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Introduction

'The purpose of this document is to assist the Legislature in
setting its priorities and reflecting these priorities in the 1990
Budget Act. It seeks to accomplish this by (1) providing perspec-
tives on the state’s fiscal condition and the budget proposed by the
Governor for 1990-91 and (2) identifying some of the major issues
now facing the Legislature. Many of these issues are long-range
in nature. Even in these cases, however, legislative action during
1990 is warranted, since the Legislature generally will have a
wider range of options for addressing these issues now than it will -
have in subsequent years. As such, this document is intended to
complement the Aralysis of the 1990-91 Budget Bill, which
contains our traditional item-by-item review of the Governor’s
Budget.

The Analysis continues to report the results of our detailed
examination of all programs and activities funded in the Gover-
nor’s Budget. In contrast, this document presents an analytical
overview of the state’s fiscal condition. The recommendations
included herein generally cut across program or agency lines and
do not necessarily fall under the jurisdiction of a single fiscal
subcommittee.

The 1990-91 Budget: Perspectives and Issues is divided into
four parts.

Part One, “State Fiscal Picture,” provides an overall perspec-
tive on the fiscal dilemma the Legislature faces in the coming
year,

Part Two, “Perspectives on the 1990-91 Budget: Expendi-
tures,” presents data on the state’s spending plan and provides
information on each of the main program areas in the budget
(such as K-12 Education, Resources, and Capital Outlay). For
each area, we provide historical perspective on spending, an
overview of the budget (including how the proposed amounts
compare to a “current service level”), and a description of how
much ability the Legislature has to control costs in the budget
year.
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Part Three, “Perspectives on the 1990-91 Budget: Revenues,”
describes the state’s major funding sources and evaluates the ad-
ministration’s economic and revenue forecasts.

Part Four, “Major Issues Facing the Legislature,” discusses
some of the broader issues currently facing the Legislature.
Wherever possible, our analysis identifies options that the Legis-
lature may wish to considerin addressing these issues. Theissues
in this part fall into five general categories: (1) drug-relatedissues
(its use among the population, an inventory of state programs to
fight drug abuse, and an analysis of state prevention programs);
(2) infrastructure topics (an overview of the state’s infrastructure
situation and an analysis of the capital outlay needs of postsecon-
dary education); (3) resources issues (an alternative method of
addressing air pollution and state preparedness for small oil
spills); (4) health issues (state health services to rural areas, long-
term health care, and the status of Proposition 99 programs); and
(56) oversight issues (county fiscal capacity and the implementa-
tion of Proposition. 103)..
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State Fiscal Picture

The 1990-91 Governor’s Budget reflects the two main con-
straints under which it was developed. First) the state’s economy
is expected to grow at a moderate pace, limiting the resources
available to fund state spending requirementsSecond, past state
policy choices put in place by legislation and initiatives dictate to
a large extent the allocation of available resources among state
programs.

As it has in past years, the Governor’s Budget offers as a
starting point for negotiations a set of policy choices that only
partially accepts these dual constraints. While the budget recog-
nizes the need to restrain state expenditure growth to the level of
available resources, it proposes changes in existing policies as to
how those resources are allocated. In part, this reflects the
administration’s preferences as to how the state’s money should
be spent. Over the next four months, the Legislature and the
administration will attempt to reconcile their preferences in
developing a state budget for 1990-91. However, changes in the
economy and in the state’s past policy choices also may influence
the budget that is ultimately signed into law.

In this part, we review the state’s fiscal condition, the major
areas where demand for state services is outstripping its ability to
provide them, and the extent to which the state’s existing revenue
base is capable of supporting the delivery of existing and addi-
tional state services. Finally, we provide a brief examination of the
strategies proposed in the Governor’s Budget for resolving the
state’s fiscal dilemma.




- State Fiscal Picture

OVERVIEW OF THE GENERAL FUND CONDITION

Figure1 provides information on General Fund revenues, ex-
penditures and the Special Fund for Economic Uncertainties
(SFEU) from 1986-87 through the budget year. Figure 2 presents
the same information in greater detail. ‘Several of the numbers
shown in F1gure 2 differ from: those i in the Governor s Budget for
two reasons. ‘First, consistent with existing law governing the
transfer of funds to the SFEU, we reflect only the unappropriated

. Figure 1

-Comparison ot General Fund Revenues,

Expenditures and the Specnal Fund for
“Economic Uncertainties (SFEU)

1986-87 through 1990-91

(dollars in billions)
$45

40

35
- Revenues

801 [ Expenditures

25 -

[_] Tax Rebate
BB Doficit

86-87 ' 87-88 .. 88-89 89-90 90-91
; (est.) (est.)
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balance of the General Fund as available for transfer to the SFEU.
The budget, however, includes funds within the SFEU which are
committed for continuing appropriations. Second, we have not
reflected the administration’s anticipated savings of $50 million
in 1989-90 from cancellation of encumbrances, because they are
unlikely to occur and because the reduction of expenditures on
this basis is not consistent with traditional accounting practices.

Figure2 -

General Fund Revenues, Expendltures
and the Special Fund for Economic Uncertainties

1 986-87 through 1 990-91 a
(dollars in millions)

‘Actuai . .
1 986-87

Prior-year resources ; - - - $711.+"" $680 -$8 - 1$829 - $485

Revenues and transfers: 32,614 32,579 :36,983, 39,775 43,102
Expenditures .+ 31560 33.342 36,146 : 40120 42,613
General Fund balance ~ $1,765°  -$83  $829  $485  $974
Reserves? (78) (117)  (116) (88) . (28)
Tax rebate (1 138) — — — —
Special Fund for .

Economic Uncertainties (549) . - (713) (396) (946)

Deficit - -200 — — —

@ Source: State Controlier. Data for 1986-87 and 1987-88 reflect adjustments to hlghhght funding
provided for tax rebates. Detail may not add to totals due to rounding. *

® Source: 1990-91 Governor's Budget. Data reflect LAO adjustments to exclude effect of
accounting differences between the Department of Finance and the State Controiler's Office and
to include continuing appropriations. :

The figures show that General Fund expenditures exceeded
revenues in 1987-88 and are projected to do the same in the
current-year. In 1987-88, a significant shortfall in state income
tax receipts latein the year wiped out the state’s reserve fund, and
ultimately resulted in a deficit. Projections for the current year
(based on traditional state accounting practices) indicate that
expenditures will exceed revenues by $345 million. These addi-
tional expenditures will be funded by drawing down the state’s
reserve fund, reducing it to $396 million by June 30, 1990.
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Based onthe projected levels of revenues and expenditures for
1990-91 contained in the Governor’s budget, we estimate that the
Governor’s proposed spending plan would leave the General Fund

- with approximately $946 million in the SFEU on June 30, 1991.
These funds serve to protect the state against unantlclpated
declines in General Fund revenues and unforeseen i increases in
expendltures

Big Revenue Swmgs Dominate Budget Picture

Figures 3 and 4 summarize the changes in the condltlon of the
General Fund for 1988-89 and 1989-90, respectively.

