FiscaL CHALLENGE FROM
THREE MAJOR LAWSUITS

How Should the Legislature Approach These Issues?

Summary

While economic and revenue developments have helped create a
very positive budgetary environment for California, three legal challenges
pose some fiscal concern. Specifically:

* Special Education. Elements of the state’s Master Plan were
determined to be a state mandate. While one school association
suggests state liability could be $1.6 billion, our review finds that
the state’s costs should be much lower—or nothing.

* Property Tax Shift. The California Constitution generally requires
the state to reimburse local governments for their costs to imple-
ment a state-mandated program or higher level of service. In an
unusual ruling, the Sonoma County Superior Court found that
the revenue loss associated with the property tax shift is a state
reimbursable mandate. While the state is appealing this ruling,
we discuss options the Legislature could take to reduce any po-
tential liability.

* Smog Impact Fees. An appellate court ruled that charging these
fees on out-of-state cars is unconstitutional. While the court did
not order the state to repay all fee payers, the Legislature and
administration have indicated interest in doing so. We review is-
sues for legislative consideration relating to the fee refund.
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Given the size and complexity of the state’s budget, California fre-
quently faces litigation in a variety of policy areas. Usually, the magni-
tude of the state’s fiscal exposure associated with this litigation is small
or moderate. This year, three legal challenges pose a potentially larger
fiscal concern:

e Special Education. The Commission on State Mandates (COSM)
determined that eight elements of the state’s Master Plan for Spe-
cial Education constitute a state mandate. Because this test claim
spans two decades and applies to up to 1,000 school districts, one
school association contends that state costs to reimburse districts
could total $1.6 billion. In this analysis, we explain why the state’s
costs are likely to be much lower, or potentially nothing.

®  Property Tax Shift. The superior court in Sonoma County ruled
that the tax shift (also referred to as “ERAF”, after the name of
the fund the property taxes were deposited into, the “Educational
Revenue Augmentation Fund”) is a state mandate. Billions of
dollars of property taxes have been shifted annually from local
governments to schools since the early 1990s. In this analysis, we
discuss the unusual nature of this court ruling and the status of
the state’s appeal. We also discuss options for the state to reduce
any potential liability if the superior court ruling is upheld.

* Smog Check Fees. An appellate court ruled that the fees on out-
of-state cars are unconstitutional. The Legislature and adminis-
tration have indicated their interest in refunding fee payers. This
analysis outlines some of the issues associated with fee repay-
ment.

SPECIAL EDUCATION MANDATE CLAIM

During the 1970s and early 1980s, there were extensive efforts in the
courts, federal government, and the states to improve special education
services for children with disabilities. These efforts sought to ensure that
children receive special education services reflecting their individual
needs, and that school districts avoid categorizing children by handicap.
To facilitate these changes, the California Legislature enacted its Master
Plan for Special Education (MPSE) (Chapter 797, Statutes of 1980 [SB 1970,
Roddal)).

In 1981, the Riverside County Superintendent of Schools filed a claim
for reimbursement of the “state-mandated” costs of complying with the
master plan’s requirements. Article XIII B, Section 6, of the California
Constitution generally requires the state to reimburse local governments
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if the state has required local governments to provide a “new program”
or “higher level of service.” Riverside’s mandate claim—which extends
to all local agencies providing special education services—has slowly
worked its way through most of the claims reimbursement process, after
twice going to court over the interpretation of Article XIII B.

The Mandate Claim Process

Pursuant to state law, local claims for mandate reimbursement are
evaluated by the COSM, a quasijudicial body comprised of representa-
tives of the Department of Finance, State Treasurer, State Controller, Of-
fice of Planning and Research, local school boards, cities or counties, and
the public. Figure 1 (see next page) provides an overview of the mandate
reimbursement process. For any mandate, the COSM typically takes three
important actions—it adopts:

¢ A Statement of Decision, outlining the basis for finding that a
state action imposed—or did not impose—a mandate.

* Parameters and Guidelines (P&Gs), which describe the specific
costs that will be reimbursed and the documentation required.

e A Statewide Cost Estimate, an estimate of the state’s cost to re-
pay all local governments’ past-year and current-year costs us-
ing the methodology set forth in the P&Gs.

Status of Legal Challenge

In 1992, an appellate court found that most of the MPSE was a federal
mandate, not subject to the reimbursement provisions in the State Con-
stitution. The court instructed COSM, however, to review state and fed-
eral law to determine the extent to which any specific activities in the
state’s MPSE surpassed the requirements of federal law.

