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The 2006-07 Governor’s Budget now projects
that the state will be able to fund much more
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fiscal balance in 2006-07. The plan, however,
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ting its fiscal house in order. Given the state’s
current structural budget shortfall, we believe
that the 2006-07 budget should focus more
on paying down existing debt before making

expansive new commitments. ll
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In our November forecast, we indicated that
a much-improved revenue picture would enable
California to fund current-law budget require-
ments in 2006-07, but that the state still faced
a longer-term structural gap between revenues
and expenditures.

As a result of further improvements in the
revenue outlook, the 2006-07 Governor’s Bud-
get now projects that the state will be able to
fund much more than a current-law budget and

OUR BOTTOM LINE

The budget’s more positive revenue as-
sumptions compared to our November report
appear reasonable in light of recent positive
cash revenue trends, and we believe that some
of the actions proposed—namely the prepay-
ment of budgetary debt—make sense in light
of the improved outlook. However, we also
believe that the overall plan moves the state
in the wrong direction in terms of reaching its
longer-term goal of getting its fiscal house in
order. Instead of using the current unexpected
revenue increases—which are primarily from

still maintain fiscal balance in the budget year.
Specifically, the proposal includes over $4 billion
in higher spending, including over $2 billion for
new or expanded programs and $920 million for
the prepayment of a loan due to transportation
in 2007-08. The budget package also contains a
major long-term infrastructure proposal covering
transportation, flood protection and water sup-
ply, education, and corrections.

more volatile revenue sources such as business
profits and capital gains—to reduce outstand-
ing obligations, the budget ratchets up ongoing
spending by about $2 billion. Given the state’s
current structural budget shortfall, as well as the
substantial outstanding obligations that eventu-
ally have to be repaid related to past borrowings
from schools, local governments, and transporta-
tion, we believe that the 2006-07 budget should
focus more on paying down existing debt before
making expansive new commitments.

KEY COSTS AND SAVINGS IN THE

GOVERNOR’S BUDGET

In November, we estimated that the state
would have enough resources to fund current-
law spending requirements in the budget year
and still maintain a modest $1.2 billion reserve.
As indicated in Figure 1 (see next page), the
Governor’s budget contains higher costs totaling
$4.6 billion and new savings and added resourc-
es of about $4 billion relative to our November
baseline estimates.
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Higher Costs. On the cost side, the budget
proposes $2.5 billion in added spending for
K-12 and higher education, $920 million for the
prepayment of a portion of a transportation loan
due in 2007-08, $460 million in additional defi-
cit-financing bond repayments, and $525 million
in additional spending and lost revenues due to
the loss of pension obligation bond proceeds.
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New Savings/Re- .
. Figure 1
sources. These include

$2.6 billion in higher

Changes to 2006-07 Reserve Estimate

revenues for 2004-05 (Dollars in Billions)

through 2006-07 com- 2006-07 Reserve, LAO November Estimate $1.2

bined, $252 million

from revenue-related Higher Costs:

Differences in the 2006-07 Governor's Budget:

proposals, and about Proposition 98 $2.2
$900 million in social Aliglue selieeivn = 0.2
. Prepayment of portion of Proposition 42 loan 0.9
services-related sav- Additional deficit-financing bond payments 05
ings. The $900 million Pension bonds not issued 05
in social services-related (it (et Ue
savings relative to our Total Higher Costs/Reduced Resources $4.6
November baseline is New Resources/Savings:
primarily due to nonpol- Higher revenue estimate $2.6
) Revenue-related proposals 0.3
icy factors. For example, Social services 0.9
the budget assumes that Statewide/other (net) 0.2
the state will avoid about Total, New Resources/Savings $4.0
$460 million in Califor- 2006-07 Reserve, Governor’s Budget Forecast $0.6

nia Work Opportunity

and Responsibility to

Kids (CalWORKSs) grant costs by prevailing in its
appeal of a recent Superior Court ruling in the
Guillen lawsuit.

Taking into account the $4.6 billion in higher
costs and the $4 billion in new resources and
savings, the budget estimates a 2006-07 year-
end reserve of $613 million (or about one-half of
the November estimate).

THE BUDGET’S ECONOMIC AND

REVENUE PROJECTIONS

Economic Forecast—Slowing but Still
Moderate Growth

The economic picture has become slightly

more positive over the past six months. The U.S.

and California economies grew at a solid pace

through 2005, despite record energy prices and
rising interest rates. The administration assumes
that this growth will continue through 2006 and
2007, although at a more subdued pace. At the

national level, real (inflation-adjusted) gross do-
mestic product growth is projected to slow from
3.6 percent in 2005 to 3.2 percent in 2006 and
further to 3 percent in 2007. California’s outlook
is similar to that for the nation, with statewide
current-dollar personal income growth predicted
to slow from 6 percent in 2005, to 5.8 percent in
2006, and 5.5 percent in 2007.
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Revenues Are Up Substantially

Although statewide economic activity has
been only modestly stronger than assumed in
the 2005-06 Budget Act, revenues have soared in
recent months—with receipts during the first six
months of this fiscal year exceeding the 2005-06
Budget Act forecast by well over $2 billion.

Based partly on these recent cash gains,
the new budget proposal assumes much higher
revenue totals for 2004-05 through 2006-07
relative to the 2005-06 Budget Act estimate (see
Figure 2). It specifically assumes that revenues
were $82.2 billion in 2004-05—a full $2.3 billion
more than the estimate in the 2005-06 Budget
Act. This unusually large prior-year revision is
partly related to strong collections in recent
months that are attributable to 2004-05 activity
(which under California’s accounting system, is
accrued back to the earlier fiscal year). It also
reflects an increase by
the Franchise Tax Board
(FTB) of its audit collec-

Figure 2

REPORT

estimates made at the time the 2005-06 Budget
Act was adopted).

