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Foreword

his report provides our projections of General Fund revenues and

expenditures for 2006-07 through 2011-12. 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 twelfth 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.

Legislative Analyst’s Office
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Chapter 1

The Budget Outlook

SUMMARY

At the time the 2006-07 budget was passed last
June, our longer-term revenue and expenditure
projections indicated that California continued
to face a significant budget problem. Although we
estimated that California would conclude 2006-07
with a General Fund reserve of over $2 billion, we
projected that the state would face operating short-
falls (that is, annual differences between revenues
and expenditures) in the range of $4.5 billion to
$5 billion during the subsequent two fiscal years.
Our updated projections suggest a larger reserve
in 2006-07 than we previously forecast, but also
larger projected operating shortfalls in the out
years. Specifically:

B The current year (2006-07) is projected to
end with a reserve of about $3.1 billion, up
about $1 billion from the $2.1 billion esti-
mate contained in the 2006-07 Budget Act.

B However, expenditures will exceed reve-
nues by $5.5 billion in 2007-08 and $5 bil-
lion in 2008-09, absent corrective actions.
The 2006-07 carryover reserve could be
used on a one-time basis to address over
one-half of the projected 2007-08 shortfall,
but would be exhausted thereafter. Thus,
other actions will be needed to keep the
budget in balance.

Legislative Analyst’s Office

B [n subsequent years, the operating short-
falls decline—particularly after repay-
ments associated with the deficit-financing
bonds (which were approved by the voters
in March 2004) cease at the conclusion of
2009-10. Nevertheless, they remain over
$1.2 billion through the end of the forecast
period.

UPDATE ON THE
2006-07 BUDGET

The Budget as Adopted

The 2006-07 budget adopted last June included
increases in all major program areas, but par-
ticularly education. Under the signed budget, the
state entered the year with a carryover reserve of
over $9 billion. Revenues were expected to total
$94 billion, while expenditures were estimated to
be $101 billion. The resulting $7 billion operating
shortfall during the year was expected to draw
down the carryover reserve, leaving the state with
a 2006-07 year-end reserve of $2.1 billion (prior
to the approval of various collective bargaining
agreements).

What Has Happened Since June?
Figure 1 (see next page) shows the key changes
that have taken place since the 2006-07 Budget Act
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was adopted last June. These changes include the
following:

Revenues Up by $882 Million. The 2006-07
Budget Act revenue totals assumed that Califor-
nia’s economic and revenue growth would slow,
primarily due to the state’s real estate downturn.
Although recent economic developments are
generally consistent with this earlier projection,
our revised revenue estimates are up modestly by
$882 million from the 2006-07 Budget Act totals.
This reflects the combined effect of two factors.
First, tax receipts for 2005-06 and prior years ex-
ceeded the estimate by $408 million. Second, we
are forecasting that revenues in the current year
will exceed the 2006-07 Budget Act forecast by
$474 million, reflecting stronger-than-expected
personal income tax receipts related to investment
income partially offset by softer-than-expected
sales tax and corporate tax receipts.

Expenditures Down
by $73 Million. This is the
net result of increases in
some areas and decreases

Figure 1

2006-07 year-end reserve will increase from the
$2.1 billion assumed in the 2006-07 Budget Act to
our revised estimate of $3.1 billion.

2007-08 OUTLOOK

Projected Net Shortfall of $2.4 Billion. Figure 2
shows our updated projection of the General Fund
condition through 2007-08, using the assumptions
outlined in the box on page 4. We forecast that
revenues will climb to $100.1 billion (an increase
of 5.6 percent from the current year) and that
expenditures will total $105.6 billion (a growth of
3.4 percent), resulting in a $5.5 billion operating
shortfall during the year. After taking into account
the $3.1 billion carryover reserve available from
2006-07, the General Fund would be left with a
deficit of $2.4 billion, absent corrective actions.

Effect of Recent Developments on
2006-07 Budget Year-End Reserve

i hers. 1 in-
1n others. Increases 1n (In MI//IOI’)S)

clude higher employee
compensation costs (due

to the approval of collec-
tive bargaining contracts),

©. Revenue Increases
as well as additional costs

2006-07 Budget Act (June 2006)

$2,102

for fire suppression, state
operations, and In-Home
Supportive Services. De-
creases are estimated
in prior-year Medi-Cal
spending and in Proposi-
tion 98.

Increase in Year-End
Reserve. Taking into ac-
count both the higher
revenues and higher net
costs, we estimate that the

2005-06 and prior years
2006-07
Subtotal (increase to reserve)
Expenditure Changes (2005-06 and 2006-07 Combined)
Proposition 98
Medi-Cal
Timing differences in capital outlay spending for levees
Employee compensation
Reduced state operations savings
Increased fire suppression costs
In-Home Supportive Services
Other (net)
Subtotal (increase to reserve)

LAO Revised Estimate (November 2006)

Legislative Analyst’s Office

$408
474

-$138
-433
-200

271
194
92
124
18

$882

$73

$3,057
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LONGER-TERM
FORECAST

Our longer-term revenue and expenditure
forecasts are detailed in “Chapter 3” and “Chap-
ter 4,” respectively. Figure 3 shows the effects of
these projections on the state’s operating balance.

Operating shortfalls result in all years. The figure
breaks out these operating shortfalls into two cat-
egories: (1) the portion due to each year’s difference
between current-law spending on state programs
and current-law state revenues, and (2) the por-
tion due to planned repayments of past budgetary
debt. This debt was incurred to avoid adopting

additional budget-bal-

ancing spending cuts or

Figure 2 revenue augmentations
LAO Projections of General Fund Condition at the time. Budgetary
debt refers to the deficit-
?Igol\fl;l(lyignz)” ough 2007-08 ﬁ‘n‘ancing bonds (Propo-
sition 57), as well as other
Prior-year fund balance $9,311 $10,868 $3,578 funds, local governments,
Revenues and transfers 93,357 94,828 100,120 and schools.
Total resources available $102,668 $105,696 $103,698
Expenditures $91,800 $102,118 $105,588 The figure shows
Ending fund balance $10,868 $3,578  -$1,890 that the state would face
Encumbrances $521 $521 $521 operating shortfalls of
P $10,347 _ $3057  -$2.411 $5 billion in 2008-09 and
Budg_et Stabilization Acco.unt o — $472 — $4.2 billion in 2009-10,
Special Fund for Economic Uncertainties $10,347 2,585 =

Figure 3
Large Operating Shortfalls Projected Through 2009-10?

before seeing the annual
imbalance drop to below
$1.5 billion in each of the
final two years. The main
factor responsible for the

General Fund (In Billions)

$0

decline in the annual op-
erating shortfall between
2009-10 and 2010-11 is
that the $11.3 billion in
previously issued deficit-
financing bonds are sched-
uled to be fully repaid by
the conclusion of 2009-10.
The annual repayments
for these bonds—both
from the quarter-cent

[l Basic Shortfall
[C] Budgetary Debt-Related Shortfall

sales tax allocated for this
purpose and the supple-
mental payments from the

Budget Stabilization Ac-

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

@Annual revenues minus expenditures.

Legislative Analyst’s Office

2010-11

2011-12 count (BSA) as provided

for in Proposition 58—are

3
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projected to total approximately $3 billion in both
2008-09 and 2009-10. The completed repayment of
these bonds eliminates the need for these expen-
ditures and, thus, reduces the operating shortfall
by this amount.

Majority of Shortfalls Due to Budgetary Debt
Repayment. As indicated in Figure 3, over 70 per-
cent of the operating shortfalls in 2007-08 through

Basis for Our Estimates

2011-12 are related to the repayment of past bud-
getary debt. Absent these payments, the shortfall
between current-law expenditures on programs
and current-law revenues would be $2.8 billion
in 2007-08, $1.4 billion in 2008-09, and roughly
$500 million in the subsequent three years. While
the repayments represent real obligations to the
state, the Governor and Legislature do have some
control over the timing of these repayments.

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). In other cases, the estimates
incorporate effects of projected changes in caseloads, prices, federal requirements, court orders,

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 during this 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 $900 million by the final year of the forecast period.

Accelerated Deficit-Financing Bond Repayments Included in Our Estimates. In March 2004,
the voters approved Proposition 58, which among other things requires annual transfers 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, 2 percent of revenues in 2007-08, and
3 percent of revenues in 2008-09 and annually thereafter until the balance of the BSA reaches
$8 billion, or 5 percent, whichever is greater. By law, one-half of the annual transfers are dedicated
to the accelerated repayment of outstanding deficit-financing bonds. (The main source of deficit-
bond repayment is a quarter-cent special fund sales tax.) The Governor may suspend the transfers

to this fund through an executive order.

The administration has stated its intent to fund these supplemental payments toward the ac-
celerated repayment of the deficit-financing bonds. Therefore, our expenditure estimates include
the portion of the annual BSA transfers that are dedicated to deficit-financing bond repayments.

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.

Legislative Analyst’s Office
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IMPLICATIONS OF OUR
PROJECTIONS

It may be tempting for the state to rely heav-
ily on the large carryover reserve balance and
other one-time solutions to get through 2007-08.
However, failing to meaningfully address the long-
term fiscal imbalance would leave the state in a
precarious position. At this advanced stage of the
current economic expansion, California should
be running projected operating surpluses instead
of deficits—particularly in light of the risks posed
by the current real estate downturn to the overall
economy and revenues. In addition, the state faces
significant fiscal pressures related, for example, to
the funding of future health care costs for its retir-
ees, and risks greater-than-expected cost increases
stemming from the three federal court cases related
to its correctional health care system. Given these
factors, the Legislature should take significant steps
now toward addressing the budget imbalance.

Addressing the Structural Shortfall

Given the narrowing but still-significant budget
shortfalls we project over the next five years, it is
appropriate to rely on a mix of solutions to ad-
dress the structural budget shortfall. Elements of
a multiyear budget balancing strategy are outlined
in Figure 4.

Figure 4

Elements of a Multiyear Budget Balancing Strategy

Savings and Revenue Solutions. The state has
various ways to achieve ongoing and one-time
expenditure savings and revenue increases. Op-
tions in this area include program reductions, the
reversion of unused funds, and funding redirec-
tions (such as using fee support, rather than the
General Fund, for various activities where there is a
direct benefit to the user). As one specific example
of a potential reversion, in “Chapter 4” we identify
Proposition 98 funds that will likely be unneeded
because of lower-than-budgeted community col-
lege enrollment.

Ongoing savings could also be achieved through
the reduction or suspension of cost-of-living
adjustments (COLAs)—which are provided in a
variety of areas including health, social services,
and trial courts. A 1 percentage point reduction
in non-Proposition 98 COLAs for a single year
would result in annual savings of roughly one-half
billion dollars.

On the revenue side, options include additional
compliance measures, elimination or modification
of tax expenditures, or other changes to current tax
laws. Specific examples in this area include contin-
ued suspension (or elimination) of the teachers’
tax credit, and an extension of changes adopted in
2004 related to the application of the sales and use
tax to out-of-state purchases of vessels, vehicles,
and aircraft.

If spending reductions
and/or revenue increases

are not adequate to close
the budget gap, one alter-

‘/ Budget Savings and Revenue Increases
e Targeted program savings.

¢ Cost-of-living adjustment reductions or suspensions.

e Funding redirections.

e Tax compliance, fees, and targeted revenue increases.

‘/ Reduced Supplemental Repayments on Deficit-Financing Bonds

o Continue regular schedule of debt payments.

Legislative Analyst’s Office

native would be to reduce
supplemental deficit-bond
repayments, as discussed
below.

Reduce Supplemental
Debt Repayments. While
repayment of budgetary
debt should remain a high
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priority, it is also the case that the repayments
scheduled over the next five years are “front load-
ed.” As shown in Figure 3, such repayments (pri-
marily the quarter-cent sales tax and supplemental
BSA amounts) account for an average of $3 billion
per year in 2007-08 through 2009-10, before drop-
ping to less than $900 million in the subsequent
years of the forecast. Given the large size of the
operating shortfalls facing the state in 2007-08
through 2009-10, the Legislature may wish to
spread out some of these repayments over a longer
time frame. In particular, the state could suspend
some or all of the annual supplemental payments
for the deficit-financing bonds, temporarily saving
up to $1 billion in 2007-08, $1.6 billion in 2008-09,
and $1.7 billion in 2009-10. Spreading out these
repayments would result in added costs in future
years because it would take longer to pay off the
outstanding deficit-financing bonds. However,

such a strategy may be necessary if the magnitude
of program reductions and/or revenue increases
necessary to close the budget gap can not be
achieved. It would also be preferable to alternatives
involving new higher-cost borrowing. An example
of such borrowing would be the issuance of pen-
sion obligation bonds (which the administration
is assuming will occur in 2007-08).

Although it is reasonable to use a mixture of so-
lutions in addressing the multiyear shortfalls facing
the state, it also is important to remember that the
state’s structural budget problem will only be fully
addressed once ongoing revenues and expenditures
are brought into line and budgetary debt is repaid.
To this end, the Legislature should take actions to
maximize the amount of ongoing solutions that it
adopts in crafting its 2007-08 budget.