In November 1998, the COSM issued a statement of decision identi-
fying eight minor components of the MPSE as state mandates. While any
single school district’s costs to comply with these eight requirements
would be very low, given the number of years since the initial special
education claim and the number of school districts potentially eligible
for reimbursement (up to 1,000), there has been significant concern about
the possible magnitude of the state liability.

Within months of COSM issuing a decision establishing that a state
requirement is a mandate, COSM usually adopts P&Gs specifying the
general reimbursement methodology. Shortly thereafter, the magnitude
of the state’s liability becomes apparent as local agencies begin filing
reimbursement claims. In this case, however, there has been substantial
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The Mandate Reimbursement Process

<

Legislature
includes funds
to pay claims

in annual claims
bill. Legislature
may modify
parameters

and guidelines
and appropriate
a lower amount.

Adopts
estimate of
cost to pay
claims and
reports amount
to the
Legislature as
"Statewide Cost
Estimate."

*The special education mandate is currently at this stage.

'y
-— = 3 A N
State Schools & COSM State Controller
Local Government

Legislature Files test Hears test case

passes Iav_v, claim with and issues

Governor issues _’ Commission on "Statement of

executive order, State Mandates Decision"

or state agency (COSM). determining

issues directive. whether claim is

state mandate.
|
-~

If COSM Holds hearing Issues claiming
determines the and adopts instructions
claimis a Parameters and —} to local
ma_ndate, Guidelines.* governments.
claimants
propose
"parameters
and guidelines,"
a general
methodology
for providing
reimbursement.

Pays mandated
claims.




Fiscal Challenge From Three Major Lawsuits 167

controversy delaying COSM’s adoption of the P&Gs. Specifically, the state
contends that annual state budget appropriations for special education
should count as an “offset” in the reimbursement methodology, while
the claimants contend that these general appropriations should not be
counted. (We discuss this “offset” issue below.)

In December 1999, after 13 months of debate, the special education
claimants and state representatives agreed to (1) postpone until June 29,
2000 the final COSM hearing on the adoption of the mandate’s P&Gs and
(2) attempt to negotiate a settlement. The parties’ agreement, however,
specifies that either party can end negotiations and request resumption
of the hearing on the P&Gs if it believes the negotiations to be ineffective.
The parties also agreed to report to COSM on the status of their negotia-
tions on March 15, 2000.

Fiscal Effect

In recent months, there have been numerous reports citing a poten-
tial state special education mandate liability of $1.6 billion. Below, we
discuss the source of this number and explain why we belief the state’s
liability would be much lower, if anything.

Basis for $1.6 Billion Estimate

Shortly after COSM issued its decision finding eight activities to be
state mandates, the school district claimants submitted their proposed
P&Gs. The Department of Finance (DOF), in turn, estimated the cost of
the mandate for a sample year, 1996-97, using the proposed P&G meth-
odology. In developing its estimate, the DOF indicated that their esti-
mate constituted a “maximum possible” cost estimate because it used
assumptions favorable to school districts when needed data were not
available. In addition, the DOF asserted that the proposed methodology
used in the claimant’s P&Gs was overly generous to districts in several
respects. As Figure 2 (see next page) indicates, the DOF estimated the
cost of reimbursing claimants under their proposed methodology to be
about $140 million for the sample year.

The California School Boards Association, in turn, adjusted the DOF
estimate for annual changes in inflation and the number of special district
students served over the two decades to arrive at a total liability of $1.6 bil-
lion. This estimate cited by the school board association contains both the
favorable assumptions of the DOF estimate and the overly generous meth-
odology implicit in that estimate.

Our review of the DOF estimate found that the assumptions used
result in costs that are overestimated by as much as one-third.
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Special Education Mandates Identified by the
Commission on State Mandates in 1998

(In Millions)

Annua{l11
Cost

NN NN NN A M

Maximum Age Limit . Provide special education services for
students who become 22 years old while receiving services.
Federal law requires services until age 21.

Specialist Caseload Maximums . Monitor specialist case-
loads to ensure they do not exceed a specified number of stu-
dents. Federal law does not specify caseload maximums.

Community Advisory Committees . Establish local advisory
committees that include specified school personnel. Federal
law does not require the local committees.

Extended School Year . Provide at least 20 days of extra
school for all special education students requiring an extended
year (even if the full 20 days are not required by a student’s
individual plan). Federal law requires extended school year if
required by a student’s individual plan.