Policy Changes/Other Factors. The budget
includes $252 million in new tax revenues, most-
ly from proposals which would extend for one
year (1) the suspension of the teachers’ personal
income tax credit, and (2) the recent change
in the application of the use tax to vessels and
aircraft. These revenue increases are offset by an
equal $252 million reduction resulting from the
delay in the sale of pension obligation bonds.

Amnesty-Related Assumptions. The 2005-06
Budget Act assumed that last year’s tax amnesty
program generated $3.8 billion in combined
personal income tax and corporation tax re-
ceipts. Under the state’s accounting system,
these receipts were accrued back to 2003-04
and prior years, and reflected as an increase in
the state’s 2004-05 carry-in balance. The budget

Budget Forecasts Continued Revenue Strengthening

tions in 2005-06 (which
are also accrued back to

Total General Fund Revenues (In Billions)

— 2006-07 Budget
= == | AO November 2005
——— 2005 Budget Act

the previous year). $95
The budget assumes
that the higher revenue .
trend will continue —_
through the current year
and budget year. It 80 -
specifically estimates
that revenues will reach 75
$87.7 billion in 2005-06
(up $3.2 billion from the 707
2005-06 Budget Act) and
$92 billion in 2006-07 adl
(up $3.7 billion from o .
the preliminary out-year e e

LEGISLATIVE ANALYST’'S OFFICE

01-02

02-03 03-04 04-05 05-06 06-07



AN LAO REPORT

also assumed that, since most of the amnesty-
related revenues were associated with so-called
“protective claims” payments on audit issues that
had already been identified, all but $380 million
would be offset by lower net audit collections in
2004-05 through 2006-06. The updated forecast
continues to assume that all but $380 million

will eventually be “given back.” However, the
new estimate assumes that it will take longer for
these offsets to occur. Instead of all the off-

sets occurring by the end of 2006-07, the new
forecast assumes that $920 million will occur in
2007-08 and later years.

LAO Assessment. The administration’s rev-
enue forecast is up from our November projec-
tions by $1.25 billion in the prior year, $412 mil-
lion in the current year, and $929 million in
2006-07—for a three-year total of $2.6 billion.
The large prior-year difference is related to the
administration’s use of revised prior-year accrual

BUDGET OVERVIEW

The budget proposes total state spending in
2006-07 of $123 billion (excluding expenditures
of federal funds and bond funds). General Fund
spending is projected to increase from $90.3 bil-
lion to $97.9 billion (an increase of 8.4 percent),
while special funds spending falls slightly from
$25.4 billion to $25 billion. The decline in spe-
cial funds spending is due to one-time transfers
and other factors. Tax receipts supporting the
special funds are projected to grow moderately
during the budget year.

Figure 3 shows the General Fund’s condition
from 2004-05 through 2006-07 under the bud-
get’s assumptions and proposals. It shows that:

adjustments reported by the FTB for the cor-
poration tax. While the three-year difference is
unusually large for forecasts made less than two-
months apart, we believe that the higher current
estimates are justified in light of the recent very-
strong cash growth trends and the reassessment
made by the FTB regarding audit collections. In
fact, revenue collections in December and early
January—normally a key revenue period since it
includes receipts from the final quarterly esti-
mated payments from individuals and corpora-
tions—appear to be quite strong. If this strength
is sustained through the end of January, it could
suggest that the revenue trend is above even the
administration’s most current forecast. We will
be evaluating recent cash receipts along with
other new economic and revenue data for pur-
poses of developing our own updated projec-
tions, which will be included in the Perspectives
and Issues released next month.

> The 2004-05 fiscal year concluded with
a reserve of $9.1 billion. The reserve
amount is up sharply from the $7.5 bil-
lion estimate included in the 2005-06
Budget Act, and is $1 billion more than
the amount assumed in our November
forecast. This improvement from both of
the previous estimates is due mainly to
large upward revisions to year-end rev-
enue accruals to the corporation tax and
personal income tax. More generally,
the large 2004-05 reserve is a reflection
of strong amnesty payments received
last year, and includes the proceeds of
the deficit-financing bonds issued in
2003-04.
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> In 2005-06,

) Figure 3
expenditures

are expected to

Governor’s Budget
General Fund Condition

exceed reve-

nues by $2.6 bil-  (Dollars in Millions)

lion, leaving Proposed for 2006-07
$6.5 billion in Actual Estimated Percent
the reserve. 2004-05 2005-06 Amount Change
Prior-year fund balance $7,228 $9,634 $7,031
> In 2006-07, Revenues and transfers 82,209 87,691 92,005 4.9%
expenditures in- Total resources available ($89,438) ($97,325) ($99,036)
crease to nearly Expenditures $79,804 $90,294  $97,902 8.4%
$98 billion, Ending fund balance $9,634  $7,031 $1,134
while revenues Encumbrances $521 $521 $521
are projected to Reserve $9,112  $6,510 $613
reach $92 bil- Budget Stabilization Account — — $460
lion. The result- Reserve for Economic Uncertainties $9,112  $6,510 153

ing large oper-
ating shortfall
results in a further decline in the reserve,

to $613 million by the close of the bud-
get year.

KEY FEATURES OF THE BUDGET PROPOSAL

The main programmatic and related features
of the budget are shown in Figure 4 (see next
page). As indicated above, the budget includes
roughly $2 billion in program augmentations
and about $1.3 billion in new loan repayments
beyond what is required by current law.

The main increase involves Proposition 98
education, where the Governor is proposing to
provide $2.2 billion more than the minimum guar-
antee over the current and budget year combined.
These added funds are proposed for such purpos-
es as school district equalization, payment of past
mandates, and cost-of-living adjustments (COLAs)
foregone in past years. In addition, the budget pro-
vides $428 million in new spending for K-12 after
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school programs as required by Proposition 49.
In the higher education area, the budget includes
funding for the “buy out” of student fee increases
for both the California Sate University (CSU) and
the University of California (UC).

In other areas, the budget proposes to fully
fund the Proposition 42 transfer to transporta-
tion, as well as to prepay $920 million of an
outstanding Proposition 42 loan due in 2007-08.
It also contains modest expansions in the crimi-
nal justice area for additional judgeships and
expanded inmate and parolee programs.