Legislative Analyst’s Office




Chapter 2

Economic and

Demographic Projections

Economic and demographic developments
are important determinants of California’s fiscal
condition, primarily through their impacts on
state revenues and expenditures in such areas as
education, health, social services, corrections, and
transportation. This chapter presents our econom-
icand demographic projections for calendar years
2006 through 2012, which will affect California’s
budgetary condition during fiscal years 2006-07
through 2011-12.

THE ECONOMIC
OUTLOOK

Figure 1

economy. Figure 1 summarizes the details of our
economic forecasts for the nation and California.
In the subsequent sections, we discuss in more
detail the major factors underlying our outlook.

The U.S. Economy
Recent Developments

After expanding by well over 3 percent in both
2004 and 2005, U.S. gross domestic product (GDP)
growth decelerated sharply over the first three
quarters of 2006. As shown in Figure 2 (see next
page), real GDP growth eased from 5.6 percent
(seasonally adjusted annual rate) during the first

The LAO's Economic Forecast

The recent decline

in energy prices has

Percentage Change (Unless Otherwise Indicated)

“breathed new life” into

2006 2007 2008 2009 2010 2011 2012

the U.S. and California

. . United States
economic expansions,

3.3 2.2 3.3 3.3 3.2 2.9 25

which had appeared to be
fading as of late last sum-
mer. Despite this favorable
development, however, we
expect that national and
state economic growth
will remain subdued
through 2007, as the ma-
jor recent declines in the
real estate sector continue
to reverberate through the

Legislative Analyst’s Office

Real gross domestic product

Personal income 6.7 55 5.6 6.0 5.8 5.5 5.0
Wage and salary jobs 1.4 1.1 1.4 1.6 14 1.2 0.8
Consumer Price Index 3.1 2.3 2.2 2.1 2.2 2.3 2.5
Unemployment rate (%) 47 5.0 4.9 47 4.5 4.5 4.7
Housing starts (000) 1,828 1,594 1,669 1,704 1,739 1,743 1,691
California

Personal income 6.5 54 5.9 6.2 6.1 5.7 55
Wage and salary jobs 1.8 1.3 1.6 1.8 1.8 1.6 15
Taxable sales 4.6 4.7 5.8 5.9 5.7 5.2 5.1
Consumer Price Index 3.9 3.1 2.5 2.5 2.6 2.7 2.8
Unemployment rate (%) 4.9 5.2 5.0 4.8 4.7 4.8 4.9
Housing permits (000) 173 158 165 175 174 175 173
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quarter to just 1.6 percent during the third quarter
of the year.

The main cause of the slowdown has been a
drop in the residential real estate sector, where
new housing starts fell from an annual rate of
2.2 million units in January to under 1.6 million
by September. In addition, the combination of
higher interest rates and soaring gasoline prices
was beginning to adversely affect consumer spend-
ing, particularly on “big ticket” durable goods
such as automobiles. Another concern was that
rising energy costs were starting to boost prices
of other goods and services that use energy in the
economy. These rising inflationary pressures were
leading to concerns that the Federal Reserve Board
would need to further raise interest rates even as
the economy was slowing.

Welcome Decline in Energy Prices. As shown
in Figure 3, oil prices dropped sharply beginning
in late summer, falling from a per barrel peak
of $78 in July to $58 as of early November. The
decline is attributable to several factors, includ-
ing rising global supplies,
fewer-than-expected supply
disruptions, and slowing
worldwide demand. A key

Figure 2

prices for heating fuel, which implies lower energy
bills this winter.

This decline in gasoline prices has provided a
much-needed boost to discretionary incomes of
households and businesses, has helped boost stock
market prices and consumer confidence levels, and
has reduced inflationary pressures. All of these
are welcome developments for the economy, and
have significantly reduced the odds of a recession
developing in late 2006 or early 2007.

The Forecast—Subdued Growth in 2007
and a Rebound in 2008

Despite the recent oil price decline, we expect
the housing downturn to depress the overall
economy and hold GDP growth to between 2 per-
centand 2.5 percent through much of 2007, before
rebounding to between 3 percent and 3.5 percent
during the subsequent years of the forecast. The
main components of this forecast are as follows:

B Real consumer spending growth will slow
from 3.2 percent in 2006 to 2.8 percent in

U.S. Economy to Remain Sluggish Through 2007

related factor was that the
hurricane season in the

Gulf of Mexico turned out e

Quarterly Percentage Change in Real GDP
Seasonally Adjusted Annual Rate

to be much less severe than
predicted.

The retreat in oil prices
has had major impacts on 4
gasoline prices, which fell
from a peak $3.05 per gallon 3
in mid-2006 ($3.35 in Cali-
fornia) to about $2.20 per 2
gallon as of early November
($2.35 in California). The 1
lower oil prices have also re-
sulted in a drop in contract

Actual

Forecast

L— 2004 — L— 2005 — L— 2006 — L— 2007 — L— 2008 —
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2008, before partially rebounding to an
average annual pace of around 3.3 percent
during the balance of the forecast period.

Residential construction is forecast to fall
by 4.4 percent in 2006 and by a further
13 percent in 2007, before stabilizing in
2008 and growing modestly over the bal-
ance of the forecast period.

Real business investment growth will slow
from 8 percent in 2006 to 6 percent in 2007,
and further to around 5 percent per year
over the balance of the forecast period.
Spending on information technology (IT)
equipment and software is expected to
remain healthy over the forecast period,
while spending on structures is expected
to moderate after 2007. The continued
strength in IT spending is positive for Cali-
fornia, which has a large number of firms
and workers which design and produce
computer and software products.

Figure 3

Welcome Decline Has Occurred in Oil Prices

B Oilprices are expected to rebound slightly

from current levels and average about $60
to $65 per barrel during the forecast peri-
od. Gasoline prices will continue to follow
seasonal patterns, rising in the spring and
summer and falling in the fall and early
winter. However, the annual summertime
peaks are forecast to remain in the range
of $2.60 per gallon, compared to the over
$3.00 per gallon this past summer.

Inflation will continue to subside in late
2006 and during 2007, reflecting the eas-
ing of energy-related pressures, continued
intense worldwide competition by sell-
ers of a variety of products and services,
and ongoing worker productivity gains.
We forecast that year-to-year Consumer
Price Index (CPI) growth will ease from
a peak of 4 percent in mid 2006 to below
2 percent by late 2007, thereby reducing the
annual average growth from 3.1 percent in
2006 to 2.3 percent in 2007. Thereafter, it
will stabilize in the range of 2 percent to
2.5 percent over the balance
of the forecast period.

e Interest rates are pro-

Weekly Average Price per Barrel of Oil

$80

70 -

60 -

50 -

40 -

30 1

20

jected to dip modestly
in 2007 as economic

growth and inflation
eases, but then rebound
to near-current levels in
2008 and beyond. The
three-month Treasury
bill rate is forecast to av-
erage about 4.5 percent
over the forecast period.
By comparison, the ten-
year Treasury note yield
is projected to average
slightly over 5 percent
during the same period,

2004 Il 2005

2006 I

reflecting both the risk
premium and longer

Legislative Analyst’s Office
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term expectations for somewhat higher
economic growth and inflation.

The California Economy

The current situation and outlook for Cali-
fornia are similar to the nation as a whole. The
state’s economy slowed sharply this summer, but
is expected to partly rebound late this year and
continue to grow at a subdued pace in 2007, before
accelerating to a more moderate pace in 2008 and
thereafter.

Recent Evidence of Slowing

After healthy gains in 2004 through early
2006, a variety of economic indicators suggest
that economic growth slowed for the state as 2006
progressed:

B  Wage and salary employment growth
slowed from a 2.3 percent year-over-year
increase in January 2006 to only a 1.5 per-
cent rise as of September (see Figure 4).

B Personal incometax
withholding pay-
ments (which reflect
the combination of

Figure 4

cent in the first quarter to near zero by the
third quarter of the year.

Key Factors Behind Slowdown—
Real Estate and Energy Prices

The key forces behind the economic slowdown
that has been experienced in California are the
same as for the nation—namely, sharply declining
real estate markets and soaring gasoline prices.
In fact, the intensity of these negative forces was
even greater in California than in the rest of the
country, reflecting (1) the state’s higher-than-av-
erage gasoline prices and gasoline consumption,
and (2) its more cyclical real estate market, which
expanded more in the boom years and is falling
by more than the rest of the country during the
current downturn.

The Real Estate Market

California’s real estate related industries—which
include developers, contractors, real estate brokers,
lenders, title companies, and insurers—account
for roughly 15 to 20 percent of the state’s private
sector economy. Changes in real estate asset values

California Job Growth Has Declined

wages, bonuses, and

stock options) were DT

Year-to-Year Percent Change in Nonfarm Payroll Employment, by Month

up by over 10 per-
cent in the first half

of 2006, but slowed “
sharply to a less- 20
than 5 percent gain

in the third quarter 18
of the year.

1.6

B Taxable sales
growth rates (which
are barometers of
household and
business spending)
slowed from 8 per- 10

1.4

1.2

Jan-05

10

May-05

Sep-05 Jan-06 May-06 Sep-06
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and mortgage refinancing activity can also have
substantial indirect impacts on other sectors of the
economy, such as consumer spending.

As discussed in the accompanying box (see next
page), California experienced an unprecedented
boom in its real estate markets between 2001 and
2005. During this period, inflation-adjusted home
prices doubled, sales reached all time highs, and
new construction reached the highest levels in
nearly 15 years. These increases boosted employ-
ment, income, and spending in California’s overall
economy during this period.

Recent Developments. California’s real estate
market peaked in mid-2005. Over the subsequent
year, home sales and new construction activity fell
by proportionally more than the rest of the nation,
and the buildup of unsold home inventories sug-
gests that further softness in building activity is
in store. Home prices have flattened out, and are
starting to decline in some geographic regions of
the state.

Implications of Reductions. The slowdown in
real estate is having a major adverse impact on the
incomes of realtors, developers, contractors, and
real estate lenders in California. It is the single larg-
est factor behind the slowdown in personal income
growth during the second half of 2006. The reduc-
tion in housing prices will also financially squeeze
recent home purchasers that have used variable rate
loans to finance home purchases. This is of particu-
lar concern for the large proportion of homebuyers
in 2004 and 2005 that financed the rising costs of
homes with nontraditional or “exotic” mortgages,
many of which had low initial payments that are
scheduled to adjust upward over the next several
years. By some accounts, over 60 percent of homes
purchased in California during 2005 were financed
with such nontraditional loans—roughly double
the average for the rest of the nation.

The reduction in home prices implies that ho-
meowners facing large payment increases when
these loans reset will not have sufficient equity to

Legislative Analyst’s Office

refinance their loans and avoid higher monthly
payments. Given the considerable dollar size of
the mortgages involved, the anticipated rise in
interest rates implies large monthly payment in-
creases—potentially exceeding $1,000 per month.
This suggests that less discretionary income will
be left over for other purchases. It also raises the
risk of “distress sales” and foreclosures in the years
ahead, which in turn will have a dampening effect
on economic growth during this period.

Real Estate Woes Are Having
Impacts on Other Sectors

Reduced home sales and housing prices have
already resulted in slowdowns in household spend-
ing, particularly on such items as home furnishings
and appliances. They are also having a negative
impact on those manufacturing industries related
to home construction, such as wood products,
cement, steel fabrication, and furniture. We ex-
pect these impacts to continue during the next 12
months.

However, Most of the Economy Is Still
Doing Well

Despite the ripple effects noted above, job
growth, wages, and business earnings in most
California industries outside of the real estate sec-
tor have remained generally healthy. This reflects
a variety of factors, including:

B Solid growth in international trade, which
is benefiting California manufacturers and
farmers that sell abroad, as well as trans-
portation, warehousing, and distribution
activities associated with trade activity
through California’s ports.

B Continued strength in information-related
industries (including motion pictures,
broadcasting, sound recordings, publish-
ing, and Internet service providers).

B Healthy growth in California’s high-tech
and related professional services industry.
This includes software development, com-
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puter systems and design, biotechnology,
and pharmaceuticals. As shown in Figure 5
(see page 14), this industry, which now ac-
counts for more than one million jobs, has
been growing strongly since mid-2003, and
has added about 50,000 jobs over the past
12 months.

The Outlook—Slowdown in 2007,
Moderate Growth Thereafter

We expect current trends to continue through
next year in California. That is, real estate-re-
lated activity will continue to fall, but other sec-
tors—particularly those related to international
trade, business research and development, and
investment in high technology products and ser-

California’s Housing Market

Volatility Is Common

California’s real estate market has historically been characterized by sudden, rapid increases
in housing prices and sales activity, followed by extended periods of stagnant or declining home
prices. But even by California standards, the recent growth in real estate prices has been remark-
able. Inflation-adjusted existing home prices doubled between the beginning of 2001 and the close
of 2005 (see accompanying figure). This is easily the fastest recorded growth over such a brief
period since the collection of comparable data began in 1968. For example, inflation-adjusted
home prices grew by only 40 percent over the entire two decades from 1981 through 2001. Other
housing market measures such as new home construction and home sales also increased rapidly
over this recent period, although not quite as rapidly as prices.