Interim Placement . Involve a student’s instructional team in
the interim placement of a special education student who
transfers to another district. Federal law permits fewer people
involved in the decision under certain circumstances.

Governance Structure . Involve representatives of parents
and teachers on local Special Education Local Plan Areas
(regional administrative agencies). Federal law contains no
such mandate.

Written Parental Consent . Obtain written parental consent of
a student’s IEP. Federal law does not require written consent.

Resource Specialist Program . Provide instructional aides to
at least 80 percent of certain specialists. Federal law requires
staffing as identified in a student’s individual plan.

Total

a ) ) ) .
Department of Finance estimate of maximum reimbursement amount (1996-97).

$7.9

4.3

2.6

51.0

8.1

0.7

3.6

60.7

$138.8
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Actual costs would be even lower if the COSM reflected some of the DOF’s
proposed changes to the claimants P&G methodology. Even with these
reductions, however, the past-years’ cost of the mandates would still be
quite large, probably in the range of $500 million to $1 billion, with addi-
tional annual costs of at least tens of millions of dollars.

Counting Offsetting Revenues Could Eliminate State Liability

Under mandate law, funds which the state provides to help local
governments implement a mandate are called “offsetting revenues” and
reduce the state’s liability on a dollar-for-dollar basis. Counting as an
offset some of the billions of dollars the state appropriates for special
education in the annual budget act, therefore, could reduce or eliminate
the state’s fiscal liability. This issue of counting previous state appropria-
tions for special education is central to the negotiations between the school
districts and the administration. Few previous mandate claims, however,
have relied upon this provision and its legal parameters have not been
fully explored.

In general, the claimants contend that the state’s previous appropria-
tions should not be counted because the state, when enacting the MPSE,
agreed to pay all increased program costs not reimbursed by the federal
government. Claimants argue that the state has broken its commitment
to maintain local special education costs “frozen” at their 1979 levels and
that school districts have had to spend their state funds to meet the spe-
cial education requirements set forth in federal law.

Claimants also contend that the state funding provided in the MPSE
legislation and annual budget acts does not meet the statutory definition
of an offset. Specifically, they argue that Government Code
Section 17556 (e) requires offsetting revenues be identified as “specifi-
cally intended to fund the costs of the state mandate” and that the funds
be included in the same statute that creates the mandate.

In fall 1999, we submitted two reports to COSM and the Legislature
regarding this special education mandate. Below, we summarize infor-
mation we provided regarding the claimants’ allegations.

Did the Legislature Agree to Pay
All Increased Special Education Costs?

In the development of any significant legislation, differing statements
regarding its intent typically emerge. To ascertain the legislative and ad-
ministrative intent with regards to the financing elements of the MPSE,
we examined the fiscal system enacted in the measure and the bill analy-
ses commenting on the development of that fiscal system. Our review
found no evidence that the Legislature committed to pay all increased
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special education costs. Rather, the fiscal model contained in the MPSE
treats special education—like other education programs—as a shared re-
sponsibility of state and local government. This shared responsibility is
particularly apparent from the two elements featured prominently in the
MPSE financing model: the (1) enrollment cap and (2) deficit factor.

Legislature Capped Number of Students Funded. For any school
agency providing special education services, the MPSE specified that the
state would not reimburse costs to provide services for more than 10 per-
cent of its general student population. The DOF bill analyses at the time
referred to this percentage cap as “one of the most significant fiscal as-
pects” of the master plan because the enrollment cap was set at a level
that was lower than:

e The percentage of special education students some school agen-
cies were currently serving.

e The percentage of students the state had been funding under the
earlier pilot versions of the state master plan.

Thus, the enrollment cap was a clear attempt by the Legislature to
limit state fiscal liability and to share some special education program
costs with local agencies.

Deficit Factor Limited State Costs. The state’s Master Plan also in-
cluded a powerful state fiscal “safety valve,” allowing the state to unilat-
erally and unconditionally reduce its total special education costs in any
year. Specifically, Article 10 of Chapter 797:

e Directs that state special education aid be prorated among local
education agencies if any state budget act does not appropriate
sufficient money to fund all local costs.

* Does not require state funding shortages be made up in future
years.

From this review, we saw no evidence that the state guaranteed to pay all
future cost increases for special education.

Why Were the State Funds Not Linked
To Eight Mandated Activities?

