply for funding to a
state oversight agency to treat a given number of eligible offend-
ers from the local community with a variety of program options.

Address Location Decisions

If the Legislature decides to channel more resources into
community corrections, implementation of residential facilities
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may be severely hampered by urban siting problems associated
with such concerns as public safety.

Other states have experienced siting problems. While Michi-
gan has managed to site facilities in nearly every part of the state,
the director of Michigan’s correctional agency reported that it
took 10 tries for every successful siting. Wisconsin, on the other
hand, took a very different approach, and enacted a code that
overrides local zoning ordinances. Halfway houses and group
homes for mental health are guaranteed the right to locate in
every community in Wisconsin.

One strategy that has proven to be partially successful with
the CDC’s siting of CBBs is to site facilities in light-industry
areas. In these areas, it is difficult to distinguish a CBB from
other buildings. Most employees in the area are unaware that
they work near a correctional facility.

Monitor Program Effectiveness

In order to gauge the effectiveness of community corrections
programs in meeting their goals and objectives, it is necessary to
carefully monitor and measure their performance. This requires
developing meaningful performance measures that correspond
to specific program goals. Any community corrections approach
should provide adequate funding for well designed program
evaluations. ‘

CONCLUSION

In our view, community corrections programs offer the state
one additional tool for dealing with its state offender population.
Such programs appear to have the potential to reduce state
correctional costs and improve the treatment of certain offenders.

There are, however, limits to what these programs can
accomplish, especially given uncertainties about their effective-
ness. Therefore, while we believe the Legislature should consider
increasing its use of community corrections, it should do so in a
cautious, evolutionary manner. The general approach should be
to promote pilot projects that target specific populations and
include evaluations of program effectiveness.




State Infrastructure

How Should the Legislature Address the State’s Growing
Capital Facility Needs?
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During this last decade of the 20th century and into the next
century, California will be faced with great demands to revitalize
existing infrastructure and develop new infrastructure to meet
the dynamic economic and demographic changes occurring in the
state. By the term “infrastructure,” we mean capital facilities
that yield services over many years, such as roads and highways,
educational facilities, prisons and jails, utility systems, and
parks. During the past several years, the state’s existing infra-
structure has deteriorated steadily. Some progress has been
made in the areas of prisons, education, and recently transporta-
tion. The progress in these areas, however, has not kept pace
with demands, and little has been done in other areas to meet the
state’s need for additional infrastructure. This situation must be
turned around if the state’s infrastructure is to effectively accom-
modate the state’s future needs. Failure in this effort could have
a significant negative impact on California’s future economic per-
formance and the overall quality of life it can offer its citizens.

In this analysis, we examine some of the major infrastruc-
ture-related problems facing the Legislature. These include: (1)
identifying the state’s infrastructure needs; (2) setting priorities
to meet these needs; (3) assessing the state’s ability to finance
additional bonded indebtedness needed for infrastructure; and
(4) establishing a financing plan to carry out the Legislature’s
priorities, including the extent and timing of future bond meas-
ure submittals to the voters.

WHAT ARE THE STATE’S INFRASTRUCTURE NEEDS?

Estimates of Statewide Needs

Any estimates of costs to address the statewide infrastruc-
ture problem should be viewed cautiously. On the one hand, the
data do not tend to reflect all potential needs due to the incom-
pleteness of the state’s capital planning process. This includes
the need for various capital expenditures relating to earthquake
hazards, some of which became more apparent following the
October 1989 Loma Prieta earthquake. On the other hand,
infrastructure estimates also may include proposals that, upon
close examination, do not actually merit funding. Moreover,
definitions of “need” vary greatly from one department to the
next.

Regardless of these qualifications, available information
indicates that the overall magnitude of the need for improving
and expanding the state’s infrastructure is very large. For
example, in 1984 the Governor’s Infrastructure Review Task
Force reported that, over the ensuing 10-year period, approxi-
mately $29 billion would be needed for deferred maintenance and
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$49 billion for new infra-
structure. For the most

Projected Capital Needs for the part, state expenditures
State and K-12 Education , over the intervening
: seven years, with few-ex-

1991-92 through 1995-96 (in billions) ceptions (most notably
prisons, education, and

AR recently transportation),

State/Consumer Affairs $0.4 have only served tomain-
Transportation 12.4 tain the status quo and
Resources 07 have done little to ad-
Health/Welfare 02 dresg the needs identi-
Youth/Adult Corrections 59 fied in the Task Force re-
: port. Furthermore, since

Education 18.3 that report was prepared,
General Government 0.1 California’s rapid eco-

nomic and demographic
growth has generated

Source: Legislative Analyst's estimates, based on .
information from state departments. even more infrastructure

demands.

Based on planning projections by various state departments,
the current magnitude of infrastructure needs for state and K-12
school projects is $39 billion over the next five years. Figure 1
summarizes these projections.

Needs in Specific Program Areas

Toillustrate the infrastructure needs of particular programs,
we briefly review specific capital outlay requirements in six
areas.

K-12 Education. Enrollment in the state’s K-12 education
system is projected to increase by an average of 210,000 new
pupils each year over the next decade (up from projections made
one year ago of 140,000 new pupils each year). The State Depart-
ment of Education (SDE) estimates that school districts will
require about $15 billion from state and local funding sources just
in the next five years for new school buildings ($12.7 billion),
school reconstruction ($1.5 billion), and air conditioning equip-
ment in schools that adopt year-round education programs ($1.2
billion).

The SDE’s estimate is based on the assumption that virtually
all school districts will build schools which operate on traditional
nine-month, rather than year-round, school calendars. In addi-
tion, the SDE has assumed that over the five-year period: (1) new
school facilities will be needed in order to accommodate 90
percent of the annual growth in enrollment (thus, 10 percent of
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the new growth will be housed in existing facilities at no addi-
tional cost); (2) 4 percent of all older school buildings will require
reconstruction; and (3) air conditioning systems will be needed in
one-half of the schools that adopt year-round education pro-
grams.

Transportation. The state’s current program for transpor-
tation contains a total of about $9.5 billion for capital outlay
projects to be readied for construction during the period 1991-92
through 1995-96. Of this amount, about $3.3 billion is to complete
projects adopted in the 1988 State Transportation Improvement
Program (STIP), $4 billion is for projects adopted since 1988, and
$2.2 billion is reserved for projects to be identified in later years
of this period.

The substantial amount of programming for new projects
since the 1988 STIP reflects recent increases in gas taxes and
truck weight fees enacted by Ch 105/89 (SB 300, Kopp) and
Ch106/89(AB 471, Katz) and approved by the voters in June 1990
(Proposition 111). The new programming also reflects voter
approval in June 1990 of $1 billion in general obligation bonds for
rail projects pursuant to the Passenger Rail and Clean Air Bond
Act (Proposition 108). Rail projects programmed during this
period, however, are also dependent on voter approval of addi-
tional general obligation bond measures of $1 billion each sched-
uled for the 1992 and 1994 general elections. These amounts do
not include about $2 billion of projects to be funded under the
Clean Air and Transportation Improvement Act of 1990 (Propo-
sition 116) because the schedules for funding these projects have
not been determined at this time.

The transportation-related capital programming discussed
above does not include costs associated with recovery from the
Loma Prieta earthquake or of the Seismic Retrofit Program
created by Ch 17x/89 (AB 36x, Sher) and Ch 18x/89 (SB 38x,
Kopp). The Department of Transportation estimates that the
costs of this work will total about $2.6 billion. After deducting
federal emergency relief funds expected to be available and state
emergency relief funds as proposed in the 1991-92 Governor’s
Budget, we estimate that there are about $1.5 billion in earth-
quake and seismic retrofit costs during the 1991-92 through
1995-96 period which, under current law, will need to be funded
from resources currently programmed for other transportation
capital outlay projects.

Higher Education. Enrollment in the state’s three seg-
ments of higher education is expected to grow by 30 percent to 50
percent between now and the year 2005. Estimates by the higher
education segments indicate that $3.9 billion will be required for
capital outlay expenditures over the next five years. (This
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estimate does not include establishment of any new campuses.)
Several billion dollars more will be needed in subsequent years if
the state is to accommodate the increased enrollments antici-
pated by 2005.

Prisons. The Department of Corrections’ (CDC) latest five-
year plan (April 1990) proposes construction of an additional
51,450 prison beds by 1995 at a cost of about $4.0 billion. Since
publication of the five-year plan, however, the department has
issued new projections which indicate faster growth in the
anticipated inmate population. Based on these latest projections
and using the CDC’s average per-bed construction cost and its
current overcrowding policy, we estimate that new bed construc-
tion needs will total $5.0 billion over the five-year period, or $1
billion more than the CDC’s April 1990 plan.

State Office Buildings. The Department of General Serv-
ices’ five-year cost estimate for state office buildings is $400
million. However, this figure is understated. This is because the
plan does not sufficiently address implementation of the state’s
Capitol Area Plan goal of accommodating about 90 percent of
Sacramento state office space needs in state-owned buildings.
This goal was to be attained by 1987. The percentage of state-
owned office space in Sacramento, however, has actually de-
creased from 64 percent in 1977 to 52 percent in 1989, as the state
has elected to house more employees in leased space. The
department’s five-year plan also does not address the future of
the Oakland State Office Bmldmg, which was damaged in the
Loma Prieta earthquake and remains closed.

Seismic Safety of State Buildings and Public School
Buildings. Information is incomplete regarding the need to
make state buildings more earthquake-resistant. In an impor-
tant first step, the Office of the State Architect has begun a
seismic survey program covering all state-owned buildings, in-
cluding those of the University of California and the California
State University, along with all public school buildings. This
effort should result in priority lists and preliminary cost esti-
mates for those buildings that require upgrading to improve
earthquake resistance. The issue of seismic safety cuts across
most capital outlay program areas and will increase future
capital outlay funding needs to an unknown, but significant,
extent.

In June 1990, the voters approved a general obligation bond
issue that included $250 million to upgrade state-owned build-
ings (excluding university buildings) that would be unsafe dur-
ing an earthquake. These funds will only partially address the
financing needs in this area.
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How Firm Are These Estimates of
Infrastructure Needs and Costs?

The infrastructure “needs” described above are not absolute,
and can change depending on policy decisions made by the
Legislature. In other words, the Legislature could modify cur-
rent policies in various program areas, the effect of which could
be to reduce state infrastructure-related expenditure needs.

For example, in areas where the state finances local infra-
structure—such as K-12 schools, community colleges, and county
jails—the Legislature could return these funding responsibilities
tolocal agencies. The state could assist local governments to meet
their resulting increased financial responsibilities by seeking to
eliminate the two-thirds vote requirement on local bond issues
(the Governor’s Budget proposes this for local jails and schools).
Improved local access to this capital outlay funding source would
allow the state to institute or increase local matching fund
requirements or eliminate state financing altogether.

The Legislature also could adopt policies that encourage
more intensive use of existing capital facilities. For example, it
could more strongly encourage school districts to use year-round
education to reduce the need for construction of new facilities.
Increased year-round use of facilities is a strategy that also could
be employed at higher education institutions to reduce needs.
Other options in this area include (1) deferral of projects that do
not directly accommodate enrollment, (2) expansion of existing
campuses in lieu of creation of new campuses, and (3) limits on
graduate and/or undergraduate enrollment.

Another example involves prisons. Options available to re-
duce the rate of inmate population growth—and thereby the need
to build additional state prisons—include (1) placement of certain
nonviolent offenders in community-based facilities (please refer
to our piece on Community Corrections in this document) and (2)
changes in parole supervision to reduce the number of parole
violators returned to prison. Another option to reduce the need
for more prisons is the adoption of higher overcrowding ratios for
prisons.

Given the above, there is considerable latitude in determin-
ing exactly how much infrastructure “needs” to be funded. Even
after accounting for this factor, however, there clearly is a large
volume of basic infrastructure needs that will require funding.
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WHAT OPTIONS EXIST FOR
FINANCING INFRASTRUCTURE NEEDS?

As we have discussed in previous analyses, there are three
basic ways that the state can meet its infrastructure needs.
Specifically, the state can:

¢  Pay “up front” for facilities through direct appropriations
of state revenues.

* Rent, lease, or lease-purchase facilities from private
parties through annual rental or lease payments.

e Acquire facilities by borrowing money through 1ssu1ng
bonds that are repaid over time with interest.

The state uses each of these financing methods to some extent
at present, but relies most heavily on bonds. Although bond
financing is about 25 percent more costly than paying “up-front”
for capital facilities (after adjusting for the effects of inflation),
the large volume of infrastructure needs that presently exists in
conjunction with the state’s current tight budgetary situation
makes it impossible to rely primarily on direct appropriations.
Likewise, rental and leasing markets are simply not available for
many of the types of capital facilities that the state requires. As
aresult, we believe the state will have to continue torely to a great
extent on bonds, if its infrastructure needs are to be addressed.

Issues Raised by the Need to Use More Bonds

As discussed above, the sheer magnitude of the state’s infra-
structure needs compared to available resources makes contin-
ued heavy reliance on bond financing inevitable. This situation
raises two issues:

¢ What is the state’s current bonded indebtedness situ-
ation, and what does this imply about the ability of the
state to issue more bonds and the wisdom of doing so?

e What steps need to be taken to ensure that the most
effective possible use of bonds occurs?

STATE BONDED INDEBTEDNESS—
WHAT IS OUR CURRENT SITUATION?

Types of Bonds

The State of California uses bonds for many different pur-
poses, ranging from financing public infrastructure like schools,
prisons, and parks, to assisting private-sector small businesses
and home buyers. The state’s bonds generally are classified as
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either general obligation bonds or revenue bonds, based on the
type of financial resources that are pledged to repay them. Figure
2 summarizes the state’s current bond programs that fall into
each of these two categories.

General Obligation Bonds. These are bonds whose prin-
cipal and interest payments (that is, debt service payments) are
guaranteed by the full faith and. credit of the state’s taxing
authority. These bonds require voter approval and offer inves-
tors a very high degree of security. Repayment of the principal
and interest on these bonds comes directly from the General
Fund, or is pledged to do so if other resources backing them prove
to be insufficient.

Within the classification of general obligation bonds, there
are two specific types of bonds that the state issues: self-
liquidating and non-self-liquidating bonds. A self-liquidating
general obligation bond is one that, although backed by the full
faith and credit of the state, has its debt service paid from
revenues generated from the project or program that the bonds
fund. (An example is veterans’ housing bonds, whose debt service
is paid from the monthly mortgage payments made by the
veterans.) Conversely, a non-self-liquidating general obligation
bond is one whose debt service is directly paid for by the state’s
General Fund.

There are currently about 60 different individual state gen-
eral obligation bond acts which fall under the 25 general program
areas shown in Figure 2. These programs provide funding for a
variety of purposes, including water treatment, environmental
cleanup, parks, senior citizen centers, school construction, state
prisons, county jails, and home purchases :

Revenue Bonds. These are bonds whose debt service pay-
ments generally are legally secured only by revenues from the
projects that their proceeds finance or from some other restricted
source, rather than the state’s full taxing power. Examples
include bonds used for pollution control facilities, student dormi-
tories, housing mortgages, toll bridges, and water resources
development. Generally speaking, revenue bonds do not require
voter approval, and are not paid for by the General Fund. The one
exception involves so-called General Fund lease-revenue bonds,
which the state uses to fund some prison projects and higher
education facilities. These bonds do not require voter approval,
but their debt service is paid for by the General Fund even though
they are not general obhgatmn bonds. - Specifically, the debt
service on the bonds is ‘paid using annual General Fund appro-
priations made to the occupying state department for “lease”
payments on the facility. Thus, we refer to these bonds as lease-
payment bonds rather than lease-revenue bonds.
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Figure 2
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Current General Fund Debt Levels

Our primary focus in the remainder of this piece will be on
General Fund bonds—that is, non-self-liquidating general obli-
gation bonds and lease-payment bonds—as these are the only
bonds that impose direct costs on the state.