1988-89. As shown in Figure 3, it was anticipated in January
oflast year, using traditional state accounting practices, that the
state would close 1988-89 with a defici¢ of $83 million in the

. General Fund. When the revenue estimates were revised in May
of 1989, however, the administration announced that the state
would receive nearly $1 billion more in 1988-89 revenues. This
was the result of stronger-than-anticipated growth in personal
income taxes, including capital gains. The projected additional
revenue increased the 1988-89 ending General Fund balance to
$522 million, according to the estimates made in July 1989. The
State Controller’s final report for the 1988-89 fiscal year, however,
indicates that the state actually finished 1988-89 with a General
Fund balance of $829 million. This increase in the funid balance
was largely the result of lower-than-anticipated 1988-89 expendi-

_Figure 3
Change in the 1988-89 General Fund Condition®
(dollars in millions)

' Beginning resources -$83 -$83 -$8
Revenues and transfers 36,002 37,037 36,983
Expenditures - 36.002 36,432 36.146
General .Fun‘d balance ‘ -$83 $522 $829 ,

a Detanl may not add to totals due to roundlng .

b Source: 198990 Governor’s Budget, adjusted to reflect traditional state accountlng practices.

¢ Source:. 1989-90 Final Budget Summary, adjusted.to reflect traditional state accounting practices.
¢ Source: State Controller’s Office. )

2—80283
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tures, primarily in corrections and Aid to Families w1th Depend-
ent Ch11dren (AFDC). .

1989-90. As. shown in Figure 4, one year ago the 1989-90 fiscal
year was projected to close with a General Fund balance of $784
million. Given the tight fiscal situation anticipated at that time,
this $784 million ending balance was predicated on achJevmg a
number of significant program reductions proposed in the 1989-
90 Governor’s Budget. Last year’s May revision not only added $1
billion toc 1988-89 revenues, it also increased 1989-90 revenues by
$1.4 billion. This increase was: attributable primarily to more
optimistic assumptions about the econommy ‘and higher capital
gains estimates. This projected revenue increase allowed the
restoration of the expenditure reductions originally proposed in

" the budget, as well as several other spending increases. On the
basis of the adopted budget, it was estimated that the state would
close the 1989- 90 fiscal year W1th a General Fund ending balance
of $1. 2 b11110n ' ,

Figure 4"
Change in the 1989 90 General Fund Condltlona
(dollars in mllllons) R .

Beginning resources -$83 $522 $829..

Revenues and transfers, ... - 38,877 . . 40,278~ . ' 39,775
Expenditures’ . - ¢ w0 38,010+ 39,608 - i 40,120
General Fund balance $784 $1,192 . $485

& Detall may not add 1o 'totals due to rounding.

° Source: 1989-90 Governor’s Budget, adjusted to reﬂect traditional state accounting practices.
© Source;_1989-90 Final Budget Summary, adjusted to reflect traditional state accounting practices.
4 Source: 1990~ 91 Governor’s Budget, adjusted to reflect traditional state accounting practices.

Alarge portion of the anticipated revenue gain was wiped out,
however, when the Governor’s Budget was released this January.:
The 1990-91 budget reflects a decrease of $875 million in the
estimate of currer :-year General Fund revenues (exclusive of
additional transfers proposed in the budget), relative to what was
assumed. at the time the 1989 Budget Act was enacted. This

- reduction occurred primarily because the May 1989 économic as-
sumptions. were determined to be overly optimistic. Since the
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expenditure estimates have not béen dramatically revised since

the 1989 Budget Act was passed (exclusive of earthquake-related

spending), the reduction i in estimated revenues has had the effect
_of reducing the projected ending balance for' the current year to

$485 million, $299 million below the estimates of one year ago and

approx1mately $707 million below the balance prOJected at the
‘ t1me the 1989 Budget Act was adopted

THE STATE'S BUDGET DILEMMA FOR 1990-91

Ashas been the case for the last several years, the state faces

-adilemma in putting togetherabalanced budget for 1990-91. This

: dilemma results from increased spending requirements which

- exceed the amount. of new revenue available to meet those re-
qulrements v

How Much New Revenue W|II Be Avanlable"

Under the economic assumptlons contained in the Governor S
Budget, General Fund revenues are projected to increase by $3.3
billion in '1990-91. Taking into account the distorting effect of

-earthquake-related tax revenues transferred io the General Fund,
the increase in revenue actually amounts to almost $3.5 billion.
. The first $345 million of these new revenues, however, must be
used to fund the existing level of-state-expenditures. This is
because current-year expenditures are expected to exceed cur-
" rent-year revenues and are being financed in 1989-90 by drawing
‘. down the state’s reserve fund, as described earlier. In-addition,
the budget proposes that $489 million be'used to restore the state’s
reserve fund in 1990-91. We estimate that this amount would
‘bring the state’s reserve to approximately $946 million based on
traditional accounting practices (as shown in Figure 2); or about
* 2.2 percent of proposed General Fund expenditures. These alloca-
-+ tions leave approximately $2.6 billion (equivalent to an increase
~of 6.7 perceritin revenues) available to fund increases in state pro-
grams. ‘Thus, almost one-quarter of the overall increase in reve-
nues is not avallable to fund state spendmg in the budget year.

What Demands Will Be Placed on the Available New Revenue"

 While the budget assumes that the state will continue to see

N moderate economic growth in the budget year, the $2.6 billion

available tofund expenditure iricreases is well below the amount

needed to maintain current service levels. As discussed in more

detail in Part Two of this volume, we estimate that nearly $4.5

billion in resources would be needed to accommodate the normal

growth in state expenditures, and to restore the reserve to the 3-

. percent level. Thus, the Legislature faces a $1.9 billion funding
_gapasit begins its dehberatlons on the state’s budget for 1990 91.
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What Factors Contribute to the Funding Gap? -

As noted above, the demands for state funding increases
exceed the amount of 1 revenue that is available to pay for them.
The higher growth rate for state expend1tures stems from a vari-

ety of statutory and constitutional provisions and from past policy
decisions which require growth in an increasing portion of the
state’s budget. For example, in the area of corrections, the state’s
prison inmate population has been increasing rapldly, in large
part as a result of tougher statutory sentencing réquirements, but
also due to increased numbers of parole violations. This has led to
a dramatic increase in corrections-related expenditure require-
ments to accommodate the additional inmates. The budget’s
growth also reflects the growth in entitlement programs in the
health and welfare area such as AFDC, Supplemental Security
Income/State Supplementary Program (SSI/SSP), and Medi-Cal.
In addition, since the passage of Proposition 98 in November 1988,
the state cannot reduce K-14 funding levels as part of an overall
budget-balancmg strategy

In all of the cases cited above, i 1ncreas1ng program expendi-
tures are not subject to control through the budget process. In fact,
by our estimates, more than 70 percent of the state’s ‘General
Fund budget is controlled by policies placed in statute or the state
Constitution. As. a result, there is less than 30 percent of the
budget that the Legislature can influence without changes to
existing law. The portion. subject to legislative control in the
budget process includes state funding for higher education, public
health, mental health -and developmental disability programs,
resources programs, and a variety of social services programs.
While these programs enjoy little statutory or constitutional

- protection, they also reflect policy choices made in the past. The
state has, however, used its control over these programs in past

- years to help balance the budget. By not granting many of these
programs additional spending authority to. compensate for caseload

_ growth and inflation, the state has required that fewer persons be

. served, that those served receive a lower level of service, or that
new funding sources be found to support the programs.