The Master Plan legislation provided $619 million in state aid for spe-
cial education. This amount reflected an approximately $160 million in-
crease in state support for special education over the prior year, and a
$90 million increase in state aid over the amount required by then cur-
rent law. This $90 million increase was the basis for the statements in bill
analyses (developed by this office, other legislative fiscal staff, and the
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DOF) that the bill included sufficient sums to offset the cost of any state
mandate included in the legislation.

The use of the $90 million was not specifically earmarked by the Leg-
islature to cover the costs of the eight “state-mandated” activities because:

e Thedistinction between the federally required components of the
special education program versus the state-required activities of
the Master Plan was not known yet. That is, the Legislature was
aware that some elements of the state’s Master Plan exceeded
federal special education requirements, but the precise differences
between the plans was not ascertained until COSM issued its state-
ment of decision in 1998.

e Earmarking special education funding would be contrary to the
Legislature’s intent to provide school districts with broad flex-
ibility to improve special education services.

e The Legislature had no reason to think that its significant fund-
ing increase ($90 million provided in the initial legislation and
maintained, with growth, in subsequent budget acts) would not
be “counted” as reimbursing state-mandated local costs. The
California Constitution’s mandate provisions—enacted just one
year prior to the MPSE—simply call for a “subvention of funds
to reimburse” local government; it does not say that the funds
must be earmarked to specific activities.

Issues for Legislative Consideration

As described above, $1.6 billion appears to be a significantly over-
stated estimate of the cost to reimburse claimants under the terms of their
own P&Gs. Moreover, there is a strong argument for modifying the reim-
bursement methodology to include part of the annual state special edu-
cation appropriation. Counting these revenues as an offset would reduce
or eliminate any remaining state mandate liability.

We note, however, that—at the urging of COSM—discussions regard-
ing the development of the P&G reimbursement methodology are occur-
ring behind closed doors. In addition, the Legislature is not represented
on COSM. Thus, it is possible that COSM may enact a P&G methodology
for this mandate that does not reflect the Legislature’s perspective. It is
also possible that the claimants and administration could reach an agree-
ment calling for alternative education relief provided in the budget. Given
this, we discuss options available to the Legislature under either of these
scenarios.
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Mandate Claim: Legislative Options

Asnoted above, it is not clear that the state has any fiscal responsibil-
ity to pay a mandate claim for special education. If, however, the com-
mission finds some state liability, the Legislature has significant options
available to it. Specifically, the Legislature could:

e Modify any P&G methodology adopted by COSM.
® Schedule payment of any claim reimbursement over time.
¢ Eliminate future mandate liability.

¢  Determine the extent to which a claim reimbursement is paid from
revenues within the existing Proposition 98 guarantee.

We discuss these options below.

Modify P&Gs. As shown earlier in Figure 1, to request an appropria-
tion to reimburse local agencies, COSM must submit to the Legislature a
claim’s P&Gs and a statewide estimate of the mandate’s cost. Govern-
ment Code Section 17612 specifies that the Legislature may amend, modify,
or supplement these P&Gs and appropriate a different sum for reimburs-
ing local agencies. Such an action must be done carefully, however. If the
Legislature deletes funding for a mandate, a local agency may file an ac-
tion in court to declare the mandate (in this case, the eight state-man-
dated activities) unenforceable and/or bring other legal actions seeking
reimbursement for mandated costs. Thus, any change to the P&Gs or
mandate reimbursement amount must be supported by sound legal rea-
soning.

Alter Timing of Reimbursement. Ordinarily, the state pays all prior
years’ cost of a mandate at once. Given the potential magnitude of the
state’s liability, however, the Legislature may wish to consider schedul-
ing any mandate’s repayment over a series of years. While the state would
accrue interest on any claim paid more than a year after COSM adopts its
statewide cost estimate, state law specifies that interest is charged at the
Pooled Money Investment Account rate. Accordingly, the state’s interest
cost for postponing full payment on the mandate claim would be the
same as its earnings from leaving the funds in the Pooled Money Invest-
ment Account. Thus, the state would not incur any real costs to schedule
repayment of the claim over time, but would gain some funding flexibil-
ity.

Eliminate Future Mandate Liability. In 1997, the Legislature stream-
lined special education funding in order to increase local flexibility and
reduce the impact of funding rules on local program decisions. The cre-
ation of new reimbursable mandates would partially negate these reforms
by establishing funding formulas that could influence local program prac-
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tices. To minimize the impact of these mandates on local decisions and to
eliminate the state’s liability for mandate costs in the future, the Legisla-
ture could enact legislation to make optional or eliminate the eight pro-
grams identified by COSM as state mandates.