Figure 3 shows that, as of November 1990, outstanding
General Fund bond debt totaled $8.2 billion. This included $6.3
billion in general obligation bonds and $1.9 billion in lease-
payment bonds. In addition, there were $11.2 billion in author-
ized but unissued general obligation bonds.

Figure 3

State General Fund Bond Debt

November 1990 (in billions)

Total
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payment .
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bonds'
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2ncludes general obligation bonds whose debt service is fully paid by the General Fund. These bonds are
generally called non-self-liquidating bonds.

Source: California State Treasurer. Data shown exclude any amounts borrowed by bond programs from the
Pooled Money Investment Account (PMIA).

The Mix of Outstanding General Fund Bonds. Figure 4
summarizes how the state’s outstanding General Fund bonds are
distributed, by purpose and bond type. About 70 percent of the
state’s total outstanding bonds are for school lease-purchase pro-
grams, prisons, and higher education.
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Figure 4

Outstanding General Fund Bonds,

By Program Area and Type

November 1990 (in billions)
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What About the Level of Unissued Bonds?

Asnoted above, as of November 1990, there were $11.2 billion
of general obligation bonds that had been authorized by the
voters of California but not yet sold. There has been considerable
interest in recent years why so many bonds remain unissued.
There are several reasons for this.

The Role of PMIA Loans. One of the primary contributors
to the current level of unissued bonds has been the federal
regulations governing tax-exempt bonds. In order for the general
obligation bonds sold by the state to be federally tax-exempt, the
state has had to adhere to federal laws regulating bond proceeds.
The Federal Tax Reform Act of 1986 generally required that the
proceeds from the sale of tax-exempt bonds be spent within six
months of the sale. Due to the length of time required to initiate
and complete capital projects, the state chose to delay bond sales
until the projects were nearing completion. Interim financing
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arrangements were used to pay for the projects through the
state’s Pooled Money Investment Account (PMIA), and then
bonds were issued to pay off this interim financing.

These federal requirements were modified in 1990 to gener-
ally allow a period of two years for the expenditure of bond
proceeds. As aresult, the state has been taking steps to accelerate
the sale of bonds and eliminate the need for interim financing.
Thus, the “built-in” delays in the sale of bonds that resulted from
the federal requirements should be less of a factor in the future.
At the present time, there are approximately $2.2 billion in
outstanding PMIA loans to General Fund bond programs, for
which bond sales have been pledged.

Program-Related Factors. Apart from PMIA loans, the
level of unissued bonds is dependent upon the interrelationship
between two factors: the amount of new bonds authorized by the
voters in election years and the amount of bonds sold each year.
Only if bonds are sold faster than they are authorized will the
level of unissued bonds decline. The amount of bonds sold in any
year depends primarily upon the state’s readiness to use bond
proceeds, including whether it has carried out the activities
necessary to proceed with the sales such as the planning of the
projects themselves. Generally, once bond programs are pre-
pared to use their proceeds, commitments for bond sales are
made. .

In recent years, bond sales have increased steadily and are
expected to total $3.1 billion in 1990-91. The budget anticipates,
however, that bond sales will be $2.5 billion in 1991-92. At this
rate of sales, the backlog of unissued bonds would not decline by
much in the future, unless the volume of new bond authorizations
from subsequent elections was significantly less than that of 1988
and 1990.

The Debt Burden

The increased volume of new bond authorizations and sales
in recent years has raised some concerns about whether the
state’s debt level is “too high,” and whether the annual cost of
paying off this debt is imposing an excessive financial burden on
the state budget and California’s taxpayers. Clearly, if such
conditions exist, additional bond usage could be undesirable.

Is There Too Much Debt Right Now? There is no single
correct answer to the question of how much state debt is “too
much,” since this depends upon one’s opinions about what share
of the state’s financial resources should be devoted to providing

.. public infrastructure, how capital projects should be financed,
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and how their costs should be spread over time. However, there
are at least two reasons for concluding that California’s current
debt service is not a significant problem at present:

* The debt service cost is a relatively small share of
state expenditures. Although debt servicing costs on
General Fund bonds have increased significantly in
recent years, they still amount to well under 3 percent of
estimated total General Fund expenditures in 1990-91.
This is well below the national average for states of
between 4 percent and 5 percent.

o The state’s bond ratings are high. As of this writing,
California’s general obligation bonds have the highest
ratings possible by all three of the nation’s major bond
rating agencies. Generally speaking, a state is not given
bond ratings as high as California’s if it is perceived as
having an excessive debt burden. California was recently
(January 1991) placed on “credit-watch” status by one of
these bond rating agencies. However, this appears to be
related to concern over the state’s fiscal condition, not the
level of bonded indebtedness. The state’s bond ratings
themselves have not yet been affected by this change.

It also is important to note that California’s debt is used
primarily to finance public and private long-term capital assets,
not short-lived assets or operating costs. (For a discussion of
exceptions to this general rule and our related recommendations,
please see our following piece on uses of bond proceeds.) Virtually
all of the state’s debt-servicing payments essentially represent
the public’s ongoing costs for using capital assets currently
generating benefits to them. Economists agree that this type of
debt can be economically justified, and is fundamentally different
from the federal government’s debt, most of which has been
incurred simply to finance ongoing operational expenses.

Given the above, there is no evidence that California’s cur-
rent debt burden is excessive or poses any significant fiscal threat
at this time. Clearly, this does not mean that the state can afford
to issue bonds in limitless amounts or use them indiscriminately
in the future. However, it does mean that there is sufficient
“room” for the state to continue issuing bonds in the future for
financing its basic long-term capital needs.

What About the Future Debt Burden? As indicated above,
the state has yet to sell about $11 billion in authorized general
obligation bonds. Figure 5 shows that, as these bonds are
marketed in the coming years, the state’s debt service ratio (the
ratio of General Fund debt service to General Fund expenditures)
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Figure 5

Projedted Trends in the General Fund
Debt Service Ratio Under Alternative Assumptions

1988-89 through 2009-10
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will increase from the current estimated level of 2.6 percent for
1990-91. The figure indicates that the projected debt service ratio
will increase to about 4.2 percent in 1994-95, and then decline
thereafter, assuming no additional bonds are authorized in
future years and given reasonable assumptions regarding the
pace at which bonds are sold.

Figure 5 also shows what the state’s debt service ratio would
be, assuming that various additional amounts of general obliga-
tion bonds are approved by the voters and sold in the future. For
example, if the voters were to approve an additional $5 billion of
general obligation bonds in each future election year (with
increases for inflation), the state’s debt service ratio would peak
at about 4.8 percent in 1996-97 and then begin to decline slowly.
Thus, even in this case, the debt service ratio would remain
manageable and not exceed the national average.
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Should There Be a Limit 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. It is our view that California does
not need a debt limit. This is because such a limit could, in some
cases, prevent the Legislature and the Governor from exercising
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 be sought
simply to avoid direct spending, the use of a capital outlay plan-
ning process (see below) should act as an effective “screening de-
vice” to help minimize inappropriate uses of the state’s bond
authority. Thus, the key thing for the Legislature to focus on is
not how many bonds to issue per se, but rather the trade-off
between using state revenues to pay debt service on bonds needed
to fund infrastructure, versus using these revenues to support or
enhance other state programs.

implications of the November 1990 Election

In November 1990 California’s voters were asked to approve
14 bond measures authorizing some $5 billion in new bonded
indebtedness. Historically, with few exceptions, the voters have
approved similar bond measures. This time, however, all but two
measures failed—an $800 million measure for K-12 school con-
struction and a $400 million measure for the veterans’ farm and
home purchase (Cal-Vet) program. The failure of the other 12
bond measures to pass raises concerns over (1) the extent to
which general obligation bonds can necessarily be counted on to
meet infrastructure needs in the future and (2) how to meet
immediate infrastructure needs, given that most of the bond
money sought in November 1990 will not be available.

To address the first concern—the availability of bonds in the
future—we believe the most important step to be taken is to
improve the state’s capital outlay planning process (see discus-
sion below). As to the immediate funding problem, the defeat of
various bond measures in the November election has created sig-
nificant funding “gaps” for the 1991-92 fiscal year in areas such
as state and local correctional facilities, higher education, and
parks. The following is a brief discussion of implications of the
funding “gaps” for higher education and state prisons.

Higher Education. California’s voters denied a $450 mil-
lion measure for higher education facilities in November 1990.
The capital outlay spending plans of the higher education seg-
ments (University of California, California State University, and
community colleges) called for $690 million in 1991-92, based
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partly on the assumption of passage of this bond measure. Al-
though it may be that, upon examination, not all proposals in the
segments’ plans would necessarily merit funding, failure of the
bond measure definitely limits the state’s ability to address the
priority needs of these plans. For example, the 1991-92 Gover-
nor’s Budget provides only about 55 percent of the funding
requested by each segment (the majority of proposed funding is
with General Fund lease-payment bonds). Moreover, the capital
outlay projects either (1) proposed in the budget or (2) previously
approved by the Legislature will require an estimated $650
million to complete. In addition, the spending plans do not
include any proposals for new campuses that may be required to
accommodate future enrollment growth.

For a more detailed discussion of higher education facility
needs, including the funding gaps for financing them, please see
our overview of higher education capital outlay in the Aralysis of
the 1991-92 Budget Bill.

Prisons. The defeat of the $450 million bond measure for
new prison construction leaves the Department of Corrections
(CDC) without adequate funds to complete its proposed program.
The CDC’s current five-year plan calls for construction of an
additional 51,450 prison beds by 1995, at a cost of $4.0 billion. To
fund the 1990 portion of the program, the Legislature enacted
Ch 981/90 (SB 549, Presley), appropriating $692 million for
construction of 14,650 beds. Of this amount, the Legislature
appropriated about $280 million from the bond fund that subse-
quently was denied approval by the voters in November. Thus,
the failure of the bond measure leaves the CDC without enough
general obligation bonds either to (1) complete all the projects
already approved by the Legislature or (2) construct additional
prisons in the future.

Lacking significant policy changes, inmate population will
continue to grow rapidly and the state, for all practical purposes,
will need to spend at least $4 billion by 1994-95 to construct new
prisons. Furthermore, the need for new prisons would not end at
that point, as similar amounts probably will be needed during the
following five-year period. Thus, a significant funding gap will
exist unless the Legislature adopts other policy options to reduce
this growth and thereby reduce the need for additional prisons.

WHAT STEPS NEED TO BE TAKEN?

In order to address its pressing infrastructure needs and
related bond financing needs, we have previously said that the
state needs a statewide capital outlay plan to (1) identify and
prioritize infrastructure needs and (2) serve as the foundation for
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afinancing plan to establish the extent and orderly timing of bond
authorizations. The Legislature enacted a capital outlay financ-
ing plan requirement in 1990 which, hopefully, will accomplish
this objective. This section discusses the types of information the
Legislature needs to make informed decisions in this area, what
the new legislation provides for, and several other issues involv-
ing how best to address and finance the state’s infrastructure
needs.

To date, the state’s process for identifying, ranking, and
financing its capital outlay needs has been fragmented. The
Legislature has received a series of independent five-year plans
in most program areas, but there has been no centralized compi-
lation nor ranking of projects across programs to provide a state-
wide perspective. Moreover, each department has developed its
plan in the absence of uniform guidelines regarding the identifi-
cation of programmatic objectives and the evaluation of program-
matic needs. Not only has each plan been developed in isolation
from the others, but, once developed, no effective process has
existed to bring the plans together to reflect statewide priorities.

As a result of these problems in the planning process, there
has been no easy way to identify either (1) the relative priority of
various programs and proposals or (2) the financing required to
address overall state needs.

What Information Is Needed?

In order to meet the state’s infrastructure needs, the Legis-
lature should have a capital outlay plan containing specific
information concerning needs, relative priorities, and schedules
for implementation and financing individual projects. To be most
useful to the Legislature, this information should include for each
major program area (such as the University of California, De-
partment of Corrections, etc.) summary presentations identify-
ing:

* Major programmatic objectives.

¢ How facility needs were assessed and determined within
the framework of these programmatic objectives.

* The criteria upon which identified needs were priori-
tized.

¢ Anticipated annual operations cost requirements associ-
ated with the capital outlay programs.

For each program area, the required major capital outlay
projects should be identified by year, by amount of expected
expenditure, and by potential funding source. Finally, to provide
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a statewide perspective, the various plans should be combined
with criteria for setting priorities between projects and across
program areas, and a plan for financing the identified needs by
anticipated manner of funding (i.e., general obligation bonds,
General Fund lease-payment bonds, etc.).

New Planning Document Will Hopefully
Provide Blueprint for Meeting Needs

Chapter 1435, Statutes of 1990 (SB 1825, Beverly), requires
the Director of Finance to prepare a 10-year projection of the
state’s potential need for financing capital outlay. This report is
due to the Legislature by February 1, 1991 and is to be updated
annually. At the time this analysis was written, the report had
not yet been submitted. Hopefully, this document will include the
information necessary to serve as a blueprint for a financing plan.
As noted earlier, such a plan is needed to enable the Legislature
and the administration to establish appropriate allocation of
fiscal resources to meet state infrastructure needs, including
when and how many bonds to present to the voters at statewide
elections.

As mentioned earlier in this analysis, because of the magni-
tude of infrastructure funding needs, we believe bond financing
must play the key role in any financing scheme. This means that
the Legislature will need to request the voters to approve large
amounts of additional general obligation bonds in the future.

What If the Needed General Obligation Bond Issues
Are Not Authorized? The implications of not obtaining addi-
tional general obligation bond authorizations are that (1) fewer
capital needs can be addressed and/or (2) more costly debt

financing means will have to be used—such as General Fund
lease-payment bonds. ‘

Under the first case—addressing fewer capital needs—the
state will be faced with limiting the current objectives of many
programs because of the lack of sufficient facilities, even though
the Legislature may consider the program objectives a high state-
wide priority. Failure to adequately fund infrastructure will
negatively affect public services in such areas as education,
corrections, transportation, environmental quality, and seismic
safety. For example, it could result in such problems as an
inability to accommodate all qualified students for higher educa-
tion, court-ordered release of some prisoners, and inadequate
sewer and water systems.

The second alternative is that the Legislature could use more
costly financing means to fund infrastructure and avoid these
negative outcomes. As discussed previously, General Fund lease-
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payment bonds can be used to finance infrastructure improve-
ments. This funding mechanism does not require voter approval.
These bonds, however, are more expensive and therefore in-
crease the state’s debt service costs at a faster rate than if general
obligation bonds are used. Figure 6 shows that the difference in
financing costs using general obligation bonds versus General
Fund lease-payment bonds is about 15 percent after adjusting for
the effects of inflation. That is, for every $100 million of capital
improvements the state would need to pay about $125 million if
general obligation bonds are used and $145 million if lease-
payment bonds are used. (The costs to pay for the capital im-
provement are higher under both methods of bond financing than
under direct appropriations, because of the interest expenses and
other unique costs associated with debt financing.)

Given the fiscal advantages of general obligation bonds over
lease-payment bonds, we recommend that the Legislature
rely to the maximum extent possible on the former when
addressing its infrastructure needs through debt financ-
ing. A capital outlay plan—such as the one required under

Figure 6
Relative Costs of Bond Financing

For a $100 Million Project @
(in millions)

Direct Generalobligation Lease-payment
appropriations bonds bonds

3 Assumes a 20-year bond issue with an average interest rate of 7.5 percent for general obligation bonds
and 8 percent for lease-payment bonds. Amounts shown are in constant dollars using an average
annual inflation rate of 5 percent.
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Ch 1435/90 (SB 1825, Beverly)—should help the Legislature
achieve this end through improved planning, identification of the
state’s highest priority needs, and scheduling of necessary gen-
eral obligation bond measures for future ballots.