A small portion of these increased costs are
offset by savings from proposals involving the
areas of social services and state administration.



Total General Fund Spending by
Program Area

Figure 5 (see page 9) shows General Fund
spending by major program area. It shows large
increases in education, the big increase related

Figure 4
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to the Proposition 42 loan repayment, and vary-

ing growth rates in other programs. As has been

other factors.

Key Programmatic Features of the
2006-07 Budget Proposal

Proposition 98

e Spends $1.7 billion more than required by the minimum
guarantee in 2006-07. This fully funds growth and cost-of-
living adjustments (COLAs), and provides an additional
$1.2 billion in program spending, including equalization of
school district funding, restorations of COLAs foregone in
prior years, mandates, and teacher retention initiatives.

e In addition, provides $428 million in new spending for K-12
after school programs as required by Proposition 49.

Csu/uc

Provides funds for Governor’s higher education compact.

Provides General Fund monies to “buy out” student fee
increases in 2006-07.

Transportation

o Makes full $1.4 billion Proposition 42 transfer for 2006-07,
plus pays $920 million toward loan repayment due to
transportation in 2007-08.

Health and
Social Services

Further delays “pass through” of federal COLA for SSI/SSP
recipients from April 2007 to July 2008.

Assumes state will prevail on appeal of Guillen court case,
avoiding $460 million in additional costs.

Reduces funding for county administration, child care, and
welfare-to-work services.

o Health budget includes series of actions to enroll more
children in health coverage, and augmentations for disaster
preparedness efforts.

Criminal Justice

e Expands inmate and parolee programs and the correctional
officer academy.

e Proposes phase-in of 150 new judgeships over three years.

Statewide

Assumes $920 million transfer to Budget Stabilization
Account, with one-half of the total going for early
prepayment of outstanding deficit-financing bonds (per
current law).

o Assumes $258 million in unspecified savings.

the case in recent years, the spending totals in
many areas are affected by one-time funding,
shifts in funding between departments, and

Unfunded Costs
And Risks in the
Governor’s Proposal

Based on our initial
review, the budget
appears to face poten-
tial unbudgeted costs
approaching $1 billion.
The largest potential ex-
pense is in CalWORKSs,
where the state would
face added grant costs
totaling about $460 mil-
lion should it not be
successful in its appeal
of the Guillen case. The
state also will likely face
$140 million in addi-
tional local mandate
liabilities for 2004-05
and 2005-06 combined.
In addition, the bud-
get does not include
added costs for any
new employee bargain-
ing agreements, even
though 18 contracts will
have expired by July 2,
2006.
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THE PLAN FOR INDIVIDUAL PROGRAM AREAS

In this section, we
discuss the impact of
the Governor’s bud-
get plan on individual
program areas as well
as his Strategic Growth
Plan (see nearby box).

ProprosiTION 98

Figure 6 summariz-
es the budget’s pro-
posed Proposition 98
allocations for K-12
schools and community
colleges. It shows a
total of $54.2 billion in
2006-07, an increase of
$4.3 billion, or 8.7 per-
cent, over the revised
current-year estimate.
Most of the increase
in proposed Proposi-
tion 98 spending is
supported by General
Fund revenues ($4.1 bil-
lion). For 2004-05 and
2005-06, $1.3 billion in
local property tax rev-
enues were transferred
annually from local gov-
ernments to schools. In
2006-07 those transfers
end, requiring the Gen-
eral Fund to backfill the
loss. Strong local prop-
erty tax growth (under-
lying local property tax
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Figure 5

General Fund Spending by Major Program Area

(Dollars in Millions)

Proposed for 2006-07

Actual Estimated Percent
2004-05 2005-06 Amount Change
Education
K-12 Proposition 98 $30,863 $32,792 $36,403 11.0%
CCC Proposition 98 3,036 3,412 3,949 15.7
UC/CSU 5,175 5,446 5,834 7.1
Other 4,380 4,567 4,918 7.7
Health and Social Services
Medi-Cal $11,593 $13,197 $13,739 4.1%
CalWORKs 2,054 1,958 1,951 -0.4
SSI/SSP 3,411 3,506 3,564 1.7
IHSS 1,198 1,259 1,310 41
Other 6,596 7,341 7,909 7.7
Youth and Adult Corrections $6,968 $7,658 $8,081 5.5%
Transportation $347 $1,686 $2,683 59.1%
All Other $4,183 $7,473 $7,561 1.2%
Totals $79,804 $90,294 $97,902 8.4%
Figure 6

Proposed Proposition 98 Funding

(Dollars in Millions)

Change From
2005-06 Revised

Revised Proposed

2005-06 2006-07 Amount Percent
K-12 $44,637 $48,366 $3,729 8.4%
California Community Colleges 5,242 5,848 606 11.6

Totals? $49,879 $54,214 $4,335 8.7%

General Fund ($36,311) ($40,455) ($4,144) (11.4%)
Local property tax revenue (13,675) (13,862) (187) (1.4)
Per Student Spending
K-12 average daily attendance 6,010,454 6,023,040 12,586 0.2%
K-12 funding per pupil $7,427  $8,030 $604 8.1
CCC full-time equivalent students (FTES) 1,168,417 1,203,469 35,052 3.0
CCC funding per FTES $4,486  $4,859 $373 8.3

a Total Proposition 98 amounts include around $105 million in funding that goes to other state agencies

for education purposes.
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STRATEGIC GROWTH PLAN

Together with the proposed 2006-07 budget, the Governor is proposing a Strategic
Growth Plan, a ten-year funding plan to improve state infrastructure. Areas of capital improve-
ment include: transportation; education—both K-12 and higher education; flood control and
water supply; public safety and courts; and other public service infrastructure.