Price Increases Were Widespread

The housing boom affected all California regions. Historically low-priced areas like the Central
Valley and the inland northern counties showed percentage growth in housing prices just as high
as coastal regions. Fresno County home prices grew 110 percent from 2001 through 2006—as fast
as home prices in Los Angeles County. In percentage terms, prices in far-northern Siskiyou County
grew more rapidly than prices in San Diego.

But the Boom Is Now Over

Recent housing data show that the boom has ended. Home sales and construction activity have
fallen by almost 25 percent over the past year. Home prices have clearly reached a plateau, but have
yet to fall significantly. Unlike markets for more liquid assets such as stocks, housing markets
typically show a lag of up to a year or two between drops in sales levels and significant declines in
prices. This occurs because homeowners tend to delay sales or take homes off the market while
waiting for prices to rise again.

What Will Happen?

Based on the experience of previous housing cycles in California, we expect that several years
of declining real price levels will now occur throughout much of the state. It is difficult to say,
however, exactly how long the market slump will last, or how large any fall in home prices will be.
Inflation-adjusted prices fell for four straight years from 1980 through 1984, for a total decline of

12
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vices—will continue to expand at a healthy pace. ~ in personal income is similar to that of the nation
The net impact of these trends is that aggregate  asa whole.

personal income and employment will expand at

asomewhat subdued rate in 2007, but then acceler- ~ Rjsks to the Outlook

ate in 2008 and beyond, once the real estate sector The main risks to our economic outlook for
stabilizes. As indicated in Figure 6 (see page 15),  the nation and state continue to be negative de-
the projected pattern of future California growth velopments in the energy and/or housing markets.

8 percent, and real home prices dropped for five straight years and a total of 24 percent during the
1991 through 1996 recession. These two previous housing declines were both triggered by broader
economic factors—a substantial increase in interest rates during the early 1980s, and a major de-
cline in the aerospace industry during the 1990s. Currently, the nonhousing portion of the state’s
economy is in generally good shape, with most industries expanding and interest rates unlikely
to rise sharply. For this reason, we are estimating only a moderate slowdown in the housing mar-
ket—one that is considerably less severe than the state experienced during the 1990s.

But it is also true that current housing prices are at unprecedented levels when compared to
income. The Housing Affordability Index compiled by the California Association of Realtors shows
record low levels of California homebuyers able to afford a typical single-family home usinga con-

ventional mortgage
and down payment

California’s Single-Family Home Sales and Prices amount. In addition,
there are potential
adverse effects lurk-

Median Prices in Constant 2006 Dollars

Dollars and 0 0 .
Housing Units ing associated with
700,000 the more exotic fi-
nancing instruments
600.000 - il that have been used
’ === Median Prices o9
to facilitate many re-
500,000 cent home purchases.
There is thus a real
400,000 1 risk of a more se-
vere drop in housing
300,000 .
prices and sales than
S we are estimating.
Any such develop-
100,000 ment would of course
pose a serious threat
B LR I m e s S to the strength of the
1970 1974 1978 1982 1986 1990 1994 1998 2002 2006 economy’s continued
expansion.
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Regarding energy costs, while oil inventories have
recently climbed significantly, the markets are still
vulnerable to unexpected supply disruptions or
rising political tensions in various global regions.
Such developments could result in a quick reversal
of recent downward price trends, placing upward
pressures on U.S. inflation and interest rates. On
the housing front, California is in uncharted ter-
ritory in terms of the recent extent of home price
appreciation. Our forecast assumes that price and
construction declines remain fairly modest by
historical standards, reflecting the overall positive
outlook for California’s economy. However, steeper
reductions could occur, which in turn would fur-
ther depress economic growth in this state over the
next couple of years.

THE DEMOGRAPHIC
OUTLOOK

California’s population currently totals over
37 million persons. During
the six-year forecast period
covered in this report, Fig-
ure 7 shows that the state’s
population growth is project-

Figure 5

somewhat slower than that experienced in the late
1990s and early 2000s, when growth was averaging
about 1.6 percent. This reflects both the dampening
effects of higher home prices on in-migration and
reduced birth rates.

Population Growth Components

California’s population growth can be broken
down into two major components—natural in-
crease (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 av-
erage, these two components have tended in the
past to contribute about equally over time to the
state’s population growth. However, their relative
shares can vary significantly from one year to the
next depending largely on the strength of the net
in-migration component—by far the most volatile
element.

Natural Increase. We project that the natu-
ral-increase component will average 318,000 new

High-Tech and Related Professional Services
Leading California Economic Growth

ed to average about 1.2 per-

cent annually. In terms of
12%

Year-to-Year Percent Change in Employment, by Quarter

numbers of people, this
modest annual growth rate 10
translates into about 465,000 8
people and is roughly equiva-
lent to adding a new city the

6
size of Long Beach to Cali- 4 1
fornia each year. As a result, 5 |
California will add roughly o

3 million people over the

forecast interval and reach -2
over 40 million by 2012. 4

The population growth ARARRARRALS
rate we are projecting is 1991 1993
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Californians annually over the forecast period. =~ 576,000 births annually partially offset by about
This net natural gain reflects an average of around 258,000 deaths annually.

Figure 6

Moderate Personal Income Growth Projected for
Both California and the Nation

Annual Percent Change

12%
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10
— United States
8
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6
4
2
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Figure 7

State’s Population to Grow at Modest Pace
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4LAO projections for 2006 and beyond.
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Our forecast incorpo-
rates the well-documented
trend of declining birth
rates that has been in effect
for essentially all ethnic
groups in recent years in
California. Despite these de-
clining birth rates, however,
the number of new births in
our forecast actually trends
up a bit through 2012. 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 natural increase
component will grow slight-
ly during the latter half of
the forecast period.

Net In-Migration. We
project that combined
domestic and foreign net
in-migration will average
roughly 145,000 annually
over the next six years. This
is less than during the latter
half of the 1990s and in the
early 2000s when annual
net in-migration averaged
about 260,000. It also is
considerably less than the
projected 318,000 natural-
increase component noted
previously. Regarding this
in-migration:
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B Most of the net in-migration we are pro-
jecting 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 forecast the net for-
eign in-migration will be fairly constant
through 2012, averaging about 165,000
annually.

B Regarding domestic net in-migration, pre-
liminary data suggest that this is likely to
be negative in 2006 (that is, more people
left California for other states than flowed
in from them). In large part, this is attrib-
utable to continued modest job growth and
high home prices. Our economic forecast is
not strong enough to induce significantly
more net domestic in-migration from other
states. Thus, we do not foresee a return
to net interstate population in-flows for a
couple of years, after which only modest
net domestic in-flows of 5,000 annually are
anticipated. Over our
entire forecast period,
net domestic out-mi-
gration will average

Figure 8

percentage wise. Nearly 1.4 million new people
are expected to move into this age category over
the next six years for an annual average growth of
2.5 percent.

Slow Growth for Children. At the other ex-
treme, slow growth is anticipated for preschoolers
and the K-12 school-age population. This reflects
several factors. One is the movement of children
of the “baby boom” generation beyond the up-
per-end of the 5 to 17 age group, which partially
explains the above-average growth in the 18 to 24
age category. Other factors include the slower rate
of net in-migration, and the decline in birth rates
in recent years that has reduced the number of
children moving into the preschool and school-age
categories.

Rapid Growth for the Elderly. The single-
fastest-growing age group percentage wise and
second-fastest numerically is the 65 and over cat-
egory, reflecting the well-known “graying” of the
population. This cohort is expected to increase at
an annual average pace of 2.9 percent.

California's Population Growth, by Age Group

20,000. Population Change—2006 Through 2012
(Average Annual Percent Change) Number

Growth to Vary Signifi- AgeGroup Al Ages 1.2% (In Thousands)
cantly by Age Group

Figure 8 shows our popu- 0-4 171
lation growth projections by
broad age categories, including 5-17 5
both numerical and percent-
age growth. 18-24 387

“Baby Boomers” Swelling 2544 119
45 to 64 Age Group. The 45 to
64 age group (largely the baby 45-64 1,381
boomers) continues to be by
far the fastest growing segment gz ¢ oer 739
of the population numeri- _ _ _ _ _ _ _ Total
ca]ly and the second-fastest 05 10 15 20 25 30 35% 2.8 Million
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These various age group demographic projec-
tions can have significant implications for the
state’s revenue and expenditure outlook. For ex-
ample, strong growth of the 45 to 64 age group gen-

annually and accounting for 65 percent
of Californian’s total population growth
between 2006 and 2012.

erally benefits tax revenues
since this is the age category
that routinely earns the
highest wages and salaries.
Likewise, the growth in the
young adult population af-
fects college enrollments,
those for the 0 to 4 and 5 to
17 age groups drives K-12
enrollment growth, and
that for the elderly impacts
medical care costs.

Other Features

In addition to age, pro-
jected population growth
will also differ markedly
along other dimensions. For
example:

B Racial/Ethnic Vari-
ation. Figure 9 in-
dicates that Cali-
fornia’s population
is very diverse in
terms of its racial/
ethnic composi-
tion. In addition,
the amounts and
rates of population
growth along these
dimensions will
differ significantly
for different groups.
The Hispanic pop-
ulation is forecast
to experience es-
pecially strong
growth, averaging
over 2.3 percent
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Figure 9
Callifornia’s Population is Diverse

Population Shares by Race and Ethnicity, 2006

Hispanic

Black All Other

California’s Population Growth, by Race/Ethnicity

Population Change—2006 Through 2012
(Average Annual Percent Change)

Number
Race Ethnicity All Groups 1.2% (In Thousands)

White 416
Asian 316
Black 189

All Other 73
Hispanic 1,808
T T T T 1 Total

0.5 1.0 1.5 2.0 2.5% 2.8 Million
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B Geographic Variation. Rates of growth

18

will be above average for the state’s Cen-
tral Valley, Inland Empire, and foothills
areas. This will occur as the availability of
land allows population to continue to “fill
in” and attracts intrastate migrants from
the more-congested coastal areas where
growth will necessarily be constrained.
Such high-growth regions will increasingly
face new challenges in providing the public
services and infrastructure to accommo-
date growth.
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Chapter 3

Revenue Projections

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, almost 95 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. We
also discuss the outlook for property taxes (see
shaded box on page 24). Although a local revenue
source, these have significant implications for the
state budget due to their effects on General Fund
spending on Proposition 98.

RECENT
DEVELOPMENTS
AND OUTLOOK

Preliminary estimates indicate that revenues
in 2005-06 and prior years exceeded the budget
estimate by over $400 million. However, revenue
trends for the first four months of 2006-07 are
more mixed, with collections from PIT exceeding
estimates but receipts from SUT and CT falling
slightly below estimates.

Legislative Analyst’s Office

PIT Estimated Payments Remain
Healthy ...

The most positive cash-related development
has been the continued strength in PIT quarterly
estimated payments. These payments are related to
earnings from volatile non-wage sources, such as
investment income and business income (such as
for sole proprietors, partnerships, limited liability
companies, and Subchapter S corporations). We
had been concerned that these payments would
slow sharply in the second half of 2006 as eco-
nomic growth in California subsided. However,
as shown in Figure 1 (see next page), they have
remained robust, increasing by more than 20 per-
cent in the third quarter of calendar year 2006
compared to the same period of 2005. In addition
to their direct impact on revenues in early 2006-07,
the strong quarterly prepayments have often been
early indicators of similarly strong final payments
made the following April. We believe that these
gains are primarily attributable to healthy growth
in stock market-related capital gains.

... But Growth in Other Sources Is
Down

The economic slowdown has had a significant
adverse impact on other General Fund revenue
sources. As indicated in Figure 2 (see page 21),
the year-to-year increases in personal income tax
withholding (which is tied to wages), quarterly
estimated payments from corporations, and tax-
able sales have subsided as 2006 has progressed.
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It should be noted, that the budget act had as-
sumed significant slowdowns in receipts from

2005-06 and Prior Years—Up $408 Million.
Based on preliminary reports by the state’s tax

these sources. Moreover,
the weak performance in
the third quarter is partly
due to temporary factors.
For example, the small year-
to-year increase in corpo-
rate estimated payments is
partly attributable to ex-
traordinarily large one-time
payments from companies
in the utilities and tele-
communications industry
in 2005. Even after taking
these factors into account,
however, the recent slow-
down in growth from these
sources is significant. It sug-
gests that the reduction in
real estate-related activity
is taking a significant toll
on wages, sales, and profits
in California.