Thus, without changes in exzstzng law, the Legislature would
be faced with making $1.9 billion in reductions to the 30 percent
of the budget subject to discretion in the budget process. This is
equivalent to an across-the-board reduction in this portion of the

. budget equal to 15 percent of proposed expendltures for 1990-91.

FUNDING PRIORITIES REFLECTED
IN THE GOVERNOR'S BUDGET

~ Given the fiscal dilemma of expendlture requlrements that
are growing faster than available state revenues, the state is faced
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with hard choices as to how the available resources should be
allocated. The Governor’s Budget proposes that the current growth
rates be maintained in certain program areas, and reduced in
others to make ends meet..Thus, it recognizes certain existing
priorities and spending requ1rements and proposes that othersbe
changed. In general, the administration proposes to provide the
necessary funding increases for K-14 education required by Propo-

* sition 98, and to continue the expansion of the state’s correctional
system. In addition, the Governor’s Budget reflects the admini-
stration’s general policy decision to fund workload and new legis-
lative requirements..

Governor’s Stfategy for Balancing ihe Budget

The administration’s strategy for closing the funding gap and
balancing the budget can be categorized as follows:

Deferrals of State Costs (-$197 million). The budget
includes three proposals which would defer existing General
Fund costs to future years. Specifically, the administration pro-
poses to defer until 1991-92 the last Medi-Cal checkwrite of 1990-
91 ($48 million) and the state’s 1990-91 contribution to the
University of California Retirement System ($50 million). In ad-
dition, the budget proposes to defer $99 million in state costs for
some existing state-mandated local programs from 1990-91 to fu-
ture years.

Lower Reserve Funding (-$330 million). We estimate that
an additional $330 million (above the.amount provided in the Gov-
ernor’s Budget) would be required to fund the state’s reserve at
the 3-percent-of-expenditures level used i in recent years as the
state’s fundmg goal.. o

Reductions in Servzces (- $1 2 bzllwn) The budget pro-
poses to provide reduced levels of services in a variety of areas. It
proposes the suspension of statutory cost-of-living adjustments
for specified programs, and reductions in funding for other pro-
grams. Some of the most significant proposals include: cutbacks
in a variety of welfare programs (-$223 million) inicluding Greater
Avenues for Independence (GAIN) and the In-Home Supportive
Services program, several changes in the Medi-Cal program (-$98
million), and the elimination of funding for a variety of state-
mandated local programs (-$28 million). Of the proposed reduc-
tions, approximately $500 million would require leglslatlon in
order for the proposed savings to be realized. :

Shifting Costs to Counties (-$157 million). The budget
includes two proposals which will, at least in part, result in a shift
of program costs to county governments. These include a proposed
reduction of $150 million in the AB 8 county-health services
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program (which would require legislation) and a shift of state
costs for property tax programs to local funding sources.

Impact of Propoéed Budget by PrOQrém Area

Another perspectlve onthe Governor s strategy for balancmg
the budget can be gained by comparing the current service growth
rates to the rates of growth provided in the Governor s Budget for
the major program areas.

Figure 5 shows that the only major programs for whlch the
current level of services is nearly or completely funded are K-14
education and Youth and Adult Corrections (YACA). The lower
level of funding for K-14 education reflécts the proposed diversion
of Proposition 98 resources to other programs and certain techni-
cal factors. All other major program areas show s1gn1ﬁcant short-
falls.

Figure 5

Growth Rates for Current Service Level

Versus Governor's Budget, 1990-91

14% Ml Current Service Level
: 12 4 o ) " | B8 Goverrior's Budget -
10 4 R . : o C
8 -
6 -
4
2 e
‘ Resources YACA Welfare . Hiéher v Health K-14,
: e ’ Ed. - Prop. 98
CONCLUSION

_ Given the ¢ontext in which the budget must be developed, the

- Legislature must begin its ‘work with the majority of its:effort
focused onhow to trim the state’s spending requirements to match
its available resources. The state’s appropriations limit, at-least
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as it stands today, precludes the Legislature from proposing any
significant increase in revenues for the budget year. The Gover-
nor’s Budget estimates that the state would have less than $150
million in room available under its appropriations limit to absorb
additional tax revenues in the budget year. Thus, if the context of
the budget four months from now remains as it is today, the Leg-
islature will be faced with adopting a budget that makes signifi-
cant reductions in existing programs and does not provide the tra-
ditional level of protection against economic uncertainties.

The context for the 1990-91 budget, however, could easily
change over the next four months. The May revision could find the
economy growing faster than anticipated, and provide the Legis-
lature with more revenue to allocate (as occurred in the current
year). A constitutional amendment which has been placed on the
June 1990 ballot (SCA 1, Garamendi), if approved by the voters,
could provide in the range of $1 billion of increased room under the
appropriations limit to absorb additional tax revenues. Under
these circumstances, the Legislature would find its choices less
difficult, but still not easy. At the same time, however, the
budget’s economic forecast is already somewhat more optimistic
than that of other forecasters, and the state’s economy could grow
more slowly than anticipated. This could increase the magnitude
of the budget problem.




... . o . D
S St e e

- . : e o . o - : . .

Clenin

ottt Genicaign eie e . o - il : Snmec i - :

L . - . . . e , , , : ... - : o
- .. , o , . ; ...
... . - ; ; ; - . ; - . L

: - G . L -
. - . o ; .- - , , , .

oo i Seensies 5 - : e Someaeiiel - = S - 5 es CHEIRRI s

- ;

e

.

S

i

o

i

o

.

-

.

e
- . . . .
o - o ..

s

-

-

o . . .

e

o
ittt S -
e

e

L

e s o - o . - . . . ; . .

o - -
. ... \ . . - . . - - . S S e -
Lo e e 3 . . e . ; o S . SoEeeead it :
e . mmﬁs . = e e e e :
. , - , . ,,
i et . - . o ch
S . . . e
. . " . 1 . - : . ... . .
g . . i
St N - . : - a“
. , : - o ; . . i . : -

- . - e

S

SR

o
St

e :

o

o ; o . ...



PartII

Perspectlves on the 1990 91 Budget
- Expenditures

This part provides an overview of historical state spending

trends and the spending plan proposed in the 1990-91 Governor’s
Budget. It discusses the level of proposed expenditures and the
factors which determine this level, the major components of the
budget, the priorities reflected in the budget, and the major
program changes proposed for 1990-91. It also compares thelevels
of funding provided for different programs with the amounts that
would be required to maintain the current levels of service in those
programs.

