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Major Upward Revision to Revenues. Due to the strong economy and
stock market, revenues have improved dramatically. The administration
has raised its General Fund revenue forecast by nearly $1.8 billion in
1997-98 and $2.5 billion in 1998-99 (a two-year total of $4.2 billion).

Major New Ongoing Commitments. The administration proposes two
major ongoing commitments: (1) a two-step reduction in the state’s ve-
hicle license fee (VLF), which would reduce revenues by more than $3 bil-
lion annually when fully phased in, and (2) an over-appropriation of the
Proposition 98 minimum guarantee by $500 million.

One-Time Commitments. The administration also proposes to dedicate
significant amounts of the new revenues for one-time purposes:
(1) $1.2 billion on a variety of programs (primarily in resources and higher
education) and (2) an increase in the reserve of $1.4 billion (although most
of this would go towards funding the out-year cost of the VLF reduction).

Revenues Somewhat Overstated. Although we believe that the
Governor’s revenue forecast is too high by a half-billion dollars, the
economy’s underlying strength should nevertheless produce strong rev-
enue performance.

One-Time Spending Addresses Important Needs. In our view, the
Governor's plan wisely spends funds on one-time purposes that enhance
the state’s fiscal condition.

Refocus New Proposition 98 Spending. If the state over-appropriates
the guarantee, we believe the Legislature should spend the funds in ways
that would achieve fundamental improvements in the school system. Spe-
cifically, we recommend the adoption of a new district accountability block
grant and merit pay demonstration program.

The VLF Proposal Has Major Long-Term Implications. While provid-
ing significant tax relief, the VLF proposal requires a major dedication of
future resources. The budget will remain balanced only if the state enjoys
continued economic growth and there are no new or expanded commit-
ments in other areas of the budget. Even under these circumstances,
growth in existing state programs will likely be constrained in future years.
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OVERVIEW OF THE MAY REVISION

For the third year in a row, the May Revision shows that revenues are projected to increase by

reflects a major improvement in the state’s fiscal 5.9 percent between the current and budget years,

picture. Strong economic growth and stock market-  while expenditures are estimated to increase by

related increases in capital gains have produced 9.9 percent. The large percentage increase in
major increases in tax receipts—by nearly $1.8 bil- General Fund expenditures partly reflects spending
lionin 1997-98 and $2.5 billion in 1998-99, for a that would be needed to “backfill” the loss of local
two-year gain of $4.2 billion. revenues that would result from the VLF reduction.
As shown in Figure 1, the Governor proposes to Reserves Up Sharply. Under the Governor’s
allocate these additional revenues among several revised budget plan, the General Fund will close
areas. The major new proposals for ongoing the current year with a reserve of nearly $2.1 bil-
commitments are a phased-in 75 percentreduction  lionin 1997-98 and $1.6 billion in 1998-99. These
in the VLF and an increase in K-12 Proposition 98 new reserve estimates are up sharply from the
spending. January reserve estimate of about $300 million in

His other proposals involve
mostly one-time commitments
for such purposes as an increase
in the budget reserve, new
funding for deferred mainte-
nance in higher education,
resources-related spending for
the purchase of the Headwaters
Forest and local flood control
subventions, and other purposes
(including capital outlay, an
increase in funding for the local
infrastructure bank, and various

loan repayments).

General Fund Condition
Figure 2 shows the May
Revision’s projected revenues,

expenditures, and reserves. It

both the current and budget years. Much of the

Figure 1

How the Governor Proposes
To Allocate Additional Revenues

a

General Fund (In Billions)

Two-Year
Revenue Increase
$5 1 ($4.2 Billion)

Uses of Additional Revenues

4 Increase Reserve $1.4
1998-99 _
$2.5 Billion VLF Backfill 1.0
3 Proposition 98 0.6
Resources-Related 0.5
2 E
CSU and UC 0.2
1997-98
11 | $1.8 Billion All Other” 0.6
Total $4.2

“ Detail do not total due to rounding.
® Includes capital outlay, local infrastructure bank, loan repayments, and all other spending programs
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budget-year reserve would
be needed to cover the

future year impacts of the

1998 May Revision
General Fund Condition

proposed VLF reduction.