Impact on Proposition 98 Guarantee. Our review indicates that the
Legislature could fund special education mandate costs from funds al-
ready required under the guarantee. For example, past mandate costs
could be repaid over several years from one-time Proposition 98 funds
that are available in the budget process in most years. Future costs could
be accommodated within the amounts provided annually under the ex-
isting Proposition 98 formula.

Budget Proposal: Legislative Options

It is also possible that the negotiations between the administration
and claimants could result in a proposal to drop the mandate claim and
provide alternative education funding in the budget. There are two rea-
sons such an approach may be proposed by the administration and claim-
ants.

¢ First, funds appropriated for mandate reimbursement are pro-
vided as general purpose revenues to local agencies; these rev-
enues would not be earmarked for special education programs.
Thus, there is little practical difference between funding this
mandate claim and budgeting funds for a discretionary school
spending—except that the state could have greater control over
the allocation across school districts of any budgeted revenues.

* Second, developing a methodology for reimbursing local agen-
cies is likely to be very complicated due to the difficulty of locat-
ing records spanning two decades—and the adoption of the meth-
odology could set an undesirable precedent regarding treatment
of offsetting revenues in future mandate claims.

Thus, a budgeted solution—providing schools funds through the state
budget rather than the mandate claims reimbursement process—may be
preferable to the administration and claimants.

Should the administration and claimants propose to drop the man-
date claim in exchange for increased state funding in the budget, the Leg-
islature would have full authority over the proposal. For example, the
Legislature could modify the level of funding proposed, or the use of its
resources. Similarly, the Legislature could provide school funding in the bud-
get using one-time funds (which do not affect the Proposition 98 guarantee)
or through an ongoing program which is included within the guarantee.
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PROPERTY TAX SHIFT LAWSUIT

For four years in the early 1990s, the state faced annual budget gaps
of $4 billion to $14 billion. To close these gaps, the Legislature and ad-
ministration raised fees and taxes, cut programs, deferred costs, trans-
ferred costs to the federal government, and shifted property taxes from
local governments to schools.

While the formulas underlying the property tax shifts were very com-
plex, the concept was simple: shifting property taxes from local govern-
ments to schools reduced, on a dollar-for-dollar basis, the amount the
state was required to spend for schools. In this way, the property tax shifts
played a critical role in helping the state resolve its severe budget diffi-
culties.

Because the property tax shifts were implemented on a permanent
basis, cities, counties, and special districts continue to receive a smaller
share of property taxes than they did before the tax shifts—and schools
receive a larger share. In the budget year, the property tax shifts redirect
about $4 billion of property taxes from local governments to schools. This
increased local funding offsets a commensurate amount of state educa-
tion spending.

Status of Legal Challenge

Shortly after the property tax shifts were enacted, local governments
sought to overturn the actions in court on the grounds that (1) the state
lacked the authority under Article XIII A of the State Constitution to real-
locate property taxes to increase school funding and (2) the shifts vio-
lated local governments’ “home rule” authority in the State Constitution.
The courts rejected these arguments.

In December 1997, the County of Sonoma initiated a different chal-
lenge to the property tax shifts. Specifically, the County of Sonoma (joined
later by most other counties) filed a claim with the COSM, arguing that
the property tax shifts represent a reimbursable mandate. In its filings,
Sonoma County argued that the state transferred part of its school fund-
ing responsibility to local governments and, thus, under Article XIII B,
Section 6, is eligible for reimbursement. In November 1998, the commis-
sion issued its decision, rejecting the test claim on the basis that a reduc-
tion of revenue previously allocated to a local government does not qualify
as a reimbursable mandate. Specifically, the commission found that there
was “no local expenditure” within the meaning of the Constitution be-
cause the disputed property taxes are transferred directly to schools. That
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is, local governments never “see” these monies; they are withheld by the
county auditor and deposited into a school fund.

In March 1999, the County of Sonoma petitioned the Sonoma County
Superior Court to set aside the commission’s decision regarding the prop-
erty tax shifts. In October 1999, the court concluded that the property tax
shifts created a new program or higher level of service because they com-
pel local governments to accept partial financial responsibility for a state
program—schools. The court also found that the commission erred in
concluding that the Constitution requires local governments to spend tax
proceeds for a program as a prerequisite for reimbursement. The court
said “It is sufficient that the financial responsibility or cost of the pro-
gram be shifted from the State to the local government.” Accordingly, the
court ordered the commission to find that the property tax shifts consti-
tute a reimbursable mandate and to make a determination as to the amount
of money that should be reimbursed. The state is appealing this decision. No
court date had been announced at the time this analysis was prepared.

