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Foreword

This report provides our projections of General Fund revenues and 
expenditures for 2005-06 through 2010-11. It includes our independent
assessment of the outlook for California’s economy, demographics, revenues, 

and expenditures. 

Chapter 1 contains our principal findings and conclusions. Chapter 2 presents 
our economic and demographic projections, Chapter 3 our revenue forecasts, and 
Chapter 4 our expenditure projections.

Our fiscal projections primarily reflect current-law spending requirements 
and tax provisions. They are not predictions of future policy decisions by the 
Legislature, nor are they our recommendations as to what spending and revenue 
levels should be. 

This report, in its eleventh year of publication, reflects the historical mission 
of the Legislative Analyst’s Office to assist the Legislature with its fiscal planning 
by assessing the revenues and expenditures of the state. 
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The Budget Outlook

Chapter 1

SUMMARY
Budgetary Outlook Has Improved . . .

The budget outlook for 2006-07 and beyond 
has improved considerably over the past year. In 
last year’s California’s Fiscal Outlook, we projected 
that the state faced ongoing structural shortfalls 
peaking at nearly $10 billion in 2006-07. Since that 
time, California’s budget outlook has benefited 
from both a major increase in revenues and a sig-
nificant amount of savings adopted in the 2005-06 
spending plan. As a result of these developments, 
our current forecast indicates that: 

The current year will end with a reserve of 
about $5.2 billion, up by nearly $4 billion 
from the 2005-06 Budget Act estimate.

This large carryover reserve will be more 
than sufficient to keep the state’s budget in 
balance in 2006-07 without any new pro-
gram reductions or added revenues—even 
though current-law projected expendi-
tures exceed projected revenues by $4 bil-
lion during that year. 

. . .But State Still Not Out of the Woods
While the improved fiscal outlook is clearly 

very good news, the state still faces major chal-
lenges in achieving an ongoing balance between 
revenues and expenditures and getting its fiscal 

house in order. Even assuming continued steady 
economic growth, we project that multibillion-
dollar operating deficits (that is, annual shortfalls 
between revenues and expenditures) will persist 
throughout most of the forecast period. Elimi-
nating these shortfalls will require significant 
actions. Beyond this, an economic downturn or 
even sharp slowdown sometime in the next sev-
eral years would add several billions of dollars to 
the projected shortfalls, and while this is not our 
baseline forecast, it could always occur. For these 
reasons, it will be important for the Legislature to 
continue to take actions to minimize operating 
shortfalls, match any new or increased program 
funding with offsetting savings or revenues, avoid 
using the remaining deficit-financing bonds in 
2006-07, and build up budgetary reserves.

UPDATE ON THE
2005-06 BUDGET
The Budget as Adopted

The 2005-06 budget adopted last July included 
two key features which significantly improved the 
state’s longer-term fiscal picture. First, it contained 
well over $2 billion in ongoing budgetary savings, 
mainly in the areas of Proposition 98 and social 
services. Second, lawmakers allocated most of the 
unexpectedly strong revenues received last spring 
to prepay outstanding loans from local govern-
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ments and eliminate the planned sale of additional 
deficit-financing bonds. 

Under the signed budget, the state was expected 
to close 2005-06 with a reserve of $1.3 billion. We 
also projected that—as a result of improving rev-
enues and actions taken in the 2005-06 spending 
plan—the operating shortfall in 2006-07 would 
be reduced to $6 billion, absent further corrective 
actions.

What Has Happened Since July? 
Key changes in our fiscal estimates since the 

2005-06 Budget Act was adopted are shown in Fig-
ure 1. These changes include the following:

Revenues Up Sharply. We estimate that Gen-
eral Fund revenues exceeded the budget estimate 
by over $1 billion in 2004-05 and prior years 
combined, and will exceed the budget estimate by 
$2.8 billion in 2005-06. This combined $3.9 bil-
lion increase is primarily related to the personal 
income tax, but also reflects a significant gain in 
the corporation tax (CT) and a modest increase in 
the sales and use tax. 

Expenditures Down 
Modestly. We also estimate 
that net General Fund ex-
penditures for 2004-05 
and 2005-06 will fall be-
low the 2005-06 Budget 
Act estimate by $80 mil-
lion. The largest changes 
consist of lower spending 
for Proposition 98 educa-
tion partly offset by in-
creases in state retirement 
costs (stemming from an 
assumed one-year delay in 
the sale of pension obliga-
tion bonds). 

Result—Major Increase in Year-End Reserve. 
Taking into account both the sharply higher rev-
enues and slightly lower net costs, we estimate that 
the 2005-06 year-end reserve will increase from the 
$1.3 billion assumed in the 2005-06 Budget Act to 
our revised estimate of $5.2 billion. As noted below, 
much of this reserve will be needed to maintain a 
balanced budget in 2006-07. 

2006-07 OUTLOOK
Budget Projected to Balance. Figure 2 shows 

our updated projection of the General Fund condi-
tion through 2006-07, using the assumptions out-
lined in the nearby box. We forecast that revenues 
will climb to $91.1 billion and that expenditures 
will total $95.1 billion, resulting in a $4 billion 
operating shortfall. After taking into account the 
$5.2 billion reserve available carried into 2006-07 
from 2005-06, the $4 billion operating shortfall 
in 2006-07 would leave the state with a year-end 
General Fund reserve of just over $1.2 billion.

Figure 1 

Effect of Recent Developments 
On 2005-06 Budget Year-End Reserve 

(In Millions) 

2005-06 Budget Year-End Reserve (July 2005) — $1,302 
Revenue Increases 
 2004-05 and prior years $1,046 —
 2005-06 2,808 —
  Subtotal (increase to reserve) — $3,853 
Expenditure Changes (2004-05 and 2005-06  
Combined)
 Proposition 98 -$416 —
 Medi-Cal -197 —
 Corrections 112 —
 Pension obligation bonds delayed one year 308 —
 Other (net) 113 —
  Subtotal (increase to reserve) — $80

LAO Revised Estimate (November 2005) — $5,236 
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The large operating deficit in 2006-07 reflects 
factors affecting both the revenue and expenditure 
sides of the budget. Specifically:

On the revenue side, collections are forecast 
to grow by just 4.4 percent, due to (1) a large 
transfer of sales 
taxes on gasoline 
from the General 
Fund to trans-
portation special 
funds (so-called 
“spillover funds”), 
(2) a resumption 
of the teachers’ 
tax credit, and
(3) slow growth 
in CT revenues, 
partly related to 
amnesty-related 

refunds expected to go out in the budget 
year.

On the expenditure side, General Fund 
spending on Proposition 98 will increase 
due to (1) the end of the two-year diversion 

Figure 2 

LAO Projections of General Fund Condition 

2004-05 Through 2006-07 
(In Millions) 

2004-05 2005-06 2006-07 

Prior-year fund balance $7,301 $8,760 $5,877 
Revenues and transfers 80,959 87,279 91,076 
Deficit financing bond 2,012 — —
 Total resources available $90,272 $96,039 $96,953 
Expenditures 81,512 90,161 95,111 
Ending fund balance $8,760 $5,877 $1,842 
 Encumbrances 641 641 641
 Reserve $8,118 $5,236 $1,201 

Basis for Our Estimates
Our revenue and expenditure forecasts are based primarily on the requirements of current 

law, including constitutional requirements (such as Proposition 98) and statutory requirements 
(such as for program qualifications and cost-of-living adjustments [COLAs]). They take into ac-
count 2005-06 budget actions on out-year funding—including the suspension of state COLAs for 
California Work Opportunity and Responsibility to Kids and Suplemental Security Income/State 
Supplementary Program for two years. In other cases, the estimates incorporate effects of projected 
changes in caseloads, prices, federal requirements, and other factors affecting program costs.

We have not included funding to cover the Governor’s “compact” with higher education, as the 
Legislature has taken no statutory action to implement such an agreement through its multiyear 
period. Rather, our estimates for higher education are based on projected enrollment and inflation-
related increases. Fully funding the compact would require added annual expenditures beyond 
those we are projecting, reaching over $700 million by the final year of the forecast period.

Projections, Not Predictions. Our estimates are not predictions of what the Legislature and 
Governor will adopt as policies and funding levels in future budgets. Rather, our estimates are 
intended to be a reasonable “baseline” projection of what would happen if current-law policies were 
allowed to operate in the future. In this regard, we believe that our forecast provides a meaningful 
starting point for legislative deliberations involving the state’s budget so that corrective actions 
can be taken to ensure that the state’s fiscal house is in order.
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of property taxes from local governments 
to schools and (2) the triggering of addi-
tional spending on after school programs 
required by Proposition 49. Other factors 
include an increase in California Work 
Opportunity and Responsibility to Kids 
costs related to a court ruling affecting 
grant levels, and the payment of past non-
education mandate claims. 

What if Higher Proposition 98 Appropriations 
Occurred? Our estimates assume that Proposi-
tion 98 is funded at the minimum guarantee in 
2006-07 (including the added spending required 
by Proposition 49) and all subsequent years. While 
over the long term the guarantee grows significant-
ly faster than enrollment and inflation, this is not 
the case in 2006-07. This is because of an unusually 
small increase in the “Test 2” growth factor for the 
guarantee and an unusually large increase in the 
statutory cost-of-living adjustment (COLA) for 
K-12 apportionments. As a result of these factors, 
the minimum guarantee will 
rise by $731 million less than 
the amount needed to fully 
fund enrollment and COLAs 
for K-14 education programs 
in 2006-07. 

In Chapter 4, we discuss 
several options for cover-
ing this shortfall in order to 
maintain the current-services 
level of funding. One of these 
options would be to appropri-
ate above the guarantee. If the 
Legislature were to choose this 
option, total Proposition 98 
spending in 2006-07 would be 
$731 million higher than oth-
erwise, and the resulting year-
end General Fund budgetary 
reserve would be reduced by a 
like amount, to $470 million.

LONGER-TERM
FORECAST

Our longer-term revenue and expenditure 
forecasts through 2010-11 are detailed in Chapters 
3 and 4, respectively. Figure 3 shows the effects 
of these projections on the state’s operating bal-
ance—that is, annual revenues minus annual 
expenditures. 

Operating Shortfalls to Persist but 
Shrink Over Time 

The figure shows that the state would continue 
to face significant operating shortfalls over the 
forecast period, peaking at $4.3 billion in 2007-08, 
before declining to $3 billion in 2008-09, $1.7 bil-
lion by 2009-10, and $600 million in 2010-11. The 
operating shortfalls in 2007-08 and 2008-09 each 
include well over $1 billion in scheduled repay-
ments of loans from transportation and other spe-
cial funds. Thus, by the end of the forecast period 

Operating Shortfalls to Persist, but Narrowa

General Fund (In Billions)

Figure 3

aAnnual revenues minus expenditures excluding use of deficit-financing bonds.
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the state would have just about grown its way out of 
its structural shortfalls. In the meantime, however, 
the state would have to take corrective actions to 
address its yearly shortfalls.

BSA Transfers Not Included in Our Estimates.
In March 2004, the voters approved Proposition 58, 
which among other things requires annual trans-
fers of revenues to a newly created reserve fund 
called the Budget Stabilization Account (BSA). 
These transfers are equal to 1 percent of General 
Fund revenues in 2006-07 ($910 million), 2 percent 
of revenues in 2007-08 ($1.9 billion), and 3 percent 
of revenues in 2008-09 ($2.9 billion) and annually 
thereafter until the balance of the BSA reaches 
$8 billion or 5 percent, whichever is greater. The 
Governor may suspend the transfers to this fund 
through executive order.

We have not included these transfers in calcu-
lating our estimates of operating balances. Inclu-
sion of these transfers would add to the operating 
deficits we are projecting for the out years of our 
forecast period. 

IMPLICATIONS OF OUR
PROJECTIONS FOR THE
LEGISLATURE

While the improved near-term and long-term 
outlooks are clearly positive news, the state is still 
not out of the woods with respect to its longer-
term structural budget problem. Consequently, 
in approaching the upcoming budget, it will be 
important for the Legislature to get a head start on 
addressing its out-year shortfalls by achieving as 
large a reserve as possible by the close of 2006-07. 
It will also be important to match any significant 
new commitments with offsetting revenues or 
budgetary savings. Finally, we believe that the state 
should avoid using the remaining $3.7 billion in 
authorized deficit-financing bonds at this time. 
Along with reserves, these bonds would be valu-
able to keep available as an option for helping the 
state deal with the still large budgetary shortfalls 
projected for 2007-08 and 2008-09, and to provide a 
cushion against a steeper-than-projected slowdown 
in economic activity sometime within the next two 
years, should one materialize.
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Economic and
Demographic Projections

Chapter 2

Economic and demographic developments 
are important determinants of California’s fis-
cal condition, mainly because of their impacts 
on state revenues and expenditures in such areas 
as education, health, social services, and trans-
portation. This chapter presents our economic 
and demographic projections for calendar years 
2005 through 2011, which will affect California’s 
budgetary condition during fiscal years 2005-06 
through 2010-11. 

THE ECONOMIC
OUTLOOK

Overview of the
Economic Forecast 

Recent Growth Has Been Good. The U.S. 
economy has grown at a solid pace over the past 
year, despite facing soaring energy costs, rising 
interest rates, and three major hurricanes in the 
Gulf region of the country. Real gross domestic 
product (GDP) for the U.S. increased at an aver-
age annual rate of over 3.5 percent during the first 
three quarters of 2005, representing only a slight 
deceleration from the healthy pace experienced 
in 2004. The nation’s positive trends are clearly 
evident in California, which has experienced solid 
growth in employment, personal income, and 
housing-related activity for most of this year. 

Some Near-Term Slowing Expected. Although 
the economic expansion has shown surprising 
resilience so far, we expect growth to moderate 
in late 2005 and early 2006, as the higher energy 
and interest costs being experienced take their 
toll on consumer confidence and discretionary 
incomes. An added concern in California is the 
state’s housing market, which—after several years 
of record sales and soaring prices—is vulnerable 
to adverse changes in interest rates or the strength 
of the economy. 