The major findings of this part include:

e Theincrease in General Fund expenditures in 1990-91 is
restrained to 6.2 percent by: (1) the need to allocate $345
million of the increased revenue anticipated for 1990-91
to fund the existing level of state expenditures (because
current-year expenditures are expected to exceed cur-
rent-year revenues), and (2) the proposed allocation of
$489 million to the Special Fund for Economic Uncertain-
ties.

e The General Fund cost of maintaining current levels of
service, including the restoration of the reserve to the 3-
percent-of-expenditures level, would amount to $4.5 bil-
lion. Because the amount of General Fund revenue avail-
able for spending increases in 1990-91 is projected to be
only $2.6 billion, this leaves a $1.9 billion funding gap.




The budget provides $1.5 billion for workload growth,
$1.3 billion for K-14 education pursuant to the provisions
of Proposition 98, $400 million for cost-of-living adjust-
ments (including salary increases), and $210 million for
increased federal requirements. These costs are partially
offset by reductions in a variety of program areas.

The Legislature’s options for reducing expenditures
through actions taken in the Budget Bill are relatively
limited. They exist mostly in the areas of higher educa-
tion, health, resources and general government. Consti-
tutional funding guarantees place most of K-14 education
off limits, while a combination of state laws and federal
regulations predetermine the funding levels that must be
provided for many welfare programs and Medi-Cal. Thus,
significant expenditure reductions would inevitably be
dependent upon the enactment of legislation.




Expenditures in 1990-91

HISTORICAL CONTEXT OF BUDGET EXPENDITURES

Figure 1 shows state expenditures for the last 10 years from
the General Fund and special funds in both “current dollars”
(amounts as they appear in the budget) and “constant dollars”
(current dollars adjusted for the effect of inflation since 1981-82).
This adjustment relies upon the Gross National Product (GNP)
implicit price deflator for state and local purchases of goods and
services. The GNP deflator is a good general measure of the price
increases faced by state and local governments, and allows us to
make comparisons of the “purchasing power” of state resource
allocations over time. (Unless otherwise noted, all inflation ad-
justments in this part have been made using this GNP deflator.)

Figure 1

~ Total State Spending
Current and Constant Dollars

1981-82 through 1990-91

(doltars in billions)

5] - -
i’ 0 Current Dollars
451 | BB Special Funds. 198(1321;8:::::
' - ollars
4071 B General Fund _—

Total spending

General Fund
spending

357
307
.- 204
157
107
57k

- 81-82-82-83 83-84 84-85 85-86 86-87 §7-88 88-89 89-90 90-91°
. . : . (est.} {prop.)
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Figure 1 shows that state spending (in current dollars) from
all state funds has increased from $24.7 billion in 1981-82 to a
proposed level of $50.5 billion in 1990-91. This amounts to an
average annual increase of 8.3 percent. Figure 1 also shows that
in constant dollars, total state expenditures have grown less
rapidly, increasing at an average annual rate of 3.5 percent over
the 10-year period: : »

Over the last 10 years there has been a gradual but steady

increase in the share of state expenditures financed by special

. funds. For example in 1981-82, special fund expenditures repre-

‘senited appr oximately 12 percent of total state expenditures. In

~ the 1990-91 proposed budget, however, special fund expenditures

' represent nearly 16 percent of total spending. This reflects both

the relatively higher growth for certain special fund revenues,

_ such as motor vehicle license fees, and the adoption of new user

" charges and taxes for spec1ﬁc activities, such as hazardous waste
site cleanup.

THE 1990-91 BUDGET

This section provides an overview of the spending proposed in
the 1990-91 budget. It discusses state spending by program area
and identifies the cost preS'sures faced by the state in bu11d1ng a
budget for 1990-91. - R R )

State Spending by Program Area

Figure 2 shows the distribution of proposed 1990-91 expendl-
tures from all state funds among different program areas. We
have included both General Fund and state special fund expendi-
tures here to provide some perspective on total state spending on
different programs. In some program areas (for example, re-

sources), the exclusion of special fund expenditures from discus-
sions of program changes would not permit a meanmg‘ful evalu-
atlon of fundlng and pohcy changes

The program aréa groupmgs used in Flgure 2 differ in three
ways from the traditional groupings used in the Governor’s
Budget. Spemﬁcally, the criminal justice category includes both
the traditional Youth and Adult Corrections category as well as
state expenditures for the judicial system, in order to recognize
the linkage between these programs. The general government
category includes not only most of the programs that traditionally
are shown as general government in the Governor’s Budget, but
also.includes all of the administrative functions traditionally
included in the Legislative, Judicial, and Executive; State and
Consumer Services; and Business, Transportation, and Housing
categories. This provides a better perspective as to the costs of
running state government. Finally, the capital outlay category
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Figure2

Total State Spending

- By Major Program
Proposed for 1990-91

B ;" Transportation, -
Health o - Resources -

Criminal Justice '

Welfare
General Government

Capital Outlay

Higher Education

; K-12 Education

includes all of the direct capital outlay expenditures made from
the General and special funds, as well as state general obligation
bond debt service, payments associated with lease-revenue bonds,
and the costs of the school facilities aid program. This treatment
allows a consolidated perspective as to the impact on the budget
of the state’s expenditures for the acquisition of capltal assets

Figure 2 shows that sl1ghtly more than 40 percent of all
expenthures from state funds is proposed for educational pro-
grams, and nearly one-third for health and welfare programs. The
remaining expenditures are in the areas of general government
(14 percent) criminal justice (6.3 percent), transportation (6.0
percent) resources (2.4 percent) and capltal outlay (2.1 percent).

Figure 3 compares the average annual growth rate for each
program area during the 1980s with the overall growth in state
‘spending from- all state funds. It shows that criminal justice,
resources and capital outlay expenditures have grown signifi-
cantly faster than the budget as a whole. Taken together, these

. programsrepresentl1percentofallstateexpendituresin1990-91.
* Expenditures on K-12 education, welfare, and general govern-
ment programs, which together make up over 54 percent of the
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total state budget, have been growing at essentially the same rate
as the budget as a whole. Finally, health, transportation and
higher education programs have been g'rowmg s1gmﬁcantly slower
than total spending.

Figure 3

Comparison of Annual Average Growth

Rates for Major Program Areas

All State Funds
1981-82 through 1990-91

20% 7

Annual Raté
Total Spending
8.3%

C¥ i Q \\ il
Q,b ib\\o Q\

How Are Spending Levels Determined?

The proposed spending levels described above reflect a multl-
tude of decisions made in the preparation of the budget One ofthe
most significant constraints on spending decisions is the level of
revenue available. We estimate that, after accounting for the need
to finance the gap between current-year expenditures and reve-
nues and for the budget’s proposal to allocate $489 million of the

- new revenue to increase the state’s reserve, there is only about
$2.6 billion (equivalent to an increase of 6.7 percent in revenues)
-available to fund increases in state programs. In addition; given
the Department of Finance’s estimate that the state has less than
$150 million in room under its appropriations limit in1990-91, the
Legislature: and the administration have limited flexibility to
prov1de for additional expenditures by proposmg revenue in-
creases.. .
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On the expenditure side, most of the proposed spending

- reflects the “baseline”. costs of maintaining existing state pro-

-grams. Thus, most of the decisions made in the course of the

normal budget process are focused on how additional resources

will be allocated. This year’s budget, however, also reflects a

number of decisions to reduce baseline expend.ltures in-order to
make ends meet.