Net Impact on
Outlook—Modest
Upward Adjustment
The bottom-line im-
pact of the recent cash and
economic developments is
a modest increase in the
revenue outlook relative
to the 2006-07 Budget Act
forecast. Figure 3 shows our
updated revenue estimates
for the prior year (2005-06)
and current year (2006-07),
and compares them to the
projections assumed in the
2006-07 Budget Act. Figure 4
shows our revenue projec-
tions for the entire forecast
period, ending in 2010-11.
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Figure 1
PIT Estimated Payments Remain Strong

Year-to-Year Percent Change, by Quarter
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Other Revenue Indicators Slowing
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agencies for 2005-06, we estimate that General Fund
revenues and transfers totaled $93.4 billion during
the year. As Figure 3 shows, this is up $608 million
from the level assumed in the 2006-07 Budget Act.
About $200 million of this gain, however, merely
involves a revenue shift between years that is related
to an audit payment that had been expected in
2005-06 (and thus would have been accrued back to
2004-05) but was actually received in early 2006-07
(and thus is now being accrued back to 2005-06).
This $200 million gain in 2005-06 is thus offset by
an identical $200 million reduction in the carry-in
balance from 2004-05. This leaves a net improve-
ment to General Fund revenues for 2005-06 and
prior years combined of $408 million.

Figure 3

2006-07 Revenues—Up $473 Million. We proj-
ect that General Fund revenues and transfers will
total $94.8 billion in 2006-07, a 1.6 percent increase
from 2005-06. This low growth rate is partly due
to a variety of special factors, including a one-time
refinancing of tobacco bonds and a suspension of
a transportation-related transfer in 2005-06. This
revised total is up $474 million from the estimate
contained in the 2006-07 Budget Act. As Figure 3
shows, this difference consists of increases from
PIT ($1.1 billion) and the “other revenues and
transfers” category ($180 million, mostly from
higher tidelands royalties and interest income),
partially offset by decreases from SUT ($504 mil-
lion) and CT ($317 million).

Revised LAO Revenues for 2005-06 and 2006-07

Compared With 2006-07 Budget Act

(In Millions)
2005-06 2006-07
Revenue Source Budget Act LAO Difference Budget Act LAO Difference
Personal Income Tax $49,555  $49,9802 $4252 $50,885  $52,000 $1,115
Sales and Use Tax 27,211 27,411 200 28,114 27,610 -504
Corporation Tax 10,484 10,513 29 10,507 10,190 -317
Other revenues and transfers 5,499 5,454 -45 4,848 5,028 180
Total Revenues and Transfers $92,749  $93,3572 $6082 $94,354  $94,828 $474
2 |ncludes $200 million of audit payments due to a timing shift that is offset by an equivalent reduction in the previous year.
Note: Detail may not add to total due to rounding.
Figure 4
The LAO's General Fund Revenue Forecast
(Dollars in Millions)
Revenue Source 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12
Personal Income Tax $49,980 $52,000 $54,930 $58,640 $62,620 $66,890 $71,160
Sales and Use Tax 27,411 27,610 29,560 31,400 33,380 35,310 37,090
Corporation Tax 10,513 10,190 10,610 11,650 12,510 13,220 14,000
Other revenues and transfers 5,454 5,028 5,020 5,393 5,124 5,315 5,496
Total Revenues and Transfers $93,357 $94,828 $100,120 $107,083 $113,634 $120,735 $127,746
(Percentage Change) 13.6% 1.6% 5.6% 7.0% 6.1% 6.2% 5.8%
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2007-08 Revenues—Modest Growth. As shown
in Figure 4, we forecast that total General Fund
revenues and transfers will be $100.1 billion in
2007-08, a 5.6 percent increase from the current
year. This growth relative to the current year
reflects improvement in the overall economy in
2008.

2008-09 Through 2011-12. We project that rev-
enue growth will accelerate modestly in 2008-09,
and average about 6.3 percent per year through
2011-12. This is slightly faster than the 5.9 percent
average annual increase projected for statewide
personal income. We are projecting that PIT rev-
enues will grow moderately faster than statewide
personal income, but that other sources will grow
slightly less than statewide personal income.

DETAIL ON INDIVIDUAL
REVENUE SOURCES

Personal Income Tax

Based on actual cash receipts and preliminary
accruals, we estimate that PIT receipts totaled
$50 billion in 2005-06, a nearly 17 percent increase
from the prior year. We estimate that PIT receipts
will grow to $52 billion in 2006-07, a modest 4 per-
cent gain from the prior year. The PIT revenues
are projected to grow further to $54.9 billion in
2007-08, a 5.6 percent increase from the current
year, and at an average annual rate of 6.7 percent
over the balance of the forecast period.

Key Forecast Factors. As noted earlier, our
forecast for 2006-07 is up by $1.1 billion relative
to the 2006-07 Budget Act forecast. The increase is
largely related to the continued strength in quar-
terly estimated payments through September 2006.
It suggests that more of last year’s extraordinary
growth in non-wage income is carrying over into
2006 than had been assumed in the 2006-07 Budget
Act forecast. The continued strength is consistent
with the rise in stock market valuations, as well

22

as industry data suggesting evidence of continued
large stock sales by company directors, officers, and
founders in California. Even with this improve-
ment, we continue to forecast that PIT growth
will be somewhat subdued in 2006-07, reflecting
the adverse impacts of the housing decline on real
estate-related capital gains and earnings related to
sales, construction, and financing of homes. Over
the longer term, we forecast PIT liabilities and col-
lections will grow modestly faster than statewide
personal income, due to California’s progressive
tax rate structure, under which real income levels
are subject to higher marginal tax rates.

Sales and Use Taxes

We estimate that SUT receipts totaled $27.4 bil-
lion in 2005-06, a 6.4 percent increase from
2004-05. The updated total is up $200 million from
the 2006-07 Budget Act estimate, reflecting higher-
than-expected cash receipts late in the fiscal year.
We forecast that SUT receipts will total $27.6 bil-
lion in 2006-07—a marginal 0.7 percent increase
from 2005-06—and reach $29.6 billion in 2007-08,
a 7.1 percent increase from the current year. Over
the balance of the forecast period, SUT revenues
are projected to increase at an average annual rate
of 5.8 percent.

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 construc-
tion and to business-to-business transactions that
are taxed because the purchaser is the item’s final
consumer.

Taxable sales slowed sharply during the first
three quarters of calendar year 2006. The slowdown
appears to be related to the downturn in real estate,
which is negatively affecting sales related to build-
ing materials and home furnishings. A second fac-
tor is the run-up in gasoline prices this past spring
and summer, which depressed consumer spending,
particularly on light trucks and SUVs.
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We expect that taxable sales will rebound
modestly from recent levels during the next sev-
eral quarters, reflecting (1) the positive effects of
lower energy prices on household discretionary
incomes, (2) a relatively slower rate of decline in
home construction, and (3) continued strength in
business spending on new facilities and equipment.
On an annual average basis, we forecast that taxable
sales will increase by 4.6 percent during 2006 and
4.7 percent in 2007, before rebounding to a trend
rate of between 5.5 percent and 6 percent for the
balance of the forecast period.

A second factor affecting the strength of General
Fund sales tax receipts is the transfer of sales taxes
on gasoline to a special fund for transportation (the
so-called “spillover” calculation). This transfer
was suspended in 2005-06, but will resume this
year, reducing General Fund sales tax revenues by
$590 million. The transfer is projected to decline to
$420 million in 2007-08 and further in subsequent
years as the result of lower gasoline prices.

Figure 5

California Profits Slowing in 2006 and 2007

Corporation Taxes

We estimate that CT receipts totaled $10.5 bil-
lion in 2005-06, a 22 percent increase from the
prior year. We forecast that receipts from this
source will decline to $10.2 billion in 2006-07, be-
fore rebounding to $10.6 billion in 2007-08. Over
the four subsequent years of the forecast, we project
that CT receipts will expand at an average annual
rate of 7.2 percent.

Key Forecast Factors. The single most impor-
tant factor underlying CT receipts is California
taxable corporate profits. These profits had jumped
sharply in 2004 and 2005, reflecting widespread
gains among various industries. More recently, a
sharp slowdown in quarterly estimated payments
in the third quarter of calendar year 2006 indicates
that earnings growth is flattening out in 2006. A
review of quarterly payments suggests that profits
related to building and finance-related compa-
nies are slowing, reflecting the recent downturn
in home construction, sales, and financing. The
increased foreign earnings
reported by companies in
2004 and 2005 in response
to federal law changes is also
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growth rates.
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As indicated in Figure 5,
we forecast that California
taxable profits will grow
at a sluggish pace in 2006
and 2007 before rebound-
ing moderately in 2008.
Positive factors in the lon-
ger-term profit outlook are
continued growth in worker
productivity and expanding
markets for California-pro-
duced goods, both in the
U.S. and abroad.
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A second factor depressing CT collections in
2006-07 and 2007-08 is that some audit payments
that would have otherwise been collected during
each year were accelerated into 2004-05 as the re-
sult of the amnesty program. The program resulted
in nearly $4 billion in amnesty-related payments,
of which more than $3 billion represented an ac-
celeration of payments that would have otherwise
been collected through the normal audit process.
We estimate that the program accelerated into
2004-05 $400 million from the 2005-06 fiscal year,

more than $600 million from both the 2006-07
and 2007-08 fiscal years, and then declining annual
amounts thereafter.

Other Revenues, Transfers, and Loans

The remaining 5 percent of General Fund
revenues includes taxes on insurance premiums,
alcoholic beverages, and cigarette distributions,
as well as fees, interest on investments, asset sales,
and loans and transfers between the General Fund
and special funds.

The Outlook for Property Taxes

Property taxes will total $43 billion during 2006-07, making it the third-largest state-local
government revenue source in California. In the current year, about one-third of property tax
revenues will go to schools, while the remainder will be apportioned among cities, counties, and
special districts. Under Proposition 13, real property (land and buildings) is reassessed to mar-
ket value only when it changes ownership. Otherwise, the assessed value grows by no more than
2 percent a year. An assessment also can be reduced (through a process initiated by the assessor or
property owners under Proposition 8) when the estimated market value of a property falls below
its assessed value.

Despite the dedication of property tax revenues to local governments, the state is affected by
changes in local property taxes. Under Proposition 98, state funding for K-14 education is generally
offset, dollar-for-dollar, by the amount of local property taxes available to school and community
college districts.

Property Taxes Have Soared in Recent Years

The recent real estate boom has led to a nearly 58 percent increase in local property tax revenues
between 2001-02 and 2006-07, and a 35 percent increase after adjusting for inflation. The infla-
tion-adjusted increase is the largest of any five-year period since the passage of Proposition 13 in
1978. The unprecedented growth has had beneficial impacts on both state and local government
finances in recent years. The large increase reflects a combination of soaring real estate prices
and historically high sales rates (which has led to large reassessments), and large increases in new
construction activity.

But Slower Growth Is Forecast

The slowdown in the real estate market that is currently underway will lead to more subdued
growth in property tax revenues during the next several years (see accompanying figure). Factors
leading to lower growth include (1) a reduced level of property sales (and hence fewer upward
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Revenues from this category are expected to
vary within a range of $5 billion to $5.5 billion over
the forecast period. Tax-related revenues are pro-
jected to grow roughly 2 percent per year, reflecting
a mixture of different trends including moderate
gains in the insurance tax and modest declines in
cigarette taxes. Non-tax sources are projected to
decline slightly over the forecast period, reflect-
ing such factors as lower interest earnings (due
to declining General Fund investable balances),
federal changes affecting certain fee revenues, and

assessments to mar-
ket value), (2) less
new construction,

scheduled repayments of outstanding loans from
special funds in various years. Our estimates do
not include any revenues from the estate tax. Un-
der current federal law, the estate tax is presently
not in effect but is scheduled to be reinstated at
the national level in 2012. If this were to occur,
California’s estate tax (which is tied to the federal
credit allowed to states for federal estate taxes paid
by their residents) would raise roughly $1 billion
in the final year of the forecast.

California Property Tax Growth to Subside

and (3) less average

growth in assessed
14%

Year-to-Year Percent Change

values for prop-
erty that is sold.
Depending on the
magnitude of fu-
ture price declines
in the real estate
market, downward
assessments (under
the Proposition 8
process) of certain 4
recently purchased

property also may 2
have a negative im-

12

10

pact on assessed ————

Forecast

Actual

values during the
next several years.
As shown in the ac-

companying figure, we are forecasting that annual growth in property taxes will subside from
12 percent in 2006-07 to below 6 percent by 2009-10, before rebounding modestly in subsequent
years. Our forecast, however, is highly dependent on the length, scope, and severity of the current
slump in the real estate market. Our figures could be overstated if the slump proves to be more

pronounced than we are assuming.
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Chapter 4

Expenditure Projections

In this chapter, we discuss our General Fund
expenditure estimates for 2005-06 and 2006-07,
as well as our projections for 2007-08 through
2011-12. Figure 1 (see next page) shows our fore-
cast for major General Fund spending categories.
We first discuss below our projected general
budgetary trends and then discuss in more detail
our expenditure projections for individual major
program areas.

GENERAL FUND
BUDGET TRENDS

2007-08 Outlook

We forecast that General Fund expenditures
will grow from $102.1 billion in 2006-07 to
$105.6 billion in 2007-08, an increase of 3.4 per-
cent. The relatively low growth rate reflects one-
time expenditures in 2006-07 related to budgetary
loan repayments to transportation, schools, and
local government. Excluding these one-time re-
payments, the underlying growth rate in 2007-08
is closer to 5 percent. Compared to this underlying
rate, above-average increases are projected for the
California Department of Corrections and Reha-
bilitation (CDCR) and certain health and social
services programs.