Fiscal Effect

The ruling by the Sonoma County Superior Court represents a major
change from previous interpretations of the state reimbursement require-
ment. In the past, the state has reimbursed local governments’ costs to
implement a new program or higher level of service. Under this ruling,
the state would be responsible for reimbursing a loss of revenue. Many
legal experts are skeptical as to whether the court’s rulings will be up-
held on appeal. If the ruling is upheld, however, the state’s fiscal liability
could be high, given the billions of property taxes that have been shifted
to schools under the property tax shift laws.

Magnitude of Revenues Potentially Affected. Although the test claim
was submitted by the County of Sonoma, the mandate ruling would ap-
ply to all local governments sustaining property tax shift losses: cities,
counties, and special districts. In addition, state law specifies that test
claims, submitted before the end of a calendar year, extend to costs dat-
ing from the prior fiscal year. Thus, local governments could be eligible
for reimbursement for property taxes shifted since 1996-97. By the end of
the budget year, the amount of property taxes shifted since 1996-97 would
total over $13 billion.

Offsetting Revenues. Since the first proposal for a property tax shift,
the Legislature has worked to mitigate its fiscal effect. Both the 1992-93
and the 1993-94 property tax shifts were enacted in tandem with relief
measures. In addition, as the state’s fiscal condition has improved, the
Legislature has enacted additional relief measures. An earlier publica-
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tion by our office, Shifting Gears: Rethinking Property Tax Shift Relief (Feb-
ruary 1999), provided an accounting and perspective on these relief mea-
sures. In 1998-99, for example, we estimated that mitigation measures
enacted by the state offset more than 60 percent of local government prop-
erty tax shift losses.

As discussed earlier in this document, however, previous test claims
before the commission and the court have not clarified the terms under
which state support constitutes an “offsetting revenue” for purposes of
mandate reimbursement. A strict reading of the Government Code sug-
gests that offsetting revenues should be appropriated in the legislation
that creates the mandate and should be explicitly earmarked for the pur-
pose of mandate relief. In this case, however, some of the property tax
shift relief measures were enacted after the property tax shifts (such as
trial court funding reform and the Citizens Option for Public Safety pro-
gram) and the provision which provides the greatest amount of revenues,
the half-cent public safety sales tax, was enacted as a voter approved propo-
sition (Proposition 172). Thus, if the Sonoma County Superior Court opinion
is upheld on appeal, it is possible that the commission may not consider all
the state’s mitigation measures as an offset to the state’s liability.

Issues for Legislative Consideration

Given the history of other complicated mandate claims (such as the
special education mandate discussed earlier), resolution of this claim could
take years. While it is possible that the superior court’s ruling may be
overturned, given the magnitude of revenues at stake it is important for
the Legislature to monitor the lawsuit and take action to minimize its
potential liability.

Changes to State Law Regarding Offsets. In order to clarify how the
commission should consider state subventions to local governments in
the context of mandate reimbursement, we recommend the Legislature
reexamine Government Code Section 17556. For example, the Legisla-
ture may wish to modify the provision to specify that offsetting revenues
may be provided in legislation enacted after the legislation which imposes
the mandate, or through the annual budget process.

Existing Local Relief Programs. In any legislation to extend or modify
an existing program which was enacted to mitigate the impact of the prop-
erty tax shifts, the Legislature may wish to include language stating this
intent. Similarly, the Legislature may wish to include language in legisla-
tion directing COSM to consider this relief in any calculation of property
tax shift mandate liability. Our earlier publication, Shifting Gears: Rethink-
ing Property Tax Shift Relief, provided a list of programs which were en-
acted with the clear or implied goal of mitigating the property tax shifts.
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New Local Relief Programs. Over the years, the Legislature has pro-
vided local relief in many ways, such as: one-time grants, annual
subventions, and by assuming partial (or full) financial responsibility for
local programs. Under the State Constitution, a legislative act to discon-
tinue a grant or subvention program typically does not create a reimburs-
able state mandate. Discontinuing state support for a program for which
the state has assumed responsibility, on the other hand, can constitute a
mandate. Given the Sonoma County Court ruling and its associated large
state fiscal liability, we recommend the Legislature use care to preserve a
significant amount of control over the level of state funding for local as-
sistance programs. Accordingly, in evaluating any new local fiscal relief
program, we recommend that the Legislature be cognizant of whether
the state could eliminate the program in the future without imposing an-
other mandate.