Consequently, these funds (Dollars in Millions)

1997-98 and 1998-99

would not be available for

traditional purposes of a
reserve, such as to cover
unexpected cost increases

or revenue declines.

Percent
1997-98 1998-99 Change
Prior-year fund balance $907 $2,520
Revenues and transfers 54,645 57,847 5.9%
Total resources available $55,552 $60,367
Expenditures $53,032 $58,274 9.9%
Ending fund balance $2,520 $2,093
Other obligations $445 $445
Reserve $2,075 $1,648

Detail may not total due to rounding.

ECONOMIC OUTLOOK

Summary. While the administration’s forecast for
the U.S. economy has changed only modestly
since January, its near-term forecast for California is
stronger. This improved outlook largely reflects the
recent strength in the state’s economy, where
employment and income have been growing at
their strongest rates since the mid-1980s. The
forecast continues to assume that some slowing
will occur in the second half of 1998 due to the
impact of Asia’s economic problems on industries
that export to that region. However, the state’s
economic momentum in early 1998 is expected to
result in a higher level of employment and income

through the budget year.

National Forecast. The updated forecast as-
sumes that real U.S. Gross Domestic Product will

slow from 2.9 percentin 1998 to 1.7 percentin
1999. Inflation is projected to remain low, with the
Consumer Price Index increasing by just 1.8 per-
centin 1998 and 2.5 percentin 1999. The combi-
nation of slowing U.S. production and rising wages
is expected to put a squeeze on U.S. profits. The
May Revision forecast of pre-tax earnings is for a
minor gain of 1.3 percentin 1998 and a decline of
0.2 percentin 1999.

California Forecast. Wage and salary employ-
ment is projected to increase 3.3 percentin 1998
and 2.9 percentin 1999, while personal income is
forecast to grow by 7.2 percent this year and
5.7 percent next year. The estimate for personal
income in 1998 is up nearly 1 percent from the

January projection.




Economic Forecast Is Reasonable The revised forecast is very similar to our updated

We believe that the administration’s economic May projections for employment, income, sales,

projections are reasonable in light of recent eco- and housing activity in the state.

nomic developments nationally and in California.

THE OUTLOOK FOR REVENUES—UP DRAMATICALLY

The administration’s revised revenue forecast is Capital Gains Have Exploded

up substantially from its January budget forecast— Capital gains represent increases in the value of

by nearly $1.8 billion in 1997-98 and $2.5 billionin  assets (such as stocks) which are generally subject

1998-99, or $4.2 billion for the two years com- to income taxation when sold. Figure 4 shows the

bined (see Figure 3).

The fact that the budget-year gain exceeds that
for the current year indicates that the administra-

tion views essentially all the factors causing the

current-year gain as being
ongoing. In terms of percentage
growth, the May Revision
predicts revenue growth of

11 percentin 1997-98 and

5.9 percentin 1998-99.

Higher Personal Income
Taxes are the Cause
The figure indicates that

nearly $3.6 billion—or about

85 percent—of the dramatic two-

year revenue gain is attributable
to stronger-than-expected per-
sonal income tax revenues. This,
in turn, is assumed to be due in

large part to capital gains.

trend in California capital gains since the late
1980s. Through 1995, these gains were in the
general range of $20 billion annually. Then, they
abruptly departed from this relatively stable trend,

Personal Income Tax Dominates
Revenue Revision

General Fund (In Billions)

Two-Year Increase
Revenues

$4.2 Billion

$3 1

$2.5

2 1 $1.8
Personal

Income Tax

All other sources

1997-98 1998-99
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rising by over nearly 60 percentin 1996 and by

another 45 percentin 1997. This surge relates to

the striking stock market rise that has been experi-

enced during the 1990s. In addition, federal tax

rates on capital gains were reduced during 1997,

causing many taxpayers to accelerate the realiza-

tion of their gains.