What Are Some of the Factors That Influence the Amount
of Bonds That Will Be Available in the Future? The amount
of bonds that will be available in the future for funding infrastruc-
ture will depend on such factors as:

* TheLegislature’s and the administration’s overall spend-
ing priorities based on assessment of the needs identified
in a statewide capital outlay plan.

¢ The amount and timing of those infrastructure needs
identified in the statewide capital outlay plan.

¢ The Legislature’s views on what the acceptable levels of
bonded indebtedness and debt service costs are, based on
factors such as other spending priorities and credit rating
concerns.

¢ The voters’ willingness to approve new general obligation
bond authorizations. In this regard, we believe a well
developed capital outlay plan that includes an assess-
ment of statewide infrastructure needs and a financial
plan to accomplish its elements will help voters look more
favorably on future general obligation bond measures.

¢ The Legislature’s willingness to permit more expensive
non-voter-approved lease-payment bonds to be used as
an alternative to general obligation bonds.

The Plans Must Be Flexible and Regularly Reevalu-
ated. No plan, however well conceived and developed, can
anticipate all needs or all future changes in circumstances. This
certainly applies to any capital outlay needs and financing plans
developed by the state. The Legislature, therefore, should keep
this in mind when drafting future bond measures. These meas-
ures should give the voters a clear sense of the programs to be
funded—in broad terms. They should not, however, schedule the
permitted appropriation of funds on a specific project-by-project
or geographic basis. This scheduling should be done through
appropriations in the annual Budget Act. Otherwise, the Legis-
lature will find that it does not have diseretion in matching
appropriations with changing needs, priorities, and circum-
stances.
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CONCLUSION

The state must improve and expand its infrastructure to
address existing deficiencies and to accommodate future demo-
graphic and economic growth. Based on recent reports and
information from various state departments, it is clear that the
state’s infrastructure needs over the next several years are easily
in the tens of billions of dollars. In view of the magnitude of these
costs, the state must identify specific needs, set priorities, and
establish a financing plan to carry out the necessary improve-
ments. The state will have to rely heavily on borrowing money
through the issuance of bonds, and should try to rely to the
maximum extent possible on general obligation bonds rather
than “lease-payment” bonds.

In order to address its infrastructure needs effectively, the
state needs a multi-year capital outlay plan and a related capital
financing plan. Hopefully, the plan presently under preparation
by the Department of Finance in response to Ch 1435/90
(SB 1825, Beverly) will include the necessary information to
serve as a blueprint for developing a financing plan that will
assist in scheduling future bond measure submittals to the voters
and help promote their successful passage at statewide elections.
We will be reporting to the Legislature once this plan is released
regarding its contents and findings.
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Uses of State Bond Proceeds

How Can the Legislature Ensure That Proposed Uses of
Bond Proceeds Are Consistent With Its Objectives?
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The state’s large and growing infrastructure needs will
require the expenditure of large sums of money if they are to be
successfully addressed. The state’s current budgetary situation
effectively precludes the use of current revenues to meet any
more than a small fraction of these needs, so that the passage of
additional bond issues will be required. Bond issues will allow the
costs of these needed capital outlay projects to be spread over
time, thereby making them more affordable from a budgetary
perspective. However, the debt service on these bond issues still
represents a sizeable cost to the state, and, as the November 1990
election shows, new bond issues should not be considered an
unlimited resource. Thus, it is important that the Legislature
attempt to maximize the effectiveness of its available bond
resources so that these bond issues deliver as much new infra-
structure as possible. It also is important that the state incur the
added interest costs of using bonds only for those purposes for
which these extra costs can be justified.

In this analysis, we examine four important trends we have
identified in the use of state bond funds over the last 10 years. In
each case, we provide specific examples from various program
areas to illustrate the nature of these trends. In the second
section, we provide a discussion of the major issues that the
Legislature should consider when deciding whether to approve
the appropriation of bond fund monies for various purposes,
especially those purposes which are distinguishable from the
actual acquisition of capital assets. The third section discusses
the need for greater oversight of the actual expenditures made
from bond funds. :

TRENDS IN THE USE OF BOND FUNDS

The four trends we have identified relating to the use of bond
fund proceeds include their use for: bond program administra-
tion, a variety of departmental support purposes not involving
construction, interest expenses on interim financing, and state-
wide bond overhead costs incurred by the Treasurer and Control-
ler.

Bond Fund Expenditures for Bond Program Administration

One trend in the state’s use of bond funds over the last 10
years has been an increased expenditure of bond funds to support
the direct administrative costs of certain bond programs—that is,
to pay for the department’s costs for managing the program being

_funded by bond proceeds. The increased usage of bond funds for
this purpose appears to have stemmed directly from the in-
creased approval of bond programs requiring departmental
administration, rather than any fundamental change in policy.
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Bond proceeds have traditionally been used by the Office of
Local Assistance (OLA) in the Department of General Services
for the administrative costs of the State School Building Aid
Program. In 1982, the office also began to administer the State
School Building Lease-Purchase Program. In both cases, the
OLA received its operating funds from the proceeds of general
obligation bonds approved by the voters for school facilities con-
struction. The OLA uses the bond funds to support staff who
review and evaluate school district applications for bond funding
and who administer the release and distribution of funds to
school districts.

The use of bond monies for bond program administration also
shows up in other departments after the early 1980s. For
example, in 1984-85; the Board of Corrections began to use bond
fund monies for bond program administrative expenses, spend-
ing a total of $575,000 in that year. For 1990-91, the board
expects to spend a total of $2.2 million from bond funds to pay for
bond program administrative costs. This includes salaries and
related operating expenses of staff who (1) review plans and
award grants of bond funds for construction and remodeling of
county jail facilities and (2) inspect these facilities once con-
structed.

Similarly, Proposition 70 specifically allocates $1.6 million to
the Wildlife Conservation Board and allows the Department of
Parks and Recreation to spend up to $7.4 million for program
administration. These monies are primarily used to pay depart-
mental staff to perform general administrative tasks related to
the bond program, including planning and development studies,
and for grant administration. Some of the bond funds also are
used to pay the State Lands Commission for property title
searches and ownership verification activities required by Propo-
sition 70. Finally, in the housing area, the Department of
Housing and Community Development will have spent a total of
almost $13 million by the end of 1991-92 on staff and related
expenses to establish and manage a new housing loan program to
be funded from bond proceeds.

Bond Fund Expenditures for Departmental Support
Purposes Not Involving Construction

Through the early 1980s, the use of bond fund monies for
departmental support purposes was largely limited to activities
associated with the actual construction of new facilities. These
project-specific support costs include financing for departmental
planning and construction activities, and for performance of
contract administration and construction management. There
were certain exceptions to this general policy, however. For
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example, the State Water Resources Control Board (SWRCB) has
traditionally had specific authorization to use bond funds to pay
for a wide variety of support costs, including planning, studies,
monitoring, and technical assistance, even in cases where the
program support activities are not directly related to a specific
project.

Beginning in 1985-86, the general policy described above was
expanded to encompass a wider range of expenses related to
capital outlay projects, but not involving the actual construction
of new facilities. For example, in 1985-86 the Department of
Corrections expanded its use of bond funds to include special
repair programs in existing prisons, and legal defense for the
department against claims arising from the construction pro-
gram. In 1987-88, the department began to use prison bond funds
for maintenance projects associated with existing facilities.

The 1990-91 Governor’s Budget proposed to further expand
the use of bond fund monies by using them to pay for the start-up
operating costs of the state’s four newest prisons. These proposed
expenditures totaled $26.4 million in 1990-91, and reflected costs
for such items as inmate laundry, electricity, and staff relocation.
The budget also proposed to expand the California Youth Author-
ity’s (CYA) use of bond fund monies for program support by
allocating a total of $1.2 million from the 1990 Prison Construc-
tion Bond Fund (approved on the June 1990 ballot) for start-up
costs related to the CYA’s newest facility. These start-up costs
included expenditures for ward education, recreation, and cloth-
ing, housekeeping, and maintenance of structures, grounds, and
equipment. The Legislature rejected these proposals, however,
choosing to fund these costs instead from direct General Fund ap-
propriations.

The 1991-92 Governor’s Budget generally does not propose to
expand the types of purposes for which state bond funds are
expended, but does propose that past practices in this area be
continued and, in one case, expanded. In the proposed budget for
the Department of Corrections, for example, the administration
is seeking authority to increase its expenditure of existing bond
funds to pay for planning activities associated with proposed new
prisons—prisons for which the department has no construction
funding at this time. These prisons had been intended to be
funded from a bond measure on the November 1990 ballot that
was rejected by the voters.

The expansion in the types of expenditures made from bond
funds can also be seen in some of the bond programs that have
been established by initiatives in recent years. For example,
Proposition 70 (the 1988 parks bond) specifically allocates $11
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million to the Department of Fish and Game (DFQG) for capital
purposes other than the traditional “bricks and mortar” type
capital facilities. These costs include restoration and enhance-
ment of salmon streams ($10 million) and purchase of marine
patrol boats ($1 million). In addition, Proposition 70 allows the
DFG to spend $6 million on activities related to wild trout habitat,
including program support activities if the department chooses.

Bond Fund Expenditures for Interest on Interim Financing Loans

A third trend we have identified is the state’s use of bond fund
monies to pay interest charges on interim loans provided to the
bond programs. In 1987 the state passed Ch 6/87 (AB 55, Roos),
which allows bond fund programs to begin operation before the
bonds are actually sold by borrowing money from the state’s
Pooled Money Investment Account (PMIA). Prior to 1987, the
state sold bonds once they were authorized, even if particular
projects were not ready to begin construction. The state invested
the idle bond proceeds until the funds were needed for project
construction. In 1986, however, the federal government passed
strict new laws governing the use of tax-exempt bonds. These
laws effectively precluded the state from continuing this practice,
and the state enacted Chapter 6 to bring state practices into
compliance with the new regulations. Under Chapter 6, the state
has delayed the sale of bonds until after most of a project’s expen-
ditures (funded initially from a PMIA loan) are incurred. As
project expenditures are completed, bonds are sold to repay the
loans from the PMIA, and thereby refinance the project.

Chapter 6 provided that the interest on these loans would be
paid directly from the state’s General Fund. In 1988, however,
Ch 984/88 (SB 2172, Campbell) revised the law to require that the
interest on PMIA loans be paid from the bond proceeds (with
certain exceptions), instead of the General Fund. This change
was made to free up General Fund revenues in the short term for
other state programs, although it resulted in higher costs to the
state in the long term, because of the interest charges required to
be paid by the General Fund on the outstanding long-term debt.

The total amount of interest on PMIA loans to be paid from
bond funds is estimated to be approximately $55 million in 1990-
91 and $26 million in 1991-92. These figures are significantly
lower than previous estimates, which ranged up to $100 million
annually, because of recent changes in federal tax law. These
changes allow the state a longer period of time over which the
proceeds of a bond sale may be spent without resulting in a pen-
alty, and will in most cases eliminate the need to rely on interim
financing in the future. As a result, in 1990 the State Treasurer’s
Office began to plan for the accelerated sale of bond issues and a
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corresponding reduction in the use of interim financing loans.
Further, in January 1991 the Treasurer’s Office announced its
intention to completely phase out the interim financing program.

Bond Fund Expenditures for Statewide Bond Overhead Costs

The final trend is the state’s increasing reliance on bond fund
monies to cover the statewide overhead costs incurred by the
Treasurer and the Controller for managing bond issues. For
example, in 1987-88 the administration required these offices to
begin charging various bond funds to recover a portion of their
costs for management of the state’s bond issues. According to the
Treasurer’s Office, the expenses covered by this new policy arise
from the following kinds of activities:

*  Administering loans from the PMIA for the purpose of
carrying out a program or project that is to be financed by
eventually issuing bonds.

* Agsuring bond program compliance with federal laws
and regulations.

* Providing services related to arbitrage tracking and
special financial arrangements for bond sale proceeds.

¢ (Other general administrative costs in the Treasurer’s ex-
ecutive office that are related to management of the
state’s bond issues.

The amount of bond funds expended to reimburse the Treas-
urer and Controller for the overhead activities described above
totaled $747,000 in 1988-89, $2.2 million in 1989-90, $3 million in
1990-91, and is projected to total $3.5 million for 1991-92. In the
context of the Treasurer’s total costs related to bond fund pro-
grams (approximately $6 million in 1990-91), these reimburse-
ments represent a significant portion (50 percent) of the funding
for statewide bond-related overhead. Based on our discussions
with the Treasurer’s Office, it appears that the administration’s
policy since 1988 has been to fund all new or increased costs
related to the management of bond issues from bond funds, while
maintaining General Fund support for the remainder of the
state’s costs in this area.

POLICY ISSUES RAISED BY STATE
BOND FUND EXPENDITURE PRACTICES

Over the last 10 years, the state has both increased its overall
use of bond funds and, as described above, expanded the type of
expenditures made from bond fund monies. These changes are
responsible for the large increase in bond fund expenditures
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characterized as “state operations” over the last 10 years. These
types of expenditures have grown from only $8 million in 1980-
81 to an estimated $136 millionin 1990-91. Asnoted earlier, some
of this increase reflects the state’s overall increase in the use of
bond funds for capital projects generally. Some of the increase,
however, also reflects changes in state policy regarding the kinds
of support, administrative, and overhead costs the state chooses
to pay from bond funds.

The trends in bond fund usage we have described above lead
us to the conclusion that the Legislature should establish a
comprehensive policy to guide decision-makers in allocating the
proceeds of bond issues. Such a policy would help ensure the
allocation of bond funds in a manner which is consistent with the
objectives of the bond acts as well as the Legislature’s preferences
for the use of these funds.

What Principles Should Guide the Legislature?

In developing a policy to guide the allocation of bond fund
monies, the Legislature needs to consider the following three
basic issues.

* Are particular uses of bond funds consistent with the
provisions of the bond acts approved by the voters?

e Can particulai‘ uses of bond funds be considered to be
directly related to the acquisition of the capital asset for
which the bond issue was approved?

* What are the Legislature’s preferences for limiting the
extent to which bond funds may be used?

As these issues indicate, there are essentially three steps to
the development of an allocation policy for bond proceeds. The
first step is to determine whether or not a particular use of bond
funds should be precluded from further consideration because it
is not consistent with the provisions of the bond act. The second
step is to determine whether a particular use should be eligible
for further funding consideration because it either (1) involves
construction or (2) otherwise is related to the acquisition of
capital assets. The final step is for the Legislature to determine
which of the eligible uses should actually be funded from bond
proceeds, given its fiscal and other policy preferences. The
remainder of this section discusses these issues in greater detail.

Consistency With the Bond Acts

The State Constitution (Article XVI, Section 1) restricts the
use of bond funds to the specific objects of expenditure that are set
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out within the individual bond acts. Individual bond acts typi-
cally require or allow specific types of expenditures, and any
expenditures that fall within these specifications should be con-
sidered to be consistent with the bond acts. In some cases,
however, the state has made expenditures of bond funds for
activities which are not specifically mentioned in the bond acts.
In these cases, the administration has contended that the uses of
the bond funds are “reasonably subsumed within the activities
contemplated by the voters in approving the bond acts,” and thus
are consistent with the constitutional restrictions. However, two
recent Legislative Counsel opinions call this contention into
question.

In the first case, as described earlier, in last year’s budget the
Department of Corrections proposed to pay for a variety of
operating costs from the 1990 New Prison Construction Bond Act
(approved at the June 1990 election). That act states that “the
moneys in the fund shall be used for the acquisition, construction,
renovation, remodeling and deferred maintenance of state youth
and adult correctional facilities.” The act does not specifically
authorize the use of funds for the operation of correctional
facilities, however. According to a 1989 Legislative Counsel
opinion, while some moveable equipment may be legitimately
purchased with bond funds, consumable materials or supplies
(such as expenditures for laundry or electricity costs) do not fall
into the authorized categories (acquisition, construction, etc.).
On the basis of Legislative Counsel’s opinion, these types of
support costs would be precluded from bond act funding.