Key Elements of Plan

Plan Calls for $222.6 Billion Infrastructure Funding Over Ten Years. The figure below sum-
marizes the funding proposed by the plan. As shown in the figure, about one-half of the fund-
ing ($107 billion) would be for transportation/air quality improvements. Over one-fourth of the
funding would be for K-12 and higher education facility improvements. Flood control and water
supply projects would account for 16 percent of total proposed funding, and the remaining
9 percent would be for public safety, mainly for local jail construction, and court improvements.

Funding to Come From a Mix of Existing and New Sources, Including Bonds. The Gover-
nor proposes to fund the plan with a mix of existing and new fund sources including general
obligation (GO) bonds. Specifically, about 43 percent ($96 billion) of the funding would be
provided from existing resources such as state and federal gas tax revenues. About 31 percent
($68 billion) of the funding would be provided from GO bonds, and other new resources
would account for the remaining 27 percent of funding ($59 billion). These include primarily
private investments in transportation facilities and future transportation bonds that would be
backed by state gas tax and weight fee revenues and future federal transportation funds.

Plan Includes a Total of $68 Billion in GO Bonds. The plan calls for $25.2 billion of the
proposed bonds to be authorized in 2006, with the remaining bonds to be authorized over
four successive election cycles, from 2008 through 2014. Of the amount to be authorized in
2006, about one-half ($12.4 billion) is proposed for education, and almost one-quarter ($6 bil-

Governor’s Strategic Growth Plan
Funding Levels by Program Areas

(In Billions)
Ten-Year Totals

Program General Obligation Bonds Existing Sources New Sources Totals
Transportation $12.0 $47.0 $48.0 $107.0
K-12 26.3 21.9 = 48.2
Higher education 11.7 — — 11.7
Flood control and water supply 9.0 21.0 5.0 35.0
Public safety 6.8 5.1 5.5 17.4
Courts and others 2.2 0.7 0.4 3.3

Totals $68.0 $95.7 $58.9 $222.6
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lion) would be for transportation. The remaining amounts would pay for flood control and
other water management projects, public safety and court improvements. The proposed GO
bond level for the coming decade is slightly below the amount of GO bonds approved by the
voters over the last decade.

Plan Proposes Constitutional Cap on Debt Service. In addition, the Governor proposes
to place a cap on the amount the state would spend for infrastructure debt service each year
relative to the state’s General Fund revenue. Specifically, the Governor proposes a constitu-
tional amendment to set that limit at 6 percent.

Plan Has Positive Aspects

Plan Takes a Long-Term Perspective. The plan proposes funding for infrastructure in sev-
eral key state program areas. By considering the funding requirements for these areas over ten
years, the Governor’s plan highlights the substantial amount of capital improvements the state
should consider making over the long term in order to accommodate the state’s demand for
services ranging from schools, to highways, to the courts.

Plan Considers Multiple Funding Sources. The plan identifies a combination of sources
for funding state capital improvements including user fees and private investment, instead of
exclusively relying on bonds.

Plan Identifies Elements Previously Understated. The plan also identifies certain elements
of capital improvements that have been understated or overlooked in the past. For instance,
the plan addresses flood control-related infrastructure funding requirements at a level several
times higher than previously identified. Similarly, the plan highlights the role of goods move-
ment in transportation, an area the state has not focused much attention on previously.

Many Details Yet to Be Defined

State Infrastructure Plan Still Under Development. The plan provides overall funding
levels for large program areas. For many of these program areas, however, it is not clear at this
time what specific projects and types of capital improvements are to be funded. In addition,
the plan does not provide an overall assessment of statewide needs. Current law requires that
the Governor submit annually in January a state infrastructure plan. For various reasons, no
plan was prepared for either 2004 or 2005. According to the Department of Finance, the re-
quired 2006 plan will not be available until around March 2006. Without the plan, the Legisla-
ture cannot gauge whether the administration’s project priorities correspond with its own.

Plan Relies on Some Questionable Assumptions

In addition to the proposed GO bonds, the Strategic Growth Plan assumes significant amounts
of existing and new funding sources. While undoubtedly the state will be receiving substantial por-
tions of the assumed funding, some of the amounts are based on questionable assumptions.
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> Flood Control and Water Supply. The plan assumes that a majority of funding for this
area would come from “existing” federal and local sources—$5 billion and $16 bil-
lion, respectively, over the ten-year period. This level of federal and local investment is
uncertain. As regards federal funding, the state has to get over two major hurdles. First,
the federal government must authorize the projects. Second, funding has to be appro-
priated for the projects. It is also uncertain what the level of local investment for local
water projects will be in future years, as the state does not generally track these local
expenditures and decision-making related to these local investments is generally not
part of a state planning process.

> Transportation. The plan anticipates $13 billion in Proposition 42 revenue to be
available over ten years for state transportation facilities. Given the current statutory
formula for allocation of Proposition 42 funds which allocates 40 percent of the annual
total to local streets and roads, we think that it is highly unlikely that the total amount
would be available for state purposes.

Issues for Legislative Consideration

The Strategic Growth Plan raises a number of issues that warrant legislative consideration.

Is a Debt-Service Ratio Cap Needed to Ensure Affordability? As we have indicated in
the past, there is no accepted “rule” for how much debt is “too much” or how many bonds
the state can “afford.” Rather, this depends on policy choices about how much of the state’s
revenues to devote to the funding of infrastructure versus other state spending priorities, and
also what level of taxes and user charges is appropriate for the funding of infrastructure. In
addition, it depends on the state’s ability to sell its bonds at reasonable interest rates in the
financial marketplace. Under certain circumstances, a debt-service cap could interfere with
the state achieving an optimal mix of infrastructure versus other types of spending, or could
encourage the use of nonoptimal bond maturity structures simply in order to circumvent the
cap. In such cases, a cap would not be in the public interest.

Policy Proposals Inherent in Plan. The Strategic Growth Plan contains numerous other
policy proposals, the pros and cons of which the Legislature will need to examine:

> Beneficiary Pays. To what extent should users of certain services support the costs
of the service? The state has traditionally relied on user fees, including the gas tax
and weight fees, to fund state transportation improvements. Using GO bonds to fund
selective transportation projects raises the question as to when and for what types of
projects it would be appropriate to deviate from the beneficiary pays principle.