Legislative Analyst’s Office

Expenditure Growth During the
Forecast Period

Moderate Total Growth Projected. The right-
hand column of Figure 1 shows our projected
average annual growth rates for major programs
from 2006-07 through 2011-12. We forecast that
total spending will increase by an average annual
rate of 4.8 percent over the period, or roughly
one percentage point less than statewide personal
income growth. This average expenditure growth
rate, however, masks divergent trends among
many of the different individual program areas
that make up the total. In addition, the projected
annual spending totals within the final four years
of the forecast period are affected by various loan

repayments, making year-to-year comparisons
difficult.

Highlights for Individual Program Areas.
With regard to the major individual program areas
in the budget, the figure shows that:

B K-14 Proposition 98 (General Fund)
spending is projected to increase at an av-
erage annual rate of 4.1 percent through-
out the forecast period. For the last two
years of our forecast, slowing K-12 school
enrollments trigger the “Test 1” Propo-
sition 98 formula that requires a fixed
percentage of General Fund revenues be
spent on K-14 education. This leads to
average annual increases of 4.7 percent in
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General Fund K-14 spending levels in those
years—the same as the growth in overall
spending in those final two years.

University of California (UC) and Califor-
nia State University (CSU) are forecast to
grow at an average annual rate of 3.5 per-
cent and 4 percent, respectively, reflecting
full funding of projected enrollment and
inflation.

Medi-Cal is projected to grow at an aver-
age annual rate of 5.2 percent. This reflects
continued increases in caseload-related
costs and the utilization of medical ser-

Figure 1
Projected General Fund Spending for Major Programs

vices, as well as various one-time and on-
going changes in basic program costs.

California Work Opportunity and Re-
sponsibility to Kids (CalWORKs) spend-
ing is projected to increase by an average of
0.3 percent over the forecast period. This
marginal increase reflects costs for statu-
tory cost-of-living adjustments (COLAs)
and cost pressures from the Guillen court
case, which are almost entirely offset by
savings from estimated caseload declines.

Supplemental Security Income/State Sup-
plementary Program (SSI/SSP) spending

(Dollars in Millions)

Average

Estimated Forecast é?:wu;:
From
2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2006-07

Education
K-14—Proposition 98 $38,420 $41,157 $42,491 $44,373 $45,777 $47,415 $50,196 4.1%
Proposition 98 Settlement — — 300 450 450 450 450 —
Proposition 98 Settlement—

Tobacco Bond Offset — — -300 -450 -150 = - =
Csu 2,536 2,724 2,825 2,933 3,054 3,182 3,311 4.0
ucC 2,696 2,918 3,022 3,124 3,239 3,354 3,464 3.5
Health and Social Services
Medi-Cal 12,351 13,824 14,439 15,162 15913 16,832 17,840 5.2
CalWORKs 2,001 1,964 2,253 1,985 1,980 1,981 1,988 0.3
SSI/SSP 3,421 3,543 3,783 4,066 4,312 4,567 4,848 6.5
IHSS 1,273 1,446 1,563 1,726 1,900 2,086 2,285 9.6
Developmental Services 2,245 2,491 2,740 2,913 3,177 3,474 3,797 8.8
Other major programs 4,801 5,705 5,686 5,987 6,376 6,836 7,247 4.9
Corrections and

Rehabilitation? 7,332 8,471 9,079 9,555 10,049 10,544 11,082 5.5
Proposition 42-related
payments 1,345 2,616 1,556 1,640 1,732 1,819 1,888 -6.3
Debt service on
infrastructure bonds 3,812 4,162 4,582 5,440 6,248 6,789 6,936 10.8
Other programs/costs 9,567 11,097 11,571 13,198 13,823 12,911 13,690 4.3
Totals $91,800 $102,118 $105,588 $112,100 $117,879 $122,240 $129,022 4.8%

2 Reflects employee compensation costs.
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is projected to increase at an average an-
nual rate of 6.5 percent, reflecting statutory
COLAs and moderate growth in caseloads
during the forecast period.

B In-Home Supportive Services (IHSS)
spending is projected to increase at an aver-
age annual rate of 9.6 percent. This rapid
growth reflects both increases in caseloads
and service hours, as well as wage increases
for THSS workers.

B Department of Developmental Services
(DDS) spending is projected to increase at
an average annual rate of 8.8 percent over
the period, reflecting continued increases
in caseloads and the cost-per-client served
by the state’s 21 Regional Centers.

B Department of Corrections and Rehabili-
tation spending is forecast to increase at
an average annual rate of 5.5 percent over
the forecast period. This growth takes into
account increases in the prison inmate
population, court-ordered increases in
health care costs, and increases in salary
and other operating expenses.

B Debt-service expenses for general obliga-
tion and lease-revenue bonds that fund
infrastructure projects in all program areas
are projected to increase at an average an-
nual rate of 10.8 percent. This reflects aver-
age annual sales over the forecast period of
about $10 billion in currently authorized
General Fund-supported debt, including
a total of about $25 billion of the nearly
$43 billion of new bonds approved by vot-
ers in the November 2006 election.

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

Legislative Analyst’s Office

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 comes from a variety of sources
including non-Proposition 98 General Fund, fed-
eral funds, lottery revenue, community college fee
revenues, and other local revenues. Generally, the
Proposition 98 guarantee is increased annually by
the growth in K-12 average daily attendance (ADA)
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. These
entities operate about 9,500 schools serving about
6 million K-12 students. The California Commu-
nity Colleges (CCC) consists of 72 locally governed
districts operating 109 colleges that serve slightly
more than 1 million full-time equivalent students
(FTES).

The Proposition 98 Forecast

Figure 2 (see next page) shows our projec-
tions of the Proposition 98 minimum guarantee
throughout the forecast period. Our forecast
projects significant increases in Proposition 98
funding—increases that will permit the Legislature
to make major investments in K-12 education and
community colleges over the next five years.

Current-Year Technical Adjustments. At the
time the 2006-07 budget was enacted, the K-14
funding level was significantly above the Proposi-
tion 98 minimum guarantee and the amount of
funding (known as the maintenance factor) that
needed eventually to be restored to the ongoing
Proposition 98 base was roughly $300 million.
Since that time, our forecast indicates the mini-
mum guarantee has fallen slightly, but this change
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Figure 2
Proposition 98 Forecast

(In Billions)

2006-07
Budget Act Revised 2007-08 2008-09 2009-10 2010-11  2011-12
General Fund $41.3 $41.2 $42.5 $44.4 $45.8 $47.4 $50.2
Local property tax 13.8 13.9 15.0 15.9 17.1 19.6 20.9
Totals? $55.1 $55.1 $57.5 $60.2 $62.9 $67.0 $71.1

@ These totals do not include the $2.9 billion appropriated in Chapter 751, Statutes of 2006 (SB 1133, Torlakson) because it is to be treated as

“settle-up funding” to 2004-05 and 2005-06.

has no practical effect on the K-14 funding level
or amount of outstanding maintenance factor.
Although the total funding level has not changed,
local property tax revenues have increased by al-
most $100 million, thereby reducing the General
Fund share of Proposition 98 by a like amount (as
shown in Figure 2).

Current-Year Attendance Declines. In addi-
tion, K-14 attendance is now anticipated to fall by
a greater amount than initially assumed. From
budgeted levels, we expect K-12 ADA to drop by
roughly 6,000 and CCC FTES to drop by roughly
36,000. This equates to roughly $80 million to
$90 million in potential attendance-related savings
(split about evenly between K-12 and CCC), which
could free up a like amount of non-Proposition 98
General Fund monies. Although the savings as-
sociated with the drop in K-12 ADA will occur
automatically, realizing savings from the drop in
CCC FTES would require legislative action.

Budget-Year Forecast. In 2007-08, we project
the Proposition 98 guarantee will be $57.5 billion,
which is $2.4 billion, or 4.3 percent, greater than
the current-year spending level. This is roughly
$350 million more than needed to cover baseline
costs (including projected enrollment changes,
cost-of-living increases, and mandate costs). Under
our forecast, relatively modest growth in General
Fund revenues results in a “Test 3” year.
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Out-Year Forecast. As shown in Figure 2, we
project the Proposition 98 minimum guarantee
will experience healthy increases throughout
the forecast period. In the four years following
2007-08, we project the guarantee will increase by
almost $11 billion—from just over $60 billion in
2008-09 to just over $71 billion in 2011-12. (Over
this same period, we project K-12 attendance will
decline by roughly 0.5 percent.) Whereas growth
in the guarantee is considerable in 2008-09 and
2009-10 (averaging 4.7 percent), it is even greater in
the last two years of the forecast period (averaging
6.3 percent). This is because our forecast has Test
1 applying in those latter years. For more informa-
tion about Test 1 and its implications, please see
the nearby box.

Underlying Forecast Factors

Our forecast of the Proposition 98 guarantee de-
pends on a variety of factors—including changes in
K-12 ADA, as well as changes in per capita personal
income, and General Fund revenues. Figure 3 shows
these factors and their projected rates over the fore-
cast period. It also shows projected rate increases in
CCC FTES and the statutory K-14 COLA.

K-12 ADA on the Decline. The trend of modest
year-to-year declines in total K-12 ADA is expected
to continue throughout most of the forecast period.
The only year in which K-12 ADA is projected to
increase is 2011-12, and then at a very modest rate
of 0.2 percent.

Legislative Analyst’s Office
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Figure 3
Proposition 98 Underlying Forecast Factors

2006-07 2007-08 2008-09 2009-10 2010-11  2011-12

Annual Percent Change

K-12 average daily attendance -0.4% -0.5% -0.5% -0.3% — 0.2%

Per capita personal income (Test 2) 4.0 4.8 4.6 4.7 4.9% 4.6

Per capita General Fund 1.3 4.3 5.6 5.3 5.0 4.6

K-14 COLA 5.9 3.8 3.0 2.7 2.8 2.9
Share of General Fund Revenues

Projected 44 1% 43.2% 42.2% 40.8% 39.8% 39.8%

Test 12 41.0 41.0 41.0 40.4 39.8 39.8
Proposition 98 "Test" 3 3 2 2 1 1

& LAO estimates for Test 1 factor, adjusted to reflect transfers of local property tax revenues between schools and local governments.

“Test 1” to Be Operative Toward End of Forecast Period

The Proposition 98 minimum guarantee is usually set at the higher of two tests. Under Test 1,
the guarantee is set at about 40 percent of General Fund revenues. To date, Test 1 has been opera-
tive only in 1988-89, the year after Proposition 98 was passed. In subsequent years, “Test 2”, which
grows the prior-year K-14 funding level by the percent change in per capita personal income, quickly
moved the guarantee above the Test 1 level. This was because slow growth in General Fund and
property tax revenues were coupled with fast growth in K-12 attendance. The combined effect was
to increase the K-14 share of total General Fund spending.

Over the past few years and throughout the forecast period, these dynamics essentially act in
reverse—a healthy economy increases total General Fund and property tax revenues while K-12
attendance drops. The combined effect is to reduce the K-14 share of General Fund spending. By
2009-10, we project the K-14 share of General Fund spending will decline to about 40 percent. Once
Test 1 applies, the K-14 share of General Fund spending is fixed and increases in local property
tax revenues begin to supplement rather than supplant General Fund spending. This means K-14
funding levels can benefit substantially from healthy increases in local property tax revenues.

Given so many factors affect the Proposition 98 minimum guarantee, when Test 1 actually
will apply is difficult to know with certainty. Some developments would delay when Test 1 ap-
plies—such as an unexpected downturn in the economy (which would reduce total General Fund
revenues), a more dramatic slowdown in the housing sector than we are projecting (which would
slow growth in local property taxes), or future state decisions to provide more funding than the
Proposition 98 minimum guarantee requires (which would increase the share of General Fund
going to K-14 education). In contrast, other developments would result in Test 1 applying sooner
than projected—such as an even quicker and stronger economic recovery or a rebound in the
housing sector compared to our estimates.

Legislative Analyst’s Office 3 1
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Growth in General Fund Revenues to Outpace
Growth in Personal Income Throughout Most of
Forecast Period. As shown in Figure 3, growth in
per capita General Fund revenues and per capita
personal income are likely to be moderate through-
out the forecast period (averaging 5 percent and
4.7 percent, respectively). Per capita General Fund
revenues are forecast to grow more slowly than per
capita personal income in 2007-08 but then grow
more quickly the next few years. As a result of this
change, Proposition 98 moves from Test 3 to Test 2
in 2008-09 and remains at Test 2 in 2009-10.

COLAs to Decline Moving Forward. The
K-14 COLA budgeted for 2006-07 is 5.9 percent. As
shown in Figure 3, the COLA rate is projected to be
notably lower in the budget year (3.8 percent), due
largely to the recent drop in energy and construc-
tion costs. The rate is likely to drop even further in
2008-09 (to about 3 percent) and then remain below
3 percent for the rest of the forecast period.