Local Finance Reform. As we discuss extensively in another analysis
in this part—Reconsidering AB 8: Exploring Alternative Ways to Allocate Prop-
erty Taxes—California’s system of property tax allocation and local finance
has significant flaws. In Chapter 94, Statutes of 1999 (AB 676, Brewer),
the Legislature stated its intent to revamp the tax allocation system and
improve local finance. This pending mandate claim, and its associated
large state fiscal liability, brings uncertainty to the current discussions
regarding finance reform. This is because reaching agreement on reform:

e Will require a high degree of cooperation and trust between state
and local governments.

e Will likely require an ongoing commitment of state resources.

This mandate claim dispute, however, need not impede progress to-
wards reform. For example, if the Legislature developed a local reform
proposal which included constitutional changes, the Legislature could
specify the resolution of this property tax shift mandate claim in the mea-
sure placed before the voters. (In that way, the two matters—finance re-
form and the mandate claim—could be resolved together.) Similarly, if
the Legislature wished to enact local reform by establishing pilot projects
in some communities, the Legislature could specify that the reform pro-
gram would be available to only those local governments which waive
their right for property tax shift reimbursement. Finally, the Legislature
could enact a statewide reform measure, but place a “poison pill” in the
measure to protect the state’s fiscal interests. For example, the Legisla-
ture could specify that some funding for the reform proposal is elimi-
nated if any local government submits a claim for property tax shift reim-
bursement. Thus, while the pending lawsuit complicates matters, it need
not stop progress toward needed reform.
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SMOG IMPACT FEE

Chapter 453, Statutes of 1990 (AB 1109, Katz) imposed a Smog Im-
pact Fee of $300 on out-of-state vehicles when the vehicle is registered for
the first time in California. According to Chapter 453, the fee was imple-
mented to “. . . ensure equity between owners of California-certified ve-
hicles and other vehicles, provide funding for environmental programs,
and to promote good health and safety standards.”

Legal Status of Challenge

In October 1999, the California Court of Appeals ruled that the Smog
Impact Fee violated the commerce clause of the United States Constitu-
tion (Article I, Section 8, clause 3) and Article XIX of the California Con-
stitution. The court’s judgment provided for fee refunds for the four people
who were parties to the court action. The state is not appealing this decision.

Fiscal Effect

As a result of the court’s decision, the Governor directed the Depart-
ment of Motor Vehicles (DMV) to stop collecting the fee and indicated his
intent to refund all persons who paid the Smog Impact Fee. Below, we
discuss the:

* Magnitude of fee revenues which have been collected (and thus,
may be refunded).

e Programs which were funded by the fee revenues.

Total Smog Impact Fees Collected

To date, over $500 million in smog impact fees have been collected
(see Figure 3). Through 1997-98, the proceeds of the fee were deposited
into the General Fund (about $410 million in total). Beginning in 1998-99,
proceeds of the fee were deposited into the High Polluter Repair and
Removal Account (HPRRA), pursuant to Chapter 802, Statutes of 1997
(AB 208, Migden).

Two programs currently use funding from the HPRRA:

® Low-Income Repair Assistance Program (LIRAP). Pursuant to
Chapter 804, Statutes of 1997 (AB 57, Escutia), the Bureau of Au-
tomotive Repair within the Department of Consumer Affairs of-
fers assistance to help low-income motorists repair vehicles that
fail their biennial smog check.
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Smog Impact Fee Collections

(In Millions)

Fiscal Year Amount
1990-91 $31.2
1991-92 50.2
1992-93 44.3
1993-94 44.9
1994-95 49.6
1995-96 56.1
1996-97 63.3
1997-98 70.1
1998-99% 76.5
1999-00% 21.3

Total $507.6

a Fee collections deposited in the High Polluter Repair and Removal

Account.

e Vehicle Retirement Program (VRP). Pursuant to Chapter 28, Stat-
utes of 1994 (SB 198, Kopp), this program provides vehicle own-
ers with $450 to retire their vehicle if the vehicle fails its biennial
smog check and is a gross polluter. If a vehicle owner decides to
participate in the VRP, the vehicle is sold to a private scrap dealer.

After the Smog Impact Fee was declared unconstitutional, the state
directed some proceeds from the Smog Abatement Fee (paid by owners
of newer cars in lieu of biennial smog check) into the HPRRA to fund
both the LIRAP and VRP. Thus, funding for these programs is not af-
fected by the court’s decision.