> Public-Private Partnership. The Strategic Growth Plan proposes to use state funds
to leverage $14 billion in private investment for transportation. To date, the state has
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had limited success with the use of public-private partnerships to build projects. The
success of these partnerships depends greatly on how the terms of the partnership are
structured, so that the arrangement is attractive and financially viable to private inves-
tors while the state’s interests are safeguarded.

> Design-Build. The plan assumes that the state could realize about $1 billion in savings
over ten years by constructing transportation projects using design-build. Under this
delivery method, the same contractor is used to both design and construct a project.
The Department of Transportation (Caltrans) currently does not have the authority to
use design-build, and has no experience in using this approach. While design-build
has the potential of shortening project delivery time, there are also potential pitfalls to
avoid, including making sure contracts are awarded fairly and competitively such that
public accountability is not diminished.

Issues Regarding State and Local Responsibilities. The Legislature will need to decide
whether an infrastructure program is a state, local, or shared responsibility. For instance:

> Funding of Local Jail Construction. The Strategic Growth Plan would provide $12 billion
over ten years to add approximately 83,000 jail beds throughout California. This raises
fundamental questions about the roles and responsibilities of the state and local govern-
ments. Because law enforcement is a local responsibility in California, it generally makes
sense that local governments bear the cost of building jails. However, given that state
law establishes crimes and punishments, it may be appropriate for the state to share in
the cost of jail construction. Although the administration has proposed to use one-third
of the additional jail beds to relieve overcrowding in state prisons, it is not clear what the
ongoing programmatic and fiscal implications are of this aspect of the proposal.

> California Community Colleges (CCC). The budget proposes almost $500 million
from proposed bond funds for the CCC in 2006-07. The budget notes that districts
have committed $261 million of their own funds towards these projects. This raises
the issue: What are the appropriate state and local shares of CCC facilities costs? The
Legislature may want to consider placing in statute a funding scheme for these facilities
similar to the current approach for K-12 facilities. This would involve specified matching
ratios for new construction and modernization projects.

Other Areas of Infrastructure Improvements. The Strategic Growth Plan addresses some
of the key areas of the state’s infrastructure. The plan, however, does not address other parts
of the state’s infrastructure, such as deferred maintenance in the state park system, seismic im-
provements of state hospitals and University of California hospitals, as well as facility improve-
ments that may be needed for various state buildings over the next decade.
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revenues are projected to grow at 10.7 percent)
allows property tax support for Proposition 98
to increase by $187 million despite the end of
the local government transfer.

In the current year, funding increases $25
per pupil to $7,427 because the Governor
proposes roughly the same spending level as in
the 2005-06 Budget Act but estimates 21,000
fewer students. Per pupil spending in 2006-07
is $8,030, an increase of $604 per pupil, or
8.1 percent, from the revised current-year
level. For community colleges, funding grows
to $4,859 per full-time equivalent student, an
increase of $373, or 8.3 percent.

The Governor Proposes Additional Re-
sources for K-14 Education. The Governor pro-
poses to appropriate above the Proposition 98
minimum guarantee (generally referred to as
an “overappropriation”) in both the current and
budget years. Figure 7 shows that the cumulative
overappropriations for 2005-06 and 2006-07 re-
sult in an additional $2.2 billion in General Fund
expenditures compared to the minimum guar-
antee. The state is currently spending $264 mil-
lion above the minimum guarantee in 2005-06.
The additional spending increases the base for
2006-07 by a similar amount. On top of that,

Figure 7
Proposed Appropriations

Above Proposition 98 Minimum Guarantee

the Governor’s 2006-07 spending level overap-
propriates an additional $1.7 billion, resulting in
a cumulative overappropriation for 2006-07 of
$1.9 billion.

Department of Finance (DOF) and Cali-
fornia Department of Education (CDE) Agree
on Prior-Year Obligations. The 2004-05 educa-
tion budget trailer bill required DOF and CDE
to agree on the Proposition 98 calculation for
prior years. This “certification” determined that
the state owes schools a cumulative $1.3 billion
(referred to as prior-year settle-up) to meet the
minimum guarantee for all fiscal years prior to
2004-05. The Governor proposes to provide
$133 million to begin meeting these obligations.
These funds are proposed to fund state reim-
bursable mandates for the community colleges
and school districts.

K-12 Education

Budget Fully Funds Growth, COLAs, and
Several Program Expansions. The Governor’s
budget proposes $3.7 billion (8.4 percent in-
crease) in new K-12 expenditures in 2006-07.

> COLAs and Growth—$2.3 Billion. The
proposal fully funds both statutory and
discretionary growth and
COLAs. Specifically, the
budget provides $2.3 bil-
lion for a 5.18 percent
COLA—$1.7 billion for

(In Billions) revenue limits (gen-
2005-06 2006-07 eral purpose funds)
Proposed Proposition 98 funding level $50.0 $54.3 and $594 million for
Minimum guarantee 49.7 52.42 categorical programs—
Difference $0.3 $1.9 and $143 million for a
Two-Year Total $2.2

a Assuming the state appropriated at the minimum guarantee in 2005-06. Includes $426 million in
spending above the minimum guarantee in 2006-07 that is required by Proposition 49 (after school

programs).

0.21 percent attendance
growth. Other base
adjustments include a

LEGISLATIVE ANALYST’'S OFFICE



AN LAO REPORT

decrease of $136 million for unemploy-
ment insurance and Public Employees’
Retirement System costs, and $33.3 mil-
lion for other adjustments.

> Proposition 49 (After School Pro-
grams)—$426 Million. Proposition 49
requires that the state appropriate an
additional $428 million for after school
programs if state spending reaches a
specified threshold, or “trigger.” The
spending level in the Governor’s budget
triggers the Proposition 49 spending. In
addition to the $426 million in Proposi-
tion 98 funding, the budget proposes

around $2 million to CDE for administra-

tion and evaluation.