In the second case, a similar situation occurs with respect to
the use of bond funds to reimburse the Treasurer and Controller
for their costs in managing the state’s bond programs. The state’s
General Obligation Bond Law, which is incorporated by refer-
ence into the bond acts, provides that the bond proceeds may be
used to pay for the direct costs of bond issuance, such as printing
of the bonds and the fees for the bond underwriters and legal
counsel. From a capital budgeting perspective, these types of
costs are allocable to capital projects and on this basis a case could
be made to fund them from bonds. However, we have been
advised by the Legislative Counsel that the use of bond funds to
pay the state’s overhead costs related to bond programs violates
the provisions of the bond acts and the State Constitution. As a
result, this type of administrative expense also would be pre-
cluded from bond act funding, at least as far as the costs
associated with already enacted bond measures. The Legislature
could choose to include specific authorizations for these types of
expenses in future bond acts.
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Relation to the Acquisition of Capital Assets

The state has in past years issued both general obligation
bonds and revenue bonds funded by the General Fund as a means
of increasing its ability to acquire long-lived capital assets. If
these assets were to be acquired on a pay-as-you-go basis, the
state would face a significant problem in raising the large amount
of funds required for the needed capital facilities, given the level
of demands already placed on the state budget by ongoing
programs. - By spreading the cost of these facilities over longer
periods of time, bond issues allow the state to make currently
needed investments in infrastructure, such as schools and pris-
ons. The annual cost of servicing the debt issues is also easier to
accommodate within the budget context, and more closely matches
the “consumption” or usage of the benefits that these facilities
provide.

It is important to recognize, however, that the bonds are
merely a financing tool for acquiring long-lived capital assets. As
such, their use should be limited to.that purpose, and not
expanded to pay for activities that provide only short-term
benefits, are not project-specific, or are unrelated to the actual
acquisition of a capital facility. Limiting the use of bond funds for
these types of expenditures not only makes sense in its own right,
but also helps to ensure that the available bond monies will be
sufficient to achieve the intended purpose of the bond acts. Thus,
we would suggest that the Legislature consider, in determining
whether a particular type of expenditure is “eligible” for bond
financing, whether that expenditure is necessary to the acquisi-
tion of a specific capital asset.

Applying the Eligibility Criterion. Applying this crite-
rion requires a certain amount of judgment. This is because not
all types of expenditures fall neatly into a category of “appropri-
ate” or “not appropriate” for bond financing, resulting in there
being many “grey” areas. Keeping this in mind, the above
criterion generally suggests the following regarding whether
different types of expenditures should be considered as eligible
candidates for being funded through bonds:

* Direct capital costs of acquiring facilities. The
direct “brick and mortar” type costs of acquiring capital
facilities clearly are consistent with the above criterion.

* Acquisition-related departmental support costs. As
noted earlier, the state has traditionally funded the
project-specific departmental support costs associated
with acquisition of capital projects from bond funds.
Because these costs are necessary to acquire the specific
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capital facilities, they also appear to be consistent with
the eligibility criterion discussed above.

®  Other types of departmental support costs. Other
program support costs, including those relating to capital
facilities such as operations and standard maintenance
costs at existing prison facilities, would not be eligible
under the above criterion. ~Although it is true that
maintenance activities can help to extend the useful lives
of capital facilities, most are an ongoing basic cost asso-
ciated with the operation of these facilities. As such, they
should be financed from current revenues unless they
involve substantial capital expenses and extend a facil-
ity’s useful life significantly beyond what it normally
would be. ‘

* Bond program administrative costs and interim fi-
nancing. It is our view that these costs should be con-
sidered eligible for bond financing because they are
necessary to acquire the capital projects. For example,
the review of plans for county jails helps to ensure that
certain standards of quality are achieved for specific jail
facilities, so that the facilities provide the long-term
benefits contemplated by the voters in approving the
bond acts. Likewise, the costs of interim financing are
directly related to the construction phase of a capital
project, although they may only be needed in limited
situations from now on due to the recent federal law
changes discussed earlier.

¢ Statewide bond overhead costs. Expenses incurred by
the Treasurer and Controller for managing bonds that
are clearly allocable to specific projects would qualify
under this criterion. An example is the cost of writing
checks to investors to pay interest on or redeem the bonds
used to finance a facility. In contrast, an argument can
be made that expenses for the ongoing day-to-day respon-
sibilities inherent to these offices—such as for basic
staffing, keeping abreast of financial market develop-
ments, maintaining contacts with financial market rep-
resentatives, and preparing required government re-
ports—would not be eligible.

Legislative Preferences for Bond Fund Usage

The final step in the development of a bond fund allocation
policy is the determination of the Legislature’s fiscal and other
policy preferences for the use of bond funds. In other words, even
if a proposed expenditure meets the first two conditions in that it
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is consistent with the bond act and related to the acquisition of a
capital asset, the Legislature may decide not to use bond funds for
other reasons. Some of these reasons may include:

* Minimizing long-term General Fund cost impacts.
By limiting the extent to which bond funds are used to
finance all eligible costs of a capital project, the Legisla-
ture can reduce the cost impact of specific projects on
future state budgets. For example, the practice of paying
the interest on interim financing loans from bond funds
results in higher costs to the state in the long run. This
is because the General Fund is responsible for ultimately
paying off the bonds and thus ends up paying “interest on
interest.” :

® Stretching available bond fund resources. A great
deal of discussion has occurred concerning the possibility
that increased reliance on bond financing will result in
the state becoming “over-bonded” at some point in the
future. Our analysis suggests that the state presently is
in no danger of this occurring. However, if the state were
to adopt policies limiting the amount of bond issues
submitted to the voters during each election year, this
could exacerbate the competition which already exists
among potential bond authorizations for placement on
the ballot. Under these circumstances, limiting the use
of bond funds to those types of expenditures most directly
needed to acquire capital assets could allow a greater
number of projects to be undertaken.

In both of these cases, there is a short-term/long-term trade-
off to be considered. That is, eligible project costs not funded by
bond proceeds will have to be funded from current revenues,
thereby reducing the amount of current revenues available to
fund other state programs. On the other hand, by not funding
such costs from bond proceeds, the Legislature avoids debt
service costs, thereby freeing up future General Fund revenues
for future state expenditure needs and/or allowing the available
bond resources to permit acquisition of a greater number of
capital facilities. Thus, while we have no basic disagreement over
the need to incur the types of expenditures we have discussed in
the first section of this analysis, we believe that the Legislature
should consider whether the use of bond funds to pay for them is
consistent with its fiscal policy and other objectives.

Given the above, we recommend that the Legislature
enact legislation to clearly identify the types of expendi-
tures that it does and does not want to pay for with bond
proceeds. As noted earlier, at a minimum, legislation is needed
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to authorize or specifically prohibit the charging of statewide
bond overhead costs to bond funds, because the existing practice
violates state law and the State Constitution. In addition, the
Legislature should determine whether it wishes to limit the
extent to which bond proceeds may be used for departmental
support, bond program administration, and interim financing,
and specify the criteria upon which these determinations shall be
made.

OVERSIGHT OF BOND FUND EXPENDITURES

The state’s bond activity has grown and become more com-
plex in recent years. However, there has been no concurrent
improvement in the systems necessary for adequately tracking
and monitoring bond fund expenditures. The Legislature has
access to information about bond fund expenditures, largely
through the bond fund condition statements presented annually
in the Governor’s Budget. Yet, despite the growth and increased
complexity of the state’s bond activities, the fund condition
information that the Legislature currently receives is little
-different from the information it received 10 years ago.

In this context, the bond fund condition information pre-
sented is deficient in two ways. First, the information presented
is often misleading, because it does not consistently account for
all of the charges against a particular bond fund. For example,
the fund condition statements in many cases fail to reflect
charges for PMIA loan interest and statewide bond-related over-
head expenses. Second, in some cases, the Governor’s Budget
presents no fund condition information at all. Thus, the Legisla-
ture does not now have a complete picture as to the availability
of bond funds when it is considering how these funds should be
allocated for various projects, and the amount of additional bond
funds that should be placed before the voters for their approval.

This lack of information regarding the availability of bond
monies can have serious financial consequences. For example,
the 1986 Community Parklands Act authorized the sale of $100
million in bonds to fund population-based grants for local parks
and recreation projects. The act provided for allocation of the
entire $100 million to local agencies (with a provision for the
payment of a small amount of departmental administrative costs
from the bonds). Pursuant to Chapter 984 (as described above),
however, that bond fund must also pay the interest on the interim
financing it receives from the PMIA. Since the information as to
the amount of interest costs that would eventually have to be paid
from the bond proceeds was not made available to it, the Legisla-
ture made commitments of the bond funds that exceed the
amount of money that will eventually be available. Thus, without
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an outside source of funds, the department will have to reduce the
amounts of individual local assistance grants that already have
been awarded and allocated to local agencies in order to pay the
PMIA interest costs.

The 1991-92 Governor’s Budget does a better job than previ-
ous budgets of accounting for bond fund expenditures. Itincludes
information as to the amount of interim financing charges that
will be assessed against most of the affected state bond funds,
and, in some cases, has also identified the bond program admin-
istrative costs. It still does not, however, identify charges for
statewide bond program overhead costs or provide fund condition
statements for all state bond funds.

Thus, while the state’s bond activity has expanded and grown
more complex, the systems needed to track bond fund expendi-
tures have not been adequately improved to meet the increased
need for oversight. As the above examples demonstrate, greater
legislative and administrative oversight is needed to ensure that
the state’s bond programs are managed effectively.

Toward this end, we recommend the enactment of legis-
lation requiring the inclusion in the Governor’s Budget of
fund condition statements for all state bond funds, and the
inclusionin such statements of all charges that will reduce
the amount of such funds available for appropriation by
the Legislature.

CONCLUSION

In conclusion, we recommend that the Legislature consider
the issues raised above in making future decisions on what bond
fund allocations are desirable and appropriate. Specifically, we
recommend that the Legislature enact legislation specifying a
policy to guide it in allocating bond funds. This will help to ensure
that proposed allocations are consistent with the provisions of the
bond acts, that they are necessary for the acquisition of capital
assets, and that they are consistent with the Legislature’s fiscal
policies and other objectives. This legislation also should impose
new requirements for the reporting of all bond fund expenditures
in the Governor’s Budget.
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School Restructuring in California

What Is “School Restructuring,” and How Can It
Potentially Improve Educational Quality?
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In 1983, the report of the National Commission on Excellence
in Education, A Nation At Risk, warned that declining standards
in many of the nation’s public schools were jeopardizing the
country’s ability to remain economically competitive. Partly in
response to this report, and also due to other factors, many states,
including California, adopted a variety of measures aimed at
improving the quality of K-12 education. One of the most recent
of such measures, Chapter 1556, Statutes of 1990 (SB 1274,
Hart), appropriated $6.8 million to begin establishing up to an
estimated 350 “restructured schools.”

Exactly what is school restructuring? Generally speaking,
school restructuring involves decentralization of authority and
increased collaboration at the local level, in conjunction with
enhanced accountability. In this analysis, we examine the
concept of school restructuring. Specifically, we (1) discuss
current deficiencies in the performance of the state’s school
system, (2) explain the various components of school restruc-
turing and how these components could potentially improve
educational quality, (3) summarize the research on the effective-
ness of this approach, and (4) discuss what the state’s future role
might be involving restructuring. The purpose of this piece is
primarily to describe the concepts associated with restructuring,
as opposed to making judgments about their efficacy or specific
recommendations about their implementation.

Our analysis of school restructuring is based on an extensive
review of the literature, interviews with experts in the field, and
direct observation of various schools undergoing the restructur-
ing process.

PROBLEMS WITH CURRENT
LEVELS OF ACADEMIC ACHIEVEMENT

In this section, we discuss deficiencies in levels of academic
achievement by pupils in the state’s school system. Although
educational achievement may not be the only goal of the educa-
tional system, it is generally regarded as the most important, and
so any evaluation of the current system should primarily be based
on this factor.

Concerns About Different Skills

California employers, who observe first hand the proficiency
levels of high school graduates when hiring for entry-level jobs,
report widespread dissatisfaction with the skills possessed by
most graduates.

Basic Skills. First, there is continuing concern among
employers regarding such basic skills as reading, writing, and
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arithmetic. For instance, a recent survey of businesses that was
sponsored by the California Business Roundtable found that (1)
only an estimated 46 percent of individuals applying for jobs in
California demonstrated satisfactory basic skills on written
examinations and (2) 59 percent of the businesses surveyed
either currently provide or plan to provide remedial instruction
in these skills.

Problem-Solving Skills. Second, there is growing concern
with the ability of high school graduates to solve complex prob-
lems. According to some reports, the U.S. ranks near the bottom
among industrialized nations on most international tests of math
and science ability. By contrast, Japanese, Canadian, English,
and Finnish high school graduates score more than four grade-
level equivalents ahead of Americans. In addition, the Business
Roundtable survey indicates that, in a number of firms, job
applicants often do not have the necessary skills to advance in the
organization or learn new, complex techniques. Employers view
problem-solving skills as especially important because they are
increasingly calling upon workers to implement and “debug” new
methods of production and service delivery.

Teamwork and Communication Skills. Finally, several
reports document that a growing number of companies are
demanding workers with skills in teamwork and communication,
and, specifically, an ability to use these skills in order to solve
problems as part of a group. Many of these companies have
“restructured” in order to become more competitive—specifically,
by reducing the size and responsibility of middle management
and delegating more responsibility to front-line workers. Whereas
previously a worker might have had a very narrowly defined role
(such as operating a machine), restructured firms often require
employees to work with customers, suppliers, and other cowork-
ers in order to customize production, maintain and repair equip-
ment, and find ways to improve production processes. Thus,
competency in teamwork and communication is becoming in-
creasingly important for all workers, but teaching such skills has
not typically been a large part of the curriculum of most schools.

Has the School Reform Movement Helped?

Since the early 1980s, many states—including California—
have attempted to improve academic achievement by imposing
state requirements on schools (such as increased graduation
requirements) or providing schools with financial incentives to
operate in a particular way (such as lengthening the school day
and year). As such, many of these reforms have reflected a “top-
down” approach to school reform (in contrast to the more “bottom-
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up” approach in school restructuring, which we will discuss in the
next section).

To what extent have these initial reform efforts worked, as
measured by improvements in student test scores over time? Our
review indicates that, on tests administered to a national sample
of students, there has been some modest improvement in basic
skills but no improvement in problem-solving abilities over the
last eight years. -

In California, statewide test scores have been generated
through the California Assessment Program (CAP)—which
measures both basic skills and some problem-solving abilities.
Trends in CAP scores for the last eight years for which data are
available are shown in Figure 1. The figure shows that the scores
have increased, depending on the grade level in question, by from
3 percent to 5 percent in reading, by about 4 percent in writing,
and from 4 percent to 9 percent in mathematics.

Figure 1

Trends in Average Test Scores
California Assessment Program

1982-83 and 1989-90

Grade 3 Reading 263 275 12 4.6%
Writing 266 277 11 4.1
Mathematics 267 283 16 6.0
Grade 6 Reading 253 261 8 32
Writing 259 268 9 35
Mathematics 260 270 10 38
Grade 8 Reading 2508 257 7 28
Writing 2502 25g° 9 36
Mathematics 2502 271 21 84
Grade 12° Reading 242 248¢ 6 25
Mathematics 236 2564 20 85
2 Scores are for 1983-84, as this was the first year that eighth-graders were tested.
Score has been adjusted to reflect change in writing exam in 1986-87. Figure is based
on 1988-89 data (which is the latest year available).
¢ Wiriting tests were not administered to twelfth-graders until 1988-89.
Figure is based on 1988-89 data (which is the latest year available).
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These figures suggest that the reform movement has had
some effect on student achievement in California. In fact, the
scores may understate actual improvement achieved. This is
because California has experienced rapid growth in children
from groups that currently have the lowest test scores. These
include an increasing number of children living in poverty—
including children of single mothers—and a growing number of
limited-English-proficient students from a wide array of ethnic
groups. These demographic changes have tended to partially
“mask” the true effects of school reform on test scores.