Growth to Remain Moderate. After a period 
of slowing in 2006, our outlook calls for moder-
ate economic expansion at both the national and 
state levels. Figure 1 (see next page) summarizes 
the details of our economic forecasts for the nation 
and state. In the subsequent sections, we discuss 
in more detail the major factors underlying our 
forecasts.

U.S. Economy 
First Three Quarters of 2005
Were Better Than Expected 

The national economy has defied expectations 
by continuing to grow at a healthy pace through 
the first three quarters of 2005. The preliminary 
estimate for the third quarter’s GDP was a real 
(that is, adjusting for the effects of inflation) an-
nual rate of growth of 3.8 percent. This healthy 
increase occurred despite the negative impacts of 
major hurricanes, rising interest rates, and over 
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$3 per gallon gasoline prices. The overall increase 
in economic output was well-balanced, with con-
sumer spending, housing, business investment, and 
exports all expanding at 
healthy rates during the 
quarter.

Profits Have Been Par-
ticularly Strong. Business 
earnings have continued 
to grow rapidly in 2005, 
despite higher energy and 
health insurance costs 
during the year. As shown 
in Figure 2, U.S. after-
tax profits increased by 
12 percent in 2004, and 
are expected to grow by 
another 30-plus percent 
in 2005. A significant por-
tion of the recent gains in 
profits is due to dramatic 
increases in the profits 
of oil-related companies. 
The recent change in the 
tax treatment of foreign earn-
ings of multinational compa-
nies that are being transferred 
(or repatriated) back to the 
U.S., may also be contributing 
to the healthy earnings growth 
this year. Beyond these special 
factors, however, profit growth 
appears to be widespread, 
occurring in most industry 
sectors.

These healthy gains in prof-
its are very important in the 
context of our fiscal outlook. 
This is because they are boost-
ing taxable earnings subject to 
either the state’s personal or 
corporate income taxes. These 
earnings are also providing 

companies with large amounts of cash to invest 
in new facilities and equipment, which we believe 
will be the leading source of economic growth next 

Figure 1 

The LAO’s Economic Forecast 

Percentage Change (Unless Otherwise Indicated) 

2005 2006 2007 2008 2009 2010 2011 

United States 
Real gross domestic  

product 3.7% 3.3% 3.0% 3.4% 3.0% 2.8% 2.9%
Personal income 5.8 6.3 5.5 5.8 5.5 5.3 5.4
Wage and salary jobs 1.6 1.4 1.3 1.4 1.1 0.9 0.8
Consumer Price Index 3.5 2.6 2.2 2.3 2.5 2.5 2.4
Unemployment rate (%) 5.1 5.0 5.2 5.0 5.0 5.1 5.1
Housing starts (000) 2,028 1,768 1,727 1,738 1,676 1,655 1,662

California

Personal income 6.3% 5.7% 5.5% 6.0% 6.1% 6.3% 6.0%
Wage and salary jobs 1.4 1.3 1.4 1.5 1.4 1.4 1.4
Taxable sales 6.1 5.2 5.6 6.1 5.6 6.1 5.9
Consumer Price Index 4.4 3.5 2.5 2.6 2.7 2.7 2.6
Unemployment rate (%) 5.5 5.6 5.4 5.4 5.3 5.3 5.3
Housing starts (000) 214 185 183 175 172 170 175

U.S. Profits Soaring in 2005

Figure 2
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year. The large profit margins are also enabling 
businesses to absorb rising energy costs, rather than 
passing them along in the form of higher product 
prices to consumers that would otherwise reduce 
demand and hurt the economy.

Inflation and Interest Rates Climbing
After several years of price stability, inflation 

accelerated significantly in 2005, with consumer 
prices increasing at an annual rate of  5 percent and 
producer prices jumping by 8 percent in the third 
quarter of the year. The majority of the accelera-
tion is related to higher gasoline prices, but costs 
for a variety of other subcomponents of spending 
(such as for food, rents, and medical services) are 
also increasing significantly.

Partly in response to the higher inflation, the 
Federal Reserve has consistently increased interest 
rates in 2005. The federal funds rate (that is, the 
rate that banks charge on overnight loans to one 
another) has increased from 1.4 percent in the 
summer of 2004 to 4 percent as of late October 
2005. We expect that short-term interest rates will 

continue to rise until the inflation subsides and 
economic growth slows.

Fourth Quarter Set to Slow
Although economic growth so far has outpaced 

expectations, there are signs that the pace of the ex-
pansion will slow late this year. For example, recent 
surveys of consumer confidence have shown major 
declines. These surveys, which are often harbingers 
of future consumer spending, suggest that retail 
spending during the holiday shopping season will 
be less robust than in recent years. Other signs of 
slowing growth include sharp declines in payroll 
employment in September (only part of which is 
attributable to the hurricanes), slowing growth in 
real disposable incomes (which are being eroded by 
sharply rising inflation), and the recent softening in 
monthly car sales—particularly of low gas mileage 
sport utility vehicles and light trucks. 

The Nation’s Outlook—Slower but 
Still Moderate Growth in 2006 

Our forecast assumes that U.S. economic 
growth will slow some over the next year. The 

anticipated slowdown is pri-
marily due to a softening in 
consumer spending and home 
construction, which will be 
only partly offset by improve-
ments in business spending 
and foreign exports. As indi-
cated in Figure 3, we project 
that annual real GDP growth 
will subside from 3.7 percent 
in 2005, to 3.3 percent in 2006, 
and further to 3 percent in 
2007.

Our national outlook also 
assumes that: 

C o n s u m e r  s p e n d i n g 
growth will slow from 3.4 per-
cent in 2005 to 2.8 percent 
in 2006, before partially re-

U.S. Economic Growth to Subside

Figure 3
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bounding to an average annual pace of 
around 3 percent during the balance of the 
forecast period.

Business investment will accelerate from 
8.5 percent growth in 2005 to over 11 per-
cent in 2006, before moderating to about 
5 percent in subsequent years of the forecast. 
These relatively healthy increases are related 
to continued strong growth in business 
spending on computer equipment and soft-
ware. The continued strength in this type of 
spending is positive for California, which has 
a large number of firms which design and 
produce computer and software products.

Gasoline prices will fall slowly from cur-
rent levels, reflecting an easing of U.S. de-

mand in response to higher prices, as well 
as improving supply conditions occurring 
as refineries damaged by the hurricanes 
come back on line. (See box below regard-
ing recent gas price developments.) How-
ever, continued strong worldwide gasoline 
demand and the lack of new U.S. refinery 
capacity are expected to keep prices from 
falling dramatically in the next several years. 
We specifically forecast that U.S. average 
gasoline prices will retreat to below $2.40 
by the end of 2005, but remain above $2.00 
through the end of the forecast period. 

Inflation will remain high through the 
first quarter of 2006 (ref lecting rising 
heating costs) but then subside beginning 
next spring. On an annual average basis, 

Update on Energy Prices
Soaring energy prices, their impacts, and their likely future course have been a central focus 

of national and state economic forecasts for much of the past two years. Over the past year, crude 
oil prices have more than doubled, jumping from $30 per barrel in September 2004 to a peak of 
$68 per barrel in September 2005, before retreating somewhat to below $60 per barrel by early 
November. Gasoline and diesel fuel prices have correspondingly jumped by roughly proportional 
amounts. For example, the per-gallon price of gasoline increased from $1.40 per gallon in late 
summer 2003 to over $3.00 per gallon by late summer 2005, before falling back to roughly $2.60 
per gallon. Diesel prices likewise jumped from about $1.60 per gallon in late summer 2003 to $3.15 
per gallon in late summer 2005, where they remained as of late October. 

Gasoline Prices—Highest in Nearly 25 Years 
In current-dollar terms, gasoline prices are, by far, at their highest levels in history. Although 

in inflation-adjusted terms gasoline prices today are still lower than the all-time peaks reached in 
the early 1980s, they nevertheless are at their highest level in nearly 25 years and up dramatically 
over the past several years. The accompanying figure shows gasoline prices from the mid-1970s 
through the third quarter of 2005. It indicates that the average price for the third quarter of this 
year reached $2.73 per gallon, by far the highest current-dollar price. After adjusting for inflation, 
it was still 13 percent below the peak reached in 1980 (which in “today’s dollars” was $3.08 per 
gallon), but was up more than 50 percent from 2002.

Natural Gas Prices Also Soaring
While most of the attention so far has been concentrated on gasoline prices, hurricane-related 

damage to natural gas rigs in the Gulf of Mexico have resulted in a doubling in natural gas prices 
relative to last year. These increases will have a dramatic effect on home heating bills this winter.
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we forecast that the U.S. Consumer Price 
Index (CPI) will increase by 3.5 percent in 
2005 and 2.6 percent in 2006. Factors lead-
ing to this anticipated slowing of inflation 
include the projected declines in energy 
prices, intense worldwide competition for 
a variety of products and services, and 
ongoing worker productivity gains. Over 
the longer term, inflation is expected to 
remain moderate, with the CPI averag-
ing a projected 2.3 percent yearly increase 
between 2007 and 2011. 

Interest rates will continue to rise through 
early 2006, but then stabilize as a result of 
slowing U.S. economic growth and lower 
inflation. The average interest yield on one-
year Treasury Bills is projected to increase 

from 4.3 percent in the fourth quarter of 
2005 to 4.8 percent by the fourth quarter 
of 2006.

Productivity growth will average around 
2.5 percent annually through the forecast 
period. While this is down from the over 
3.7 percent rate for the 2002-through-2004 
period, it is still well above the rates histori-
cally achieved, particularly after the initial 
stages of economic expansions. 

California’s Economy 
In many respects, California’s economic perfor-

mance has mirrored the rest of the nation during 
the past year. During this period, the state has 
experienced healthy growth in output, sales, home 

Economic Impacts
The recent increases in gasoline prices and projected increases in natural gas bills will clearly have 

negative impacts on overall economic growth during the next year, by depressing the discretion-
ary incomes of house-
holds and earnings of 
businesses. While these 
anticipated effects are 
significant, energy costs 
do represent a much 
smaller share of the 
overall economy today 
than in the 1970s and 
early 1980s, when the 
jump in energy prices 
induced two major re-
cessions. This is largely 
due to increased ef-
ficiencies and expan-
sion of low-energy use 
sectors. Thus, although 
these adverse energy-
related developments 
have negative impacts, 
they are not expected to 
derail the economy. 

Inflation-Adjusted Gasoline Prices–
Highest in Nearly 25 Years

Average Per-Gallon Price of California Gasoline
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construction, personal income, and corporate 
profits—despite historically high energy prices 
and rising interest rates. Looking ahead, we expect 
that California will continue to grow roughly in 
line with the U.S. economy, with slowdowns in 
consumer spending and housing activity being 
partly offset by healthy gains in investment spend-
ing and exports.

Housing Set to Ease 
Home sales and prices have soared in California 

over the past several years. The volume of sales 
reached an all-time high in 2004, and will remain 
near record levels this year. As shown in Figure 4,
the median price of existing home sales has jumped 
by over 100 percent in the past four years, and now 
stands at about $550,000. This is more than double 
the national median of $220,000.

These extraordinary developments have con-
tributed to major increases in sales and income 
in the state’s real estate and financial sectors. The 
“wealth effect” associated with rising home values 
has also contributed to retail 
spending in the state.

However, after several years 
of sustained increases, home 
prices are now at all-time 
records, making California’s 
housing market vulnerable to 
setbacks related to rising inter-
est rates or slowing economic 
growth. Under our baseline 
forecast, which anticipates 
modest increases in interest 
rates, we expect home prices 
to fall modestly, and that sales 
volumes, new construction, 
and mortgage refinancings will 
ease in 2006.

Larger increases in interest 
rates would result in corre-
spondingly larger declines in 

real estate and mortgage refinancing activity. They 
would also result in rising mortgage costs for many 
recent home buyers who have financed expensive 
home purchases with variable rate mortgages and 
other loans that must be refinanced after a specified 
time period. These higher housing-related costs 
could further squeeze household discretionary 
incomes, and further depress consumer spending 
in this state.

High Tech on Rebound
After several soft years, California’s high-tech 

industries are expanding once again. The increases 
being experienced are partly due to the national 
increases in business spending on high-tech goods 
discussed above. They also reflect a major new cycle 
of product innovations in the areas of Internet 
sales and applications. These improvements are 
resulting in large increases in sales and earnings 
of major California high-tech firms such as Apple, 
EBay, Yahoo, and Google. They are also resulting 
in significant increases in new hiring for the first 
time since 2000.

California Home Prices Have Doubled
In Past Four Years

Median August Price of Existing Home Sales (In Thousands)

Figure 4
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The Outlook—
Slowing but Still Solid Growth

We project that California’s economy will 
grow by slightly less than the nation in 2006 and 
early 2007, before accelerating to a pace which is 
slightly higher than the national average in 2008 
and beyond. Part of the reason for California’s 
slightly below-average growth rate next year is 
that post-hurricane rebuilding—which will boost 
U.S. economic growth by roughly 0.3 percent in 
2006—will be concentrated in the southern region 
of the nation. Specifically, we forecast that:

Personal income growth will slow from 
6.3 percent in 2005 to 5.7 percent in 2006, 
and further to 5.5 percent in 2007, before 
rebounding to roughly 6 percent per year 
during the balance of the forecast period 
(see Figure 5). Most of the anticipated 
modest slowdown in income growth dur-
ing the next two years is related to tapering 
activity in the construction and finance-
related sectors.

Wage and salary employment growth 
will slow slightly from 1.4 percent in 2005 
to 1.3 percent in 2006, before returning to 
1.4 percent in 2007 and remaining in that 
general range through the forecast period. 

Taxable sales growth will slow from 6.1 per-
cent in 2005 to 5.2 percent in 2006, before 
partly rebounding to 5.6 percent in 2007. 
The 2006 slowdown reflects easing of gaso-
line prices, more modest gains in consumer 
spending, and declines in residential con-
struction activity (which will adversely affect 
the taxable sales of building materials).