> Restoration of Foregone COLAs—
$206 Million. To balance the 2003-04
budget the state reduced or “deficited”
revenue limits by not providing a COLA.
Over the last two years, the state has
been restoring those funds. The pro-
posed $206 million in funding would
restore most of the remainder, leaving
approximately $100 million outstanding.

> Revenue Limit Equalization—$200 Mil-
lion. The budget provides $200 million
to reduce historical inequities in general
purpose spending. According to the
administration, these funds would be
allocated using the current statutory
equalization methodology.

> State Mandates—$133 Million Ongoing
and $152 Million One Time. The bud-
get provides $133 million to reimburse
schools for a significant portion of the
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ongoing costs of mandates. In addi-
tion, the budget provides $152 million
in one-time funding—$133 million from
prior-year settle-up funds (as mentioned

above) and $19 million from the Proposi-

tion 98 reversion account.

> Other Proposals—$438 Million. In
addition, the Governor proposes addi-
tional funding for teacher recruitment,
retention, and training in low perform-
ing schools ($165 million); school art
grants ($100 million); physical education
($85 million); and $88 million for other
proposals.

Prior- and Current-Year Declining Enroll-
ment Adjustments. The administration updated
its estimate of the statutory declining enrollment
formula. The budget proposal provides an addi-
tional $117 million in 2004-05 and $128 million
in 2005-06 to fully fund these costs.

California Community Colleges

The Governor’s budget proposes $606 mil-
lion in new Proposition 98 expenditures for
community colleges in 2006-07. This reflects an
11.6 percent increase over the revised current-
year estimate. Major new expenditures include:

> COLAs and Growth—$434 Million. The
proposal provides funding for COLAs
at the same rate (5.18 percent) as K-12’s
statutory rate. It also funds an assumed
3 percent growth in enrollment. This
is significantly above the statutory
minimum guideline of adult popula-
tion growth, which is estimated to be
1.74 percent.
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> Equalization—$130 Million. The Gover-
nor proposes an additional $130 million for
equalization, which is estimated to achieve
the statutory target for equalization.

> Workforce Development—$30 Million.
The Governor proposes an additional
$30 million to expand upon his current-
year initiative on economic development
and career technical education. This fund-
ing builds upon an existing base of $20 mil-
lion, for a total of $50 million in 2006-07.

HicHER EDUCATION

UC and CSU

The Governor’s budget proposal would
increase General Fund support for UC by
$210 million, or 7.4 percent, from the 2005-06
level. The CSU’s General Fund support would
increase by $178 million, or 6.9 percent.

About two-thirds of the new funding is in-
tended to fund enrollment growth of 2.5 percent
at each segment and General Fund base increas-
es of 3 percent. The remainder ($75 million for
UC and $54.4 million for CSU) is proposed to
buy out approved fee increases at the two seg-
ments that were to go into effect for 2006-07.

In other words, the Governor proposes that UC
and CSU cancel their planned fee increases

of 8 percent for undergraduate students and

10 percent for graduate students, and accept
additional General Fund support in lieu of the
fee revenue they would have collected. The
segments would be free to use the buyout funds
however they wished. As a result of this fee buy-
out, the segments’ General Fund base increases
effectively rise to 5.8 percent at UC and 5.2 per-
cent at CSU.

The Governor’s budget would eliminate all
state support for outreach programs, which in
2005-06 amounted to $17.3 million at UC and
$7 million at CSU.

California Student Aid Commission
(CSAC)

General Fund support for CSAC would in-
crease by a total of $109 million, or 15 percent.
A little less than one-half of this amount ($51 mil-
lion) would fund increased Cal Grant costs.

Of this amount, $12 million would be used to
restore an earlier reduction in Cal Grant awards
for needy students attending private institu-
tions, and the remainder would be used for new
Cal Grant awards. In addition, a little less than
one-half ($51 million) of the proposed General
Fund augmentation would be used to backfill

a reduction in funding from the Student Loan
Operating Fund (SLOF). For 2006-07, the Gover-
nor is proposing no transfer of monies from the
SLOF to the Cal Grant program. The remainder
of the augmentation ($7 million) would be used
to cover increased costs of the Assumption Pro-
gram of Loans for Education.

HEeALTH

Disaster Preparedness Efforts

The proposed spending plan includes more
than $47 million in General Fund augmentations
for the Department of Health Services (DHS)
and the Emergency Medical Services Authority
for various actions intended to prevent the state
from suffering a flu pandemic or other public
health outbreaks and to respond more effec-
tively in the event such a disaster occurs. The
health-related items are part of a larger disaster
preparedness package proposed by the admin-
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istration that also includes additional new state
resources for the Department of Food and Ag-
riculture and the Offices of Emergency Services
and Homeland Security.

Enrollment in Children’s
Health Coverage

The administration is proposing a series
of actions in the Medi-Cal and Healthy Fami-
lies Program to enroll more children in health
coverage and to increase the number in such
programs who renew their enrollment each year.
The proposals, with identified costs of $38 mil-
lion from the General Fund, do not change
eligibility, but focus on increasing the number of
children in coverage who are already eligible for
benefits under current law.

Hospital Funding Shifts

The budget plan implements legislation en-
acted last year (Chapter 560 [SB 1100, Perata]),
in response to a state-federal agreement on the
restructuring of Medi-Cal financing for Califor-
nia hospitals. The budget plan includes various
significant shifts in special funds and General Fund
support among private and public hospitals relat-
ing to Chapter 560. The administration estimates
the increase in the available level of federal fund-
ing for hospitals over 2005-06 and 2006-07 to be
about $1 billion. Among the various shifts in fund-
ing, the budget proposes to use about $90 million
in federal funds from the newly created “safety net
care pool” to reduce the General Fund cost for
four state programs to help the uninsured:
(1) California Children’s Services, (2) the Geneti-
cally Handicapped Persons Program, (3) the
non-Medi-Cal part of the Breast and Cervical
Cancer Treatment Program, and (4) long-term care
services for Medically Indigent Adults.
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Licensing of Nursing Homes

As part of a larger package of changes to
licensing and certification of various health and
social services programs, the Governor is pro-
posing to add about 134 new positions to the
DHS licensing and certification division, the
state agency that licenses nursing homes and
other long-term care facilities. The administra-
tion is also proposing to collect some fees every
other year instead of each year, and would
deposit the fee revenues into a new special fund
instead of the General Fund.