Nevertheless, concerns about the reform movement remain.
First, the amount of improvement that California has achieved to
date has been limited. Specifically, the amount of improvement
is equivalent to only about one-half to one year of learning in
mathematics (depending on the grade level examined) and about
one-quarter year in reading. As noted previously, school gradu-
ates in many other countries score the equivalent of as much as
four grade levels ahead of the United States in some areas.

Second, it is unclear whether the reforms to date will be
adequate to deal with the demands placed on the state’s school
system by the aforementioned demographic changes.

Limitations of Previous Reform Efforts

Why have the reform efforts that California and other states
initiated in the early 1980s had only limited success in improving
academic achievement?

As mentioned previously, many of these reforms reflected a
“top-down” approach to school reform, where the state imposes
certain requirements on schools (or provides them with financial
incentives to operate in a particular way). Proponents of restruc-
turing argue that a “top-down” approach does not necessarily
result in the effective delivery of the curriculum. For instance,
requiring that a student take two years of mathematics before
graduating does not necessarily address the effectiveness of those
courses—such as whether the content of the courses is both
sufficiently rigorous and contains instruction in thinking skills.

Although the State Department of Education (SDE) has
attempted to improve the quality of instruction by upgrading its
“curriculum frameworks,” which provide general suggestions on
both what schools should teach and how, it is too early to tell
whether this move, by itself, will solve these problems.

As an alternative to a “top-down” strategy towards school
reform, some analysts have proposed that states adopt more
extensive “bottom-up” strategies. California has, in fact, previ-
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ously implemented several such programs, such as the School Im-
provement Program (SIP), which provides schools with funds to
plan and implement improvement efforts. These types of pro-
grams, however, have not been uniformly used to improve
teaching methods or curriculum, and have been criticized for
often not resulting in fundamental institutional change, espe-
cially at the high school level.

SCHOOL RESTRUCTURING PROPOSED
AS AN ALTERNATE APPROACH

Given the above, there is increased interest for states to
promote a broad, “bottom-up” strategy, known as “school restruc-
turing.” This is a strategy which is intended to create extensive
change in the nature of schools.

The concept of school restructuring is modeled, in part, on the
restructuring efforts in private industry. This is not to suggest
that operating schools is necessarily identical to running a
factory or a bank, but only that there are some general principles
underlying the operation of any effective organization.

The essence of restructuring is the decentralization of power,
decisionmaking, and resources in an organization, so that front-
line “workers” (students and teachers, in the case of schools) have
(1) more input into how the organization functions and (2) a
greater flexibility to collaborate with one another and with
groups outside the organization, in order to achieve the organi-
zation’s goals. The underlying assumptions are that decentrali-
zation and collaboration will unleash the creativity and expertise
of such “workers” in finding the best ways of achieving the
organization’s goals, and will increase workers’ commitment to
these goals.

Restructuring also involves, however, combining decentrali-
zation with greater amounts of accountability, where accounta-
bility is defined as a mechanism for ensuring that the organiza-
tion’s goals are being met. Thus, when the National Governors’
Association called in 1987 for a restructuring of states’ educa-
tional systems, it described the process as “a good old-fashioned
horse trade,” where states would exercise less control over
schools in return for stronger accountability.

Although many separate parties have called for school re-
structuring, in practice the term “restructuring” has become used
by various groups to advance different visions of reform. For
instance, some versions of “restructuring” focus on changing the
organization and delivery of instruction (for instance, by encour-
aging students to discover, rather than simply acquire, knowl-
edge); others focus on reforming how schools are governed (for
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instance, by involving teachers more in decisionmaking); and
still others focus more on altering existing systems of account-
ability (for instance, by allowing parents and students to choose
—based on their personal interests and goals—which school they
would like to attend).

These various versions of restructuring, however, are not
necessarily mutually exclusive; a school or school district could
adopt all or some combination of them. The focus of these various
proposals differs, however, because each is attempting to change
a different aspect of the existing educational system. For this
reason, it may be helpful to think of the concept of restructuring
as having different components, all of which support reform of the
system. We now turn to describing these various components in
more detail.

THE COMPONENTS OF SCHOOL RESTRUCTURING

Figure 2 summarizes the various major components of school
restructuring. It shows that the components address two central
themes—(1) decentralization and collaboration and (2) accounta-
bility. Each of these themes is discussed in more detail below.

Components Related to Increased
Decentralization and Collaboration

As discussed above, school restructuring entails decentraliz-
ing power and resources, and, as part of this decentralization,
allowing individuals greater freedom to collaborate with one
another. Educators may move power and resources down to
various levels within school systems: (1) from the level of the
district to that of the school, (2) from the school to that of the
teacher, or (3) from the teacher to that of the student. We begin
our discussion of school restructuring by considering what is
involved at the most immediate level—the relationship between
teacher and student. We then consider how restructuring would
work at other levels within schools. '

Curriculum and Instruction. In many cases, school

- curricula emphasize the memorization of factual knowledge over

the development of creative and critical thinking. In such cases,

students assume a passive role, in which teachers lecture to
students or require them to memorize facts from a textbook.

Those who advocate a “restructuring” of curriculum and
instructional methods argue that not only does this approach
neglect the development of thinking skills, but that it also tends
to bore students. As a result, they may acquire only a superficial
understanding of the material’s content.
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Figure 2

Components of School Restructuring

Curriculum and Instruction
School Organization
School Governance
State/District Roles

Community Outreach

Statewide Testing

School-Community Site Councils
School Choice

Teacher-Related Accountability

Proponents of restructuring advocate the use of more “active
learning,” which requires students to use the knowledge that
they have acquired to solve problems or, to some degree, to
discover knowledge themselves. Use of more active learning does
not necessarily mean that teachers abandon lecturing, but only
that they supplement such approaches more often with student
activities, such as science experiments, written essays, or group
projects. In addition to active learning approaches to problem
solving, teachers can specifically use group projects to reinforce
teamwork and group communication skills.

The restructuring of curriculum and instructional methods
thus reflects the principles of decentralization and collaboration
because students (1) take a more active part in exploring ideas
and solving problems and (2) are encouraged to collaborate with
one another in this process.
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Specific strategies that teachers may use in an active learn-
ing approach include: (1) interdisciplinary projects, (2) centering
the curriculum around themes, and (3) focusing the curriculum
on fewer topics that can be explored in greater depth.

School Organization. Some restructuring advocates ar-
gue that, in order to better enable teachers to deliver a rigorous
curriculum based on active learning, educators must change the
way schools are organized. Specifically, supporters of restructur- -
ing contend that educators must put in place organizational
structures that (1) encourage teachers to experiment and (2)
allow teachers to share ideas and insights on useful strategies.

One suggested way to promote such collaboration is to imple-
ment teacher mentoring programs. In this type of program,
schools designate certain experienced teachers with exemplary
skills as mentors, and encourage them to assist other teachers,
particularly new teachers. While many states, including Califor-
nia, have previously implemented such programs, restructuring
advocates argue that states need to strengthen and expand these
programs, such as by linking the mentor role to a well developed
career ladder.

Another way that schools—specifically secondary schools—
can create organizational structures that foster experimentation
and collaboration is to employ teacher teams and block schedules.
Under this system, the school divides its faculty into interdisci-
plinary teams, with each team consisting of from two to six
teachers. The school then assigns a particular group of students
to one team for a block of time, ranging from two to six hours.
During this period, the faculty team is allowed to vary the length
of time that it devotes to particular subjects (such as science or
English). Schools may also provide these teams with autonomy
over the design of curriculum, as well as the type of instructional
materials that shall be used. The approach therefore illustrates
the dual themes of decentralization and collaboration.

School Governance. School governance relates to how
decisions regarding school policies and procedures are made. In
many schools, decisions are often made “from above” by either
federal or state mandate or district central office administrators.
Teachers are often not involved in the decisionmaking process,
except perhaps for issues raised during collective bargaining, and
school site administrators may only have control over a limited
number of decisions. As a result, school staff often lack the
flexibility to undertake many types of innovations. (For instance,
state credentialing laws might prevent a science instructor from
teaching calculus in the context of physics, or district regulations
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might prevent a social studies instructor from using literature—
rather than textbooks—to teach history.)

Generally, the restructuring of school governance systems
involves the decentralization of decisionmaking. The literature
on restructuring discusses two types of innovations in this
regard: (1) shared decisionmaking, which relates to how deci-
sions are made, and (2) school-based management, which relates
to the level at which they are made.

* Shared decisionmaking. In shared decisionmaking,
decisions are made with the formal input of teachers and,
in some instances, parents and community members.
Schools may make decisions by a vote of either the
school’s entire faculty or a representative “site council.”
At the district level, shared decisionmaking may also
operate by involving teacher representatives in the deci-
sionmaking process.

* School-based management. In school-based manage-
ment, some decisions formerly made by the state or
district are “moved down” to the school level. Although
the exact scope of school-based management plans vary,
in a comprehensive plan, schools (rather than districts)
would be responsible for designing the curriculum, choos-
ing textbooks, budgeting funds, and hiring staff.

Currently, schools in both Chicago and Los Angeles are
conducting major efforts in both shared decisionmaking and
school-based management.

State/District Roles. ldeally, restructuring requires col-
laboration not only among teachers but also between schools and
higher-level administrators (at both the state and district levels).
It is often maintained that the process of educational restructur-
ing requires high-level administrators to act less as regulators of
schools and more as “coaches” who assist school personnel--
through providing information and advice--in solving problems
related to school improvement. While in a restructured school
system site personnel would have the primary role in generating
ideas and solving problems, higher-level administrators would
support them in these tasks.

Community Outreach. Just as restructured schools may
develop the flexibility to establish new, collaborative roles within
a school and with high-level administrators, they also can estab-
lish collaborative partnerships with groups and organizations in
the community, such as universities, businesses, or health and
social service agencies. For instance, a school might actively
attempt to train parents on how they can best encourage learn-
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ing, or might agree to serve as a “research lab” for professors and
students from a local university. Schools could use partnerships
with local businesses as a way of enriching an “active learning”
curriculum through the development of job internships for stu-
dents.

Finally, schools could form partnerships with health and
social service agencies in order to coordinate the delivery of
noneducational services through the schools, so that noneduca-
tional problems, such as substance abuse or mental illness, would
be less likely to interfere with student learning.

Two national projects—the League of Schools Reaching Out
and the Accelerated Schools Project—have combined the use of
social and health services with other components of restructur-
ing.

Forms of Accountability in School Restructuring

As noted previously, school accountability involves setting
goals and establishing some mechanism to ensure that schools
meet these goals. Various forms of accountability differ with
respect to who is responsible for setting the goals and monitoring
school performance. Goals, for instance, can be established and
monitored either from “above” (by the state) or, alternatively,
from “below” (by students and parents). Top-down accountability
is not necessarily inconsistent with the spirit of restructuring, if
schools are given considerable authority in implementing gen-
eral goals. There are, however, different forms of restructuring,
depending on the exact nature of the accountability system
adopted.

Below we discuss four different forms of accountability that
are frequently discussed in the literature on restructuring: (1)
statewide testing, (2) school-community site councils, (3) school
choice, and (4) teacher-related accountability. Figure 3 summa-
rizes these various forms.

Statewide Testing. The use of formal statewide testing as
a means of accountability assumes that some basic goals are set
and measured by the state. State and local officials, as well as
school personnel, may then evaluate the performance of individ-
ual schools or school districts based on the results of these tests.
To the extent that school personnel feel that these test scores are
important and reliable, they will pay attention to them and
attempt to improve their performance where necessary.

With some exceptions, most of the tests that states use are
standardized multiple choice exams that measure discrete skills,
such as the ability to add numbers. Because schools tend to gear
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Figure 3

School Restructuring:
Forms of Accountability

Statewide Testing
» Performance Testing
* End-of-Course Exams
- » Rewards and Sanctions

School-Community Site Councils

: School Choice

Teacher-Related Accountability
+ Merit Pay
+ Evaluations of Teacher Teams

their curricula to what the state will assess, such narrow tests can
lead to a narrow curriculum that focuses solely on a few basic
skills at the expense of critical and creative thinking. Some
testing agencies (most notably the California State Department
of Education) have developed multiple choice tests that measure
some thinking skills by including more difficult problems. However,
the SDE generally acknowledges that such tests cannot measure
the full range of thinking and related “higher-order” skills, such
as creativity, writing, teamwork or oral communication.

For this reason, many have called for “restructured” assess-
ment systems that contain an increased number of performance
tests. In a performance test, a student must perform an activity,
such as writing an essay or giving a speech. Performance tests
are thus useful not only for measuring a range of educational
skills that cannot be measured by traditional tests, but also for
generating products that schools may show to policymakers and
the general public.

Other types of assessment reforms that are often discussed in
the context of restructuring include: (1) the use of state-devel-
oped and -mandated final exams and (2) the provision of rewards
(such as teacher bonuses or merit grants to schools) and sanctions
(such as negative school publicity) based on assessment results.
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School-Community Site Councils. Some schools that
restructure their governance system by establishing site councils
for shared decisionmaking have also chosen a restructured form
of accountability. This form of accountability provides that (1) a
majority of the individuals on the site council are parents and
community members and (2) the site council is authorized to hire
and fire the school principal. The school principal (and staff) are
then accountable to the members of the site council in addition to
the district superintendent and school board; as such, the site
council may terminate the school principal if it becomes unhappy
with the school’s performance.

School Choice. School choice is a model of accountability in
which districts allow parents and students to choose which school
the student shall attend. This type of accountability is based on
the goals of individual students and parents and, if a school fails
to meet these goals, the student is free to transfer elsewhere.
Proponents assert that, under a choice model, schools that fail to
meet the goals of a large number of their students would experi-
ence declines in enrollment and be forced to improve.

There are three basic types of choice plans:

* Intradistrict choice. This type of choice plan is con-
fined to schools within one district. One of the best
examples of this approach is the choice plan for middle
grade students in New York School District No. 4 in East
Harlem, where students can choose to attend any one of
24 specialized schools. Many of these schools were
formed by small, autonomous groups of teachers over a
15-year period.

s Interdistrict choice. In this type of choice plan, stu-
dents may attend public schools in other districts. The
state of Minnesota is currently implementing such a
plan.

e  Public/private choice. In this system, students may
attend both public and private schools. The City of
Milwaukee, Wisconsin is attempting to implement a
limited version of such a system.

Advocates of school choice disagree on the best type of plan.
Some advocates endorse state-mandated intradistrict choice, but
not the other forms of choice, on such grounds as (1) interdistrict
choice could be too financially disruptive and could thus under-
mine district attempts to assist schools in restructuring and (2)
public/private choice could possibly result in public support for
schools that teach certain religious and political viewpoints.
Others argue that only a system that allows students to attend




276/ Part IV: Major Issues Facing the Legislature

private schools would create a sufficiently strong incentive to
induce the majority of public school districts to improve.

Teacher-Related Accountability. The fourth form of
accountability that is often discussed is that directed at evaluat-
ing individual teachers or groups of teachers, rather than schools.
When only schools are evaluated, an individual teacher can
dismiss the cause of poor performance as the fault of administra-
tors or other teachers, and may be reluctant to examine and
improve his or her own skills and behaviors unless forced to do so
by the school principal. Thus, while the other forms of accounta-
bility might result in some change among teachers, some argue
that a teacher-related accountability system would resuit in
much greater change.