Permits for new construction are pro-
jected to decline from 214,000 this year to 
185,000 in 2006, and further to 175,000 
by 2008. This slowing is expected to be 
primarily concentrated in the single-family 
segment, and is due to the negative impact 
of projected rising interest rates on home 
affordability. 

Key Risk—Still Higher 
Energy Costs

The main risk to the U.S. 
and California economic fore-
casts continues to be energy 
prices. Renewed growth in 
crude and refined energy costs 
would put more upward pres-
sures on output prices and in-
terest rates, and would further 
dampen consumer confidence 
and spending in the months 
ahead. Such a development 
would lead to slower near-
term growth, particularly in 
interest-sensitive sectors such 
as housing. The effects would 
be especially acute in Califor-
nia, where high housing costs 
make this state’s real estate 
and construction industries 
particularly vulnerable.

California Personal Income Outlook Similar to U.S.
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THE DEMOGRAPHIC
OUTLOOK

California’s population currently totals over 
37 million persons and reflects a diverse ethnic and 
racial mix (see Figure 6). Figure 7 shows that the 
state’s population growth is projected to average 
about 1.4 percent annually over the forecast period. 
In terms of numbers of people, this annual growth 
translates into over one-half million people and is 
roughly equivalent to adding a new city close to 
the size of Long Beach to California each year. As 
a result, California will add more than 3.2 million 
people over the forecast interval and reach over 
40 million by 2011. 

The population growth rate we are projecting is 
somewhat slower than that experienced in the late 
1990s and early 2000s, when growth was averaging 
about 1.7 percent. This reflects both the dampening 
effects of the slower economy of recent years on 
in-migration, plus a continuing downward trend 
in birth rates. 

Population 
Growth
Components

California’s population 
growth can be broken down 
into two major components—
natural increase (the excess of 
births over deaths) and net 
in-migration (persons moving 
into California from other 
states and countries, minus 
those leaving California for 
out-of-state destinations). On 
average, these two compo-
nents have tended in the past 
to contribute about equally to 
the state’s population growth. 
However, their relative shares 
can vary significantly from 
one year to the next depend-

ing largely on the strength of the net in-migration 
component—by far the most volatile element. 

Natural Increase. We project that the natural-
increase component will average over 315,000 new 
Californians annually over the forecast period. 
This net natural gain reflects an annual average 
of around 570,000 births partially offset by about 
255,000 deaths. 

Our forecast incorporates the well-documented 
trend of declining birth rates that has been occur-
ring for essentially all ethnic groups in recent years 
in California. Despite these declining birth rates, 
however, the number of new births in our forecast 
actually trends up a bit through 2011. This is due 
to significant growth in the female population of 
child-bearing age groups in the faster-growing 
segments of California’s population, including 
Hispanic and Asian women. As a result, even after 
accounting for growth in the number of deaths 
occurring annually in California, we project that 
the yearly natural-increase component will grow 
slightly during the forecast period. 

California’s Population Is Diverse

Population Shares by Race and Ethnicity, 2005

Figure 6
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Net In-Migration. We project that combined 
domestic and foreign net in-migration will average 
a bit over 220,000 annually over the next six years. 
This is weaker than during the end of the 1990s and 
early 2000s when annual net in-migration averaged 
about 260,000. It also is considerably less than the 
projected average 315,000 natural-increase compo-
nent noted above. Regarding this in-migration:

Foreign In-Migration. Most of the net in-
migration we are projecting reflects foreign
net in-migration from other nations. This 
component has been relatively stable over 
the past decade and has proved to be less 
sensitive to the economy than domestic 
population flows between states. We fore-
cast that net foreign in-migration will be 
fairly constant through 2011, averaging 
about 210,000 annually. 

Domestic In-Migration. Regarding domes-
tic net in-migration, preliminary data sug-
gest that this has been modestly negative 
in 2005 (that is, about 20,000 more people 

State’s Population to Grow at Modest Pace

Figure 7
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are leaving California this year for other 
states than flowed in from them). In large 
part, this is attributable to the lingering 
impacts of California’s recent recession and 
such factors as its continued modest job 
market strength and high housing prices. 
Given our outlook for moderate expansion 
of California’s economy, we do not foresee 
a return to net positive interstate popula-
tion in-flows until 2007. At that time, net 
domestic in-f lows should total several 
thousand and rise modestly thereafter, 
reaching the general range of 20,000 an-
nually by the end of the forecast period. 

Growth to Vary Significantly 
By Age Group 

Figure 8 (see next page) shows our popula-
tion growth projections by broad age categories, 
including both numerical and percentage growth. 
Of special note are the following:

Baby Boomers Swelling. The 45-64 age 
group (largely, the so-called “baby boom-

ers”) continues to be the fastest 
growing single segment of the 
population, both in percent-
age and numerical terms. This 
group is projected to expand 
by nearly 1.6 million people 
over the forecast period, or an 
average rate of 2.9 percent an-
nually.

Negligible Growth for 
School-Age Children. Towards 
the other extreme, slow growth 
is anticipated for the K-12 school-
age population. This reflects a 
variety of factors, including the 
lower rates of recent net domes-
tic in-migration of families with 
school-age children, reduced 
birth rates during the late 
1990s and early 2000s, and 
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the increasing move-
ment of baby boom-
ers’ children into the 
college-age category.

Above-Average Growth 
for the Elderly and 
College-Age Individu-
als. Reflecting both the 
aging of the older baby 
boomers themselves 
and the maturing of 
baby boomers’ chil-
dren, both of these seg-
ments are expected to 
grow at a faster-than-
average pace—2.6 per-
cent and 1.9 percent, 
respectively.

These various age-group 
demographic projections can 
have significant implications for the state’s fiscal 
outlook, due to their impacts in such areas as school 
enrollments, health care needs, and the size and 
characteristics of the labor force.

California's Population Growth, by Age Group

Population Change–2005 Through 2011

Figure 8
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Revenue Projections

Chapter 3

The revenues that finance California’s state 
General Fund budget come from numerous sourc-
es, including taxes, fees, licenses, interest earnings, 
loans, and transfers. However, over 90 percent of 
the total is attributable to the state’s “big three” 
taxes—the personal income tax (PIT), the sales 
and use tax (SUT), and the corporation tax (CT). 
In this chapter, we summarize our updated Gen-
eral Fund revenue projections and provide detail 
behind our key revenue-related assumptions. 

CURRENT REVENUE
SITUATION

Revenue collections in early 2005-06 are sig-
nificantly outperforming the estimates contained 
in the 2005-06 Budget Act. Total General Fund 
cash receipts through the first four months of this 
fiscal year are up by over $1.5 billion (6 percent), 
due to particularly large increases in PIT and CT 
receipts. We believe that this solid performance 
will continue through the balance of 2005-06 and 
into the budget year.

Recent Revenue Trends Strong 
In Chapter 2, we indicated that the U.S. and 

California economies have experienced healthy 
and broad-based growth in 2005, characterized by 
robust gains in business earnings. The effects of 
these developments are evident in the state’s recent 

revenue trends. Specifically, General Fund cash 
receipts from each of the major taxes are up sig-
nificantly from the prior year. The largest increases 
are related to quarterly estimated payments made 
by taxpayers filing under the CT and the PIT.

Corporate Estimated Payments—Doing Ex-
tremely Well. As indicated in Figure 1 (see next 
page), quarterly estimated tax payments made by 
companies filing under the CT were up by nearly 
30 percent from one year earlier in the third quar-
ter of this year. These payments are attributable 
to companies in a wide variety of industries, but 
they particularly involve oil refining, utilities, 
telecommunications, financial services, and 
manufacturing. 

PIT Estimated Payments—Also Strong. The 
growth in PIT quarterly payments was up a similar 
amount during the most recent quarter. While we 
do not have any detailed payment information for 
these PIT receipts, we believe that much of the 
growth in this source is also due to robust gains in 
business earnings subject to the PIT. This includes 
the profits of business entities that themselves are 
directly taxed under the PIT (such as partnerships, 
sole proprietorships, and certain limited liability 
companies). It also includes the profits from cor-
porations that are taxed directly under the CT but 
that also flow through to be taxed under the PIT, 
such as distributions to shareholders and the pass-
through income of Subchapter S corporations.
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Other Tax Payments—
Healthy Too. Tax receipts 
other than PIT and CT esti-
mated payments are grow-
ing at a more moderate, but 
still healthy, rate in 2005. As 
indicated in Figure 2, with-
holding payments, which are 
related to the wages, bonuses, 
and stock options received by 
individuals, have experienced 
f luctuating growth rates in 
recent quarters, but neverthe-
less are growing in the general 
range of 7 percent in 2005. 
Likewise, SUT receipts have 
been growing in the range of 
6 percent to 7 percent during 
the same period. 

THE LAO 
REVENUE
FORECAST

Figure 3 and Figure 4 pres-
ent our updated revenue pro-
jections for the period 2004-05 
through 2010-11. Figure 3
shows our revenue estimates 
for the prior year (2004-05) 
and current year (2005-06), 
and compares them to the 
projections assumed when the 
2005-06 budget was adopted 
this past summer. Figure 4
shows our revenue projections 
for the entire forecast period, 
ending in 2010-11.

Prior-Year Revenues—Up 
$1 Billion. Based on prelimi-
nary agency revenue reports 

Business-Related Tax Payments Very Strong

Year-Over-Year Percent Change, by Quarter

Figure 1
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for 2004-05, we estimate that revenues and trans-
fers totaled $81 billion during the year. As Figure 3
shows, this is up $1 billion from the estimate as-
sumed in the 2005-06 Budget Act. Of this gain, 
PIT revenues were up $824 million, SUT was up 
$262 million, and all other sources combined were 
down $63 million. The large increase in prior-year 
receipts reflects a variety of factors, including the 
accrual of stronger-than-expected cash payments 
received early this fiscal year back to 2004-05. A sec-
ond factor is an upward adjustment to the expected 

amount of audit collections during the 2005-06 
fiscal year, which under California’s accounting 
system, will be accrued back to 2004-05.

2005-06 Revenues—Up $2.8 Billion. We proj-
ect that revenues and transfers will total $87.3 bil-
lion in 2005-06, a 7.8 percent increase from 
2004-05. Our revised estimate is up $2.8 billion 
from the estimate contained in the 2005-06 Budget 
Act. As Figure 3 shows, this difference consists of 
a $2.1 billion increase in the PIT, a slightly under 

Figure 3 

Revised LAO Revenues for 2004-05 and 2005-06 
Compared With 2005-06 Budget Act

(In Millions) 

2004-05 2005-06 

Revenue Source Budget LAO Difference Budget LAO Difference

Major Taxes: 
 Personal Income Tax $42,032 $42,856 $824 $43,230 $45,300 $2,070 
 Sales and Use Tax 25,233 25,495 262 26,951 27,140 189
 Corporation Tax 7,674 7,539 -135 8,821 9,400 579
 Insurance Tax 2,212 2,232 20 2,300 2,340 40
 Other major taxes 673 706 33 456 451 -5
  Subtotals, major taxes ($77,824) ($78,829) ($1,005) ($81,758) ($84,632) ($2,874) 

Other Sources: 
 Interest income $203 $232 $29 $357 $450 $93
 Minor revenues 1,669 1,660 -10 2,147 2,244 97
 Transfers/loans 239 239 — 209 -47 -256

  Total Revenues and Transfers $79,935 $80,959 $1,024 $84,471 $87,279 $2,808 

Figure 4 

The LAO’s General Fund Revenue Forecast

(Dollars in Millions) 

Revenue Source 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 

Personal Income Tax $42,856 $45,300 $48,000 $51,370 $54,820 $58,730 $62,740 
Sales and Use Tax 25,495 27,140 28,288 30,073 31,898 33,893 35,963 
Corporation Tax 7,539 9,400 9,650 10,270 11,020 11,810 12,560 
Other revenues and transfers 5,069 5,438 5,138 4,888 5,118 4,962 5,515

 Total Revenues and  Transfers $80,959 $87,279 $91,076 $96,601 $102,856 $109,395 $116,778 

(Percentage Change) 8.2% 7.8% 4.4% 6.1% 6.5% 6.4% 6.7%
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$600 million increase in CT, a nearly $200 mil-
lion increase in SUT, and more modest upward 
adjustments to interest earnings and other sources. 
A partially offsetting factor in 2005-06 concerns 
the sale assumed in the budget of pension obliga-
tion bonds. Specifically, due to legal delays, we 
have assumed the sale is delayed by one year. This 
shift will result in a $252 million reduction in rev-
enues in 2005-06 and a corresponding increase in 
2006-07 revenues.

2006-07 Revenues—Modest Growth. As shown 
in Figure 4, we forecast that total revenues and 
transfers will be $91.1 billion in 2006-07, a 4.4 per-
cent increase from the current year. This relatively 
modest growth rate reflects the projected economic 
slowdown in 2006 as well as several other factors. 
For example, our estimate assumes a resumption 
in certain sales tax transfers (so-called “spillover 
payments”) from the General Fund to the Public 
Transportation Account (PTA). This transfer was 
suspended in the current year but a portion will 
again occur in 2006-07 and reduce General Fund 
SUT revenues by slightly over $300 million in that 
year. Other factors include: (1) the resumption of 
the teachers’ tax credit, which will lower PITs by 
about $200 million, and (2) a drop in nontax-re-
lated revenues of $500 million. The decline in such 
nontax revenues is partly due to a one-time increase 
of $525 million in 2005-06 related to the refinanc-
ing of tobacco bonds. Absent these special factors, 
“underlying” revenues are expected to increase by 
a moderately stronger rate of 5.7 percent. 

2007-08 Through 2010-11. We project that total 
revenues will increase at an average annual rate of 
6.4 percent over this four-year span, or slightly fast-
er than the 6 percent average growth in personal 
income during the period. For this interval, we are 
projecting that PIT revenues will grow moderately 
faster than the overall economy, reflecting the in-
teraction of rising real incomes with California’s 
progressive PIT rate structure. The remaining 
revenue sources are forecast to grow slightly more 
slowly than statewide personal income.