When prior account balances and earned interest are accounted for,
we estimate the HPRRA contains approximately $100 million that could
be used to fund refunds of the Smog Impact Fee.

Issues for Legislative Consideration

Currently there are six bills related to the Smog Impact Fee pending
before the Legislature. As Figure 4 (see next page) indicates, most of these
bills repeal the provisions of law creating the fee and provide fee refunds.
In addition, the Governor’s budget includes $672 million ($562 million
from the General Fund and $103 million from the HPRRA) for Smog Im-
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Smog Impact Fee
Major Provisions of Pending Legislation

As of January 28, 2000
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AB 809 (Lowenthal) —Currently in Senate Transportation Committee
 Provides refunds of the Smog Impact Fee, with interest at Pooled
Money Investment Account rate.
« Establishes a verification and claims procedure for refund.
« Allows consumers up to four years to request refund.
» Companion bill to SB 215 (Karnette).

AB 1702 (McClintock) —Currently in Assembly Transportation Committee

Repeals the Smog Impact Fee.

 Provides refunds, with interest at rate Board of Equalization charges
on delinquent sales and use tax payments.

» Does not establish a verification procedure.
* Appropriates $767 million from General Fund for refunds.

AB 1726 (Reyes) —Currently in Assembly Transportation Committee
(Same provisions as AB 1702 above.)

SB 215 (Karnette) —Currently in Assembly Transportation Committee

» Repeals the Smog Impact Fee.

* Appropriates $665 million from General Fund to provide refunds as
provided in AB 809.

» Companion bill to AB 809 (Lowenthal).

SB 230 (Johannessen) —Currently in Senate Third Reading
* Repeals the Smog Impact Fee.

SB 1325 (Karnette) —Currently in Senate Transportation Committee

» Repeals the Smog Impact Fee.

« Provides for the refund of any tax or fee that is determined to be
unconstitutional--not limited to the Smog Impact Fee.

pact Fee refunds—a level of funding consistent with the proposals pend-
ing before the Legislature. This amount assumes that refunds would be
provided to all eligible persons.
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In reviewing these various proposals, the Legislature has numerous
options as to how to structure the refund program. We discuss some of
these options below.

Amount of Interest to Include in the Refund. The Revenue and Taxa-
tion Code provides certain interest rate calculations for tax payments.
These rates vary in amount—some are equal to a set amount (for instance,
3 percent of the total tax payment) and others are calculated (for example,
equal to the state’s Pooled Money Investment Account rate). Because there
is no interest rate specified for the Smog Impact Fee, we believe the Leg-
islature has the discretion to set this interest rate.

Source of Funding for the Refunds. As we mentioned previously, the
state’s liability to pay these refunds could be in excess of $650 million.
(This amount will vary depending on the interest rate used to calculate
the refund.) Given that the HPRRA contains only about $100 million, any
large scale refund program will require a significant contribution from
the General Fund.

Implementing the Fee Refund. The bills pending before the Legisla-
ture when this analysis was prepared included different methods of noti-
fying consumers of the fee refund and disbursing the refund to consum-
ers. We believe the Legislature has many options for notifying consum-
ers and paying the refund. For example, the state could send letters to all
consumers identified by the DMV as having paid the fee, or the state
could allow consumers to contact DMV and request a refund. Regardless
of how consumers are made aware of the refund program, we believe
requiring some type of verification is appropriate. In addition, we be-
lieve the refund check should be paid by the State Controller, given that
office’s expertise in reviewing claims and disbursing revenues.

SUMMARY

Three legal challenges pose some fiscal concern to the state. Two of
these—special education and the Smog Impact Fee—may be resolved
during the budget year. As we discuss above, the cost of addressing these
issues depends, to a significant extent, on policy choices of the Legislature.
For instance, in the case of special education, the Legislature has signifi-
cant authority to alter the magnitude and timing of any funding provided,
as well as the extent to which the funding affects the Proposition 98 guar-
antee. In addition, while the resolution of the property tax shift claim
may be years away, the Legislature could act now to reduce any potential
fiscal liability. Finally, six bills are currently before the Legislature, each
proposing a different approach to the Smog Impact Fee issue. The magni-
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tude of the state’s fiscal liability will depend on the Legislature’s choices
regarding the terms of the refund, the interest rate paid, and the extent of
fee-payer verification required.