Mental Health Program Changes

The budget plan reflects the implementation
of Proposition 63, an expansion of mental health
community services funded with a state tax
surcharge on high-income taxpayers. More than
$650 million in Proposition 63 special funds are
allocated for local assistance in 2006-07.

The Department of Mental Health (DMH)
budget reflects a technical shift of about
$340 million in General Fund resources from the
DHS Medi-Cal budget to DMH for the ongoing
costs of certain mental health services for chil-
dren enrolled in Medi-Cal.

The budget plan states the Governor’s
continued intent to develop a plan to eliminate
the AB 3632 (W. Brown) state mandate for mental
health services for children enrolled in special
education. It sets aside $150 million in the
K-12 education and Commission on State Man-
dates budgets for this purpose.

The administration is requesting to add 453
positions to the state hospital system at a cost of
almost $38 million to the General Fund to respond
to federal civil-rights investigations that have found
deficiencies in the state hospital system.
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Proposition 36

The spending plan proposes to extend on
a one-time basis in 2006-07 the $120 million in
General Fund support currently being provided
for implementation of Proposition 36, a mea-
sure approved by voters in November 2000 to
divert certain drug offenders from jail and prison
to community drug treatment programs. The
administration indicates its support of the con-
tinued funding is conditional upon the legislative
enactment of changes to Proposition 36, includ-
ing greater authority for judges to impose short
jail sentences on offenders who fail to show up

for treatment and to impose drug-testing require-

ments as a condition of probation.

SOCIAL SERVICES

Supplemental Security Income/
State Supplementary Program

The budget follows current law which
suspends the state January 2007 COLA. With
respect to the separate federal COLA, the bud-
get proposes to further delay the “pass though”
from April 2007 to July 2008. This results in sav-
ings of $48 million in 2006-07 and $185 million
in 2007-08.

The budget proposes to extend for five
years the period for which a sponsor’s income is
“deemed” (counted) to a sponsored immigrant
for purposes of determining financial eligibility
for the Cash Assistance Program for Immigrants.
This results in a cost avoidance of $12.5 million
in 2006-07.

CalWORKs

The budget follows current law which
suspends the July 2006 state COLA. The bud-
get proposes net reductions of $93 million to

CalWORKSs county block grant funds for ad-
ministration, child care, and welfare-to-work
services. The budget achieves additional savings
in child welfare services by replacing $32 million
in 2005-06 and $26 million in 2006-07 from the
General Fund with federal Temporary Assistance
for Needy Families (TANF) block grant funds.

Children’s Services

The budget provides $19 million from the
General Fund for the children’s services initia-
tive. Of this amount, about $11 million is for new
initiatives including the adoption of hard-to-place
foster children, kinship support services, and
transitional housing for foster youth. The remain-
ing $8 million funds recently enacted legislation
(Chapter 640, Statutes of 2005 [AB 1412, Leno]),
that helps foster children establish adult/mentor
relationships.

Community Care Licensing

The budget proposes $6 million from the
General Fund to fund a licensing reform initiative
which includes more random inspection visits
of facilities, training for licensing analysts, and
other changes designed to improve operational
efficiency.

JupiciARY AND CRIMINAL JUSTICE

Corrections

The Governor’s budget for the newly reor-
ganized California Department of Corrections
and Rehabilitation (CDCR) includes several
augmentations, the largest being $161 million for
employee compensation, $132 million to fund a
projected increase in the inmate population, and
$115 million to meet the conditions of various
court settlement agreements. Other notable
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increases are proposed to expand the correc-
tional officer academy ($55 million) and inmate
and parolee programs ($23 million). The budget
requests approximately 2,300 new positions for
CDCR in 2006-07. The budget assumes that the
state will receive increased federal reimburse-
ments for state correctional services provided to
undocumented felons.

The budget proposes $100 million for the
Citizen’s Option for Public Safety program and
$100 million for Juvenile Justice Crime Preven-
tion Act grants. It also proposes to continue
$201 million General Fund for county juvenile
probation grants formerly funded by federal
TANF funds.

Judicial Branch

The budget proposes $123 million for
growth in judicial branch funding based on the
annual change in the state appropriations limit,
which includes support for the Supreme Court
and Courts of Appeal, as well as for the trial
courts. The budget also proposes to phase-in
150 new judgeships over the next three years,
beginning in April 2007 ($6 million). Other
notable increases are proposed for trial court
security ($19 million) and to upgrade court infor-
mation technology systems ($15 million). Finally,
the budget proposes $30 million General Fund
to repay a loan of the same amount from the
State Court Facilities Construction Fund.

TRANSPORTATION

Transfer of Proposition 42 Funds
To Transportation

Proposition 42, approved by voters in 2002,

requires that revenue from the sales tax on gaso-

line that previously went to the General Fund be
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transferred into the Transportation Investment
Fund for transportation purposes. For 2006-07,
the budget proposes to transfer $1.4 billion in
gasoline sales tax revenue to transportation,

as required by Proposition 42. Of the amount,
$678 million would be for the Traffic Congestion
Relief Program, $582 million for the State Trans-
portation Improvement Program, and $146 mil-
lion would go to the Public Transportation Ac-
count (PTA). Consistent with current law, none
of the Proposition 42 funds in 2006-07 would
be allocated to local governments for streets and
road purposes.