Two major forms of teacher-related accountability that have
been suggested are (1) merit pay systems based on teacher
performance and (2) in cases where restructuring has led to
“teacher teams,” the evaluation of the entire team (as opposed to
individual teachers).

THE STATUS OF SCHOOL RESTRUCTURING

In this section, we summarize the extent to which schools are
engaging in restructuring, and what is known about the effec-
tiveness of this approach.

To What Extent Is Restructuring Occurring?

Based on our review of the literature on restructuring, it
appears that some forms of restructuring are fairly widespread.
The literature that we reviewed cited over 60 major restructuring
projects across the nation that have been implemented by (1)
schools in collaboration with state governments, universities,
and associations, or (2) large urban school districts, including
those in Los Angeles, San Diego, Richmond (California), Chicago,
and Rochester. In addition, the SDE has made a concerted
attempt over the last several years to restructure curriculum and
instructional methods by upgrading its model curriculum frame-
works. Moreover, many middle grade schools in California have
adopted faculty teams following publication of SDE’s report in
1987, Caught in the Middle.

Many of these efforts, however, appear focused on only one or
two components of restructuring, such as school organization,
school-based management, or choice. With a couple of exceptions
(such as the efforts in Harlem), we found few, well documented
cases of more comprehensive restructuring efforts. While there
are several efforts that are designed to produce extensive change
in the curriculum, organization, and governance mechanisms of
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specific schools, these efforts do not attempt to develop and test
broad-based systems of accountability that extend beyond an
individual school, such as restructured statewide testing or
school choice.

Is Restructuring an Effective Strategy?

Although there is little experience with large-scale, compre-
hensive restructuring efforts, there is research on the effective-
ness of the individual components of restructuring. Figure 4
summarizes the major findings of this research, while Figure 5
lists some of the potential pitfalls. '

We draw several conclusions from this information.

First, although there is sufficient preliminary evidence to
suggest that certain aspects of restructuring are promising
strategies that the state should explore further, additional re-
search is needed on most of the components of school restructur-
ing in order to conclusively judge the effectiveness of this ap-
proach.

Second, the research indicates a number of things that can
potentially go wrong when restructuring approaches are imple-
mented, as detailed in Figure 5. In general, restructuring does
place added demands on teachers, and they must be provided
with sufficient release time and training in order to meet these
demands.

Third, there is fairly conclusive evidence that some active
learning approaches in the area of curriculum and instruction—
such as peer tutoring or the use of group projects—can make a
difference in levels of student achievement, if implemented
properly. There is also some evidence that the delivery of a
challenging curriculum that requires pupils to engage in creative
thinking and problem-solving also results in significantly higher
levels of student achievement (although researchers disagree as
to the exact extent). This finding suggests, although it does not
prove, that for the other components of restructuring to have
much effect on levels of student achievement, schools must link
them to the effective delivery of a challenging curriculum that is
centered on active learning. For this reason, some researchers
have faulted a number of previous attempts to implement school-

~ based management and shared decisionmaking plans because
participants in these reforms failed to address issues of curricu-
lum and instruction. Rather, participants more frequently
addressed issues such as changing discipline policies or develop-
ing parent newsletters. Thus, failure to address curriculum
issues may constitute another major pitfall of restructuring.
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Figure 4

Summary of Research on School Restructuring:
Findings - ‘

- Curriculum and Instruction

Large body of research documents:
 Active learning improves attention, memory, and understanding.
+ Group projects can result in improved academic achievement.

+ Enrollment in “harder” classes that require more thinking results
in higher achievement, even when student ability is held
constant.

‘Organizatiohal.Changes

No comprehensive studies. Evidence from 20 German schools
using teacher teams found:

+ 1% dropped out (compared to 14% nationally).
+ 60% qualified for college (compared to 27% nationally).

Governance Changes '

Research findings are mixed:

+ Several major studies show that high levels of achievement are
associated with high levels of (1) school autonomy, (2) staff
involvement, (3) a clear focus and sense of mission, and (4)
strong principal leadership.

+ Other studies show that school-based management councils
often shy away from curriculum and budget issues.

Restructured State and District Roles

No formal research exists:

« Several efforts are in progress. The most prominent are
occurring in San Diego (district level coaching) and Kentucky,
Virginia, and New Mexico (state level coaching).
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Figure 4—conTD

Community Outreach

Evidence very preliminary:

» Test scores in one school in the League of Schools Reaching
Out project increased from 3 percent to 10 percent annually for
four years. No data are available on other participating schools.

Performance Testing

Evidence very limited:
» Use of writing assignments across all curriculum areas increased
following implementation of California Assessment Program
writing assessment.

« Few systematic studies of performance assessment in other

areas.
School-Community Site Councils .

Research findings discouraging:

+ Some studies show that councils often shy away from curriculum
and budget issues.

A moderate body of research exists:

» There are some documented successes. For instance, from
1974 to 1988, district reading scores in Harlem (District No. 4)
increased from last place in New York City to about average.

» One major pilot project, conducted in Alum Rock, California, in
the mid-1970s, did not result in significantly improved student
achievement.

Teacher-Related Accountability

Research very limited:

» No studies available that evaluate relationship to student
achievement. One study found that merit pay/career ladders in
Texas resulted in decreased cooperation between teachers who
were competing for promotions. :
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Figure 5

Summary of Research on School Restructuring:
Potential Pitfalls

Curriculum and Instruction

» Teachers may fail to pinpoint what students should learn.

+ Teachers may fail to use activities that engage students and keep
them busy.

« Teachers may fail to monitor and manage multiple groups of
students working on different projects.

« Teachers may fail to develop group facilitation skills among
students.

+ Teachers may be unwilling to learn--through both training and trial
and error--how best to implement instructional innovations (such as
peer tutoring).

Organizational Changes

» Schools may fail to combine block scheduies with an engaging
curriculum or with useful instructional methods.

+ Innovations may not last if there is a lack of support for block
schedules or career ladders from unions or teachers given new
responsibilities.

Governance Changes

+ Resources may be diverted from instructional issues to administra-
tive matters (especially if teachers spend large amounts of time out
of the classroom or if site councils fail to examine the curriculum).

» Teachers may lack time for meetings.
» Meetings may be conducted ineffectually.

+ Site councils may fail to solve school problems due to insufficient
authority, resources, ideas, or management expertise.

Restructured State and District Roles

» Administrators may lack expertise in solving particular problems, or
be unable to draw individuals with various types of expertise
together for this purpose.

+ Providing assistance can sometimes be time-consuming and make
administrators spread resources “too thin.”
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Figure 5—conTp

Community Outreach }
- Direct parent involvement can, in some instances, result in placing
unreasonable demands and burdens on schools.

. Referrihg individuals to social service agencies may be time-
consuming.

Performance Testing

» Costs may be high if many stddents are tested.
» Tests may be unreliable if not properly developed.

+ Insufficient incentives may exist for schools to place importance on
test results.

» Parents and community members may lack sufficient knowledge of
educational procedures and programs to-participate meaningfully.

» Parents and community members may, in some instances, place
unreasonable demands on schools.

« Unless students and parents are provided with sufficient infor-
mation on available options and adequate transportation, some
students may not be able to exercise meaningful “choice.”

» Students in some instances select a particular school for
“noneducational” reasons.

 The supply of “quality” schools may not expand (either because of
a lack of excess capacity in existing schools or because there is no
mechanism to allow for the formation of new schools). In this
situation, enroliment levels in poor-quality schools would probably
not decline.

» Low-quality schools that begin losing significant numbers of
students as a result of “choice” may not be able to improve unless
districts provide the necessary conditions for restructuring (such as
school autonomy or adequate teacher training).

Teacher-Related Accountability '

* Merit pay may reduce collegiality among teachers.

+ Teacher evaluations (for merit pay) may be perceived as
unreliable.
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Finally, the evidence suggests (but again does not prove)
that schools which base restructuring on “strategic planning”
may have more success than those which base it on piecemeal
reform. In strategic planning, the staff members in a school form
a vision of what they wish to achieve—including the knowledge
and skills that graduating pupils should possess—and then
design strategies to achieve these goals. Many of these strategies
could involve other aspects of restructuring, and so will tend to be
more comprehensive than simply implementing a single innova-
tion such as shared decisionmaking. Research on both effective
school restructuring and restructuring efforts in industry sug-
gest that, for strategic planning to be effective, organizations
must support change efforts with strong leadership, a consensus
among staff on the need for change, and the ability of staffto solve
problems and implement innovations in a collaborative fashion.

The Legislature Has Provided for Additional Research

Because most of the research on restructuring is not conclu-
sive, the Legislature initiated the school restructuring demon-
stration projects pursuant to SB 1274. These projects, which will
be operated in individual schools, might include such things as
team teaching, extensive use of peer tutoring, or the formation of
community-school partnerships. According to the legislation, the
purpose of these demonstration projects is to determine whether
restructuring is a cost-effective strategy and, if so, under what
circumstances. By contrast, the purpose of these programs is not
necessarily to find one specific model of restructuring to mandate
in all districts in the state. Thisisbecause aninnovation that may
work well in one school may not work in another. This argument
is consistent with the view that, rather than mandating specific
statewide practices, states should encourage schools to choose
which innovations to adopt and how to tailor them to their needs.
Establishing demonstration projects can further this goal by
identifying and showcasing a variety of general approaches that
schools might find useful.

OTHER POTENTIAL ROLES FOR THE STATE

While the demonstration programs established by SB 1274
will generate important information, some significant questions
regarding restructuring are likely to remain partially unan-
swered. In particular, the demonstration programs—which,
again, are focused on individual schools—may not tell the Legisla-
ture how restructuring would be implemented on a very large
scale—for example, throughout large school districts or on a
multi-district basis. In addition, there are other roles the state
could play in restructuring, generally by providing increased
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flexibility to schools in a variety of areas. Figure 6 summarizes
these potential state roles, which fall into the general categories
of experimentation, research, and policy changes.

Additional Areas for Experimentation

The Legislature could experiment with a number of alterna-
tive mechanisms relating to restructuring on a larger scale,
including (1) new forms of school accountability, (2) restructuring
of teacher preparation programs, and (3) performance-based
waivers.

Pilot-Test New Forms of School Accountability. Prior to
the current fiscal year, the state evaluated the performance of
individual schools through the California Assessment Program
(CAP), and made these scores available to the local media in every

Figure 6

Potential State Roles in Restructuring

Pilot-Test New Forms of School Accountability
Restructure Teacher Preparation Programs

Experiment With Performance-Based Waivers

Review Legal Requirements Imposed on. Schools
Research Procedures for Using Alternative Facilities

%‘% Evaluate Technical Services Provided by County Offices of
=< Education

Coordinate Policy Objectives With the State’s Model
Curriculum Frameworks
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community. Almost all 1990-91 funding for CAP, however, was
vetoed and so, at the time this analysis was prepared, California
lacked any major statewide system of accountability. The Gover-
nor’ Budget proposes to implement a “revised” statewide testing
system, and the Legislature will need to consider to what extent
the proposed system should include student performance assess-
ments.

In addition, the Legislature may wish to establish pilot
projects in school choice and teacher-related accountability. It is
unclear how many of the demonstration projects that the state
will fund under SB 1274 will address these alternatives— espe-
cially that of school choice—since the measure provides funding
to restructure individual schools, rather than restructuring on a
districtwide or multi-district basis.

Restructure Teacher Preparation Programs. If teach-
ers are to work in a restructured educational environment, they
must have training in such areas as (1) utilization of active
learning techniques and (2) how to collaborate with other teach-
ers. Colleges of education, however, appear to vary greatly in
how well they teach these and other types of related skills. For
this reason, a number of reports have called for a “restructuring”
of teacher preparation programs, by providing colleges of educa-
tion with greater autonomy in setting course work requirements.
(Currently, the state indirectly sets such requirements to a large
extent through credentialing and accreditation laws). Some have
proposed that accountability systems should also be strength-
ened, for instance by publishing “outcome measures” on individ-
ual teacher preparation programs, in order to encourage some
programs to improve.

Upgrading teacher preparation programs could help promote
the restructuring of K-12 schools by producing teachers with the
necessary aptitudes for working in such schools. For this reason,
the Legislature could implement some additional pilot programs
in improving teacher education.

Experiment With Performance-Based Waivers. Cur-
réntly, the State Board of Education (SBE) grants some school
districts waivers from selected provisions of state law, but these
waivers are not generally “performance-based.” Performance-
based waivers exempt schools from certain statutory require-
ments if the school can obtain a specified level of academic perfor-
mance within a fixed period of time, for both its general popula-
tion of students and, if appropriate, among special groups. Asan
example, the state might grant a waiver to a science teacher on
an interdisciplinary faculty team who might wish to teach calcu-
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lus, on the condition that the team’s students maintain a certain
level of performance on tests of mathematical ability.

Although currently school districts can request the SBE to
waive the requirements of most sections of the Education Code,
there is no guarantee that the board will grant a waiver, espe-
cially in areas that may be viewed as controversial or unorthodox.
As aresult, many school districts are reluctant to seek such waiv-
ers. In order to experiment with performance-based waivers, the
Legislature could direct the SDE, as staff to the board, to experi-
ment with performance-based waivers and to evaluate the re-
sults.

Additional Areas for Research

We have also identified a number of areas where the state
may wish to conduct additional research in order to design
specific options for providing school districts with greater flexibil-
ity and technical assistance.

Review Legal Requirements Imposed on Schools. In
order to provide schools with greater local discretion, the Legis-
lature could direct the SDE to convene a task force to review the
various legal requirements that the state has imposed on schools.
Those requirements that appear to no longer serve any useful
purpose could be eliminated.

Another purpose of such a task force could be to identify and
clarify common areas of confusion regarding where schools and
school districts currently have flexibility. Often, school districts
have areas of flexibility of which they are not aware. Staff at the
SDE report, for instance, that requirements which some districts
thought were mandated by the state were actually local rules that
evolved through collective bargaining.

Research Procedures for Using Alternative Facilities.
Many restructured schools that use block schedules need physi-
cal space that can accommodate both large lectures (to 60 or more
students) and small group discussions. Most schools are de-
signed, however, simply to accommodate class groupings of 30
students each. Some restructuring experts have proposed that
the state enact legislation to make it easier for schools to rent or
lease public and private buildings, so that schools can have access
to more flexibly designed space. To ensure that these buildings
are earthquake-safe, the state currently requires schools to
comply with extensive facility utilization requirements. The
Legislature could direct the appropriate state agencies to review
these requirements to determine if they can be streamlined,
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‘while at the same time maintaining adequate protection for the
state’s children.

Evaluate Technical Services Provided by County Of-
fices of Education. One restructuring-related role that the
state already performs is to provide school staff with technical
assistance to better enable them to solve local problems in a
collaborative fashion. Such technical assistance often takes the
form of help with strategic planning, where schools seek to
identify local needs, set goals, and develop strategies for achiev-
ing these goals.

Because of the large number of schools in California, it is not
feasible for the SDE to provide technical assistance directly to
most schools or school districts; rather, the state relies on county
offices of education to provide the majority of this technical
assistance. The capacity of county offices to serve this function,
however, varies widely. Some county offices are adept at provid-
ing help with strategic planning, while others are not. Although
the county offices have developed a common “menu of services” in
an attempt to achieve a degree of standardization, it is unclear to
what degree these services are consistently and adequately deliv-
ered.

For this reason, the Legislature could direct the SDE to
‘evaluate the capacity of county offices to provide schools assis-
tance with strategic planning and other services supportive of
restructuring.

Potential Policy Changes

If the Legislature wishes to promote educational restructur-
ing, it could consider policy changes to increase schools’ flexibil-
ity by (1) requiring fewer programs and mandates and (2) seeking
to further state policy objectives instead through the state’s
model curriculum frameworks.