The annual revenue increases throughout the 
forecast period are being affected by several factors 
apart from the state’s underlying economy. These 
include ongoing refunds of protective claims pay-
ments associated with the recent tax amnesty pro-
gram (see below), repayments of outstanding loans 
from special funds, and diminishing amounts of 
spillover transfers of sales taxes from the General 
Fund to the PTA (which are expected to occur as 
gas prices subside). 

DETAIL ON INDIVIDUAL
REVENUE SOURCES
Personal Income Tax 

The PIT collections will finally surpass their 
2000-01 peak in 2005-06, reaching $45.3 billion 
during the year. The current estimate for 2005-06 
represents a 5.7 percent increase from 2004-05, and 
is nearly $2.1 billion above the 2005-06 Budget Act
estimate. We project that PIT revenues will grow 
further to $48 billion in 2006-07, representing a 
6 percent increase from the current year, and at 
an average annual rate of 6.9 percent during the 
balance of the forecast period. 

Key Forecast Factors. As indicated above, the 
main factor responsible for our upward revision 
of General Fund revenues is ongoing strength in 
business-related income, which is currently boost-
ing quarterly estimated PIT payments. We expect 
that, while future growth in business earnings will 
slow, the higher payment trend will persist through 
at least 2005-06 and somewhat beyond.

In contrast to the two previous years, we do 
not expect capital gains and stock options to be a 
major source of PIT revenue growth in 2005-06. 
This is because the stock market has been relatively 
flat this year—in stark contrast to 2003 and 2004, 
when market values were up substantially. Capital 
gains associated with real estate sales will experi-
ence much stronger growth. However, since less 
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than one quarter of total capital gains is related 
to real estate activity, growth in total capital gains 
will remain relatively modest. 

Overall, we project that capital gains income 
will be up around 7 percent in 2005-06, with 
most of the increase due to real estate activity. By 
comparison, stock option income is projected to 
remain flat during the year.

In subsequent years, we project that income 
from combined capital gains and stock options 
will grow at a moderate annual pace of 6 percent 
to 7 percent per year, reflecting strong growth in 
the real estate segment and moderate growth in 
stock values.

Sales and Use Taxes 
We estimate that SUT receipts will total 

$27.1 billion in 2005-06, a 6.5 percent increase from 
2004-05. Our current forecast is up by $189 mil-
lion from the 2005-06 Budget Act. We project that 
SUT receipts will grow further to $28.3 billion in 

2006-07, and at an average annual rate of 6.2 per-
cent during the balance of the forecast period. 

Key Forecast Factors. The main determinant 
of SUT receipts is taxable sales. About two-thirds 
of these sales are related to retail spending by 
consumers, while the remainder is related both to 
building materials that go into new construction 
and to business-to-business transactions. 

We estimate that taxable sales grew by slightly 
more than 6 percent during the first three quarters 
of calendar-year 2004, based on the most recent 
taxable sales data available. While this represented 
a modest slowdown from the 7.9 percent rate for 
all of 2003, the over 6 percent increase still repre-
sents a reasonably healthy rate. We do not yet have 
any detail on the composition of taxable sales for 
2005. However, various indicators suggest that the 
increases reflect a variety of factors. These include 
the extraordinary increases in gasoline and diesel 
fuel prices, as well as ongoing strength in the home 
construction, business investment, and consumer 

spending sectors in this state.

As indicated in Chapter 2, 
we expect gasoline prices to 
fall from current levels, and 
that consumer spending and 
residential building activity 
will slow beginning in 2006. 
Although this slowing will be 
partly offset by healthy gains 
in business investment, we 
expect taxable sales growth to 
still slow to about 5.2 percent 
in 2006 and 5.6 percent in 2007 
(see Figure 5). In subsequent 
years, we forecast that tax-
able sales growth will partly 
rebound to a trend rate of 
around 6 percent for the bal-
ance of the forecast period. 

Taxable Sales Growth to Ease in 2006

(Annual Percent Change)

Figure 5

-1

0

1

2

3

4

5

6

7

8

9%

2002 2003 2004 2005 2006 2007 2008

Forecast



California’s Fiscal Outlook

Legislative Analyst’s Office22

Corporation Taxes 
We estimate that CT receipts will increase 

from roughly $7.5 billion in 2004-05 to $9.4 bil-
lion in 2005-06. Following this, we forecast that 
CT receipts will grow only modestly in 2006-07, 
but then will increase at an average annual rate 
of 6.8 percent during the remaining four years of 
the forecast. 

Key Forecast Factors. Two categories of factors 
are of special importance in our updated forecast 
of CT receipts: 

Corporate Profits. The single most im-
portant factor underlying CT receipts 

is California taxable corporate profits. 
After jumping 20 percent in 2004, strong 
estimated CT payments that have been 
received this year suggest that business 
earnings are up another 23 percent in 2005. 
These large increases reflect major gains in 
a variety of industries, including utilities, 
oil refining, finance, and construction. 
Recent gains may also be partly due to the 
repatriation of foreign earnings made by 
companies in response to recent federal law 
changes. These changes provide for taxing 
repatriated earnings (that is, earnings from 
foreign operations which are brought into 

Tax Amnesty Program
The recent tax amnesty program had a major impact on the pattern of revenue collections for 

the state’s PIT and CT. (For a more detailed discussion of the amnesty program, which ran from 
February 1, 2005 to March 31, 2005 and covered tax years preceding 2003, see our report entitled 
California Spending Plan 2005-06.) The amnesty program resulted in an increase in General Fund 
receipts totaling $3.8 billion in 2004-05. Under California’s system of accrual accounting, these 
receipts were reflected as a $3.8 billion upward adjustment to the state’s carry-in balance for the 
2004-05 fiscal year.

What Did the Payments Represent?
About one-fifth of the payments received related to amnesty was attributable to the program’s 

voluntary participants, while the remaining four-fifths was attributable to companies that chose 
not to participate in the amnesty program but still chose to file so-called “protective claim” pay-
ments. The latter are payments made by these taxpayers to avoid the possibility of being charged 
high post-amnesty penalties if their outstanding tax challenges are not ultimately upheld, or if 
they receive future audit assessments related to past tax years. 

Most of the Receipts Will Be “Given Back”
The great majority of the payments received were expected to be offset by lower net collections 

in the future. For example, based partly on estimates the Franchise Tax Board (FTB) made last 
May, it was assumed that all but $380 million of the $3.8 billion gain represents either tax payments 
that will eventually be refunded (which will occur in those cases where the taxpayers prevail in 
their audit disputes), or accelerations of collections that would have otherwise been received in 
future years through the normal audit process. It was specifically assumed that these refunds and 
accelerations would reduce net personal income tax and corporation tax collections by $1.5 billion 
in 2005-06, $1 billion in 2006-07, and $900 million in 2007-08. Under the state’s accrual account-
ing system, these annual reductions would be accrued back to the respective preceding years. As 
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a result, the accompanying figure shows that it was assumed that amnesty-related revenue reduc-
tions would occur in the 2004-05 through 2006-07 fiscal years.

Net Gain Assumed From Amnesty—Still $380 Million
Based on recent monthly payment and refund data, as well as conversations with FTB staff, 

we are currently assuming that the offsetting amnesty-related reductions assumed in the 2005-06 
Budget Act will take longer to occur than we earlier thought. Specifically, we now estimate that the 

annual reductions will 
climb from $500 mil-
lion in 2004-05 to a 
peak of $750 million in 
2006-07, before subsid-
ing over the following 
four years. However, 
we have not materi-
ally changed our view 
about how much of the 
amnesty-related gain 
will ultimately prove to 
be permanent—rough-
ly $380 million. All of 
these amnesty-related 
estimates remain sub-
ject to future revision as 
the FTB closes out more 
cases involving protec-
tive claims payments. 

Amnesty-Related Income Tax Impacts
On General Fund Revenues

Budgetary Basis (In Billions)

-2
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4

$5

03-04
and Beforea

04-05 05-06 06-07 07-08 08-09 09-10 10-11

2005-06 Budget Act Estimate

Revised LAO Estimate

aShown for accounting purposes as increase in 2004-05 prior-year fund balance.

the U.S.) at a special reduced federal rate 
of 5.25 percent (instead of the normal rate 
of 25 percent on repatriated earnings). For 
2006 through the remainder of the forecast 
period, we project that profits will grow at a 
much-less-robust average rate of 6 percent 
per year. Ongoing productivity growth and 
expanding markets both in the U.S. and 
abroad are positive factors in the longer-
term outlook. However, we expect some 
of the cyclical sources of recent earnings 
growth, such as extraordinary profits from 
oil production and refining, and strong 

financial earnings from the robust sales 
and financing of homes, to subside in the 
years ahead.

Tax Amnesty. The second major factor 
is the effect of the recent tax amnesty 
program. This program resulted in a ma-
jor increase in tax payments in 2004-05 
that were accrued back to 2003-04, but 
is expected to result in decreases in net 
collections in subsequent years. (See the 
accompanying box for additional discus-
sion of the amnesty program.)
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Other Revenues, Transfers, and Loans 
This category encompasses all remaining Gen-

eral Fund revenue sources. It includes taxes on 
insurance premiums, alcoholic beverages, estates, 
and cigarette distributions. It also includes various 
fees, interest on investments, asset sales, pension 
bond proceeds, as well as loans and transfers from 
special funds. 

Revenues from this category are expected to 
vary within a range of $4.9 billion to $5.5 billion 
over the forecast period. Their underlying growth 
rate is assumed to be roughly 2 percent per year, 
reflecting a mixture of moderate gains and re-
ductions in various tax sources. Special factors 
in the outlook include the one-time refinancing 
of tobacco bonds in 2005-06, a one-time sale of 
pension bonds in 2006-07, and scheduled repay-
ments of outstanding loans from special funds in 
various years.
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Expenditure Projections

Chapter 4

In this chapter, we discuss our General Fund 
expenditure estimates for 2004-05 and 2005-06, 
as well as our projections for 2006-07 through 
2010-11. Figure 1 (see next page) shows our fore-
cast for major General Fund spending categories. 
We first look at general budgetary trends and then 
discuss in more detail our expenditure projections 
for individual major program areas. 

GENERAL FUND
BUDGET TRENDS
2006-07 Outlook 

We forecast that General Fund expenditures 
will grow from $90.2 billion in 2005-06 to 
$95.1 billion in 2006-07, an increase of 5.5 per-
cent. Among major programs, we expect above-
average growth rates in various health and social 
services areas, and below-average increases in 
higher education and the Supplemental Security 
Income/State Supplementary Program. General 
Fund spending on Proposition 98 is expected to 
increase at the same pace as overall growth. The 
Proposition 98 increase is partly due to the end 
of the two-year diversion of property taxes from 
local governments to schools (which results in a 
$1.3 billion increase in General Fund Proposi-
tion 98 spending) and additional spending for 
Proposition 49 after-school programs.

Expenditure Growth 
During Forecast Period 

Moderate Total Growth Projected. The right-
hand column of Figure 1 shows our projected 
average annual growth rates for major programs 
from 2005-06 through 2010-11. We forecast that 
total spending will increase by an average annual 
rate of 5.4 percent over the period, or slightly less 
than statewide personal income growth. This aver-
age growth rate, however, masks divergent trends 
among the different individual program areas 
that make up the total. Annual spending totals 
within the final four years of the forecast period 
are affected by loan repayments to transportation 
special funds, making year-to-year comparisons 
difficult. 

Highlights for Individual Program Areas.
With regard to some of the major individual pro-
gram areas in the budget, the figure shows that: 

K-14 Proposition 98 (General Fund)
spending is projected to increase steadily 
at an average annual rate of 5.7 percent 
throughout the forecast period. For the 
latter three years of our forecast, slow-
ing K-12 school enrollments and healthy 
growth in local property taxes trigger a 
Proposition 98 formula (“Test 1”) that 
requires a fixed percentage of General 
Fund revenues be spent on K-14 education. 
This leads to average annual increases of 
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6.4 percent in General Fund K-14 spending 
levels in those years. 

University of California (UC) and Califor-
nia State University (CSU) are forecast to 
grow at an average annual rate of 3.7 per-
cent (combined), reflecting full funding of 
projected enrollment and inflation.

Medi-Cal local assistance is are projected 
to grow at an average annual rate of 5.8 per-
cent. This reflects continued increases in 
caseload costs and utilization of medi-
cal services, as well as various one-time 
changes in program costs. Our estimates 

also take into account the fiscal effects of 
the new Medicare prescription drug ben-
efit, which initially results in significant net 
savings but generates net costs later in the 
forecast period. 

California Work Opportunity and Re-
sponsibility to Kids (CalWORKs) spend-
ing is projected to increase by an average 
of 7.5 percent over the forecast period. This 
significant increase reflects the combined 
effects of COLA costs (including retroactive 
payments for the October 2003 cost-of-liv-
ing adjustment (COLA) stemming from 
the Guillen court case), inflationary adjust-

Figure 1 

Projected General Fund Spending for Major Programs 

(Dollars in Millions) 

Estimated Forecast

2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11

Average 
Annual
Growth
From

2005-06

Education programs 
K-14—Proposition 98 $33,971 $36,213 $38,216 $39,627 $42,056 $44,898 $47,797 5.7%
CSU 2,419 2,553 2,659 2,765 2,877 2,989 3,097 3.9
UC 2,583 2,700 2,803 2,905 3,013 3,119 3,214 3.5
Health and Social Services 
Medi-Cal 11,533 12,956 14,078 14,977 15,633 16,351 17,206 5.8
CalWORKs 2,095 1,985 2,621 2,461 2,587 2,719 2,852 7.5
SSI/SSP 3,417 3,564 3,685 3,930 4,207 4,489 4,796 6.1
IHSS 1,174 1,232 1,337 1,448 1,565 1,688 1,817 8.1
Developmental Services 2,122 2,273 2,476 2,669 2,921 3,195 3,513 9.1
Other major programs 4,356 4,727 4,878 5,035 5,082 5,473 5,700 3.8
Corrections and
 Rehabilitationa 6,467 6,991 7,355 7,622 7,876 8,129 8,382 3.7
VLF-related payments — 1,187 — — — — — —
Proposition 42-related  
 payments — 1,316 1,385 2,765 2,464 1,639 1,675 4.9
Debt service on bonds 3,565 3,926 4,331 4,846 5,295 5,713 6,061 9.1
Other programs/costs 7,810 8,537 9,286 9,868 10,307 10,713 11,269 5.7

 Totals $81,512 $90,161 $95,111 $100,917 $105,883 $111,114 $117,380 5.4%
 (percentage change) 6.8% 10.6% 5.5% 6.1% 4.9% 4.9% 5.6% —

a Includes employee compensation costs. 
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ments for county administrative allocations, 
and the exhaustion of federal carry-over 
funds to support program spending. 