For 1998 and 1999, the administration is pro-
jecting continued increases in capital gains, expect-

ing them to rise by 15 percent in 1998 and another

Capital Gains Have Caused Income Taxes to Surge

Capital Gains Realizations (In Billions)

- Actuals

$60 L
|| LAO projections

50 - Additional gains

- projected by
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5 percentin 1999. As a result,
capital gains would total over
$58 billionin 1999, or more
than two-and-one-half times their

level just four years before.

LAO Assessment—Revenue
Forecast Is Somewhat
Optimistic
Our updated revenue forecast

is modestly below the
Governor’s—by $50 million in
the current year and $490 mil-
lion in the budget year, or
$540 million for the two years
combined. This difference is only
about one-half of one percent of
total revenues estimated for the
two years combined. However, it

is a significant amount from

a budgetary perspective.

LAO Differences From May Revision Revenue Forecast

(In Millions)

Revenue Source 1997-98 1998-99 Two-Year Total

Personal income tax -$10 -$460 -$470

Sales and use tax -5 20 15

Bank and corporation tax -60 -80 -140

All other sources 25 30 55
Totals -$50 -$490 -$540

Figure 5 shows that this
revenue-forecasting discrep-
ancy is primarily due to the
personal income tax, where
our two-year projection is
$470 million below the
administration’s. In particu-
lar, we believe that the




administration has “over-reached” in its capital
gains forecast.

Capital Gains Forecast Is Aggressive. As shown
in Figure 4 earlier, the administration is projecting
that capital gains realizations will reach nearly
$56 billion in 1998 and over $58 billion in 1999.
Capital gains are very difficult to predict, and it is
possible that capital gains could reach these levels.
However, as Figure 4 shows, we think it is more
likely that gains will be in the range of $50 billion in

these years.

Our forecast is still well above historical levels
and a bit above 1997’s strong performance. In fact,
after adjusting for the behavioral effects of the
1997 federal capital gains tax rate changes, our

estimate assumes a relatively strong underlying

growth trend in gains—15 percentin 1998 and
5 percentin 1999.

The difference in our capital gains forecasts is
important in terms of the overall revenue outlook.
Given that the average state tax rate applied to
these gains is above 8 percent, the difference in
our assumptions translate into a revenue difference
of nearly $500 million in 1998-99.

Other Revenue Estimating Differences. Figure 5
shows that we also project $140 million less in
bank and corporation tax revenues. This reflects
both the recent softness in tax prepayments for this
tax, and the general view of economists that
corporate profit growth will only be modest in the
near term.

THE GOVERNOR’S VLF PROPOSAL

As noted earlier, a key element in the Governor’s
May Revision budget plan is to reduce the VLF
levied on those individuals and businesses who
register their vehicles in California. This section
discusses the Governor’s proposal, including
background on the VLF, the proposal’s specific
provisions, its fiscal implications, and consider-
ations for the Legislature.

Background on the VLF

The VLF is an annual fee on the ownership of a
registered vehicle in California. Automobiles,
motorcycles, pick-up trucks, commercial trucks

and trailers, rental cars, and taxicabs are all subject

to the VLF. Since 1935, the state has collected the
fee in place of each county taxing vehicles as
personal property. The VLF revenues are sent to
cities and counties. About three-fourths of the
revenues can be used for any purpose, with the
remaining funds used to pay for “realignment”
health and social services programs. In 1998-99, VLF
revenues are expected to total over $3.9 billion.

The fee is calculated on the basis of the pur-
chase price, regardless of whether a car is bought
new or used. (Thus, a buyer of a used car pays the
VLF based on the price paid when acquiring the

car—not on the original price.) For each year the
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vehicle is owned, the fee paid declines in accor-
dance with a statutory depreciation schedule—to
reflect the declining value of the vehicle. Since
1948, the tax rate has been set at 2 percent of this
depreciated purchase price. Therefore, a vehicle
owner annually pays 2 percent of the estimated
current value of the vehicle. For an owner of an
automobile, the average VLF paid is currently
about $170.