In d1str1but1ng these additional resources among individual
programs, the Legislature and the Governor must consider a
variety of factors. These factors include state and federal require-
ments which necessitate higher expenditures, as well as policy
decisions to maintain, expand or cut back existing levels of state
services. While new priorities may be established each year, one
way to gain perspective on the budget is to examine what would
be required to maintain current service levels in existing pro-
grams, comply with existing state and federal requirements for
the expansion of certain programs, and restore the state’s reserve
to the 3- percent-of-expendltures level. We estimate that approxi-
mately $4.5 billion in additional resources would be needed for
these purposes in 1990-91. Figure 4 summarizes these budget-
year funding requirements.

As the amount of General Fund revenues available for new
spending in the budget year is estimated to be $2.6 billion, the
stateis left with a $1.9 billion “funding gap” relative to the amount
of resources that would be needed to maintain current service
levels.

Figure 4

General Fund Current-Service
Level Funding Requirements

1990-91
(dollars in millions)

orkload changes $1,700
Proposition 98 1,270
COLAs:

Statutory 450

Other 5802
Special Fund for Economic Uncertainties (SFEU) 3300
Increased federal requirements 210

Total $4,540

2 Includes funding for salary increase commitments.
® Amount required to bring SFEU balance to 3 percent of General Fund expenditures
(in addition to amount proposed in the Governor's Budget).

3—80283
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The rest of this section discusses this year’s budget from a
program-area perspective. For each program area, we discuss
historical funding patterns in both current- and constant-dollar
terms, describe the Governor’s proposal for 1990-91, and identify
how the Governor’s proposed allocations compare with funding
levels that would be required to maintain current service levels.
In addition, because the Legislature must begin this year’s budget
deliberations focused on how to address the $1.9 billion funding
gap described above, each program area discussion addresses the
question of how much flexibility the Legislature has to reduce
state costs through the Budget Act.’




K-12 Education

Funding for K-12 education represents 36 percent of General
Fund expenditures proposed in 1990-91 and 30. percent :of pro-
posed expenditures from all state funds. Figure 5 shows spending
trends over the last nine years and as proposed in the budget. The
average annual increase in General Fund spending for K-12
education over this period is 8.4 percent, or slightly higher than

- the rate of increase in fotal General Fund spending (7.8 percent).
The figure also shows that General Fund expenditures for K-12
education have been relatively stable, ranging from a low of 34
percent (1981:82) to a high of 37 percent (1984-85). The proposed
level of expenditures in 1990-91 would fall about in the middle of
this range. This percentage differs from the commonly cited 41
percent used for Proposition 98 purposes because it excludes
community college expenditures. In addition, the Proposition 98
percentage is based only on General Fund tax revenues, as
opposed to total General Fund expendltures '

Figure 5

"K-12 Education Expenditures

Current and Constant Dollars

General Fund
1 981 '82 through 1 990'91 Percent of General Fund Budget

(dollars in billions) )
$181

161

14

121

101

8- 2 "

Constant
1981-82 Dollars

6
41
2

81-82 82-83 83-84 84-85 85-86 86-87 87-88 88-89 89-90 90-91
. (est.) (prop.)
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Figure 5 also displays the rate of increase for K-12 expendi-
tures as adjusted for declines in state purchasing power. As the
figure shows, expenditures in “constant” dollars also have in-
creased significantly (837 percent) over the period.

Figure 6 shows the relative growth of four of the largest
programs in K-12 education: (1) general-purpose school appor-
‘tionments, (2) special edueation for handicapped pupils, (3) deseg-
regation programs, and (4) compensatory eéducation (Economic
Impact Aid). These four programs account for over 80 percent of
total state fundmg for K-12 educatlon

As the \ﬁgure shows, these programs have grown at very
different rates over the period 1981-82 through 1990-91. Specifi-
cally, funding for general-purpose apportionments has increased
by 96 percent, while funding for special education has increased
by 136 percent. Funding for compensatory education, in contrast,

Figure6 -
K-12 Educatlon Expendltures

By Major Program

General Fund
1981-82 through 1990-91

(dollars in billions)

$12 7 o General Purpose’ Appomonments

10 7 = Special Education "
(Handicapped)

SN A O,
I

— Desegregation
-- Compensatory Education

81-82 82 83 83 84 84 85 85 86 86 87 87 88 88 89 89 90 90 91
(est) (prop.)
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has grown by only 50 percent. Finally, funding for desegregation
programs has quadrupled over this same period.

OVERVIEW OF THE BUDGET

The budget for 1990-91 proposes an increase of $1,033 million
(7.3 percent) from the General Fund. We estimate that the
General Fund increase needed to meet the requirements of Propo-
sition 98 and thereby fund the current level of services is approxi-
mately $1,078 million, including $183 million for workload in-
creases and $895 million for statutorily requiredinflation adjust-
ments. This is $45 million above the amou.nt proposed by the
Governor. C

The budget contains. the followmg major policy proposals,
which account for the $45 million difference just noted:

e Cost-of-Living Adjustments ($321 Million Net Re-
duction). The budget proposes to provide statutory COLAs
at 3.0 percent, in lieu of the 4.95 percent required by
current law. Partially offsetting’ this reduction is the
budget’s proposal to provide discretionary COLAs at 3.0

- percent for other programs.

o Class Size Reduction ($110 Million Augmentation).

. The budget proposes additional funds for the first year of

an eight-year program to (1) reduce class sizes in grades

9 to 12 and (2) implement a language arts enrichment

program in grades1 to3,as authorized by Ch1147/89 (SB
666, Morgan).

.o Adult Education ($44 Million Reduction). The budget
proposes to reduce funding for K-12 school apportion-
ments by tightening eligibility standards and funding
rates for (1) K-12 students concurrently enrolled in adult
education and (2) adults enrolled in K-12 1ndependent
study programs.

e Proposition 98 Reserve ($21 0 Million Augmeénta-
tion). The budget proposes to continue the current-year
practice of maintaining a reserve, in order to avoid poten-
tially appropriating to K-12 education more than the
amount required by Proposition 98.

Although the budget is $45 million short of funding the
current service level for K-12, it does fund the Proposition 98
requirements. This is because the budget proposes two actions
which, taken together, reduce the amount of the Proposition 98
guarantee that would othérwise be available for K-12 purposes.
These are: (1) shifting to the K-12 budget funding for certain
noninstructional services required by special education pupils,
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and (2) increasing funding for drug education programs admini-
stered by the Office of Criminal Justice Planning.

Figure 7 shows the major funding changes proposed for each
of the K-12 program areas in 1990-91.