Supplemental Security Income/State Sup-
plementary Program (SSI/SSP) spending 
is projected to increase at an average an-
nual rate of 6.1 percent, reflecting statutory 
COLAs and moderate growth in caseloads 
during the forecast period. 

In-Home Supportive Services (IHSS)
spending is projected to increase at an aver-
age annual rate of 8.1 percent. This rapid 
growth reflects both increases in caseloads 
and service hours, as well as wage increases 
for IHSS workers. 

Department of Developmental Services
(DDS) is projected to increase at an average 
annual rate of 9.1 percent over the period, 
reflecting continued increases in caseloads 
and the cost-per-client served by the state’s 
21 Regional Centers. 

Department of Corrections spending is 
forecast to increase at an average annual 
rate of 3.7 percent over the forecast period. 
The growth during this period takes into 
account the final year of pay increases re-
lated to the Unit 6 bargaining agreement 
approved in 2001, health care costs, as well 
as modest growth in the prison inmate 
population. 

Debt-service expenses for general obliga-
tion and lease-revenue bonds are projected 
to increase at an average annual rate of 
9.1 percent, primarily reflecting annual 
sales of somewhat over $6 billion in cur-
rently authorized General Fund-supported 
debt for capital outlay purposes.

In the sections that follow, we provide a more 
detailed discussion of the expenditure outlook for 
these and other individual major program areas. 

PROPOSITION 98—
K-14 EDUCATION

State spending for K-14 education (K-12 schools 
and community colleges) is governed largely by 
Proposition 98, passed by the voters in 1988. Propo-
sition 98 is funded from the state General Fund and 
local property taxes, and accounts for about three-
fourths of total support for K-14 education. The 
remainder is from a variety of sources including 
non-Proposition 98 General Fund, federal funds, 
lottery revenue, community college fee revenues, 
and other local revenues. Generally, the Proposi-
tion 98 guarantee is increased annually by the 
growth in K-12 pupil attendance and the growth 
in the economy.

California’s public K-12 education system con-
sists of more than 1,000 locally governed school 
districts and county offices of education serving 
about 6.3 million K-12 students. In addition, these 
entities serve infants and preschool students receiv-
ing child care and individuals in adult education 
programs. The California Community Colleges 
(CCC) provides instruction to about 1.1 million 
full-time equivalent students at 109 colleges oper-
ated by 72 locally governed districts.

The Spending Forecast
Figure 2 (see next page) displays our projections 

of the Proposition 98 minimum guarantee—as 
well as its General Fund and local property tax 
funding components—throughout the forecast 
period. The forecast shows steady increases in the 
minimum guarantee—between $2.2 billion and 
$4.2 billion in annual growth. In 2006-07, most 
of the increase in K-14 costs will be funded with 
General Fund revenues, due to the end of a two-
year shift of property taxes from local governments 
to schools (see nearby box). Starting in 2008-09, 
Proposition 98 spending grows more rapidly. 
This additional growth is related to the transition 
of the Proposition 98 formulas from its historic 
driver—per capita personal income growth (Test 
2)—to using a formula which guarantees a fixed 
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Figure 2 

The LAO Proposition 98 Forecast 

(In Billions) 

2005-06 

Budget Act Revised 2006-07 2007-08 2008-09 2009-10 2010-11 

Proposition 98 
General Fund $36.6 $36.2 $38.2 $39.6 $42.1 $44.9 $47.8
Local property tax 13.4 13.6 13.8b 15.0 16.2 17.5 18.8

 Totals $50.0 $49.8a $52.0c $54.6 $58.3 $62.4 $66.6

Growth — — $2.2 $2.6 $3.6 $4.1 $4.2
a Reduced slightly due to lower-than-anticipated attendance. 
b The two-year diversion of local property tax revenues from local governments to schools ends after 2005-06, reducing growth in property tax 

revenues.
c This estimate includes the Proposition 98 minimum guarantee, plus an appropriation of $428 million to fund Proposition 49. As shown in  

Figure 5, the minimum guarantee does not include sufficient resources to fully fund growth and COLA in this year. 

Impact of the 2004-05 Property Tax Shifts 
On Proposition 98

As part of the 2004-05 budget package and the implementation of Proposition 57’s deficit financ-
ing bonds, the state authorized several transfers of local property tax revenues between schools (K-12 
school districts and community colleges) and local governments (cities, counties, redevelopment 
agencies, and special districts). The figure below shows that starting in 2004-05 the state transferred 
a net of $3.9 billion in local property tax revenues from schools to local governments. These transfers 
will increase to $6.8 billion in 2006-07, and then grow steadily thereafter. These local property tax 
transfers are backfilled by the state providing additional General Fund revenues to schools to meet 
the Proposition 98 spending levels for those years. 

Transfers of Local Property Tax Revenues From Schools to Local Governments 

(In Millions) 

2004-05 2005-06 2006-07 2007-08 

Vehicle License fee (VLF) backfill $4,075 $4,903a $5,418 $5,872 

“Triple flip”b 1,136 1,346 1,422 1,507
Settle-up for prior-year VLF swap — 318 — —

Settle-up for prior-year triple flip — -145c — —
Two-year savings from local government agreement -1,300 -1,300 — —

 Totals $3,911 $5,122 $6,840 $7,379 
a The State Auditor recently released a required report estimating the 2005-06 backfill as $118 million higher than adopted in the 2005-06 budget.
b The state dedicates a ¼ cent portion of sales tax revenues that previously went to cities and counties to finance the deficit-financing bonds  

authorized by Proposition 57. In exchange, cities and counties receive an equivalent amount of property tax revenues that previously went to 
schools, and schools receive additional General Fund revenues instead of local property tax revenues. These shifts are commonly referred to as 
the “triple flip.” 

c Because of a longer-than-expected time lag in the receipt of revenues at the local level, the original estimate of triple flip costs for 2004-05 was 
too high. Adjustments will be made in the level of 2005-06 transfers to local government. 
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portion of General Fund revenues (Test 1). Under 
Test 2, the General Fund costs of Proposition 98 
are offset by growth in local property tax revenue, 
creating savings for the state. Under Test 1, K-14 
spending remains a fixed percentage of General 
Fund revenues regardless of property tax levels. 
So, once Test 1 becomes operative, schools benefit 
from strong property tax growth as well as their 
share of General Fund revenues.

Forecast for the Prior Year. While the state 
received approximately $1 billion more in General 
Fund revenues in 2004-05 than was assumed in 
the 2005-06 budget package, the state has no ad-
ditional Proposition 98 obligations for that year 
because the Proposition 98 minimum guarantee 
was suspended for 2004-05. In fact, because of 
slightly lower-than-expected K-12 attendance, we 
estimate that Proposition 98 spending for 2004-05 
decreased by around $35 million.

Forecast for the Current Year. We estimate that 
Proposition 98 spending will be approximately 
$150 million less in 2005-06 compared to the 
2005-06 budget package due to lower-than-ex-
pected K-12 attendance. Specifically, we estimate 
that there are around 40,000 less students than 
what was estimated when the 2005-06 budget 
package was adopted (decreasing the year-to-year 
growth rate from 0.7 percent to 0.2 percent). This 
will automatically reduce K-12 revenue limit spend-
ing for 2005-06 by about $150 million, lowering 
the Proposition 98 minimum guarantee by an 
equivalent amount. The costs of many K-12 cat-
egorical programs will be similarly reduced, but 
in order to realize these savings, the Legislature 
would need to take action to reduce the categori-
cal appropriations. The $150 million in savings 
from lower K-12 attendance, coupled with higher-
than-expected local property taxes ($225 million), 
result in a reduction of $375 million in the General 
Fund costs of meeting the Proposition 98 spending 
level in 2005-06. The increase in local property 
tax revenues is the result of higher-than-expected 
underlying growth in assessed property values, and 

technical adjustments made in transfers to local 
governments.

When the Legislature adopted the 2005-06 
budget, K-14 spending was $741 million above the 
Proposition 98 minimum guarantee. We now es-
timate that General Fund revenues have increased 
around $1 billion in 2004-05 and $2.8 billion in 
2005-06. While this results in a higher minimum 
guarantee for 2005-06, estimated 2005-06 spend-
ing is still $65 million above this revised guarantee 
amount. Our forecast assumes that the Legislature 
will continue the higher spending level. The Leg-
islature, however, could act to reduce appropria-
tions in the current year, especially for categorical 
programs that have experienced reduced costs 
because of the lower K-12 and CCC attendance for 
2005-06. This would generate additional General 
Fund savings for 2005-06.

Forecast for the Budget Year. We project that 
the Proposition 98 minimum guarantee will grow 
by $1.8 billion in 2006-07. This year-to-year change 
is less than that experienced in 2005-06 because of 
moderate revenue and economic growth, combined 
with little to no growth in K-12 attendance. In ad-
dition, Proposition 49, the After School and Safe 
Neighborhood program, requires the state to add 
$428 million to the minimum guarantee (see box 
page 30). That additional funding must be spent 
on before and after school programs. Meeting the 
Proposition 49 obligation results in a total increase 
in required K-14 funding of $2.2 billion (4.5 per-
cent) in 2006-07. Almost all of this increase will 
be supported by increased General Fund revenues. 
Below, we discuss the difficulty the state will face 
in the 2006-07 budget because the growth in the 
minimum guarantee is not sufficient to meet the 
attendance growth and COLA obligations for K-14 
education.

Out-Years’ Forecast. For the remainder of the 
forecast period, we estimate that annual growth in 
total Proposition 98 spending will average $3.6 bil-
lion (6.4 percent). Strong property tax growth 
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will help reduce the impact on the state budget in 
2007-08. However, because of the switch to Test 1 
starting in 2008-09, Proposition 98 General Fund 
spending grows proportionately with General 
Fund revenues thereafter at a rate of 5.8 percent 
annually. 

Why Is the State Headed Toward Test 1 Years 
in the Near Future? To date, the Test 1 factor, 
where Proposition 98 receives a fixed percentage 

of General Fund revenues, has been operative only 
in 1988-89, the first year after Proposition 98 was 
passed by the voters. Test 2 funding quickly moved 
Proposition 98 General Fund spending above the 
Test 1 funding level in the early 1990s because of 
(1) the recession’s impact on General Fund revenues 
and (2) strong K-12 attendance growth (averaging 
2.3 percent annually during the 1990s). Proposi-
tion 98 spending has remained well above the Test 
1 requirement since that time.

Proposition 49 Likely to Trigger in 2006-07
Approved by voters in 2002, Proposition 49 requires that the state appropriate additional funding 

for after school programs if certain conditions are met. Specifically, the state must appropriate an 
additional $428 million for after school programs if state spending reaches a specified threshold, 
or “trigger.” This funding must be appropriated above the Proposition 98 minimum guarantee. 
Based on our revenue and expenditure forecast, the state will likely be required to provide this 
additional funding for after school programs in 2006-07. The additional costs of funding Proposi-
tion 49 are factored into the Proposition 98 growth estimates in Figure 2 starting in 2006-07.

The Proposition 49 trigger funding level is determined by (1) establishing a base year between 
2000-01 and 2003-04 in which the “nonguaranteed General Fund appropriation” level was the 
highest and (2) adding $1.5 billion to that base year funding level. Based on our estimates, the 
trigger appropriation amount is $54.6 billion. 

Ultimately, whether Proposition 49 triggers in the budget year will depend on the actual level 
of nonguaranteed General Fund appropriations the Legislature makes in the 2006-07 Budget Act.
Under our estimates, however, we believe it is likely that Proposition 49 will trigger in 2006-07. For 
instance, if the state increased General Fund spending by just 2.5 percent in the budget year, the 
trigger would be pulled. (By comparison, the average annual growth in General Fund spending 
over the past two years has been over three times that rate.)

In the Analysis of the 2005-06 Budget Bill, we recommended repealing Proposition 49 because it 
(1) triggers autopilot augmentations even though the state is facing a significant budget problem, 
(2) the additional resources targeted for after school programs could be better spent protecting 
districts’ base education programs, and (3) existing state and federal after school funds are going 
unused. We continue to have these concerns. Given that the 2006-07 growth in the Proposition 98 
minimum guarantee is not sufficient to meet growth and cost-of-living adjustment of the base 
program, we suggest the Legislature consider repealing the measure, delaying its implementation 
or staging the added Proposition 49 augmentations over a multiyear period. (These changes would 
have to be approved by the Legislature and Governor in time to be placed before the voters at the 
June 2006 primary election.) The Legislature may also want to carefully review the current after 
school program to evaluate whether the program can be improved prior to expansion.
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There are three main factors that contribute 
to Test 1 becoming operative again in the forecast 
period:

Slow-to-No K-12 Attendance Growth.
The K-12 attendance growth has slowed 
in recent years (averaging 1.2 percent over 
the last five years) and will remain rela-
tively flat in the near future. This has had 
the effect of lowering the General Fund’s 
Proposition 98 obligation under Test 2 
relative to Test 1.