Prohibit Future Proposition 42
Suspension

Proposition 42 allows the transfer to be
suspended in years in which the transfer would
have a significant negative fiscal impact on the
General Fund. Since its adoption, Proposition 42
has been suspended twice, in 2003-04 (partial
suspension) and 2004-05 (full suspension). Cur-
rent law requires that the suspended amounts
be repaid with interest in later years.

The Governor proposes to amend Proposi-
tion 42 to prohibit any suspension after 2006-07.
This would ensure future transfer of gasoline
sales tax revenues to transportation without
uncertainty.

Partial Prepayment of
Proposition 42 Loan

The full suspension of the Proposition 42
transfer in 2004-05 totaled about $1.3 billion
and must be repaid with interest by 2007-08.
The Governor’s budget proposes to repay a
portion—%$920 million (principal and interest)—of
that loan in 2006-07, with the balance (estimat-
ed at $430 million) to be repaid in 2007-08. The
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prepayment would enable a substantial amount
of transportation capital projects to be funded
sooner than expected.

No Spillover to PTA

State law requires certain spillover gasoline
sales tax revenue to be deposited in the PTA for
mainly rail and transit purposes. Spillover rev-
enues have been retained in the General Fund
in the current and past couple of years due to
the state’s fiscal condition. For 2006-07, state
law specifies that the first $200 million of any
spillover revenue will be retained in the General
Fund, and the next $125 million be applied to
the San Francisco-Oakland Bay Bridge seismic
retrofit. Any remaining spillover revenue (in
excess of $325 million) would then be deposited
in the PTA. The budget projects that spillover
gasoline sales tax revenue in 2006-07 will not
exceed $325 million. Accordingly, the budget
proposes no spillover revenue to the PTA in the
budget year.

Tribal Gaming Bond Revenue
Assumed for Current Year

Chapter 91, Statutes of 2004 (AB 687,
Nufez), provided $1.2 billion in bond funds to
repay certain transportation loans made to the
General Fund. The bonds will be backed by
tribal gaming revenues. Due to pending lawsuits,
the bonds were not issued in 2004-05. Instead,
issuance was expected in 2005-06. The cur-
rent-year budget also reduced the amount to be
repaid by tribal gaming bonds to $1 billion.

The Governor’s budget continues to assume

$1 billion in tribal gaming bond funds to be avail-

able for transportation in 2005-06. However,
there is currently one pending lawsuit with the
potential of delaying the issuance of the bonds
and another case is being appealed. Thus, DOF

now indicates that this funding will most likely
not be available until 2006-07.

STATE ADMINISTRATION

Employee Compensation and Retirement

The budget proposes no major changes in
the area of state employment and retirement.
The budget provides funding to pay for the costs
associated with existing collective bargaining
agreements. Only 3 of the state’s 21 employee
bargaining units currently have agreements
which extend past July 2, 2006 (one of these
contracts is pending approval before the Legisla-
ture). There are no funds set aside to pay for any
potential costs related to new agreements with
the other 18 units.

Statewide Savings

The budget assumes $258 million in General
Fund savings from two approaches:

> One-Time Savings. The budget proposes
to capture $200 million in one-time
savings through Control Section 4.05.
In recent years, these savings have been
concentrated in a few departments and
tended not to reduce services. Rather,
the identified savings have related to
items that occur “on the natural”—
revised caseload estimates or other un-
expected events which reduce the cost
of programs.

> Salaries and Wages Reductions. In addi-
tion, the budget proposes to reduce each
department’s personnel budget by 1 per-
cent, resulting in savings of $58 million.
The administration expects to achieve
these savings primarily by holding posi-
tions vacant for longer periods of time.
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BUDGET’S IMPACT ON THE

LONGER-TERM OUTLOOK

In our November Fiscal Outlook report, we
indicated that the state had sufficient carry-over
funds to maintain budgetary balance in 2006-07,
but that once these funds were exhausted,
the state would have to cope with an ongoing
operating shortfall between annual revenues
and annual expenditures of about $4 billion in
2007-08. Even assuming that the higher revenue
trend underlying the Governor’s plan contin-
ues into the future, we believe that the added

ongoing spending included in the new plan
would result in larger out-year fiscal imbalances
than we previously identified. We specifically
estimate that implementation of the plan would
leave the state with an annual operating shortfall
of over $5 billion in 2007-08 (over $6 billion if
we assume the administration’s policy of includ-
ing the full Budget Stabilization Account transfer
in this calculation).

ISSUES AND CONSIDERATIONS

Based on our initial assessment of the
Governor’s budget proposal, the Legislature will
face several key issues and considerations as it
proceeds to review the proposal and craft its
own budget plan in the weeks and months to
come. Specifically:

> The overall plan fails to take advantage
of the opportunity to reduce the under-
lying structural budget shortfall and, in
fact, makes the shortfall worse. Because
of this, we believe that it will be impor-
tant for the Legislature to carefully weigh
the benefits of the budget’s proposed
program expansions against the potential
for continued out-year budget problems,
and continue to seek opportunities for
addressing the structural imbalance.

> In assessing the Governor’s proposed
program expansions, it will be important
for the Legislature to determine if these
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specific changes reflect its own budget-
ary priorities, and whether they repre-
sent an effective and efficient use of
taxpayer resources.

> Although the proposed budget does use

some of the recent revenue improve-
ment to reduce budgetary debt accu-
mulated in past years, a considerable
amount of debt still remains, such as in
the area of unfunded mandates. This
debt eventually has to be repaid and,
thus, will pose a burden for future bud-
gets if not addressed now.

> Although the budget appears to be
based on reasonable assumptions about
the economy and revenues, the outlook
is not without risks. For example, were
interest rates to start rising, the stock
market falter, the housing market signifi-
cantly contract, or consumer spending
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deflate, both economic growth and rev-

enue performance could sharply drop. In
addition, as noted earlier, the state faces
potential unbudgeted costs approaching

REPORT

$1 billion. Given such uncertainties, the
Legislature may wish to use extra caution
in undertaking new and ongoing pro-
gram commitments at this time.
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