Figure 7

K-12 Education Programs
Proposed Major Changes for 1990-91

$476 million for enrollment growth
$441 million for cost-of-living increase

$55 million for adult education services

BF  $74 million for enroliment growth
$65 million for cost-of-living increase
$41 million for noninstructional services

== $23 million for program expaﬁ”sions
«  $20 million for enroliment growth
$15 million for cost-of-living increase

$35 million to continue funding appropriated in
1988-89, but received in 1989-90 "

$9 million for enroliment growth

$7 million for cost-of-living increase
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ABILITY OF THE LEGISLATURE TO CONTROL COSTS

Due to the enactment of Proposition 98, the Legislature has
virtually no ability to control the overall level of General Fund
support provided to K-12 education. This is because this measure
provides K-12 schools and community colleges a constitutionally
guaranteed minimum funding level. Of the $15.1 billion in total
General Fund support proposed for K-12 education in 1990-91,
$15 billion (99.4 percent) counts towards meeting Proposition 98
requirements.

The Legislature, however, has considerably more ability to
control the growth of costs within the overall Proposition 98
guarantee. For example, in contrast to other areas of the budget,
the Legislature has the ability to provide lower cost-of-living
adjustments for K-12 education than those required by statute.
(As noted, the Governor’s Budget proposes K-12 COLAs of 3.0
percent, rather than the statutorily required 4.95 percent; this
action reduces the costs of these programs by $353 million.)

The Legislature also has a limited number of options (dis-
cussed in greater detail in the Analysis of the 1990-91 Budget Bill,
Item 6110) for bringing the rapidly increasing costs of desegrega-
tion programs under control, including (1) imposing stricter
eligibility standards and cost controls and/or (2) increasing the
required local cost share above the current 20 percent level. A
third option would be to combine all or part of the existing funding
for desegregation with that provided for compensatory education,
and require that school districts’ first priority for the use of such
funds be to support the costs of desegregation programs. Our
review indicates that the adoption of any of these options could
assist in bringing the costs of desegregation programs under
control, while being sensitive to legitimate program needs, and
could ultimately lead to a more equitable distribution of state
funds among all school districts impacted by high concentrations
of minority populations.
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Higher Education

Funding for higher education programs represents 8.1
percent of expenditures from all state funds and 14 percent of
General Fund expenditures proposed in 1990-91. As shown in
Figure 8, higher education expenditures have declined steadily as
a percentage of General Fund expenditures since 1981-82. The
figure also shows that expenditures for this program area have
increased from about $3.4 billion in 1981-82 to almost $6 billion as
proposed for 1990-91, which represents an aVerage annual in-
crease of 6.7 percent.

Figure 8 also presents the spending trend for higher educa-
tion as adjusted for declines in purchasing power. On this basis,
higher education expenditures have increased at an average
annual rate of 2 percent. (This rate drops below 1 percent on a per-
student basis.)

Figure 8
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Figure 9 shows, the trend in state support since 1981-82 for
each of the three segments of higher education. It shows that the
University of California (UC) has experienced a greater rate of
growth than has the California State University (CSU) or the
Community Colleges (CCC). This is partially explained by the
greater full-time enrollment (FTE) increase at UC compared to
CSU and the CCCs. :

Figure 9

Higher Education Expenditures’
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a Excludes CSU appropriated fee revenue.

Figure 10 presents estimates of the average annual rate of
growth in state funds per student, and compares these rates to the
-average annual change in the prices of government services.
These data show that expenditures per student in each segment
have increased at a slightly higher rate than has the government
services index.

OVERVIEW OF THE BUDGET

The budget proposes a General Fund increase for higher
education of $352 million, or 6.1 percent. We estimate that the
General Fund increase needed to fundthe current level of services
is approximately $506 million. This is $154 million above the
amount proposed by the Governor.
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Figure 10

Average Annual Growth in Per Student

Spending in the Higher Education Segments
Compared to the Average Annual Change in Prices”’

1981-82 to 1990-01
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Percent Change

a Change in prices as measured by the implicit price deflator for
purchases of goods and services by state and local governments.

The CCC budget is funded at the current service level, largely
because of the funding requirements of Proposition 98. The
primary difference between the the proposed budget and the
current services level funding occurs in the UC and CSU budgets.
The major items reflected in the funding shortfall are:

e Merit Salary Adjustments (MSAs). The budget does
" not fund the anticipated $24 million cost of staff MSAs
that will be provided in 1990-91.

s Price Increases. UC and CSU anticipate increased costs
of $30 million for a variety of price increases that are not
addressed in the budget.

o  Instructional Equipment Formula. The budget un-
derfunds the normal level of funding for instructional
equipment by $16 million, according to the formula tradi-
tionally used for this purpose.
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* CSU Unallocated Reduction. The budget proposes an
unallocated reduction of $14 million for CSU.

o Retirement Contnbutwns The budget also proposes to

" delay the state’s contribution of $55.6 million to the
University of California Retlrement Plan until the 1991 -
92 fiscal year.

Figure 11 shows the major funding changes for h1gher educa-
tion reflected in the proposed budget for 1990-91.

ABILITY OF THE LEGISLATURE TO CONTROL COSTS

The Leglslature has a great deal of- ability to control the
expenditures of the UC and CSU through the budget process. This
isbecause most of the higher education budget is based on agreed-
upon formulas that can be changed on.a year-to-year basis rather
than on statutory obligations. Generally, however, cost controlsin
higher education represent difficult choices because they either
affect access of students or they aﬁ'ect the level of educational
services provided. N :

Access. As mentioned, the budget proposes to serve an addi-
tional 7,120 FTE in the CSU and 1,888 FTE in the UC at costs of
$34 million and $11 million, respectively. These enrollment in-
creases are the primary cost drivers in the higher education
systems and they are under control of the Legislature to adjust. To
do so, however, creates a policy problem of reducing the access of
quahﬁed students to these institutions. .

Likewise, the budget proposes the opening of a new CSU
campus at San Marcos. Thisis a significant General Fund expense
of approximately $6 million to serve just 250 FTE students in the
first year of operation. While the Leglslature could choose to
forego this expense by delaying the opening of the campus, the
trade off would again be reduced access for some students to
hlgher education.

In addition, the Leglslature can control the fees charged to
students. Thus, if resident student fees were set to increase by 10
percent rather than the approximately 4.7 percent proposed, an
additional $24 million in revenueé could be generated. This action,

* even if accompanied by additional financial aid-support, could
negatively affect access for some lower-income students.

Level of Service. Other cost control measures within the
jurisdiction of the Legislature involve changing the level of service
-provided. Such changes could range from increasing the amount
of space cleaned by janitors to the number of students taught by
the faculty. Thus, currently we budget UC faculty at an agreed-
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Figure 11 A
Higher Education Segments
Proposed Major Changes for 1990-91

4 $120 million for cost-of-living increases

$41 million for statutory and preferential enroliment -
growth S ’ ‘

|- $11 million for equalization of revenue limits
$10 miillion for a reserve

$58 million for 1990-91 salary increases

$43 million for annualization of 1989-90 salary
increases

$34 million for enroliment growth

$6 million for expansion at the new San Marcos
campus

$5 million for revenue bond payments
$20 million to correct for one-time adjustments

$14 million unallocated cut

$53 million for 1990-91 salary increases

$46 million for annualization of 1989-90 salary
increases

$17 million for faculty merit salary increases

$11 million for enroliment growth

$8 million for workload related to maintenance of
new buildings

$14 million to the General Fund to reflect additional
UC revenues

$5 million reduction in the teaching hospital subsidy
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upon student/faculty ratio of 17.6/1. Thereis no statutory require-
ment to do this, merely budget practice. It is within the jurisdic-
tion of the Legislature to adjust thisratioupwards toachieve some
measure of cost control in the instruction program. To make
changes in many of these previously agreed-to budgetmg prac-
tices could result in service level reductions. -

Due to the enactment of Proposition 98 in 1988 the Legisla-
ture, however, has virtually no ability to control the overall level
of General Fund support to K-14 education. It can, however,
allocate costs within the overall Proposition 98 guarantee to affect
the allocation to the CCCs. The budget proposes an allocation of
9.9 percent to the CCCs from the Proposition 98 guarantee—the
same as in the current year.