Strong Local Property Tax Growth. We 
project local property tax revenue growth 
between 7.4 percent and 11 percent an-
nually over the forecast period. Since ad-
ditional property tax revenues reduce the 
amount of General Fund monies spent on 
Proposition 98 under Test 2, this closes the 
gap between the two tests.

The Impact of the 2004-05 Suspension.
The suspension of Proposition 98 in 
2004-05, had the effect of lowering the 
state’s Test 2 General Fund obligation by 
about $4 billion annually. This had a sig-
nificant role in bringing Test 1 “back into 
play.”

In combination, these three factors have 
reduced the K-14 share of the General Fund 
under Test 2, thereby triggering Test 1. After 
Test 1 becomes operative, it is likely to remain 
the operative test for the near future.

Risks in the Fiscal Forecast. There are two 
important uncertainties that could significantly 
change the outcomes of our Proposition 98 
forecast: 

Adjustments to General Fund Revenue 
Growth. A key factor in determining the 
state’s Proposition 98 obligations is year-

to-year growth in General Fund revenues. 
This factor is subject to change, due both to 
(1) the inherent volatility of the state’s main 
revenue sources and (2) special factors 
(such as unanticipated receipts and refunds 
stemming from the recent tax amnesty 
program). If, for example, $200 million 
in revenues we forecast will be received 
in 2004-05 is instead scored in 2005-06, 
the state would face a large Proposition 98 
settle-up obligation in the current year and 
added base spending for future years.

Rebenching Test 1 for Property Tax 
Transfers. There is no statutory guidance 
on how to rebench the Test 1 requirement 
for changes in local government property 
tax transfers. (See earlier box for the net 
amount of these transfers for each year 
of the forecast period.) The method used 
to make this calculation is important 
because each 0.1 percent difference in the 
rate translates into roughly a $100 million 
difference in the minimum guarantee. 

Key Forecast Factors. General Fund expen-
ditures for Proposition 98 depend on a variety of 
factors—including K-12 average daily attendance 
(ADA), per capita personal income, per capita 
General Fund revenues, and local property taxes. 
Figure 3 (see next page) summarizes our assump-
tions for these factors and the K-12 COLA rate.

For our forecast:

The minimum share of the General Fund 
that is guaranteed to K-14 education 
(Test 1) is adjusted upward in 2005-06 
and 2006-07 to account for the additional 
transfers in local property tax revenues 
from schools to local government. This 
adjustment is important because Test 1 
becomes operative starting in 2008-09 
under our forecast. 
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We assume that K-12 ADA will remain 
relatively flat for the next several years (see 
Figure 4).

We forecast California per capita per-
sonal income growth will be 3.6 percent 
in 2006-07, and average 4.4 percent an-
nually thereafter. Similarly, we project 
per capita General Fund revenue growth 
of 3.5 percent in 2006-07 accelerating to 
average 5.1 percent for the remainder of 
the forecast.

Underlying local property tax revenue 
growth will be 10.5 percent in 2006-07. 
However, K-14 education will only experi-
ence a 1.6 percent increase in these rev-
enues because of transfers in property tax 
revenues from schools to local government. 
In the remainder of the forecast period, 
property tax revenue growth will remain 
strong, averaging 7.8 percent annually.

The K-12 statutory COLA for 2006-07 is 
projected to be 5.2 percent. This COLA 
is based on the federally calculated state 
and local price deflator. This index has 
shown large price increases in the fall of 
2005 largely related to the rise in energy 
costs and other impacts resulting from 
the recent hurricanes. While schools may 
have experienced some increase in energy 
costs—natural gas for heating and fuel 
for transportation—the size of the statu-
tory COLA may overstate the actual cost 
increases that K-14 schools will face. For the 
remainder of the forecast period, the K-12 
COLA will average 2.8 percent annually.

Proposition 98 Cost Pressures
2006-07 Required Increase Would Not Fund 

Growth and COLA. Figure 5 shows the growth 
in the minimum guarantee (including funding of 
Proposition 49) throughout the forecast period and 
spending increases required each year to maintain 
the K-14 base program. The figure shows that for 

Figure 3 

The LAO Proposition 98 Forecast Factors 

2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 

Proposition 98 "Test" 2 2 2 1 1 1

Share of General Fund Revenues 

 Projected 42.6% 42.8% 41.7% 41.6% 41.6% 41.6%

 Test 1a 40.1 41.6 41.6 41.6 41.6 41.6

Annual Percent Change 
 K-12 average daily attendance 0.2% -0.1% — — — 0.1%
 Per capita personal income (Test 2) 5.3 3.6 4.0% 4.5% 4.6% 4.6
 Per capita General Fund 5.9 3.5 5.1 5.0 5.3 5.0
 State population 1.5 1.4 1.4 1.4 1.4 1.4

 Local property taxesb 11.0 10.5 8.4 7.9 7.4 7.4

 K-12 COLA 4.2 5.2 3.2 2.8 2.7 2.7
a LAO estimates for Test 1 factor, as adjusted due to transfers of local property tax revenues between schools and local governments. 
b Growth rates reflect the underlying growth in school districts and community colleges property tax revenues. Due to shifts discussed in the 

nearby box, growth in the amount of property tax revenues schools will actually receive is significantly less in 2005-06 (5.2%) and 2006-07 
(1.6%). 
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2007-08 through 2010-11, schools would have funds 
far in excess of the amounts needed to maintain the 
base program. These funds could be used to pay 
off current obligations to schools (such as deferrals 
and mandate costs) and still allow for significant 
program expansions. The figure also shows how-
ever, that the increase in Proposition 98 resources 

in 2006-07 will not be sufficient to maintain the 
base K-14 education program. Given the costs of 
providing growth and COLA ($2.5 billion) and 
funding Proposition 49 ($428 million), the state 
would need to provide a $3 billion increase in 
Proposition 98 funding to meet K-14 obligations. 
As shown in Figure 5, this would require an ap-

propriation of $731 million 
above the minimum guaran-
tee. The  box on page 34 pro-
vides options the Legislature 
may want to consider to meet 
these K-14 obligations in the 
budget year.

HIGHER
EDUCATION

In addition to community 
colleges (which are discussed 
above as part of the Proposi-
tion 98 forecast), the state’s 
public higher education seg-
ments include UC and CSU. 
The UC consists of nine gen-
eral campuses (including a 
new campus at Merced, which 

Projected K-12 Attendances Changes

Figure 4
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Figure 5 

Proposition 98 Funding Available After Maintaining Base Program 

(In Millions) 

2006-07 2007-08 2008-09 2009-10 2010-11 

Resources 

 Increase in Proposition 98 fundinga $2,221 $2,604 $3,649 $4,063 $4,218 
Base Program Needs 
 Growth and COLA $2,525 $1,737 $1,560 $1,539 $1,559 
 Proposition 49 428 —b — — —

  Funds available for other purposesc -$731 $867 $2,088 $2,524 $2,659 
a Out-year estimates assume the state does not overappropriate the Proposition 98 guarantee in 2006-07. 
b Proposition 49 funded as part of base program beginning this year. 
c Such as program expansions or payments to retire existing K-14 obligations. 
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opened in fall 2005), one health sciences campus, 
and numerous special research facilities. The UC 
awards bachelors, masters, and doctoral degrees, 
as well as various professional degrees. Of the seg-
ments, UC has almost exclusive jurisdiction over 
public university research. The CSU consists of 23 
campuses and several off-campus centers. The CSU 
grants bachelors and masters degrees and a doc-
torate in education, and may award joint doctoral 

degrees with UC under specified circumstances. 
Overall, state policy for higher education is laid out 
in its Master Plan for Higher Education, which was 
originally adopted in 1960.

The Spending Forecast. Our forecast assumes 
cost increases which fully fund the projected 
impacts of inflation and enrollment growth. As a 
result, the segments’ budgets grow by an average 

Options for Meeting K-14 Cost Pressures in 2006-07
The Legislature will face a difficult decision in determining how to fund the base K-14 educa-

tion program in 2006-07. The spending obligations to fund the base program adjusted for growth, 
and cost-of-living  adjustment (COLA) and Proposition 49 requirements are $731 million above 
our projected Proposition 98 minimum guarantee level. Below are some options the Legislature 
could consider to address the 2006-07 cost pressures. 

Provide $731 million in appropriations above the minimum guarantee to pay for the 
growth and COLA costs. This spending would “ratchet up” required K-14 spending for 
future years. This impact however, would be for a limited term (through 2007-08 under 
our forecast) because of the operation of Test 1 beginning in 2008-09. 

Investigate whether the statutory K-12 COLA accurately reflects the actual cost increases 
that school and community college districts will face in the budget year. Since recent hur-
ricanes and energy costs did not affect California schools as much as they did the state and 
local price deflator, it may be appropriate to consider using an alternative COLA factor for 
2006-07.

Provide COLAs for only those programs that require them statutorily. Community col-
leges and some K-12 categorical programs are usually provided COLA even though they 
are not statutorily guaranteed. The Legislature could choose not to fund—or to fund at 
a lower level—COLAs for these programs. 

Direct one-time funds to support the base program. For example, the 2006-07 budget will 
likely include around $400 million in one-time spending required to meet Proposition 98 
spending obligations for prior years (such as prior-year settle-up obligations and funds 
from the Proposition 98 Reversion Account). These funds could be used to support the 
base program instead of other priorities. While we typically recommend against using 
one-time funds for ongoing purposes, in this case one-time sources may be a viable option 
for the Legislature to consider, since the Proposition 98 minimum guarantee will likely 
generate significantly more resources than needed to meet ongoing growth and COLA 
obligations in future years, thereby providing ongoing resources to backfill for these one-
time expenses.
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annual rate of slightly less than 4 percent over the 
forecast period. We project that General Fund 
spending on the two university systems will in-
crease from $5.3 billion in 2005-06 to $6.3 billion 
in 2010-11.

Key Forecast Factors. Our forecast is largely 
based on three key factors.

Inflation. We assume that base funding 
will increase annually to compensate for 
inf lation. Neither the Master Plan nor 
statute provides any explicit guidance 
about inflationary adjustments. Over the 
forecast period, we project inf lation to 
average about 2.7 percent annually.

Enrollment. Forecasting enrollment 
growth is more difficult. Enrollment 
growth depends primarily on population 
growth and participation rates. Participa-
tion rates respond to a range of factors, 
including state policies in areas such as 
outreach and financial aid, and actions by 
the segments in areas such as admissions 
policies and class scheduling. California’s 
college participation rates, currently among 
the highest in the nation, have been rela-
tively flat over recent years. Given this, and 
lacking any evidence to assume otherwise, 
we have assumed participation rates at UC 
and CSU will remain constant throughout 
the forecast period. Our enrollment pro-
jections are therefore driven by projected 
population growth. We calculated the 
ethnic, gender, and age makeup of each 
segment’s student population, and pro-
jected separate growth rates for each group 
based on statewide demographic data. For 
example, we project that the population 
of Latino females ages 17 through 19 will 
grow by about 16 percent statewide over the 
forecast period, and therefore the number 
of students in that category will grow by the 

same percentage. When all student groups’ 
projected growth is aggregated together, we 
project that demographic-driven enroll-
ment at the two segments will grow at an 
average annual rate of 1.5 percent over the 
forecast period.

Fees. The state has no expressed policy for 
annual fee adjustments at UC and CSU. 
In the absence of such a policy, we assume 
that enrollment fees will increase annually 
at the rate of inflation, thus maintaining 
their current purchasing power.

Governor’s Compacts. In spring 2004 the Gov-
ernor developed “compacts” with UC and CSU 
in which he commits to seek specified funding 
increases for the segments in his future budget pro-
posals through 2010-2011. Because these compacts 
are neither in statute nor formally endorsed by the 
Legislature for this period, we have not reflected 
them in our projections for spending at UC and 
CSU. We estimate the General Fund cost of imple-
menting the compact would be about $35 million 
above our projection for 2006-07, rising to about 
$700 million above our projection for 2010-11.

Cal Grant Costs Likely to Increase Moderately.
In place since 2001-02, the Cal Grant entitlement 
program guarantees financial aid to recent high 
school graduates and community college transfer 
students under 24 years of age. We estimate that 
General Fund spending for financial aid programs 
administered by the Student Aid Commission 
will increase from $752 million in 2005-06 to ap-
proximately $1 billion in 2010-11. The bulk of the 
expected increase is attributable to growth in the 
Cal Grant entitlement program, as well as our as-
sumption that the use of the Student Loan Operat-
ing Fund (SLOF) to cover a portion of Cal Grant 
costs will end after this current year. (In 2005-06, 
$51 million of Cal Grant costs are being covered by 
surplus revenue available from the SLOF.) 
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HEALTH
Medi-Cal

The Medi-Cal Program (the federal Medic-
aid Program in California) provides health care 
services to recipients of CalWORKs or SSI/SSP
grants, and other low-income persons who 
meet the program’s eligibility criteria (primar-
ily families with children and the elderly, blind, 
or disabled). The state and federal governments 
share most of the program costs on a roughly 
equal basis. 

The Spending Forecast. We estimate that 
General Fund spending for Medi-Cal local assis-
tance (including benefits, county administration 
of eligibility, and other costs) will reach nearly 
$13 billion in the current year, approximately the 
amount appropriated in the 2005-06 Budget Act.

We project that General Fund support would 
grow to $14 billion in 2006-07, an 8.7 percent 
increase from current-year expenditures. This is 
largely due to costs the Medi-Cal Program will 
incur as a result of increases in caseload, costs and 
utilization of medical services, as well various 
other one-time changes in program costs. By the 
end of the forecast period in 2010-11, we estimate 
that General Fund spending for Medi-Cal will 
reach $17 billion, an average annual increase of 
5.8 percent over the forecast period. 