The Governor’s Proposal

As noted earlier, the Governor proposes to
reduce the current 2 percent VLF tax rate. Begin-
ning January 1, 1999, the rate would be reduced to
1 percent. Each owner’s fee would therefore be
cut in half. Then, beginning January 1, 2002, the
rate would be halved again—to 0.5 percent. Other
vehicle fees—such as vehicle registration fees, air
quality fees, and commercial vehicle weight fees—
would not be affected by the change. The revenue
losses resulting from the Governor’s VLF proposal
are shown in Figure 6 (2002-03 is the first full-year
impact). Figure 7 compares VLF paid under current
law and the Governor’s proposal for a new
$22,100 vehicle purchased in 1998 with the same
owner through 2003.

The Governor proposes to hold local govern-
ments and realignment “harmless” from the tax
cut. In order to pay local governments for lost VLF
revenues, the Governor would use the state’s
General Fund revenues (at annual costs shown in
Figure 6). The funds to repay local governments
would be continuously appropriated and would

not need to be approved in the annual budget

process. This would not, however, prevent the state
from adjusting subventions in future years. Because
the Governor’s proposal would not affect General
Fund tax revenues, it would have no impact on
school funding under Proposition 98. (For addi-
tional information on the VLF, please see

“A Perspective on the Vehicle License Fee” in The
1998-99 Budget: Perspectives and Issues, p.149.)

Figure 6

Fiscal Impact of
Governor's VLF Proposal

(Dollars in Billions)

Year Revenue Loss
1998-99° $1.0
1990-00 2.1
2000-01 2.2
2001-02" 2.8
2002-03 3.6

a
Rate reduced to 1 percent on January 1, 1999.
Rate reduced to 0.5 percent on January 1, 2002.

Figure 7

Impact of Governor's VLF Proposal
On A New Car Buyer

VLF on an Average-Priced New Car ($22,100)a

Governor's
Year Current Law Proposal  Difference
1998 $442 $442 —
1999 398 199 $199
2000 354 177 177
2001 309 155 155
2002 265 66 199
2003 221 55 166

a ) .
Assumes a 1998 purchase and a single owner over period.




Factors to Consider in Reviewing
the VLF Proposal

In reviewing the Governor’s proposal to reduce
the VLF, the Legislature should focus on the three
basic issues which pertain to all tax-reduction

proposals. These key issues are:

O  First, should there be a tax reduction, or
should the funds involved be used for other
priorities?

[l Second, if a tax reduction is desired, how
large should it be?

0 Third, what form should a tax reduction
take?

The latter issue is particularly important from a
tax-policy perspective, and includes such consider-

ations as:

[l  Whatare the spe-

is it to benefit businesses versus individuals,
or low-income versus moderate-income
versus higher-income households?

Tax-Cut Alternatives

In general, reducing the VLF as a tax-cut option
is a fairly straightforward, simple method of provid-
ing relatively broad-based tax relief. Its benefits to
taxpayers would be roughly in proportion to their
expenditures on automobiles. If a tax cut is desired,
there also are a variety of other ways that a tax
reduction of the magnitude of the Governor’s VLF
proposal could be achieved, each with its own
unique characteristics. Several examples are
summarized in Figure 8. Each of these options
would provide broad-based tax relief equal to
about $2 billion annually, which is the full-year cost

of the initial 50 percent reduction in the VLF.

cific objectives of a

tax reduction? For
example, is it to

Alternative Broad-Based Approaches
To Reducing Taxes By $2 Billion Annually

merely give back

money to taxpayers,

or to achieve some

O

specific end, such as
changing individual
behavior or attract-

O

ing new businesses?

O

[l Whatis the desired
distribution of
benefits of reducing

O

taxes? For example,
cent).

Sales and Use Tax. Reduce state sales and use tax rate by roughly
one-half cent.

Personal Income Tax. Provide nonrefundable personal income tax
credit equal to about $180 for single taxpayers and $360 for couples.

Personal Income Tax. Reduce all personal income marginal tax
rates by about 7 percent (for example, California's top marginal rate
would decline from 9.3 percent to 8.65 percent).