Welfare and
Social Services

Funding for welfare and soczal services programs repre-
_ sents 13 percent of state expenditures from all state funds and 15
percent of expenditures from the General Fund as proposed inthe
budget for 1990-91. Figure 12 displays spending trends in this
area over the last nine years and as proposed in the budget. As the
figure shows, General Fund expenditures for these programs
have increased steadily since 1982-83, and have more than doubled
over the entire period. The figure also shows that welfare and
social services programs have accounted for a slightly increasing
share of all General Fund expenditures since 1983-84.

Figure 12 also displays the spending for these programs
adjusted for declines in the purchasing power of the dollar. On this

Figure 12
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basis, expenditures still increased by 41 percent from 1981-82 to
the current year, which represents an average annual rate of
increase of 4.4 percent. The amount proposed in the budget, which
would require several statutory changes to implement, would
actually represent a slight decline (less than half a percentage
point) in purchasing power as compared with estimated current-
year expenditures, resulting in the first drop in real expenditures
for these programs since 1983-84.

‘ The inflation index that we used in preparmg Flgure 12isthe
GNP implicit prlce deflator for state and local government pur-
chases, which is a good indicator of the general price increases
faced by state and local governments nationwide. The California
Necessities Index (CNI), which is designed toestimate inﬂation in

" the prices of the goods that California’s poor need to survive—
food, clothing, shelter, and transportatlon—prowdes an alterna-
tive approach to estimating changes in the purchasing power of

" California’s welfare programs. Using the CNI to adjust the wel-
fare portion of total program expenditures, we estimate that real
expenditures still grew by almost 4 percent per year during the
1980s. To put this increase in perspective, the populations that
are targeted by welfare and social services programs—+the poor,
the aged, and children—grew at annual rates of 4.8 percent, 3.1
percent, and 2.1 percent, respectively, during this period. These
data would tend toindicate that real expendltures inthis program
area have essentlally kept pace Wlth expansmns in service popu-
lations. o e .

Figure 13 dlsplays General Fund expendltures for the ﬁve
major welfare and social services programs. The figure shows that
the two major welfare programs, AFDC and SSI/SSP, have grown
steadily since 1983-84. The budget’s proposal to suspend the
statutory COLAs for these programs would result in a flattening
of the rate of growth in SSI/SSP costs. While the budget also
proposes to suspend the COLA for the AFDC program, the other
pressures on costs in this program are so substantial that they
more than offset the proposed savings, with the result that
proposed 1990-91 expenditures continue the steady increases
reflected in the graph over the past several years.

The figure also shows that General Fund costs for county
administration (of the AFDC and Food Stamps programs) and for
the two major social services programs—Child Welfare Services
(CWS) and In-Home Supportive Services (IHSS)—have increased
substantially over this period. The rather substantial decline in
the THSS program between 1984-85 and 1985-86 is due more to
the switch in federal funding between the CWS and the IHSS
programs, which occurred in 1985-86, than to the rather modest
reduction in total program costs that occurred at the same time.




Welfare and Social Services / 41

Figure 13
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Figure14 provides a better view of IHSS costs because it includes
federal as well as state funds. As the figure shows, the combined
state and federal costs of all three of these programs have grown
substantially since 1981-82. By far the most dramatic increase
-among these programs has been the 530 percent increase in
funding for the CWS program that occurred between 1981-82 and
1989-90. This reflects an increasing number of abused children
- that require services as well as the state’s expanded financial
participation in the program. '

OVERVIEW OF THE BUDGET

~The budget proposes increases of $300 million from the Gen-
eral Fund for all programs in the welfare and social services area.
The General Fund increase represents a 4.9 percent increase over
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Figure 14

Welfare and Social Services Expenditures

from State and Federal Funds
1981-82 through 1990-91
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estimated General Fund expenditures in the current year. We
estimate that the General Fund amount needed to fund the
current level of services would be approximately $6.9 billion, or
$463 million' more than is proposed in the budget.

The major proposals in the welfare and social services portion
of the budget are for reductions in costs. The budget does contain
one major new program in 1990-91, the new transitional child
care program to reimburse AFDC recipients who take a job and
leave welfare for the child care costs they incur during their first
12 months off welfare.: This proposal, however, simply imple-
ments a new federal requirement. The maJ or cost- cuttmg propos-
als contained in the budget are:

o ' Suspension of Statutory Welfare COLAs ($253 Mil-
lion General Fund Savings). The budget proposes to
suspend the provisions of state law that require increases
in AFDC and SSI/SSP grants based on the change in the

~CNI. Under existing law,; AFDC grants will receive an
. estimated 4.62 percent increase effective July 1,1990. As
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aresult, the grant for a family of three will increase from
the current $694 per month to $726. SSI/SSP grants will
receive the same percentage increase effective J anuary1,
1991, so that the grant for an aged couple will increase
from $1,167 to $1,221. The proposed suspension of the
COLAs, which requires legislation to implement, would
result in savings of $388 million ($253 million General
Fund, $121 million federal funds, and $14 million county
funds)

Greater Avenues for Independence—GAIN (Net
General Fund Reduction of $67 Million). The 1989
Budget Act included funds to serve 100 percent of the
caseload that was anticipated to go through the GAIN
program in the current year. Since the GAIN program is
relatively new—it is still being phased in by all 58 coun-
ties—the Department of Social Services (DSS) antici-
pates that the number of individuals served by the pro-
gram would be substantially higher in 1990-91 than in
1989-90. In addition, the estimated costs of serving each
client have increased substantially, based on counties’
~ actual experiences. The budget proposes to scale back the

‘number of new cases that counties will be allowed to serve
. in-1990-91, for a General Fund savings to the GAIN
program of $96 million. These savings would be partially
offset by increased General Fund costs to the AFDC
program of $29 million, because the GAIN program will
generate less savings.

IHSS Program ($71 Million General Fund Reduc-
tion). The budget proposes legislation to eliminate IHSS
program eligibility for recipients whose pliysical ability to
take care of their everyday needs has been assessed as
being somewhat greater. than most. other recipients.
Additional restrictions would apply for individuals whose
service providers are their own relatives. The DSS esti-
- mates that this proposal would reduce eligibility by 42,000
persons.