Require Fewer Programs and Mandaites. Every year, the
Legislature enacts a number of additional programs and man-
dates that further certain policy goals. For instance, there are
programs designed to increase students’ awareness of environ-
mental issues, to decrease drug use, and to promote civic respon-
sibility. Most such programs contain rules and regulations on
how program funds may be spent, and thus reflect a “rules-based
approach” to public policy.

One problem with such an approach is that school teachers
and administrators become inundated with limited-purpose
programs and initiatives. As a result, teachers often attempt to
cover a large number of subjects in a short period of time,
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resulting in superficial treatment of the material. Some studies,
in fact, indicate that curricula in most schools in the United
States lack “depth” when compared to the curricula taught in
most other industrialized countries.

For this reason, some have argued that the Legislature
should refrain from adding programs and initiatives to an al-
ready overcrowded school agenda. On the other hand, it can be
argued that it is the Legislature’s responsibility to set and further
societal goals, and that it would be an abdication of legislative re-
sponsibility not to require schools to address current issues.

Coordinate Policy Objectives with the State’s Model
Curriculum Frameworks. There is, however, a middle ground.
Specifically, the Legislature could seek to identify and further
certain high-priority goals through the state’s system of model
curriculum frameworks.

These frameworks, which were developed by the SDE, con-
sist of somewhat detailed goals regarding the knowledge and
skills that students should learn. The frameworks do not, how-
ever, precisely specify how schools should organize and present
the curriculum. Nor are schools required to use the frameworks,
although the state’s testing system is aligned with the frame-
works at the secondary level. Figure 7 presents a few examples
of the goals that are reflected in the frameworks, using the
framework for middle grade science for purposes of illustration.

The Legislature could proceed to integrate legislative goals
with the model frameworks in the following manner:

e First, the Legislature could adopt a general policy not to
require additional activities in areas which are already
addressed by the frameworks (recognizing in advance
that some exceptions may be warranted).

¢ Second,theLegislature could direct the SDE tostrengthen
the frameworks where it finds them to be inadequate.

¢ Third, the Legislature could direct the SDE to develop
an interdisciplinary resource document that would assist
schools in addressing legislative goals and other various
curricular goals simultaneously. This document would
contain examples of promising interdisciplinary learning
activities, such as how instruction on topics such as AIDS
could be combined with instruction on mathematical
probabilities or civics.

¢ Finally, in selected cases where schools still appear to be
failing to achieve framework goals of particular impor-
tance to the Legislature, it could direct the SDE to modify
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Figure 7

Examples of Goals From State Curriculum
Framework: Middle Grade Science

Examples of Major « Students should understand the nature
Curriculum Goals of science. :

+ Students should understand the
principles underlying energy.

Examples of + Students should understand the
Specific Content principles underlying such phenomena
Goals as boiling water or insulation.

+ Students should understand that farmers
have increased agricultural productivity
through the selective breeding of | '
animals and plants.

Examples.of ' » Students should be able to observe,

Behavioral Goals compare, categorize, and make
inferences.

Examples of + Teachers should center instruction

Suggestions to around.themes, such as energy,

Teachers evolution, change, and stability.

» Teachers should use active learning.

existing statewide exams so as to (1) signal toschools that
those goals are important and (2) monitor school perform-
ance accordingly.

Advantages of this Coordination Approach. Pursuing
statewide legislative goals through the model curriculum frame-
works would reflect the spirit of school restructuring because,
rather than prescribing a specific manner for achieving a goal,
the state would allow teachers the freedom to create a variety of
solutions for achieving the goal. This approach potentially has
two major advantages:
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® Local creativity enhances effectiveness. By further-
ing local creativity, schools would be likely to discover a
number of effective solutions, all tailored to the school’s
individual needs. For instance, some schools might wish
to promote civic responsibility by requiring students to
engage in community service, while others might find
interviews with community leaders on specified social
problems to be more effective.

¢ Coordinationdecreaseseducational fragmentation.
To the extent that schools could pursue broad goals
through the regular academic instruction offered in core
subjects such as history or science, additional specialized
programs would be unnecessary. Varied program re-
quirements and funding sources often discourage schools
from using interdisciplinary projects to address multiple
goals simultaneously.

SUMMARY

The term “restructuring” is an umbrella concept, encompass-
ing a wide array of proposed changes in the educational process.
As such, it means many different things to different people.
There are, however, three broad themes that tend to run through-
out restructuring reforms: decentralization, collaboration, and
accountability.

To date, there is very little evidence that documents the
benefits of restructuring proposals. The research information
that is available suggests, however, that reforms have the poten-
tial to improve educational performance, especially when they
are: (1) accompanied by strategic planning by the schools and (2)
focused on the delivery of a quality curriculum. Restructuring
proposals, however, are also subject to numerous pitfalls, such as
teachers not being given adequate release time or training.

While the state is already encouraging schools to experiment
with restructuring, there are other roles the state could play as
well. For example, the state could: (1) experiment on a broader-
based scale (for example, on a multi-district basis), (2) research
various state actions that would increase local flexibility (such as
in the areas of legal requirements and facilities regulations), and
(3) coordinate better the state’s educational policy objectives with
the model curriculum frameworks currently provided to schools.
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State Rail Program

What Major Issues Does the Legislature Face in
Implementing the State's New Rail Program?

In 1989, the Legislature enacted several measures that
significantly redefined the state’s role in rail transportation. In
enacting these measures, the Legislature provided some new
funding for expanded rail systems, sought to encourage better
coordination between land use and transportation decisions
(including rail transportation decisions), and allowed transit and
local street projects to compete with state highway projects for
state funding.
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In June 1990, the voters approved Proposition 108—The
Passenger Rail and Clean Air Bond Act of 1990—placed on the
ballot by Ch 108/89 (AB 973, Costa). At the same election, voters
also approved Proposition 116—The Clean Air and Transpor-
tation Improvement Act of 1990—placed on the ballot through the
initiative process. Both measures authorize the state to issue
general obligation bonds, which significantly expand the amount
of state funds available for rail capital outlay projects.

In this analysis, we (1) provide background on the state’s
existing rail system, how rail systems have been financed up until
1990, and the key features of the new rail programs financed by
bond funds; (2) review the state’s role in the planning, develop-
ment, and implementation of the state’s rail system; (3) discuss
the coordination of the state’s rail capital outlay programs; and
(4) review issues related to two future rail bond measures
scheduled for the November 1992 and 1994 elections.

THE STATE’S PASSENGER RAIL SYSTEM AND ITS FUNDING

Types of Rail Systems

The passenger rail transportation system in California in-
cludes two major components—intercity rail, and commuter and
urban rail.

Intercity Rail. This system primarily serves business or
recreational travelers going between cities in California and to
other parts of the country. The system is entirely Amtrak-
related. (Amtrak is the national rail system.) Five of the state’s
Amtrak lines are completely federally supported, while the state
contributes partial support for two lines: the San Diegans (which
run from San Diego to Santa Barbara) and the San Joaquins
(which run from Bakersfield to Oakland).

Commuter and Urban Rail. Commuter rail generally
offers frequent service during commute hours to serve commut-
ers, and urban rail provides regular service throughout the day,
generally within an urban or metropolitan area.

The only major commuter service in the state is the Peninsula
Commute Rail Service (Caltrain) from San Francisco to San Jose.
The state currently funds most of this service, although full
support of the service will shift to a local agency by July 1993. In
addition, other commuter services are in various stages of plan-
ning by local agencies throughout the state.

In general, urban rail services are provided by local transpor-
tation agencies. Existing urban rail services include:
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¢ The San Francisco Bay Area Rapid Transit (BART)
system.

* The San Francisco Municipal Railway.
e The Sacramento Light Rail System.
e The Santa Clara County Light Rail System. -

e The Los Angeles Metro Blue Line (Long Beach—Los
Angeles).

® The San Diego Trolley.

In addition, some system expansions are currently under
construction, including the Los Angeles Metro Red Line and
Green Line, the San Francisco Municipal Railway, and the San
Diego Trolley. '

Funding for Rail Comes Mainly From Nonstate Sources

As noted above, intercity rail service has been primarily
funded by Amtrak, with partial support from the state. In the
case of commuter and urban rail (with the exception of Caltrain),
both capital outlay and operating costs have traditionally been
funded primarily from nonstate (local and federal) sources.
Specifically:

¢ Local sources include fare revenues, funds generated by
local sales taxes dedicated to transportation purposes (in-
cluding funds under the Transportation Development
Act), and a variety of other sources.

* The federal Urban Mass Transportation Administration
(UMTA) also provides capital and operating support for
commuter and urban rail services. (Because UMTA
capital funds flow directly to the local agencies, the state
has virtually no influence in the distribution of these
funds.)

The primary role played by the state in funding commuter
and urban rail has been to provide annual capital grants for rail
projects. '

As an example of the relative importance of these three
sources in funding commuter and urban rail, in 1988-89 nearly
100 percent of BART operating funds came from local sources.
Local and federal funds provided about 87 percent of capital
funds, and state sources made up the remaining 13 percent.
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Bond Measures Expand State Funding of Rail Capital Program

Until 1990, the state’s rail capital outlay program was pro-
vided under the Transit Capital Improvement (TCI) program.
While annual amounts have varied, state funding for the pro-
gram was about $100 million in 1989-90. These funds are mainly
from state sales taxes on motor vehicle fuels and from state gas
tax revenues.

The passage of Propositions 108 and 116 provides a major
infusion of state funds to expand the state rail capital outlay
program. Additionally, the increase in the state gas tax triggered
by the passage of Proposition 111 (The Traffic Congestion Relief
and Spending Limitation Act of 1990) in June 1990 will increase

_ funds available for the annual TCI program. Figure 1 summa-
rizes the three program components that comprise the current
state rail capital outlay program—Proposition 108, Proposition
116, and the TCI program components.

Proposition 108. Assembly Bill 973 legislatively authorized
three general obligation bond measures of $1 billion each to be
voted on by the voters. Proposition 108, adopted in June 1990,
was the first of these three measures. The other two are
scheduled to be voted on in the November 1992 and 1994 elec-
tions. If all three measures are adopted, there will be a total of
$3 billion available for rail capital improvements. The Califor-
nia Transportation Commission (CTC) assumed the passage of
the two remaining $1 billion bond measures authorized in AB 973
in developing the seven-year 1990 State Transportation Im-
provement Program (STIP). Thus, it programmed the full $3 bil-
lion in rail projects for construction during the period 1990-91
through 1996-97.

Proposition 116. Proposition 116 authorizes the state to
issue nearly $2 billion in general obligation bonds, mostly for rail
projects in specific geographic areas. However, bond money also
is authorized for other types of projects, such as capital improve-
ments to ferry and bicycle facilities. Unlike Proposition 108-
funded projects, Proposition 116-funded projects do not have to be
included in the STIP.

State Program Will Be Part of at
-Least $10 Billion in Rail Investment

If the additional two AB 973 bond measures are approved by
voters in 1992 and 1994, the state’s bond funding for rail projects
will total about $5 billion. When matching funds are included,
the total investment of federal, state, and local funds in rail
projects envisioned by these measures would be at least $10
billion over the next 10-plus years, and likely would be more.
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Figure 1

Components of State Rail CapitaIHOutIaﬁ'y P,rbgravryn

» Provides for $1 billion in state general obligation bonds to be
appropriated by the Legislature. (Additional bond authoriza-
tions for $1 billion each are scheduled for the November
1992 and 1994 elections.)

« All projects must be programmed in the State Transportation
Improvement Program (STIP).

« Atleast 15 percent of these funds are for intercity rail
projects, with no local match requirement. Calitrans designs
and manages projects.

» The remaining funds—up to 85 percent—are for commuter
and urban rail transit projects, with a dollar-for-dollar local
maitch required. Local transportation agencies design and
construct projects.

« Provides for nearly $2 billion in state general obligation
bonds, continuously appropriated to the California
Transportation Commission (CTC).

« Specifies funding amounts for projects in specific geographic
areas, with a dollar-for-dollar local, federal or private
matching requirement on some projects.

» CTC administers the program, and reviews and approves
grant applications.

« Provides grants to local entities which are appropriated
annually by the Legislature (over $100 million in 1989-90).

+ Program is funded mainly from sales taxes on motor vehicle
fuels and state gas tax revenues.
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To provide a better sense of the magnitude of this investment,
it is helpful to compare it to prior investments or investments
currently under way that involve rail transportation. For ex-
ample:

* The 18.5-mile Sacramento Light Rail system cost about
$180 million to build.

* The existing 71.5-mile BART system would cost about
$6.5 billion in current dollars to construct.

¢ The17.4-mile Los Angeles Metro Rail Red Line (subway)
system currently under construction is projected to cost
$4 billion.

Figure 2 shows the projects that are programmed in the 1990
STIP from Proposition 108 and the projects specified in Proposi-
tion 116, along with the amount of state funding for each. As the
figure shows, about 89 percent of Proposition 116 funds will be
available for rail projects (58 percent for commuter and urban rail
and 31 percent for intercity rail), while Proposition 108 funds will
be used entirely for rail projects. The figure also shows that, in
most projects and regions shown, funds are planned to be avail-
able from both propositions.

THE STATE’S ROLE IN RAIL TRANSPORTATION

State Role to Date Has Been Limited

In addition to the state’s funding role for rail projects dis-
cussed above, the state also has had responsibilities in the areas
of planning, development, and implementation of the statewide
rail system. However, prior to 1990 these roles were limited.

System Planning. The state’s role in the planning of rail
services has mainly been focused on intercity and commuter rail
service. - Current law requires the California Department of
Transportation (Caltrans) to prepare biennially a five-year Rail
Passenger Development Plan that examines intercity and com-
muter rail service in the state, including operating and capital
costs for existing and proposed services. Since 1985, the Legisla-
ture has also authorized studies in four rail corridors to develop
plans to initiate or improve intercity or commuter rail service.
The corridors studied are: Los Angeles-San Diego, Santa Bar-
bara County-Los Angeles, Los Angeles-Fresno-San Francisco
Bay Area-Sacramento, and San Francisco Bay Area-Sacramento-
Auburn.

System Development and Implementation. The state’s
role in developing and funding intercity rail projects has basically




State Rall Program /297

Figure 2 .

Propositions 108 and 116 Projects

(dollars ih millions)

COMMUTER & URBAN RAIL

L.A. Basin: L
+ L.A. Metro Red Line $95 $80°
» L.A. County light rail 350 =€
* Valley transit project 495 - --C
= Southern CA commuter rail 581 1770
Subtotals—L.A. Basin , ($1,521) ($406)"
San Diego County light rail and commuterrail ~ $345 $77
S.F. Municipal Railway 180 35
Santa Clara County light rail 88 47
. BART 202 108¢
Caltrain v 60° , 190'
Sacramento light rail 154 100¢
City of lrvine Guideway - 125

Miscellaneous - : . 60

INTERCITY RAIL

L.A—San Diego

SantaBarbara—L.A.

L.A.—Bay Area—Sacramento
Auburn—Sacramento—Qakland—SanJose
S.F.—Eureka

Rolling stock & maintenance facilities

Rural-county, bicycle, ferry, grade separatlons
Miscellaneous

GRAND TOTALS

3 The 1990 STIP programmed $3 bll|l0n—$1 billion from Proposition 108 and $1 billion each
from similar, scheduted bond measures in 1992 and 1994.
Minimum amount specified in measure.
¢ A specific amount is not allocated for this project.
Allocated to a county transportation agency for expenditure within that county Most likely witl
be expended on project(s) listed.

® Includes interconnection of Caltrain to BART and Muni Metro.

! Includes $17 million that could be used on projects in Monterey County.

9 Includes commuter rail.
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been limited to the expansion of passenger service provided by
Amtrak. With regard to commuter service, the state’s role has
been limited to the operation of Caltrain under contract with the
Southern Pacific Transportation Company. Under current law,
Caltransis required to transfer operation of that service to a local
agency by July 1992. In addition, full funding of the service will
shift to the local agency by July 1993.