Bank and Corporation Tax. Reduce bank and corporation tax rate
by about one third (from the current 8.84 percent to roughly 6 per-
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Is the Governor’s VLF Proposal Feasible?
Clearly, the VLF proposal represents a major
ongoing commitment of state funds that will have
significant impacts on future state budgets. When
fully phased in, the proposal will result in new
annual General Fund expenditures of over $3 bil-
lion in order to backfill local revenues that will be
lost because of the reduction. This amount is
greater than the $2 billion (LAO estimate) to
$2.5 billion (administration estimate) of ongoing
revenue increases anticipated to be available in the
budget year and beyond. Thus, the proposal will be
workable only if:

[l The state enjoys sustained moderate
economic and revenue growth;

[l The General Fund is not “over-committed”
to other new ongoing expenditure obliga-
tions in the budget year; and

EXPENDITURES—OVERVIEW

One-Time Spending Is
Important Element in Plan

Given the large and expanding fiscal effects of
the proposed VLF tax cut over time, the May
Revision has proposed a fairly limited amount of
additional spending for ongoing purposes relative
to the January budget proposal. The one exception
involves K-12 education, where the Governor
proposes a $581 million increase for a variety of
purposes. In other areas, the revised spending plan
focuses mostly on one-time spending proposals,

including many we have recommended to the

[l The state maintains its large budget reserve
in 1998-99, so it can be available later to
be “drawn down” to help pay for the VLF
cut in future years.

Even if these conditions are met, the plan will be
a “tight fit”, and there will likely be little, if any,
discretionary funds available in the future for new
or expanded programs. And, of course, if the
economy were to materially weaken, the plan
would necessitate spending cuts because it leaves

relatively little margin for error.

For these reasons, it will be important for the
Legislature to carefully weigh the benefits and risks
of this tax proposal, including how it “stacks up”

against other budget priorities.

Legislature. These include increasing direct appro-
priations for capital outlays, spending on deferred
maintenance, and subventions to local govern-
ments to eliminate funds owed for flood control
projects. Overall, of the $1.9 billion in additional
spending proposed in the May Revision, roughly
$1.2 billion is for one-time purposes.

The focus on high priority one-time needs is also
an important element in the Governor’s plan for
reducing the VLF. Since one-time spending does

not involve recurring spending in future years, it




does not tie up funds in future budgets that would
be necessary to accommodate the added annual
costs of backfilling local government’s losses
relating to the proposed VLF reduction.

Spending Priorities Similar To January
Although education funding has increased some
from the January spending proposal, the
administration’s basic spending priorities remain
relatively unchanged. In terms of major program
areas, the May Revision plan includes above-
average increases in education and corrections,
and relatively smaller growth in health and social
services. Figure 9 shows that, under the proposal,
K-12 and higher education account for well-over
one half of the budget, health and social services
slightly more than one-fourth, and youth and adult

corrections for about 8 percent.

resulting from the Public Employees’ Retirement
System (PERS) rate reduction. Second, the Gover-
nor proposes to spend $500 million more than the
minimum funding guarantee under Proposition 98
for K-14 education. The May Revision proposes to
spend $440 million of these additional funds for
K-12 education and $60 million for community

college programs.

These funds would support eight new programs
and expand five existing K-12 programs. Figure 10
displays the major K-12 initiatives proposed in the
May Revision. More than two-thirds of the new
funds would support two new programs—$250 mil-
lion to purchase new mathematics textbooks for all
K-12 students, and $230 million for the purchase of
library materials and science equipment. The

Other programs account for the

remaining roughly 12 percent of
the General Fund budget.

Education, Health and Social Services
Account for Over Four-Fifths of Spending

In the following sections, we

1998-99
highlight the Governor’s propos-
als in key program areas.
PROPOSITION 98— K-12
Education

K-12 SPENDING

The Governor’s Proposal
The May Revision proposes
$733 million in new spending for
K-12 education. The additional
funds come from two primary

sources. First, the Governor

proposes to recapture $267 mil-

lion in school district savings

General Fund Spending by Program

Health and Social Services

Other Programs

Higher Education Corrections

10
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Governor also proposes $50 million for a new
after-school incentive program (focused on high-

poverty or high-crime schools).