Legislature Has Special Opportunity to
Plan for Investments in Education

Figure 4 compares projected year-to-year
growth in Proposition 98 funding with the amount

we expect will be needed to cover baseline costs. As
shown in the figure, roughly $350 million is likely
to be available in 2007-08 after covering baseline
costs. The amount of available funds grows to
more than $1 billion for the next two years. It then
increases significantly in 2010-11 and 2011-12, with
more than $2 billion in new monies available after
covering baseline costs (due in large part to Test 1
becoming operative). The Legislature and Gover-
nor would determine how these monies would be
split between K-12 and community colleges.

Opportune Time to Plan for Education Reform.
These large projected increases in Proposition 98
funding provide the Legislature with a special op-
portunity to plan for major new investments in
K-14 education. Because the additional resources
would become available over the next five years,
the Legislature could use 2007-08 to develop a
coherent, overarching reform plan. We believe the
K-12 component of the plan should include clear
student achievement goals and flexibility in how
to meet them as well as fiscal reforms that would
allow monies to be pooled and administration to
be streamlined. This part of the plan might benefit
from more than twenty academic studies relating

Figure 4
Special Opportunity to Plan for Major Education Reform
(In Millions)
2007-08 2008-09 2009-10 2010-11 2011-12

Growth in Proposition 98 $2,380 $2,780 $2,680 $4,040 $4,110
Baseline Expenditures
K-12 Enrollment Growth@ -$180 -$180 -$100 $10 $100
CCC Enroliment GrowthP 60 70 90 90 80
COLA 1,980 1,630 1,490 1,570 1,710
Other® 170 175 180 180 185

Totals $2,030 $1,695 $1,660 $1,850 $2,075
Available Funds $350 $1,085 $1,020 $2,190 $2,035

g Adjusts categorical funding to reflect decline in attendance.

b Assumes enrolliment grows consistent with underlying demographic changes. Average annual rate of growth over the forecast period is

1.4 percent.

€ Includes ongoing full-year costs of K-14 mandates and CCC fee reduction (which will become effective January 1, 2007).
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to K-12 governance, efficiency, and adequacy that
are to be released in early 2007. We believe the CCC
component of the plan should identify desired edu-
cational outcomes (such as improved course and
program completion rates) and link new funding
to the achievement of those outcomes. For both
K-12 and CCC, the plan should distinguish be-
tween limited-term and ongoing costs.

In addition, the Legislature could consider ways
to integrate recent initiatives (including the Quality
Education Investment Act, which provides $2.6 bil-
lion to K-12 and about $300 million to CCC) into
a broader reform plan. In short, by creating a
long-term plan for the strategic use of additional
education monies, the Legislature would be able to
maximize the benefit of the new funds—provid-
ing school districts and community colleges with
time to become familiar with reform objectives and
implement them in an effective manner.

HIGHER EDUCATION

In addition to community colleges (which are
discussed above as part of the Proposition 98 fore-
cast), the state’s public higher education segments
include UC and CSU. The UC consists of nine gen-
eral campuses (including a new campus at Merced,
which 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 segments, 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 doctorate in education, and may award joint
doctoral degrees with UC under specified circum-
stances. 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 im-

Legislative Analyst’s Office

pacts of inflation and enrollment growth. As a
result, the segments’ budgets grow by an average
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 $5.6 billion in 2006-07 to $6.8 billion
in 2011-12.

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

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

B Enrollment. Forecasting enrollment
growth is more difficult. Enrollment
growth depends primarily on popula-
tion growth and participation rates.
Participation 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 relatively flat over recent years.
Given this, and lacking any evidence to
assume otherwise, we have assumed par-
ticipation rates at UC and CSU will remain
constant throughout the forecast period.
Our enrollment projections are therefore
driven by projected population growth.
We calculated the ethnic, gender, and age
makeup of each segment’s student popula-
tion, and projected separate growth rates
for each group based on statewide demo-
graphic data. For example, we project that
the population of Latino females ages 17
through 19 will grow by about 14 percent
statewide over the forecast period, and
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therefore the number of students in that
category will grow by the same percent-
age. When all student groups’ projected
growth is aggregated together, we project
that demographic-driven enrollment at the
two segments will grow at an annual rate
ranging from about 1 percent to 1.7 percent
annually. Enrollment growth near the end
of the forecast period is expected to slow
significantly due to slowing growth in the
college-age population.

B 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
Governor developed “compacts” with UC and
CSU in which he commits to seek specified fund-
ing increases for the segments in his future budget
proposals through 2010-11. 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 $130 million
above our projection for 2007-08, rising to about
$900 million above our projection for 2011-12.

Student Financial Aid. Most of the state’s
General Fund support for student financial aid is
directed through the Cal Grant programs, which
provide fee coverage and subsistence grants to
eligible students. The California Student Aid
Commission administers both the Cal Grant
Entitlement Programs (in which all students who
meet certain income, grade point, and age criteria
are entitled to receive grants) and the Cal Grant
Competitive Programs (in which eligible students
must compete for a fixed number of grants). Our
expenditure forecast assumes that the number of
Cal Grant entitlement awards will grow in pro-
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portion to enrollment growth, and that the fee
coverage component of the grants will increase to
match projected fee increases. We project that Cal
Grant costs will increase from about $800 million
in 2006-07 to about $990 million at the end of the
forecast period.

Health
Medi-Cal

The Medi-Cal Program (the federal Medic-
aid Program in California) provides health care
services to recipients of CalWORKSs or SSI/SSP
grants, and other low-income persons who meet
the program’s eligibility criteria (primarily 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 Gen-
eral Fund spending for Medi-Cal local assistance
(including benefits, county administration of eli-
gibility, and other costs) will reach over $13.8 bil-
lion in the current year, slightly more than the
amount appropriated in the 2006-07 Budget Act.
The estimated increase is due to a shift of costs
from 2005-06 to 2006-07 resulting from delays in
implementing certain retroactive rate changes for
skilled nursing facilities. These costs are partially
offset by lower-than-anticipated caseloads for cer-
tain beneficiary categories.

We project that General Fund support will
grow to over $14.4 billion in 2007-08, a 4.4 percent
increase from revised 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. Other factors
contributing to the increase are the discontinuation
of a 5 percent provider rate reduction for man-
aged care plans, that will expire in January 2007
and additional caseload spending resulting from
Medi-Cal enrollment procedure changes mandated
by Chapter 328, Statutes of 2006 (SB 437, Escutia).
By the end of the forecast period in 2011-12, we
estimate that General Fund spending for Medi-Cal
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will reach $17.8 billion, an average annual increase
of 5.2 percent over the projection period.

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

Health Care Costs. A significant factor
in our forecast is the assumption that the
cost per person of providing Medi-Cal
health-care services will grow at an average
annual rate of 4.6 percent, with the cost of
providing care to the aged and disabled
growing faster than the cost of providing
care to families and children. This differ-
ence is primarily due to the higher utiliza-
tion of care among the aged and disabled.
As shown in Figure 5 the average cost per
person enrolled in Medi-Cal is projected to
grow from about $3,700 to $4,600 during
the forecast period. Our health care cost
assumptions are subject to considerable
uncertainty, and small changes in the ac-
tual rate of growth in medical costs could
have significant fiscal effects.

Medi-Cal Caseload
Trends. As shown
in Figure 5 we proj-
ect that the overall

Figure 5

than that for families and children during
the projection period.

Further Savings in 2007-08 and Beyond.
Our forecast assumes that the state will
achieve an increased level of savings begin-
ning in 2007-08 from the implementation
of various cost reduction strategies begun in
prior years. These include activities to en-
sure that the Medi-Cal Program avoids costs
and recovers certain payments for Medi-Cal
services as allowed under state and federal
law. Savings are also anticipated from the
expansion of Medi-Cal managed care into
13 additional counties by July 2009.

Impact of Medicare “Part D” Drug Ben-
efit. In January 2006, the federal govern-
ment began to provide outpatient prescrip-
tion drug coverage, known as Part D, to
Medicare beneficiaries. With the imple-
mentation of Part D, individuals who are
both Medicare and Medi-Cal recipients,
commonly referred to as “dual eligibles,”

Medi-Cal Cost Per Person Increasing With
Slight Caseload Growth

Medi-Cal caseload

will grow shghtly Persons Enrolled Persons Enrolled Annual Cost
each year through- (In Millions) (left axis) Per Person?
out our projection 7o - 8%S;t2iir3§)erson $6.000
period. This fore- L 4500
cast reflects contin- 6.5 1

ued caseload growth - 4,000
commensurate sz

with increases in - 3,500
the state population

and other underly- 39 [ e
ing trends. Notably, L osm
our analysis indi- 3.5 '
cates that the aged | L 2,000
and disabled casel- 0506 ~ 06-07 ~ 07-08 0809 0910 1011 1112

oad will grow faster Forecast

8General Fund and federal funds.

Legislative Analyst’s Office

35




California’s Fiscal Outlook

began to receive most of their prescription
drugs under Medicare at federal expense,
instead of Medi-Cal. In order to recoup
some of its costs, the federal government
charged states a “clawback” payment.
In our previous Fiscal Forecast, released
in November 2005, we estimated that
this payment in combination with other
Part D fiscal effects would cost the state
about $200 million per year beginning in
2007-08. Since our November 2005 projec-
tion, the federal government has adjusted
downward the clawback payment. We now
project that Part D will be cost neutral in
2007-08 and then grow steadily to a state
cost of about $50 million by 2011-12.

Healthy Families Program

The Healthy Families Program (HFP) is
California’s version of the federal State Children’s
Health Insurance Program (SCHIP). (The SCHIP
was enacted in 1997.) Funding generally is provided
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 program. To participate in
HFP, all participating families pay a relatively low
monthly premium and are offered health coverage
similar to that available to state employees.

The Spending Forecast. We estimate that
overall General Fund spending for HFP local as-
sistance will be about $358 million in 2006-07,
about $10 million less than what was provided in
the 2006-07 Budget Act. This estimated decrease
is due to slower caseload growth than previously
projected. We further estimate that overall General
Fund spending for the program will increase to
about $399 million by 2007-08 and that by 2011-12
the program will have an annual General Fund cost
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of about $524 million. The average annual growth
in expenditures over the forecast period is projected
to be about 8.1 percent.

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

B 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 ex-
panded its use of SCHIP funds for health
coverage programs beginning in 2003-04
to prevent SCHIP funds from being re-
verted and lost to the state. As a result, the
current level of SCHIP funds being spent
each year now exceeds the annual SCHIP
allocation to California, with the result that
the balance of unspent SCHIP funds has
been gradually declining. Our HFP pro-
jection assumes that the state will exhaust
its balance of unspent SCHIP funds in
2008-09, and that funding for HFP would
continue to remain on a roughly two-to-
one federal/state matching basis.

B SCHIP Reauthorization. Funding for
SCHIP has been authorized by Congress
only through the 2007 federal fiscal year
(FFY) (September 30, 2007). Our forecast
assumes that Congress will reauthorize
SCHIP funding beyond 2007. If Congress
does not reauthorize funding for the pro-
gram at a level necessary to support the
growing HFP caseload, state costs for HFP
would be significantly greater than we have
projected during the forecast period.

B Senate Bill 437 Implementation. Chap-
ter 328, Statutes of 2006 (SB 437, Escutia),
establishes presumptive eligibility for HFP
and an accelerated enrollment program.
It also establishes a process by which HFP
applicants can self-certify income at the
time of their annual eligibility review. Our
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projection assumes that full implementa-
tion of these changes would not occur until
2009-10, which accounts for the gradual
increase in caseload resulting from this
legislation.

Mental Health

The Department of Mental Health (DMH)
directs and coordinates statewide efforts for the
treatment of mental disabilities. The department’s
primary responsibilities are to (1) provide for
the delivery of mental health services through a
state-county partnership, (2) operate five state
hospitals, (3) manage state prison treatment ser-
vices at the California Medical Facility at Vacaville
and at Salinas State Prison, and (4) administer
various community programs directed at specific
populations. The state hospitals provide inpatient
treatment services for a variety of clients includ-
ing sexually violent predators (SVPs) transferred
from the CDCR.

The Spending Forecast. We estimate that Gen-
eral Fund spending for mental health services in
2006-07 will total about $1.6 billion. Our estimate
of current year spending includes about $50 mil-
lion above the amount approved in the 2006-07
Budget Act. This increase is due to the costs of
implementing Proposition 83 (commonly known
as Jessica’s Law), approved by the voters at the No-
vember 2006 election, as well as the costs for higher
than anticipated caseload growth in community
mental health programs.

We further estimate that General Fund spend-
ing for mental health services will grow by more
than 8 percent above our estimated 2006-07 spend-
ing level to almost $1.8 billion in 2007-08.

Between now and 2011-12, we estimate that
General Fund spending for mental health services
will grow by about $850 million and reach a to-
tal of $2.5 billion annually. The average annual
growth in expenditures over this forecast period
is projected to be about 8.6 percent.