Recent Legislation Ha‘é Changed the State’s Role

The approval by voters of Propositions 108 and 116 modified
the state’s role in statewide rail programs. With the substantial
increase in state bond funding for rail programs provided by
these measures, the state has gone from providing limited finan-
cial assistance for essentially local rail projects to providing major
funding in support of a strategy of statewide expansion and
improvement of the overall rail network.

The state’s role in planning and promoting coordination of a
statewide rail system also has been broadened. Chapter 106, -
Statutes of 1989 (AB 471, Katz), requires the CTC to adopt
guidelines to ensure that intercity, commuter, and urban rail
projects funded under the AB 973 bond program provide for an
efficient system of rail services in the state. Thus, the state will
not only grant local assistance on a project-by-project basis, but
also will be concerned with how projects fit into an overall
statewide system.

In addition, Proposition 116 makes the state responsible for
promoting standardization in the state’s rail system by requiring
the state to develop specifications for standardized rail equip-
ment. Proposition 116 also specifies that $100 million in reserved
rolling stock funds can only be used on equipment that conforms
with the standardized specifications.

Should the State’s Role Be Further Defined?

The Legislature will need to continue to review the imple-
mentation of the state rail program and consider whether the
state’s role should be further expanded or redefined. Such a
reexamination is important because:

* Rail has assumed a much more prominent position as a
state-level strategy for addressing transportation de-
mands.

*  With the major expansion of rail systems, issues of
interregional and intermodal planning and coordination
are likely to take on greater importance. Because the
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state has a broader perspective, these are appropriate
issues for the state to address.

e Withincreased funding, the state now has a much greater

- gtake in the success of statewide rail programs and
greater ability to influence overall rail system develop-
ment.

Figure 3 summarizes five key concerns related to ensuring
development of an effective overall rail system, and potential
actions the state could take in these areas, consistent with its
newly expanded role in the statewide rail program. These actions
range from broad policy level actions, such as development of a
long-range statewide rail system plan, to activities related more
to implementation, such as providing for consolidated financial
data on projects. In considering which of these actions to take, the
Legislature will need to further consider what is the appropriate
role for the state, versus local governments, in the overall
development of the state’s rail system.

The potential actions the state can take in each of the areas
shown in Figure 3 are discussed below.

Planning. While local and regional agencies currently
maintain short-term (five-year) plans for local rail systems and
the state develops a five-year plan for intercity and commuter rail
service, there is no statewide long-term system plan to: (1) set out
the objectives for the overall rail program, (2) define the relation-
ship between rail policies and other state policies (such as land
use and air quality), and (3) define the role of the rail system
within the overall transportation network in order to guide
system development. Without such a plan, the state cannot
determine the relative priorities in rail projects and make deci-
sions regarding funding of the system. As there currently is no
requirement for such a plan, legislation would be needed to
provide for one.

The Legislature could also choose to provide direction and
oversight in the overall acquisition of rights-of-way. Chapter
1039, Statutes of 1989 (SB 1562, Presley), initiated the first step
towards a rights-of-way preservation plan by requiring an inven-
tory of rights-of-way. A well coordinated plan to acquire or
develop rights-of-way could facilitate local agencies’ development
of rail projects, and potentially help in negotiations for rights-of-
way acquisition.

Assessing Economic Merit. To date, the CTC and Caltrans
have not reviewed individual rail projects, prior to their inclusion

in the 1990 STIP, to ensure that they merit state funding based
on an analysis of the expected benefits and costs of those projects.
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Figure 3

Potential State Actions in Rail System Development

» Develop a statewide rail system plan to guide rail system
development.

* Develop a related statewide rights-of-way acquisition

252000 0

plan.

% 2%

+ Ensure that the expected benefits of rail projects are greater
than their costs, thereby justifying public investment in the
projects.

» Promote coordinated development of projects on an
interregional basis.

 Ensure coordination between rail systems and other passenger
transportation modes.

» Encourage coordination of operating policies.

« Coordinate rights-of-way negotiations statewide to ensure that
rights-of-way valuation is conducted consistently and that

negotiations are carried out in a manner most advantageous to
the state.

o

» Ensure that agencies have provided for adequate funding of rail
operations prior to approval of state funding for construction.

« Ensure that financial plans for projects programmed for state
funding are reasonable and, in aggregate, do not oversubscribe
federal, state or local funds.

* Provide for consolidated financial data on all proposed projects.

» Encourage joint procurements, shared maintenance facilities,
and similar measures among rail operators to economize on
overall system costs.
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It is essential that such reviews be conducted. The Legislature
could require such assessments through legislation, including
specifying the various factors that should be taken into account
in them.

Coordinating. The linkage of a rail system interregionally,
as well as the system’s linkage with other modes of transporta-
tion, such as bus transit, is essential in order that the state’s in-
vestment in the rail system works most efficiently. Coordination
among systems may relate not only to the physical characteristics
of the systems, but could also include coordination of policies and
procedures among operators to encourage greater systemwide
use. For example, this might include improved intersystem
transfer policies or creation of regional or statewide uniform rail
passes.

Coordination in these areas may be achieved most effectively
by the state because of the broader perspective needed for this
function. The Legislature could enact legislation to specify the
responsibilities of Caltrans, the CTC, and other state and re-
gional agencies in addressing coordination issues.

Financing. In order to carry out an effective program for
financing rail projects, the state will need to review project
financial plans. In our view, two kinds of financial reviews should
be done. First, the state should review individual projects in
terms of their capital funding plans and cash flow projections. In
addition, the state should review system operating plans to
ensure that agencies have adequately provided for funding of
system operations. Caltrans performs this kind of review on a
regular basis for TCI projects.

Second, a financial review of all projects applymg for funds
should be performed to ensure that the program, as a whole, does
not make unreasonable assumptions about available funds, in-
cluding state, federal, local, and private funds. For example,
although an individual project may make a reasonable assump-
tion about the potential level of federal funding available, the
program as a whole may assume an unreasonably high level of
total potential federal funds. This problem could be addressed by
the use of consolidated financial reviews for projects. The
Legislature could enact legislation to require the above reviews.

Promoting Efficiency. The Legislature could also consider
actions to encourage efficiency in the overall rail system, such as
measures to encourage joint procurements and shared mainte-
nance facilities. The Legislature could direct state and local
agencies to report on options available in the overall development
of the rail system to achieve such efficiencies.
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Given the above, we believe that there are a variety of steps
the Legislature could take to ensure that the state develops an
efficient and effective rail system. As a first step, we recommend
that the Legislature enact legislation further defining the
state’s role involving rail transportation. Specifically, we
recommend that the legislation:

* Require development of a long-term rail plan to guide
development of the state’s overall rail system.

* Require review of the economic merits and financial
plans for projects.

* Specify the responsibility of Caltrans, the CTC, and other
~ state and regional agencies in the areas of project review
and system coordination.

COORDINATION BETWEEN RAIL
PROGRAMS NEEDS IMPROVEMENT

The CTC administers Proposition 116, while Proposition 108
and the TCI program are the joint responsibility of the CTC and
Caltrans. This arrangement makes coordinating these program
components inherently complicated.

While both agencies indicate that program coordination is
important and have taken some steps in this direction, for the
most part, they still have to determine how coordination will be
accomplished in implementing the three components of the state
rail program. In particular, our review shows that two areas—
project evaluation and database management systems—defi-
nitely need better coordination.

Project Evaluation

Figure 4 summarizes the project evaluation process for each
program component. As the figure shows, projects will be
evaluated differently in each case. These differences, however,
are not the result of statutory requirements. For instance, TCI
projects that will be funded in 1991-92 have been reviewed by
Caltrans according to CTC policy. Proposition 108 commuter and
urban rail projects were not reviewed by either the CTC or
Caltrans prior to their inclusion in the 1990 STIP (for a further
discussion see the 1991-92 Analysis, Item 2660). Finally, the CTC
tentatively plans for Proposition 116 projects to be reviewed by
private consultants.
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Figure 4
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Database Management Systems

Currently, the only comprehensive database system for track-
ing TCI projects is Caltrans’ accounting system. However, the
system does not function adequately to provide information on
the status of projects. For example, the system is not capable of
providing automated reporting on a particular (local) agency’s
projects that have received funds over a number of years. Such
reports must be created manually.

Caltrans recognizes the deficiency of the current system, but
nonetheless intends to use the same database system, with some
improvements, for Proposition 108 projects. Additionally,itisnot
clear whether projects funded with Proposition 116 funds will be
tracked using the same database.

Lack of Coordination Could Be Detrimental

Alack of coordination between program componentsin terms
of project evaluation and database management could have the
following negative effects:

* Duplicative review. The same project applying for
different sources of funds may be reviewed twice—once
by the CTC and once by Caltrans—resulting in duplica-
tion of review at the state level. At the same time,
duplicative reviews create a cumbersome process for
local agencies applying for funds.

* Inconsistent project assessment. Because projects
may be evaluated by different agencies, they may be
assessed based on nonuniform application of evaluation
guidelines—even where guidelines across program compo-
nents are the same. This could result in inconsistent
project rankings for funding purposes.

* Lack of consistent project information. At present,
it is not clear whether the state will develop a uniform
database management system for all three program
components. Absent such a system, it will be difficult to
(1) make funding decisions based on complete informa-
tion, (2) track a project’s use of multiple state fund sourc-
es, and (3) obtain comprehensive program information.

How Can Coordination Be Improved?

Given the above, it is clear that there needs to be improved
coordination between the state’s rail programs. In the 1991-92
Analysis, we have recommended that the CTC report at budget
hearings on its plans for the administration of Proposition 116,
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and that the CTC and Caltrans report at budget hearings on
issues related to the review of Proposition 108 projects (please see
1991-92 Analysis, Items 2600 and 2660). At that time, the
Legislature could also examine the issue of coordination of rail
project evaluations.

In addition, we recommend that the Legislature enact
legzslatzon directing the CTC to delegate to Caltrans the
review of all Proposition 116 projects, and allow Caltrans,
in turn, to contract with consultants where necessary to
perform project evaluation. This would ensure that the same
agency applies a consistent set of criteria for project reviews and
would eliminate duplication of work. It would also be consistent
with the intent of Proposition 116, which allows the CTC to
contract with Caltrans for that work.

In order that there is a sound database to provide necessary
management and financial information regarding rail projects,
we also recommend that the Legislature direct Caltrans
and the CTC to jointly establish a comprehensive database
for this purpose, and to utilize the same database for the
evaluation and tracking of all rail capital outlay prOJects
receiving state funds.

SCHEDULED BOND MEASURES WARRANT FURTHER REVIEW

As noted earlier, AB 973 places before the voters two general
obligation bond measures of $1 billion each for rail capital outlay
at the November 1992 and 1994 elections. During 1991-92, the
Legislature will need to review the amount and timing of these
measures in light of three developments that occurred subse-
quent to the enactment of AB 973.

* Voters approved Proposition 116, thereby increasing cur-
rent state rail funds available to $3 billion. If voters
approve both the additional AB 973 measures, state
funds available will increase to almost $5 billion.

¢ The Legislature enacted Ch 1435/90 (SB 1825, Beverly),
requiring the Director of Finance to report annually,
beginning February 1, 1991, on projected state needs for
financing all types of major capital outlay projects (in-
cluding rail projects) over a 10-year period.

* Votersrejected 12 of 14 general obligation bond measures
on the November 1990 ballot, thereby raising concerns
over the amount of general obligation bonds that can be
counted on to be approved and avallable to meet infra-
structure needs.
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Voter rejection of most bond measures in November 1990
makes the review of statewide capital outlay financing plans
mandated by Chapter 1435 even more urgent to aid the Legisla-
ture and the administration in deciding when and how many
bonds to present to voters at future statewide elections. (Please
see our piece on state infrastructure elsewhere in this part.)

The amount of state funding needed over the next 10 to 20
years for rail projects will depend on the Legislature’s long-term
plans for rail development in California. However, in the near
term, as the Legislature considers which bond measures to place
before voters in 1992 and 1994, it will need to review the projects
to be funded from the rail bonds currently scheduled for Novem-
ber 1992 and 1994, alongside all other types of capital outlay
projects. :

What Should the Legislature’s Review Focus On?

The Legislature’s review should consider three issues related
“to the amount and timing of the two additional bond measures.

First, the Legislature should consider the merits of the
projects to be funded from the $3 billion in bond funds currently
authorized and the merits of the additional projects which would
be funded under the larger $5 billion program. As in the case of
all governmental projects, whether financed with or without
bonds, these rail projects should be undertaken only if their
benefits exceed their costs.

Second, the Legislature will need to decide the relative
priority of rail capital outlay projects versus other statewide
capital outlay projects to be funded from general obligation
bonds. :

Third, as regards the timing of the rail bond measures, the
Legislature should consider whether Caltrans and local agencies
will have projects ready in time to use bond funds promptly, once
the bonds are approved by the voters, and whether a series of
smaller bond authorizations may be adequate to maintain project
schedules.

Basic Information Is Needed

In order to arrive at a decision on the AB 973 bond measures,
the Legislature will need additional information from Caltrans
and the CTC. In particular, the Legislature will need to know
which projects are to be funded from the scheduled bond meas-
ures, why each project merits funding, and when those projects
are expected to require funding.
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As discussed in further detail in the 1991-92 Analysis (please
see Item 2660), $2.5 billion in commuter and urban rail projects
were not reviewed by Caltrans or the CTC prior to being adopted
in the 1990 STIP. Additionally, the CTC has not yet determined
which projects will be funded under Proposition 116. Conse-
quently, the Legislature does not have the information it will
need to review the amount and timing of the AB 973 bond
measures currently scheduled for the 1992 and 1994 ballots. In
order that the Legislature can effectively review the AB 973
measures, we recommend that the CTC develop this infor-
mation and report to the Legislature no later than August
1, 1991 on (1) the praojects scheduled to be funded from
currently authorized bond funds, and projects proposed
for funding from the additional AB 973 bond measures; (2)
why each project merits funding; (3) the total proposed
funding by source for each praject; and (4) the CTC’s best
assessment of when bond funds will be needed.

SUMMARY AND CONCLUSIONS

Passage of Propositions 108 and 116 have created major new
state rail programs. The Legislature will face several important
issues in implementing these new programs.

Further Definition of State’s Role. The Legislature will
need to consider what further changes in, or definition of, the
state’s role in development of the state’s rail system may be
appropriate. In our view, there are several actions the Legisla-
ture should take in this regard.

We recommend that the Legislature enact legislation
to:

*  Require development of a long-term rail plan to
guide development of the overall rail system.

* Require review of the merits and financial plans for
projects.

e Specify the responsibilities of Caltrans, the CTC,
and other agencies in the areas of project review
and system coordination.

Rail Program Coordination. The Legislature will also
need to address problems in the implementation of the new rail
programs by Caltrans and the CTC. In particular, we believe that
improvements in project evaluation and database management
systems are needed.

We recommend that the Legislature enact legislation
directing the CTC to delegaie to Caltrans the review of all
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Proposition 116 projects. This would promote greater consis-
tency in implementation of Proposition 116 and other state rail
programs.

We also recommend that the Legislature direct Cal-
trans and the CTC to jointly establish a comprehensive
database to adequately support the rail programs.

Review of Bond Measures. The Legislature will need to
review the amount and timing of the rail bond measures cur-
rently scheduled by AB 973 for the November 1992 and 1994
ballots. This is needed to ensure that the projects to be funded
have merit, are of high state priority, and will be ready for
funding once bond funding is authorized by the voters. To carry
out this review, the Legislature will need additional information.

Therefore, we recommend that the CTC report to the
Legislature by August 1, 1991 on projects scheduled to be
funded from the AB 973 bond measures and the Proposition
116 program, why each project merits funding, the total
proposed funding by source for each project, and an assess-
ment of when funding will be required.
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