Legislature Should Use Funds to Leverage
Significant State Goals

The proposal to appropriate significantly above
the minimum funding guarantee required under
Proposition 98 represents a major policy issue with
long-term fiscal implications. Under Proposition 98,
all appropriations to schools become part of the
constitutionally required spending level in future
years. The Legislature has always budgeted K-14
education funding levels at the minimum required
under the Constitution (although it has sometimes

over-appropriated unintentionally).

Because of the constitutional requirement for
K-14 spending, the Legislature should consider two
factors in making its decision to over-appropriate
the Proposition 98 guarantee. First, can the state

afford the long-term cost of a permanent increase

May Revision Increases in
K-12 Proposition 98 Spending

1998-99
(Dollars in Millions)

Program Amount
Mathematics textbooks $250
Library materials/science equipment 230
Longer school year (increase) 55
After-school incentive program 50
Remedial mathematics and

reading programs (increase) 50
Teacher training programs 45
Low-performing schools (increase) 40

in K-14 spending? While this determination can
only be made in conjunction with other tax reduc-
tion and spending proposals, the state clearly has
significant new ongoing resources that could be
used for this purpose, if desired.

Second, the Legislature should consider whether
the proposed spending plan for the additional K-14
funds has the potential to make significant improve-
ments in the K-14 system. In our view, the Legisla-
ture should leverage any additional state funds
above the guarantee to accomplish significant state
goals in education. We think that beginning the
process of improving school district incentives for
good teaching and good administration is the most
important use of additional funds for K-12 educa-
tion at this time.

We do not believe the May Revision proposals
for K-12 would have a significant impact on the
success of the K-12 system. We see several prob-
lems. First, many of the proposals actually erode
existing school district incentives for good adminis-
tration by taking responsibility out of the hands of
local decision-makers and placing the state in the
responsible role. Does it make sense for all schools
to purchase new mathematics textbooks next year?
When the state is providing full funding for only
that purpose, it reduces the likelihood that districts
will ask that question.

Second, the proposals address specific issues
without documenting the extent or severity of the
problems the proposals intend to fix. While inad-
equate textbooks may be a problem in some

districts, many districts do not experience a short-

11



age. For this reason, we think the Legislature reward their best teachers with bonuses or perma-

should provide funds in ways that allow greater nent increases in pay. In the long-run, we believe

local flexibility.

Improve Local Incentives
We recommend that the Legislature adopt a plan
that uses the additional Proposition 98 funds to

merit pay can play an important role in helping
schools attract and reward good teachers. Finally,
our proposal would let districts keep $267 million
in PERS savings as a first step in giving districts

control over retirement costs and benefits.

begin improving local incentives. Figure 11 displays

the major elements of our recommendations. As

the figure shows, our proposal includes $130 mil-

lion to continue equalizing
school district revenue
limits.

The remaining three
elements of our proposal
would encourage districts to
make important financial
decisions and then hold
them accountable for those
actions. This is best illus-
trated by the District Ac-
countability Block Grant,
which would provide funds
for textbooks, new teacher
training, and facility im-
provements. If a district
certified that it provides an
adequate level of supportin
these areas, however, it
would be free to spend
these funds for other high-
priority purposes. The Merit
Pay Demonstration Program

would encourage districts to

LAO Recommended Uses
For Additional Proposition 98 Funds

Provide $220 Million for a District Accountability Block Grant
Program.

e Funds would be available for (1) textbooks and school materi-
als, (2) training of noncredentialed or beginning teachers, and
(3) school facility improvements.

« Districts would be permitted to spend funds for any purpose if
the governing board certifies that the district already provides
adequate school textbooks, facilities, and support for new or
noncredentialed teachers.