Legislative Analyst’s Office

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

B Proposition 83. This measure increases
penalties for violent and habitual sex of-
fenders and expands the definition of a
sexually violent predator. We estimate that
these changes will result in a significant
increase in the number of sex offenders
that will be referred by CDCR to DMH
for evaluation as potential SVPs. We also
estimate that the measure will result in a
significant increase in the number of sex
offenders who will receive civil commit-
ments to state mental hospitals as SVPs.
Our projection assumes increased costs
to the state of more than $40 million be-
ginning in 2007-08 and growing steadily
thereafter as the SVP caseload increases.

B Mental Health Beds in CDCR Facilities.
A federal court has ruled in the Coleman
case that the mental health care system in
the state’s prisons is inadequate. A special
master appointed by the court in the Cole-
man case has indicated an intention to seek
a total of 5,000 new mental health beds for
the CDCR system. To date, the Colerman
court has required CDCR to add 695 acute
and intermediate care beds to treat inmates
with mental illnesses. The DMH will man-
age these state prison treatment services
within CDCR facilities. Our projection as-
sumes that the expansion of the 695 mental
health care beds will be phased in over a
three-year period between 2009-10 and
2011-12. We estimate that DMH will incur
costs of about $200 million in 2011-12 to
staff these beds.

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
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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
2006-07 will total $2.5 billion, about the same
amount of funding appropriated in the 2006-07
Budget Act. Of that total, about $2.1 billion will
be spent by RCs for community-based services
and about $375 million will be spent for operat-
ing DCs.

We further estimate that General Fund spending
for developmental services will grow by almost 10 per-
cent in 2007-08 to approximately $2.7 billion.

Between now and 2011-12, we estimate that
General Fund spending for the developmental ser-
vices program will grow by $1.3 billion and reach
a total of $3.8 billion annually. 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 2006-07
and 2007-08 as a result of the closure of Agnews DC
followed by an ongoing reduction in DC operat-
ing costs. Spending for DCs is projected to remain
relatively flat over the rest of the forecast period.

Key Forecast Factors. Our forecast of significant
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 3.8 percent, and that costs will grow at an
annual average rate of 6.9 percent.
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SOCIAL SERVICES

CalWORKs

The CalWORKSs 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 CalWORKSs 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 requirement,
which is largely satisfied through state and county
spending on CalWORKSs. Federal TANF funds are
used both to support the CalWORKSs program and
for transfers to offset General Fund costs in other
related programs.

The Spending Forecast. General Fund spend-
ing for the CalWORKSs program is estimated to be
$2 billion in 2006-07, a $37 million decrease from
the prior year. We project spending to increase
by almost $290 million in 2007-08. Following a
substantial decrease ($270 million) in 2008-09, we
project that spending will remain essentially flat
through 2011-012.

Key Forecast Factors. Most of the increase in
2007-08 is the one-time costs ($436 million) for
retroactive payment of the October 2003 COLA
for 2003-04 through 2006-07. These additional
costs are in part offset by surplus TANF funds. A
superior court has ruled in the Guillen court case
that the October COLA is required by current law.
We note that the administration has appealed the
court decision but no court date has been set. Our
projections include an ongoing cost of $117 mil-
lion for the October 2003 COLA beginning in
2007-08.

Beginning in 2007-08, program costs increase
primarily due to (1) grant COLAs, and (2) inflation
increases for employment services, child care, and
administration. However, these costs will be largely
offset by savings from continued caseload decline,
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as discussed below. Our projections do not reflect
the costs associated with potential federal penalties
for failure to meet work participation requirements
pursuant to the federal Deficit Reduction Act of
2005. This is because California has the potential
of complying as a result of recently enacted Cal-
WORKS policy changes and potential other strate-
gies for increasing work participation or increasing
the caseload reduction credit (which has the effect
of lowering the federal requirement).

Caseload Trends and Projections. From its
peak in March 1995 to its low point in July 2003,
the CalWORKSs caseload declined by 49 percent
to about 475,000 cases. 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 CalWORKSs pro-
gram changes which emphasized welfare-to-work
services. For the next 18 months, the caseload grew
very slowly to a total 493,000 cases in December
2004. Since then, the caseload has once again been
in decline falling to 468,000 as of June 2006. Based
on this recent decline, we project further modest
decreases in the out-years of our forecast.

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.

The Spending Forecast. General Fund spend-
ing for SSI/SSP is estimated to be $3.5 billion in
2006-07, an increase of 3.5 percent compared to
the prior year. For 2007-08, we project a 6.8 percent
increase, raising total expenditures to $3.8 bil-
lion. From 2007-08 through 2011-12, spending for
SSI/SSP will increase by an annual average rate
of 6.4 percent, eventually reaching a total of over
$4.8 billion.

Key Forecast Factors. The two primary cost
drivers for SSI/SSP are caseload growth and the
cost of providing the statutory COLA beginning
in 2007-08. (For 2005-06 and 2006-07, the state
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COLA was suspended.) The state COLA resumes
in January 2008, resulting in a six-month cost of
$98 million in 2007-08. For the remainder of the
forecast, the annual COLA will add costs of about
$130 million each fiscal year. Starting in Septem-
ber 2006, the cost of providing state-only SSI/SSP
benefits to noncitizens who immigrated to the U.S.
after August 1996 substantially increased (about
$25 million annually). This is because their spon-
sors’ incomes are no longer 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.
Beginning in 2003, caseload growth began to rise
over 2 percent, reaching nearly 2.5 percent in 2006.
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 IHSS program provides various services to
eligible aged, blind, and disabled persons who are
unable to remain safely in their homes without such
assistance. Program costs are shared 50 percent
federal, 32 percent state, and 18 percent county.

The Spending Forecast. General Fund spending
for THSS is expected to be $1.4 billion in 2006-07,
anincrease of almost 14 percent over the prior year.
This increase is primarily due to caseload growth
and provider wage increases. For 2007-08, we proj-
ect that costs will increase by about 8.1 percent to
a total of over $1.5 billion. This lower growth rate
reflects some savings from a quality assurance
initiative to standardize assessment practices and
provided training for THSS social workers. For
the remainder of the forecast, we expect costs to
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increase at an average annual rate of 10 percent
each year, resulting in General Fund expenditures
of nearly $2.3 billion in 2011-12.

Key Forecast Factors. The primary cost drivers
for THSS are caseload growth of about 6.9 percent
per year and increases in provider wages. For this
forecast, we have assumed annual increases in state
costs of $55 million per year as counties gradually
increase wages paid to IHSS providers. This as-
sumption is primarily based on recent trends in 19
counties that authorized wage increases ($29 mil-
lion) since May 2006.

Figure 6 presents recent trends and our pro-
jections of THSS costs per person. From 1999-00
through 2002-03, the cost per case increased rap-
idly, primarily due to increases in provider wages
and the hours of services provided to recipients.
These trends moderated somewhat in 2004-05 and
2005-06 due to the approval of a federal Medicaid
waiver authorizing federal financial participation
in the formerly state-only “residual” program. Our
forecast assumes continuation of the Medicaid

Figure 6

IHSS Costs Growing After Recent Plateau

waiver through the projection period. We antici-
pate the cost per case to begin rising again during
the projection period, mostly due to increases in
provider wages.

JUDICIARY AND
CRIMINAL JUSTICE

The major state judiciary and criminal justice
programs include support for two departments in
the executive branch—the CDCR and the Depart-
ment of Justice—as well as expenditures for the
state court system. The single largest expenditure
program—CDCR—is discussed in more detail
below.

CDCR

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 Reor-
ganization Plan No. 1. The CDCR is responsible
for the incarceration and
care of adult felons and
nonfelon narcotics addicts
at 33 state prisons, as well as
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amount of funding provided in various budget
items in the 2006-07 Budget Act.

Spending is projected to increase by 7.2 percent
above the revised 2006-07 level to approximately
$9.1 billion in 2007-08. During the entire forecast
period, General Fund spending is projected to
increase at an average annual rate of 5.5 percent,
reaching nearly $11.1 billion in 2011-12. Our esti-
mates for the forecast period include adjustments
for employee compensation increases, but do not
include 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
about $114 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.

Key Forecast Factors. The projected increases
in General Fund support for CDCR are driven
by a combination of factors,
including (1) growth in the
prison population, (2) salary
increases, (3) compliance

Figure 7

These approaches include contracting for addi-
tional community correctional facility beds from
private or public agencies; contracts, such as those
recently executed by the administration, to trans-
port inmates to out-of-state facilities (currently
subject to two legal challenges); placement of some
additional parole violators in jails in some counties;
or construction of additional temporary or perma-
nent beds on the grounds of existing prisons.

Specifically, as Figure 7 shows, the adult prison
population is projected to increase by approxi-
mately 17,000 inmates during the forecast period,
reaching 190,000 by the end of fiscal year 2011-12.
This assumes a continuation of modest growth in
the inmate population, although at a somewhat
slower pace than in recent projections. The incar-
cerated juvenile offender population (not shown in
the figure) is projected to decrease to approximately
2,200 youth during the forecast period, a drop of
about 700 youthful offenders. This reflects a con-
tinued trend of declining court commitments to
state youth correctional facilities and a diversion of
these individuals to local programs and facilities.
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In all, we assume these caseload changes to the
population in adult and juvenile facilities, as well
as changes in the number of offenders on parole,
will result in a net increase in CDCR expenditures
of almost $300 million by the end of the forecast
period. However, if CDCR is not able to obtain
the capacity to hold additional inmates as we
have assumed, this could result in such actions as
the release of inmates prior to the completion of
their prison sentences. Should such actions occur,
state expenditures could be lower than we have
projected.

General salary increases for CDCR staff are pro-
jected to increase expenditures by almost $1.1 bil-
lion during the projection period, accounting for
more than 40 percent of the total growth in General
Fund spending estimated to occur by 2011-12. In
addition, our projections assume that three major
federal court cases relating to inmate health care
would further increase CDCR costs, including sala-
ries for certain medical personnel, as well as other
operating expenses. While the exact magnitude
of these increases are uncertain, we estimate that
various changes in the inmate health care system
would increase CDCR operating expenditures
by about $850 million annually by 2011-12, not
including additional capital outlay costs related to
these court cases. (We discuss these fiscal effects
in more detail in the shaded box in this section
of the report.) In addition, price adjustments for
operating expenses are projected to account for
about $370 million in increased costs.

Finally, our projections take into account added
CDCR costs and savings likely to result from the
implementation of new laws that affect certain
criminal offenders. Proposition 83, known as
Jessica’s Law, which was approved on the Novem-
ber 2006 ballot, and Chapter 337, Statutes of 2006
(SB 1128, Alquist), together impose longer criminal
sentences and tighter community supervision of
sex offenders. These changes are likely to increase
state costs. Another measure, Chapter 875, Stat-
utes of 2006 (SB 1453, Speier) generally mandates
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residential aftercare in the community for inmates
who complete in-prison drug treatment programs
along with early discharge for parolees who succeed
in treatment. It is expected to eventually result
in a net savings to the state. The combined fiscal
effect of these three new laws is expected to be a
net increase in state costs exceeding $100 million
by 2011-12.

OTHER

Noneducation Mandates

Funding in Current-Year Budget Designated
As “Prepayment.” In recent years, there has been
debate as to when the state must reimburse local
governments for mandates. The Government Code
makes local governments eligible for reimburse-
ments in the year in which they carry out man-
dated activities. The Constitution (as amended
by the state’s voters in Proposition 1A in 2004),
in contrast, does not require the Legislature to
provide mandate reimbursements until the fiscal
year after local governments submit their man-
date bills. The current budget provides funding
for mandated activities carried out in the current
year, but the Legislature and administration speci-
fied that this funding represents prepayment of
2007-08 state mandate obligations (an action that
appears to reflect the mandate payment schedule
allowed by Proposition 1A). The state also has a
large backlog of unpaid pre-2004 mandate claims.
The current budget makes two years of payments
towards the state’s 15-year plan to retire the debt.
The administration and Legislature designated the
second payment as a prepayment of 2007-08 state
obligations.

The Spending Forecast. Given the state’s ac-
tions to designate funding in the current budget as
prepayments, the forecast for 2007-08 includes only
the funding necessary to pay outstanding mandate
claims submitted during 2006-07 year (less than
$60 million). The 2007-08 forecast does not in-
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clude funding to (1) reimburse local governments
for mandated activities carried out in 2007-08 or
(2) make a payment to retire mandate debt. In the
2008-09 and subsequent fiscal years, the forecast
assumes the state will pay outstanding mandate
bills from the prior year (about $200 million annu-

ally) and make annual payments of over $100 mil-
lion to retire the state’s mandate debt.

Employee Compensation

Departments’ budgets include the current costs
of compensating state employees. In 2005-06, the
General Fund paid about $9 billion (excluding

Legislative Analyst’s Office

Court Cases on Health Care Projected to

Increase Correctional Costs

Our projections for the California Department of Corrections and Rehabilitation (CDCR) as-
sume that by 2011-12 the state budget would include annual costs of about $1.2 billion in support
for prison operations and lease-revenue debt payments related to ongoing litigation in the federal
courts over prison health care. As shown in the figure below, the cumulative additional spending
from 2006-07 through 2011-12 related to prison operations and capital outlay would amount to
almost $4 billion over the five-year period.