Key Forecast Factors. Several factors play a 
significant role in our forecast: 

Health Care Costs. The most significant 
factor in our forecast is the assumption 
that the cost of most health care services 
provided to aged, blind, and disabled 
Medi-Cal enrollees will increase at an 
annual rate of between 5 percent and 
7 percent from 2006-07 through 2010-11 
because of increased utilization and costs. 
In contrast, our projection assumes that 

the average cost of health care services for 
most families and children would gener-
ally grow more slowly (up to 3.1 percent 
during the same period). (One exception 
is the cost of Early and Periodic Screening, 
Diagnosis and Testing specialty mental 
health services, which we estimate will 
grow at a more significant rate.) As shown 
in Figure 6, the average cost per person 
enrolled in Medi-Cal is projected to grow 
from about $3,400 to $4,100 during the 
forecast period. Our health care cost as-
sumptions are subject to considerable un-
certainty and small changes in the actual 
rate of growth in medical costs could have 
significant fiscal effects on our forecast. 

Medi-Cal Caseload Trends. As shown in 
Figure 6, the overall Medi-Cal caseload 
growth appears to be moderating. Our 
forecast assumes continued caseload 
growth commensurate with increases in 
the state population.

Impact of One-Time Changes in Costs.
The 2003-04 budget plan had assumed 
that the state would temporarily achieve 
savings in the Medi-Cal Program by reduc-
ing by 5 percent the rates paid to certain 
providers. A legal challenge to this action 
blocked the rate reductions from taking 
effect for certain providers. A recent court 
ruling cleared the way for these reductions 
to take effect although recent legislation 
would limit their application. All of the 
rate reductions sunset in January 2007. As a 
result, increased costs of about $90 million 
annually will phase in by 2007-08. In addi-
tion, General Fund support for Medi-Cal 
will increase by $100 million in 2006-07 
because of changes in the level of federal 
funding the state will receive to offset the 
cost for prenatal care services for Medi-Cal 
beneficiaries. This is mainly because the 
state will receive about $200 million in fed-
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eral funds to offset these costs in 2005-06 
(as reimbursement for prenatal services 
provided during 2004-05 and 2005-06), 
but will receive about $100 million in ongo-
ing support for this purpose beginning in 
2006-07. Thus, General Fund spending for 
Medi-Cal will increase in 2006-07 to make 
up for the reduced level of federal funds in 
that year. 

Further Savings in 2006-07 and Beyond. 
Our forecast assumes that the state will 
achieve an increased level of savings begin-
ning in 2006-07 from the implementation 
of various cost reduction strategies begun 
in 2005-06. These include activities to 
ensure that the Medi-Cal Program avoids 
costs and recovers certain payments for 
Medi-Cal services as allowed under state 
and federal law. This includes ensuring 
that persons who are eligible for the federal 
Medicare program are enrolled, thereby 

avoiding state costs. Savings are also an-
ticipated from the expansion of Medi-Cal 
managed care into 13 additional counties 
by April 2008.

New Federal Drug Benefit. As discussed in 
more detail in the box on the next page, a 
new drug benefit beginning January 2006 
for persons enrolled in the federal Medi-
care program has significant fiscal effects 
on Medi-Cal and our fiscal forecast.

Healthy Families 
Program 

The Healthy Families Program (HFP) imple-
ments the federal State Children’s Health Insurance 
Program (SCHIP), enacted in 1997. Funding gener-
ally is on a two-to-one federal/state matching basis. 
The program generally offers health insurance to 
eligible children in families with incomes below 
250 percent of the federal poverty level (FPL). The 
federal government has also authorized the use of 

federal funds to cover children 
up to age two in families with 
incomes below 300 percent of 
FPL who have transferred to 
HFP from the state’s Access 
for Infants and Mothers pro-
gram. To participate in HFP, 
all participating families pay 
a relatively low monthly pre-
mium and are offered coverage 
similar to that available to state 
employees.

The Spending Forecast.
We estimate that overall Gen-
eral Fund spending for HFP 
local assistance will be about 
$349 mil l ion in 2005-06, 
about the same amount of 
funding that was provided in 
the 2005-06 Budget Act. We 
further estimate that overall 

Medi-Cal Cost Per Person Increasing–
Caseload Growth Modest

Figure 6

Forecast

Annual Cost 
Per Persona

Persons Enrolled 
(In Millions) 

aGeneral Fund and federal funds. 
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General Fund spending for the program will in-
crease to about $353 million by 2006-07 and that 
by 2010-11 the program will have an annual Gen-

eral Fund cost of about $591 million. The average 
annual growth in expenditures over the forecast 
period is projected to be about 12.5 percent. 

Medicare Drug Benefit Will Have 
Major Effects on Medi-Cal Spending

Beginning January 2006, the federal government will provide outpatient prescription drug cov-
erage, known as “Part D,” to Medicare beneficiaries. (Medicare is a federal program that provides 
health insurance coverage to eligible individuals at 100 percent federal expense.) Individuals who 
are both Medicare and Medi-Cal recipients are commonly referred to as “dual eligibles.” Once 
Part D is implemented, dual eligibles will receive most of their prescription drugs under Medicare 
instead of Medi-Cal. This change will affect state Medi-Cal expenditures for prescription drugs, 
resulting in a significant net state savings initially and significant net costs in subsequent years, 
as shown in the figure below.

The shift in drug coverage for dual eligibles to Medicare will reduce state Medi-Cal costs. But 
federal requirements that California (and other states) make so-called “clawback payments” to re-
imburse the federal government will increase state costs. Also, the state will lose a substantial part of 
the revenues it now receives in rebates from drug manufacturers because Medi-Cal will no longer be 
providing drugs for dual eligibles. Initially, the state will achieve net savings as drug coverage for dual 
eligibles begins to shift to Medicare. However, once the loss of rebates is fully realized in 2007-08, 
the state will have a net increase in Medi-Cal costs of about $200 million per year that will continue 
through the remainder 
of our forecast period. 
We note that our drug 
cost assumptions are 
subject to considerable 
uncertainty and small 
changes in the actual 
rate of growth of these 
costs could have signifi-
cant fiscal effects on our 
forecast. 

For more informa-
tion on the Medicare 
prescription drug ben-
efit, and its effects on 
Medi-Cal, see page C-
105 of the Analysis of the 
2005-06 Budget Bill.

Net Fiscal Impact of the Medicare Drug Benefit
On the Medi-Cal Program

(In Millions)
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Key Forecast Factors. Several factors play a role 
in our forecast:

Exhaustion of SCHIP Fund Balance. 
States must spend their federal SCHIP 
allocations within a set period of time 
(generally three years) or risk the reversion 
of these funds to the federal government. 
The state expanded its use of SCHIP funds 
for health coverage programs beginning 
in 2003-04 to prevent SCHIP funds from 
being reverted and lost to the state. As a 
result, the current level of SCHIP funds be-
ing spent each year now exceeds the SCHIP 
funds allocated each year to California, 
with the result that the balance of unspent 
SCHIP funds has been gradually declining. 
Our HFP projection assumes that the state 
will exhaust its balance of unspent SCHIP 
funds in 2009-10, and that General Fund 
support will increase to maintain state 
health coverage programs with the current 
eligibility and benefits.

SCHIP Reauthorization. The SCHIP 
funding has been authorized by Congress 
only through the 2007 federal fiscal year. 
Our forecast assumes that Congress will 
reauthorize SCHIP funding beyond 2007 
and at the same level as authorized for 2007. 
If Congress did not reauthorize funding 
for the program, or provided less funding 
for SCHIP, state costs for HFP would be 
significantly greater than we have projected 
during the forecast period.

Premium Increase. Our projection takes 
into account a policy change adopted as 
part of the 2004-05 budget plan that par-
tially offsets the growth in program spend-
ing. Specifically, beginning in 2005-06, the 
premiums for children paid by families 
with incomes between 201 percent and 
250 percent of FPL will have generally 

increased from $9 per child to $15. Our 
projection takes into account both rev-
enues resulting from the premium increase 
and the effect of the increase on program 
caseloads. 

Developmental Services
The state provides a variety of services and 

supports to individuals with developmental dis-
abilities, including mental retardation, cerebral 
palsy, epilepsy, autism, or other similar disabling 
conditions. The DDS, which oversees the programs, 
operates five Developmental Centers (DCs) and 
two smaller facilities which provide 24-hour in-
stitutional care, and contracts with 21 nonprofit 
regional centers (RCs) to coordinate and deliver 
community-based services.

The Spending Forecast. We estimate that Gen-
eral Fund spending for developmental services in 
2005-06 will total $2.3 billion, the same amount 
of funding appropriated in the 2005-06 Budget 
Act. Of that total, about $1.9 billion will be spent 
by RCs for community-based services and about 
$369 million, excluding Proposition 98 funds, will 
be spent for operating the DCs.

We further estimate that General Fund spend-
ing for developmental services will grow by about 
9 percent in 2006-07 to approximately $2.5 billion.

Between now and the end of the forecast pe-
riod, we estimate that General Fund spending for 
the developmental services program will grow 
by $1.2 billion and reach a total of $3.5 billion by 
2010-11. This expenditure growth is due mainly to 
increased spending by RCs on community-based 
services. We estimate that there will be various 
one-time administrative and programmatic costs 
in 2005-06 and 2006-07 as a result of the closure 
of Agnews DC followed by an ongoing reduction 
in DC operating costs. Spending for DCs is pro-
jected to remain relatively flat over the rest of the 
forecast period.
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Key Forecast Factors. Our forecast of sig-
nificant growth in RC spending reflects historical 
increases both in caseload and in the average cost 
of serving each RC client. Specifically, our forecast 
assumes that RC caseloads will grow at an average 
annual rate of 4 percent, and that costs will grow 
at an annual average rate of 7.3 percent.

SOCIAL SERVICES
CalWORKs 

The CalWORKs program provides cash grants 
and welfare-to-work services to families with chil-
dren whose incomes are not adequate to meet their 
basic needs. The CalWORKs program is primarily 
funded by state General Fund and federal funds 
that the state receives as part of its Temporary As-
sistance for Needy Families (TANF) block grant. In 
order to receive these federal funds, the state must 
meet a maintenance-of-effort (MOE) requirement, 
which is largely satisfied through state and county 
spending on CalWORKs. Federal TANF funds are 
used both to support the CalWORKs program and 
for transfers to offset General Fund costs in other 
related programs.

The Spending Forecast. General Fund spend-
ing for the CalWORKs program is estimated to be 
$2 billion in 2005-06, a $110 million decrease from 
the prior year. We project spending to increase 
by $636 million in 2006-07. Following a modest 
decrease ($160 million) in 2007-08, we project 
that spending will increase by an average of about 
5 percent each year, reaching a total of nearly 
$2.9 billion in 2010-11. 

Key Forecast Factors. A little more than half of 
the increase in 2006-07 ($362 million of $636 mil-
lion) is the one-time costs for retroactive payment 
of the October 2003 COLA for 2003-04 through 
2005-06. A superior court has ruled in the Guillen
court case that the October COLA is required by 
current law. Our projections include an ongoing 
cost of $134 million for the October 2003 COLA 

beginning in 2006-07. We note that the administra-
tion has appealed the court decision and a ruling 
on this matter is expected in spring of 2006. 

Pursuant to current law, the 2005-06 and 
2006-07 COLA for the CalWORKs grants is sus-
pended. Beyond 2006-07, program costs increase 
primarily due to grant COLAs; inflation increases 
for employment services, child care and adminis-
tration; and reductions in available federal TANF 
carry-in balances. 

Given the projected program spending, the level 
of transfers outside of CalWORKs, and the reduc-
tion in available carry-in funds, we assume Cali-
fornia would spend hundreds of millions of dollars 
above the General Fund federal MOE requirement 
($2 billion in the Department of Social Services) 
beginning in 2006-07 to fund current services 
levels. We also assume federal reauthorization of 
the $3.7 billion TANF block grant. 

Caseload Trends and Projections. From 
1994-95 through 2003-04, the CalWORKs caseload 
declined by 48 percent. This decline in caseload is 
attributable to a number of factors including the 
strong economy of the late 1990s, annual reduc-
tions in the teen birth rate, and CalWORKs pro-
gram changes, which emphasized welfare-to-work 
services. Since October 2002, the caseload has 
remained relatively flat on a quarterly basis, with 
a quarterly average of about 490,000 cases. The 
most recent caseload figures (through July 2005) 
have shown a slight decrease in caseload beginning 
in January 2005. However, given the long period of 
relatively flat caseload, our projection assumes that 
caseload in the out years would remain relatively 
stable, decreasing only slightly (on average, about 
1 percent annually). 

SSI/SSP
The SSI/SSP provides cash assistance to eligible 

aged, blind, and disabled persons. The SSI compo-
nent is federally funded and the SSP component is 
state funded. 
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The Spending Forecast. General Fund spend-
ing for SSI/SSP is estimated to be $3.6 billion in 
2005-06, an increase of 4.3 percent compared to 
the prior year. For 2006-07, we project a 3.4 percent 
increase, raising total expenditures to $3.7 bil-
lion. From 2006-07 through 2010-11, spending for 
SSI/SSP will increase by an annual average rate of 
6.8 percent, eventually reaching a total of nearly 
$4.8 billion. 

Key Forecast Factors. The two primary cost 
drivers for SSI/SSP are caseload growth of about 
2.6 percent and the cost of providing the statu-
tory COLA beginning in 2007-08. For 2005-06 
and 2006-07, the state COLA was suspended. In 
addition, budget legislation delayed the January 
2006 and January 2007 federal COLAs for three 
months, resulting in one-time savings of $76 mil-
lion and $48 million, respectively. The state COLA 
resumes in January 2008, resulting in six-month 
cost of $78 million in 2007-08. For the remainder 
of the forecast, the annual COLA will add costs 
of about $125 million each fiscal year. Finally, we 
note that beginning in 2006-07, the cost of pro-
viding state-only SSI/SSP benefits to noncitizens 
who immigrated to the United States after August 
1996 substantially increases. This is because their 
sponsors’ incomes will no longer be counted as an 
offset to the grant amount. 