Appropriate $30 Million for a Merit Salary Demonstration
Program.

e Funds would be available to those districts who negotiate a
collective bargaining agreement that contains a merit pay pro-
vision that meets specific criteria. Criteria could include
(1) performance review by a supervisor, (2) parental evalua-
tions, or (3) state or local assessment results.

O

Let School Districts Keep the $267 Million in PERS Savings.

» This could be the first step towards letting school districts con-
trol employee retirement benefits and costs.

O

Spend $130 Million to Equalize General Purpose Funding.

* We recommend the Legislature appropriate $130 million to
continue equalizing school district revenue limits.

12
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OTHER PROGRAMS

Higher Education

The budget proposes increases of $134 million
for the University of California (UC) and $117 mil-
lion for the California State University (CSU),
primarily for one-time purposes. These include
$85 million in each segment for deferred mainte-
nance, instructional equipment, computer up-
grades, and library materials, as well as additional
funds for capital outlay. The May Revision also
includes funds for additional UC students, an
additional one-percent salary increase at CSU, and

various other projects.

The May Revision includes a $70 million in-
crease in community college funding in 1998-99
relative to the January budget. This includes a
$50 million increase in the “Partnership for Excel-
lence” program and a $13 million increase in the

Economic Development Program.

Health and Social Services

Overall General Fund spending for health and
social services programs is up about $121 million
in the May Revision relative to the January budget.
The updated plan includes significant savings
related to lower-than-expected caseloads in Califor-
nia Work Opportunity and Responsibility to Kids
(CalWORKs), Supplemental Security Income/State
Supplementary Program (SSI/SSP), and Medi-Cal.
Offsetting these savings, however, are additional
costs associated with new policy proposals. These
include $107 million in CalWORKs for increased

county fiscal incentive payments; a $50 million set-

aside for program initiatives involving foster care; a
$61 million increase for the restoration of the

2.84 percent state cost-of-living adjustment for
SSI/SSP recipients; and a $25 million increase in
the Medi-Cal program for a Central Valley burn
and trauma center. (Savings and costs in
CalWORKs include federal block grant funds.)

Youth and Adult Corrections

The May Revision contains relatively modest
changes in the Department of Corrections budget.
Slower growth in inmate populations has resulted
in caseload savings in both the current and budget
years. These savings have been partly offset by
additional county reimbursements for the costs of
detaining parole violators in local jails pending
parole revocation hearings.

Resources

The May Revision provides slightly more than
$400 million in mostly one-time funds for re-
sources-related projects. These include $130 mil-
lion for the state’s share of the cost to acquire the
Headwaters Forest and $172 million to pay off
funds owed to local agencies for the state share of
costs for various flood control projects. The May
Revision also includes $50 million for the Air
Resources Board to administer a grant program
aimed at reducing emissions from heavy duty
diesel engines found in trucks, locomotives, ships,

and equipment.

General Government
Infrastructure Bank. The January budget in-
cluded $50 million from the General Fund for

13



initial capitalization of the Infrastructure and
Economic Development Bank. The May Revision
would provide an additional $100 million in funds

for this purpose.

Employee Compensation. The January budget
proposal provided funds for the equivalent of a
3-percent statewide employee cost-of-living in-
crease. The May Revision proposes to add

CONCLUSION

Given the state’s improved fiscal condition, the
Legislature has a special opportunity to enact a
budget that reflects its spending and taxation
priorities. In addition to the normal challenges that
are involved in crafting a budget, the May Revision
raises several specific issues that the Legislature will
have to address in the weeks ahead. One involves

the Governor’s tax cut proposal, including its

$51.1 million (General Fund) for employee com-
pensation. The administration, however, dedicates
these funds for: (1) an additional 3 percent salary
increase (effective November 1, 1998) for public
safety employees in four specified bargaining units
and

(2) recruitment and retention increases for unspeci-
fied job classifications.

financial feasibility, given other competing priori-
ties. A second involves the allocation of the signifi-
cant amount of additional resources to educational
programs which the Governor proposes. The
Legislature’s decisions regarding such issues will be
among the most important that it makes this year,

and will have an impact on future state budgets.
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