Several Key Court Cases Involved. A series of federal court rulings in separate cases have found
CDCR in violation of the Eighth Amendment of the U.S. Constitution, which forbids cruel and
unusual punishment, in regard to the condition of health care provided in state prisons. These
class-action lawsuits relate to the provision of general medical care (known as the Plata case),
mental health (Colerman) and dental care (Perez). In addition, the Plata and Coleman courts found
the state in contempt due to CDCR’s failure to comply with court orders to improve the quality
of prison health care.

In response, the courts appointed a receiver and a special master, respectively, to carry out
significant changes in the way in which prisons provide medical and mental health care. The re-
ceiver and the special master are empowered to request the federal judges to order General Fund
spending regardless of whether such expenditures have been approved by the Legislature and the
Governor. They can also request the courts
to waive state laws, rules and procedures
(including provisions of labor contracts and
environmental protection laws) that they
determine are preventing or slowing the

Estimated Costs to CDCR for Three
Prison Health Care Court Cases

2006-07 Through 2011-12

implementation of court-ordered changes. (In Millions)
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higher education) in salary, salary-related expenses
(such as pension contributions), and employee
health benefits. Each year, the budget includes a
lump sum for most additional compensation and
benefit provisions that will take effect in the budget
year. The 2006-07 Budget Act and later legislation

appropriate $569 million from the General Fund
for this purpose. The largest component of these
costs is for correctional officers and their supervi-
sors and managers. In addition to the funds ap-
propriated specifically for employee pay increases,
we assume that a large portion of the $100 million

Court Cases on Health Care Projected to Increase Correctional Costs (continued)

health program space, antiquated facilities, and inadequate equipment as major obstacles to pro-
viding adequate health care.

Pay Increases and Other Operational Changes. Since 2005, the courts have ordered signifi-
cant pay raises as one of the primary elements of their strategy to improve the health care system.
To date, the state has implemented these pay increases, as well as other court-ordered changes
in CDCR staffing and operations. However, should the courts find that these pay increases and
other operational changes are insufficient to meet their objectives, they are likely to require that
the state implement further salary increases and take other further actions to improve the health
care system. Already, the receiver in the Plata case has identified the need for changes such as
new procurement procedures, improved equipment, and a centralized health care information
technology system.

We estimate that these court cases could result in approximately $850 million in annual CDCR
operating costs to the state by 2011-12, including the new resources committed during the current
fiscal year. As shown in the figure, we estimate that the cumulative additional spending during
2006-07 through 2011-12 related to prison operations would amount to about $3.2 billion. Our
estimates do not include significant additional CDCR operating costs incurred prior to 2006-07
as a result of the three court cases.

Already, in October 2006, the federal court overseeing the Plata case ordered the state to raise
salaries—in some cases, for the third time in ten months—for numerous CDCR personnel classes
who provide medical care (including nurses and physicians) in response to the state’s continuing
inability to attract and retain enough qualified employees to fill authorized positions. Given the
magnitude of costs for court orders to date, we believe our projections of future pay increases and
operating costs may be conservative. We also note that court-ordered pay increases in CDCR also
may prompt the state to raise pay for medical personnel in other departments—especially the De-
partment of Mental Health (DMH). These pay increases might prove necessary to prevent medical
staff in these other departments from leaving their positions for higher-paid CDCR positions.

Capital Outlay. The Plata, Coleman, and Perez courts have all identified inadequate facilities
as a major obstacle to providing medical services for inmates, and they are beginning to take
steps to address this issue. The exact construction cost for all of the proposed facilities required
by these three court cases is unknown and will depend on facility location, the mix and type of
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appropriated for the prison health care receivership
will be used to augment salaries under an October
2006 court order.

The Spending Forecast. After the current year,
we forecast that employee compensation budgets

will be augmented annually in amounts ranging
from $380 million in 2007-08 to $450 million
in 2011-12. After compounding these increases,
annual employee compensation costs would be
$2.7 billion higher in 2011-12 than they were
in 2005-06. This reflects estimated costs under

treatment space that CDCR is eventually ordered by the courts to build, the total number of beds
that are ultimately required, and their timing. Based on the capital outlay projects approved by
the Legislature to date and our review of the statements made by the courts, the receiver and the
special master, we estimate that the construction and other project costs for such facilities could

total about $4.6 billion by 2011-12.

As noted earlier, the receiver and the special master could seek court orders to spend General
Fund monies to build these facilities. However, our analysis assumes instead that the Legislature
and the Governor agree to finance much of the new construction with lease-revenue bonds that
would spread out construction costs over time, given the state’s ongoing fiscal problems. Assuming
that the state does finance a majority of the construction with lease-revenue bonds over 25 years,
the debt-service payments would reach approximately $330 million annually by 2011-12. As also
shown in the figure, we estimate that the cumulative spending during 2006-07 through 2011-12
for these facilities (including both direct appropriations from the General Fund for preliminary
plans and working drawings and lease-revenue bond payments for construction) would amount

to about $830 million.

Although no new facilities have actually been constructed in response to the Coleman case,
the Coleman court has already ordered the state to provide 695 new mental health beds for which
design is currently under way. The Legislature and Governor have also approved these projects
at an estimated total capital cost of $590 million. The DMH would probably incur additional
costs of about $200 million annually by the end of the projection period to staff these beds. We
account for these costs in the DMH budget. The Coleman special master has indicated an inten-
tion to eventually seek a total of 5,000 new mental health beds for the CDCR system to address
estimated gaps in the existing mental health system. The cost for these additional mental health

beds is unknown at this time.

The Plata receiver similarly has called for new medical facilities for general medical care, in-
cluding the construction of (1) 500 correctional treatment facility beds (a type of licensed clinic on
prison grounds) at existing prisons within the next 18 months and (2) an additional 5,000 prison
medical beds (in various licensing categories) within the next three to five years. Our estimate of
the total cost of these facilities required under Plata is about $3 billion.

In addition, in response to the Perez case, CDCR is currently evaluating the dental facilities
needs of the department. Early estimates place the cost of implementing dental-related projects
throughout the prison system at a total of $1 billion.
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union agreements that generally extend to the end
of 2007-08 and projected increases for employees
in subsequent years (generally at the rate of infla-
tion). About one-fourth of the annual increases
after the current year result from increased health
care premiums.

Key Forecast Factors. We assume that pay levels
for state correctional officers, doctors, dentists, and
nurses will increase somewhat faster than inflation
during the forecast period. These employee groups
continue to experience persistent recruitment and
retention problems, and wage pressures in some
of their respective labor markets (as well as costs
resulting from the prison court cases) are expected
to result in above-average wage increases. Given the
large portion of the state operations budget spent
on correctional officer pay and benefits, the terms
of future collective bargaining agreements with the
California Correctional Peace Officers Association
(CCPOA) will be major factors affecting growth
in this portion of the budget. (The prior CCPOA
contract expired in July 2006, and the administra-
tion and the union currently are discussing a new
contract at the bargaining table.) Regarding health
care costs for all state employees, premiums are set
by the California Public Employees’ Retirement
System (CalPERS). We assume the state’s share
of these premiums will grow at an average rate of
about 10 percent per year, which is considerably
less than the rate of growth experienced in some
recent years.

Retirement

The 2006-07 Budget Act includes over $3.5 bil-
lion of General Fund appropriations for employee
retirement programs (excluding Social Security
and Medicare taxes). The state’s payments to the
CalPERS pension program equal more than 40 per-
cent of this total. Payments to (1) CalPERS for
health benefits for retired state and CSU employees
and (2) the California State Teachers’ Retirement
System (CalSTRS) for pension benefits each make
up about 30 percent of the total. On an annual ba-
sis, state and school district retirees are paid most
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of their pension benefits from returns generated
by the large investment portfolios of CalPERS and
CalSTRS, respectively. In contrast, no investment
funds have been set aside for retiree health benefit
expenses.

The Spending Forecast. Overall, we estimate
that net General Fund retirement costs increase
from $3.5 billion in 2006-07 to $5.6 billion in
2011-12, with half of this growth resulting from
retiree health expenses. Under current law, issu-
ance of pension obligation bonds to achieve about
$525 million in one-time General Fund savings
related to CalPERS is permitted. Our forecast,
however, assumes that this bond issuance does
not take place during the forecast period due to
unfavorable court decisions to date.

Key Forecast Factors. In 2005, CalPERS adopted
new actuarial methods that reduce the likelihood
that stock market fluctuations will result in sudden,
sharp changes in the required rate of state contri-
butions. Accordingly, we forecast stable CalPERS
contribution rates through 2011-12 and modest
growth in General Fund contributions consistent
with a growing payroll. Despite the new actuarial
methods, costs could deviate from the forecast by
hundreds of millions of dollars in any given year
due to variances in the rate of employee retire-
ments, employee pay growth, and retiree mortality
from CalPERS’ existing actuarial assumptions. The
annual payments to CalPERS include amounts to
amortize the current unfunded liability for state
employee pension benefits.

Current law establishes state contributions to
CalSTRS as a percentage of a prior year’s teacher
payroll. We assume that state contributions to Cal-
STRS resume at their statutory rate in 2007-08 after
aone-time $121 million savings in 2006-07 due to
the system’s prior accounting errors. In addition,
in 2003-04, the state reduced the appropriation
to CalSTRS by $500 million on a one-time basis.
A Superior Court decision requires restoration
of the $500 million (with interest). Our forecast
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assumes this repayment would take place over a
number of years beginning in 2008-09. Overall,
we assume the state’s contributions to CalSTRS
grow from $959 million in 2006-07 to $1.6 billion
in 2011-12.

We project that state retiree health benefit costs
will continue to increase significantly due to ris-
ing medical costs and growth in the number of
retirees. In the forecast, retiree health costs grow
from $1 billion in 2006-07 to $2 billion in 2011-12.
The largest portion of these new costs results from
assumed premium rate increases by CalPERS and
its contracted health plans. Actions by the CalP-
ERS Board of Administration to reduce the rate of
premium growth below that in our forecast could
reduce annual increases by tens of millions of dol-
lars per year.

Reflecting current law, the forecast assumes
no expenditures during the forecast period to
amortize existing or potential unfunded liabili-
ties for (1) state and CSU retiree health benefits,
(2) CalSTRS’ pension programs, or (3) the UC’s
pension and retiree health programs. These liabili-
ties may now approach $100 billion. We estimate
that the additional annual costs necessary to amor-
tize these unfunded liabilities over 30 years could
total in the range of billions of dollars per year,
assuming continuation of current benefit levels.
In addition, local school districts will face similar
challenges for their retiree health programs.

Unallocated Reductions

The 2006-07 budget plan assumes $200 million
in General Fund savings from authority given to
the administration to reduce departmental ap-
propriations during the year. Given the difficulties
in achieving these types of savings in past years,
we instead assume that the authority will result in
minimal savings.

Debt Service on Bonds
The General Fund incurs debt-service costs
for both principal payments and interest owed on
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two basic types of bonds used to fund infrastruc-
ture—voter-approved general obligation bonds
and statutorily authorized lease-revenue bonds.
(The latter have commonly been used to finance
correctional and higher education facilities, among
other purposes, and their debt service is paid out
of appropriations made by the General Fund to the
entities that occupy and lease the facilities that the
bonds have funded.) In recent years, the General
Fund has also incurred costs for the deficit-financ-
ing bonds that the state has issued to help deal with
its budgetary problems.

The Spending Forecast. General Fund spending
for debt service on bonds used to fund infrastruc-
ture is estimated to be $3.8 billion in 2005-06,
$4.2 billion in 2006-07, and $4.6 billion in 2007-08.
Thereafter, it is projected to grow at an annual pace
of almost 11 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. Regarding bond sales, our
projections are based on a combination of past sales
trends and estimates about when various bond-
related programs will be in need of funds. Over
the entire forecast period, we are assuming that
a total of about $58 billion of general obligation
and lease-revenue bonds will be sold, including
about $25 billion of the nearly $43 billion in new
bonds authorized by the voters in the November
2006 statewide general election. Regarding inter-
est rates, we are assuming that they will track our
economic forecast, while maturity structures will
reflect recent bond sales.

Debt-Service Ratio (DSR). The DSR for
bonds—that is, the ratio of annual General Fund
debt-service costs to annual General Fund revenues
and transfers—is often used as one indicator of the
state’s debt burden. There is no one “right” level for
the DSR. However, the higher it is and more rapidly
it rises, the more closely bond raters and financial
analysts look closely at the state’s debt practices and
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the more debt costs limit the
ability to use revenues for
other programs. Figure 8

Figure 8

Projected Debt-Service Ratio

shows what California’s DSR o

has been in the recent past
and our DSR projections 8
for the forecast period. We
estimate that the DSR for
infrastructure bonds will 6
rise to 5.6 percent in 2010-11

and then fall to 5.4 percent 5

in 2011-02. If the state’s 4

deficit-financing bonds

are included in the DSR, it 2
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a DSR, while higher than
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the range of what many if not most bond-market
participants would consider acceptable.
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