Caseload Trends and Projections. During 
the late 1980s and early 1990s, the caseload grew 
rapidly, with most of the growth in the disabled 
component of the caseload. Subsequently, the case-
load leveled off and actually declined in 1997-98, in 
part due to federal policy changes which restricted 
eligibility. From 1998 through 2003, the caseload 
grew at a steady rate of just over 2 percent per year. 
However, in the past year, caseload growth has be-
gun to edge up past 2.5 percent. Given this recent 
modest up-tick in caseload growth and anticipated 
growth in the aged population, we project caseload 
growth to approach 3 percent by the end of the 
forecast period. 

IHSS
The In-Home Supportive Services (IHSS) pro-

gram provides various services to eligible aged, 
blind, and disabled persons who are unable to 
remain safely in their homes without such assis-
tance. Program costs are shared 50 percent federal, 
32 percent state, and 18 percent county.

The Spending Forecast. General Fund spending 
for IHSS is expected to be $1.2 billion in 2005-06, 
an increase of almost 5 percent over the prior year. 
For 2006-07, we project that costs will increase 
by about 8.5 percent to a total of $1.3 billion. For 
the remainder of the forecast, we expect costs to 
increase an average of 8 percent each year, result-
ing in General Fund expenditures of $1.8 billion 
in 2010-11. 

Key Forecast Factors. In the budget year and 
beyond, the primary cost drivers for IHSS are 
caseload growth of about 5.3 percent per year and 
increases in provider wages. For this forecast, we 
have assumed annual increases in state costs of 
$40 million per year as counties gradually increase 
wages paid to IHSS providers. 

Figure 7 (see next page) shows IHSS costs per 
person. From 1998-99 through 2004-05, the cost 
per case increased rapidly, primarily due to in-
creases in provider wages and the hours of services 
provided to recipients. These trends moderated 
somewhat in 2005-06 and we anticipate more 
modest increases in the cost per case during the 
projection period. Some of the recent moderation 
in program cost growth is attributable to a 2004-05 
legislative initiative which included (1) establishing 
quality assurance functions in each county and (2) 
providing standardized assessment training for 
IHSS social workers.
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JUDICIARY AND
CRIMINAL JUSTICE

The major state judiciary and criminal justice 
programs include support for two departments in 
the executive branch—the California Department 
of Corrections and Rehabilitation (CDCR) and 
the Department of Justice—as well as expendi-
tures for local trial courts and appellate courts. 
The two largest expenditure programs—CDCR 
and Trial Court Funding—are discussed in more 
detail below. 

California Department of 
Corrections and Rehabilitation 

Effective July 1, 2005, the various corrections 
departments were consolidated into a single 
department pursuant to Chapter 10, Statutes of 
2005 (SB 737, Romero), and the Governor’s Re-
organization Plan No. 1. The new CDCR is now 
responsible for the incarceration and care of adult 
felons and nonfelon narcotics addicts at 33 state 
prisons, as well as the rehabilitation of youthful 

offenders at eight youth cor-
rectional facilities. The CDCR 
also supervises and provides 
services to parolees released to 
the community. 

The Spending Forecast. 
General Fund CDCR expen-
ditures for 2005-06 are esti-
mated to be about $112 million 
more than appropriated in the 
budget due primarily to an 
unanticipated increase in the 
inmate population, and higher 
than budgeted local jail costs 
to house state parolees. 

Spending is projected to 
increase by 5.2 percent above 
the revised 2005-06 level to 
approximately $7.4 billion in 
2006-07, and by 3.6 percent to 

$7.6 billion in 2007-08. For the remainder of the 
forecast period, General Fund spending is pro-
jected to increase by an average of 3.2 percent each 
year, reaching nearly $8.4 billion in 2010-11. This 
is a slower growth rate than in recent years when 
General Fund spending for all of the departments 
within the former Youth and Adult Correctional 
Agency grew by an average of about 7.7 percent 
per year. During the forecast period, this slower 
growth partially reflects the expiration of the Unit 
6 collective bargaining agreement. (Our estimates 
for the forecast period include adjustments for 
employee compensation increases, but do not in-
clude General Fund support for capital outlay and 
debt-service, which are accounted for elsewhere in 
our projections.) 

During the forecast period, the state’s General 
Fund costs are assumed to be partially offset by 
$79 million in annual reimbursements from the 
federal government for a portion of the state’s costs 
of housing undocumented immigrants convicted 
of felonies in California. 

IHSS Costs Still Growing,Though More Slowly

Annual Cost Per Person

Figure 7
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Key Forecast Factors. The projected increases 
in General Fund support for CDCR are driven by a 
combination of factors, including salary increases, 
inflation on operating expenses and equipment, 
and growth in the prison population. During the 
forecast period, salaries are projected to increase 
by nearly $830 million, which represents about 
60 percent of the total growth in General Fund 
spending for the department between 2005-06 and 
2010-11. Price adjustments for operating expenses 
and growth in inmate health care costs are pro-
jected to account for about 21 percent of the total 
increase. The remainder (19 percent) consists of 
population growth, and the continued implemen-
tation of previously approved projects and court 
orders. This growth in spending is partially offset 
by the expiration of one-time costs. We note that 
our forecast does not include the fiscal impact of a 
number of factors that may increase net costs—po-
tentially significantly—during the forecast period, 
including any costs associated with federal receiver-
ship of the prison health care system and pending 
litigation relating to dental care.

As Figure 8 shows, the prison population is pro-
jected to increase by approximately 12,000 inmates 
during the forecast period, reaching 179,000 by 
the end of fiscal year 2010-11. This growth reflects 
a recent trend of increasing court commitments. 
In contrast, the incarcerated juvenile offender 
population (not shown in the figure) is projected 
to decrease to approximately 2,400 youth during 
the forecast period, a drop of about 550 youthful 
offenders. This reflects a continued trend of declin-
ing court commitments to state youth correctional 
facilities.

Trial Court Funding 
The Trial Court Funding program provides 

funds for support of the state’s trial courts. 
California has 58 trial courts, one in each county. 
Chapter 850, Statutes of 1997 (AB 233, Escutia and 
Pringle), shifted fiscal responsibility for the trial 
courts from the counties to the state. 

The Spending Forecast. General Fund spend-
ing is projected to increase by 7.4 percent to about 
$1.5 billion in 2006-07. For the remainder of the 

period, General Fund spend-
ing is projected to increase by 
an average of about 7.7 percent 
each year, reaching $2.1 bil-
lion in 2010-11. This is a faster 
growth rate than in the past 
five years during which Gen-
eral Fund spending increased 
an average of 6.2 percent each 
year.

Key Forecast Factors. Cur-
rent law requires that most of 
the trial court budget be ad-
justed by the annual change in 
the state appropriations limit. 
This requirement accounts for 
approximately 91 percent of 
the projected growth in fund-
ing for the trial courts. The 
remainder (9 percent) reflects 

Inmate Population Projected to Increase Modestly

Fiscal Year Ending June 30 (In Thousands)

Figure 8

Forecast

100

120

140

160

180

00-01 02-03 04-05 06-07 08-09 10-11



California’s Fiscal Outlook

Legislative Analyst’s Office44

increases in judicial officer salaries and court se-
curity costs. Our projection also reflects a partial 
offset due to increased revenues from court fees 
and surcharges over the period. 

OTHER
Local Government Finance

The 2004-05 budget package included a two-
year shift of $1.3 billion of city, county, special dis-
trict, and redevelopment agency property taxes to 
schools and community colleges. Our property tax 
revenue forecast for Proposition 98 reflects the end 
of this $1.3 billion tax shift. The 2005-06 budget 
package eliminated funding for the Property Tax 
Administration Grant Program in 2005-06 and 
2006-07. Because authorization for this program 
sunsets after 2006-07, we do not assume funding 
for this program during the forecast period. 

Noneducation Mandates
Requirements of the Constitution and Other 

State Statutes. For decades state statutes have pro-
vided that local governments may submit mandate 
claims—and be reimbursed for their expenses—in 
the year in which the local government carried 
out the mandated activity. In times of state fiscal 
difficulty, however, state appropriations frequently 
were insufficient to pay all claims, resulting in a 
mandate claim backlog totaling over $1.1 billion. 
In 2004, the state’s voters approved Proposition 1A, 
amending the California Constitution to (1) gen-
erally require the Legislature to appropriate fund-
ing in the annual state budget to fully pay local 
governments for their prior-year mandate costs 
and (2) pay outstanding claims incurred before 
2004-05 within a time period prescribed by law 
(15 years). In 2005-06, seeking to comply with the 
new constitutional requirements and long-standing 
state statutes, the Legislature provided funding in 
the budget to pay mandate claims for the 2004-05 
and 2005-06 years.

The Spending Forecast. Based on claims sub-
mitted to date, we estimate that additional one-
time funding, probably in excess of $100 million, 
is needed to pay all 2004-05 and 2005-06 mandate 
claims. After accounting for this one-time cost in 
2006-07, we estimate the annual costs for ongoing 
mandates will exceed $200 million and the cost to 
repay the mandate backlog over fifteen years will 
be about $100 million annually.

Unallocated Reductions
The 2005-06 budget plan assumes $100 million 

General Fund savings in both the current and bud-
get years from authority given to the administra-
tion to reduce departmental appropriations. Given 
the difficulties in achieving these types of savings 
in past years, we assume that this authority will 
instead result in annual savings of $25 million.

Employee Compensation 
Departments’ budgets include the current 

costs of compensating state employees. Each year, 
the budget includes a lump sum for additional 
compensation and benefits that will take effect in 
the budget year. The 2005-06 Budget Act and later 
legislation appropriate $167 million for this pur-
pose. The largest component of these costs is for 
Unit 6 correctional officers and their supervisors 
and managers.

The Spending Forecast. We estimate that ex-
penditures to augment current employee pay and 
benefits will increase from $167 million in 2005-06 
to $1.3 billion in 2010-11. This reflects estimated 
costs associated with four agreements extending 
into the early part of 2006-07, two agreements 
that expire later, as well as projected inf lation 
increases.

Key Forecast Factors. Unit 6 correctional offi-
cers and their supervisors and managers represent 
40 percent of the General Fund’s salary costs. This 
group is expected to receive a pay raise of about 
5 percent on July 1, 2006. We also estimate that 
planned overtime compensation for Unit 8 will in-
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crease Department of Forestry and Fire Protection 
costs significantly. We assume that after contracts 
expire for bargaining units, expenses will increase 
at the same rate as inflation.

Retirement
The 2005-06 Budget Act anticipates issuance of 

pension obligation bonds to achieve $525 million 
in General Fund savings for the Public Employees’ 
Retirement System (PERS). Other retirement-re-
lated expenses include health and dental insurance 
premiums for retired state employees and contri-
butions to the State Teachers’ Retirement System 
(STRS) and the Judges’ Retirement System.

The Spending Forecast. We estimate that re-
tirement-related General Fund expenditures will 
grow from $3.5 billion in 2005-06 to $4.6 billion 
in 2010-11 (including PERS contributions already 
included in departmental budgets). This projec-
tion reflects the continued growth of costs over 
the forecast period, particularly for retiree health 
benefits and increased contributions to STRS.

Key Forecast Factors. Earlier this year, PERS 
adopted new actuarial methods. These methods 
reduce the likelihood that stock market fluctua-
tions will result in sudden, sharp changes in the re-
quired rate of state contributions. We project fairly 
stable PERS contribution rates through 2010-11 
and modest growth in General Fund contributions 
consistent with a growing payroll. The forecast as-
sumes that the pension bonds will now be sold in 
2006-07 due to legal delays. Should the bond sale 
be further postponed or invalidated, the General 
Fund’s condition would worsen by $525 million 
in 2006-07.

State law establishes state contributions to STRS 
as a percentage of teacher payroll. We assume STRS 
contributions will grow at about the same rate as 
Proposition 98 expenditures. In 2003-04, the state 
reduced the appropriation to STRS by $500 mil-
lion on a one-time basis to be restored if needed. 
If judicial or legislative action requires restoration 
of the $500 million during the forecast period, 

STRS contributions would likely increase above 
our estimates.

We project that costs to pay health premiums 
for retired state employees and their dependents 
will continue to increase significantly due to rising 
medical costs and growth in the number of retirees. 
We also assume that the state will receive employer 
subsidies of roughly $40 million under Medicare 
Part D beginning in 2006-07 for providing pre-
scription drug coverage to its retirees—offsetting 
a portion of the state’s retiree health costs. These 
assumptions result in net annuitant health care ex-
penditures growing from $895 million in 2005-06 
to $1.5 billion in 2010-11. 

Debt Service on Bonds
The General Fund incurs debt-service costs 

for principal and interest payments on two basic 
types of bonds—voter-approved general obligation 
bonds and lease-revenue bonds. (The latter are 
authorized by the Legislature and have commonly 
been used to finance correctional and higher edu-
cation facilities among others.)

The Spending Forecast. General Fund spend-
ing for debt service on bonds used to fund in-
frastructure is estimated to be $3.6 billion in 
2004-05, $3.9 billion in 2005-06, and $4.3 billion in 
2006-07. Thereafter, it is projected to grow at an 
average pace of about 8.8 percent annually.

Key Forecast Factors. Projections of debt-ser-
vice costs depend primarily on the volume of past 
and future bond sales, their interest rates, and their 
maturity structures. Our estimates assume that the 
volumes and maturity structures of future annual 
bond sales are similar to recent experience, and 
that bond interest rates will track our economic 
forecast. Under our projections, the debt-service 
ratio (DSR) for infrastructure bonds—that is, 
annual debt-service costs as a percent of annual 
General Fund revenues—would rise to a peak of 
slightly over 5.2 percent in 2009-10 and decline 
slowly thereafter as outstanding bonds are retired 
and new sales occur. If the state’s deficit-financing 
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bonds (Proposition 57) that were previously sold 
to help deal with the state’s budget shortfalls are 
included in the DSR, it would peak at slightly over 
6.8 percent in 2009-10. (For more information on 
payments of the deficit-financing bonds, please see 
the shaded box on page 28.) Although this DSR is 
higher than in many past years, it still is within the 
general range that many bond market participants 
would consider acceptable.
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