Child Welfare Services ($24 Million General Fund
Reduction). The budget proposes $339 million from the
General Fund for the Child Welfare Services program,
which is $24 million less than the DSS estimates would be
needed to provide enough social workers to serve’'the
entire anticipated child welfare services caseload. The
budget does not indicate how county welfare departments
would be expected to accommodate this shortfall.
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Figure 15 displays the major funding changes proposed for
- the welfare and social services program areas in 1990-91.

Figure 15

Welfare and Social Services Programs
Proposed Major Changes for 1990-91

$158 million for caseload increases

$84 million increase for legislation enacted in‘ 1989 and
to offset reduced federal funding for refugees

$112 m,iIIio‘n redUctioh due to suspension of COLA

‘$26 million for transfer of funding for foster care costs
of severely emotionally disturbed children from DSS
to SDE "

~ $138 million to fund the fuill-year cost of the COLA that
‘recipients were granted effective January 1, 1990

$79 million for caseload increases

$172 million reduction due to savings resulting from
increases in the federal share of the grant

- $141 million reduction due to suspension of COLA

$51 million for caseload‘ increases

$24 million program reduction

$55 million for caseload increases

'$71 vmillion program'reducti\on
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ABILITY OF THE LEGISLATURE TO CONTROL COSTS

The Legislature has limited ability to control the costs of most
of the welfare and social services programs through the budget
without also making statutory changes. This fact is reflected in
the budget itself, in that most of the cost-cutting measures
proposed in the budget would require legislation to implement.

The two exceptions are the proposal to scale back the GAIN
program and the program reduction proposed for Child Welfare
Services. With respect to the Child Welfare Services program,
however, there are practical limits to the amount of cost control
that it is possible to achieve without statutory change. This is
because existing law is very specific as to how counties must serve
abused and neglected children and their families. While it might
be possible for some counties to make some modest staffing

' reductions and still provide all the required services, a substantial
cutback would require them to reduce services below the levels
required by law. Should this occur, it is likely that the budget cuts
would face legal challenges from the countles and from client

groups.

The Leg‘islature, however, has broad discretion to control
costs in welfare and social services programs through statutory
changes. There are three basic approaches that the Legislature
could use in designing legislation to effect reductions in welfare
and social services costs: generalized reductions in program
benefits, targeted reductions, and elimination of lower priority
programs. The budget includes examples of how the administra-
tion proposes to use each of these approaches.

General Reductions in Benefits. The proposed suspension
of welfare COLAs is a general reduction in benefits. Such reduc-
tions are generally allowable under federal rules, have the poten-
tial to yield large savings, and are administratively simple to
implement. On the other hand, this approach does not distinguish
between recipients based on their individual circumstances and
therefore may place some unknown number of recipients at
substantial risk. For example, recipients in rural communities
with lower housing costs might be able to forego the statutory
COLA for 1990-91 with less difficulty than recipients in urban
areas, where high housing costs already place some recipients at
risk of becoming homeless.

Targeted Reductions. The major example of a targeted re-
duction in the welfare and social services part of the budget is the
proposed THSS “program reduction.” This approach attempts to
“soften” the adverse effects of budgetary reductions by placing the
burden of the cuts on individuals who are theoretically best able
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to handle them. In the case of the proposed THSS reduction,
recipients would no longer be eligible for benefits if their physical
ability to take care of their own everyday needs is assessed as
being relatively high. While this type of targeted approach can
yield fairly large savings, it can be extremely difficult to design
and implement. For example, the budget proposal for IHSS
program reductions is flawed because it bases the targeting on the
recipients’ average scores on a complex assessment of their physi-
cal ability to take care of a variety of their own personal care
needs. Since the average can mask significant variations in an
individual’s ability to handle specific self-care tasks, it is quite
possible that many of those targeted by the proposal are not
actually able to take care of all of their essential daily needs, and
would therefore be placed at significant risk under the proposed
reduction. ‘

Elimination of Lower-Priority Programs or Program
Components. To the extent that it is possible to identify pro-
grams of lower priority, this approach makes the most sense
analytically. The problem is in determining which programs are
of lower priority. The programs proposed for elimination in the
welfare and social services portion of the budget, however, are in
areas of historically high priority to the Legislature such as child
abuse prevention, job placement for the disadvantaged, and the li-
censing of family day care.

Another criterion the Legislature could use in assessing its
priorities is program effectiveness. Often, however, there is not
compelling quantitative evidence of either program effectiveness
or ineffectiveness. In the case of the proposal to save $10 million
by eliminating the Child Abuse Prevention Training Act Program,
for example, there are no reliable studies that assess the pro-
gram’s success in preventing abuse.




Health

Funding for health programs represents 14 percent of ex-
penditures from all state funds and 15 percent of General Fund
expenditures proposed in the budget for 1990-91. Figure 16 shows
spending trends over the last nine years and as proposed in the
budget. The average annual increase in General Fund spending
for health programs over the last 10 yearsis 5.5 percent. Including
the recent increase in cigarette tax funding and other special
funds pushes the rate of annual increase up to 6.7 percent.

Figure 16 shows that expenditures from all funds for health
programs have increased every year since 1983-84, except for a
decline in 1990-91, due to the elimination of one-time Proposition
99 (Cigarette and Tobacco Products Surtax Fund—C&T) funds
carried over from 1989-90. Expenditures from the General Fund
have increased every year since 1983-84. :

Figure 16
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Figure 16 also displays the rate of increase for health pro-
grams as adjusted for declines in state purchasing power. As the
figure shows, spending on the adjusted basis has increased only
slightly over the last 10 years. The average annual increase in
adjusted spending from the General Fund amounts to 0.9 percent;
including the special funds raises this increase to 1.9 percent.

Figure 17 shows spending from all funds by major program.
For Medi-Cal, the largest program, the figure shows a significant
reduction in 1983-84 due to reforms in the program, followed by
a steady increase since then. The program shows an accelerated
rate of growth between 1988-89 and 1989-90 primarily as a result
of new federal requirements and the delay in payment of certain
expendltures from 1988-89.

Spendmg for public health programs has increased signifi-
cantly over the past nine years, primarily due to (1) establishment
of the Medically Indigent Services Program (MISP) in 1983 to

Figure 17
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assist counties to care for former Medi-Cal eligibles' and (2) the
infusion of C&T funds in the current year.

OVERVIEW OF THE BUDGET

The budget for 1990-91 proposes a reduction of $76 million (1
percent) from all state funds and an increase of $98 million (1.5
percent) from the General Fund for health programs. We estimate
that the General Fund increase needed to fund the current level
of services is approximately $556 million, consisting of $444
million for workload increases and $192 million for cost increases,
offset by a net savings of $80 million due to other factors. This is
$458 million above the amount proposed by the Governor.

The budget contains the following major policy proposals:

Reduction in AB 8 County Health Services ($150

. Million General Fund). The budget proposes to reduce

funding for this program based on the premise that a
major cause of recent increases in state Medi-Cal spend-
ing is that counties are receiving additional Medi-Cal re-
imbursements for services provided to aliens as aresult of
federally mandated changes in Medi-Cal. This premise is
probably accurate to some extent; however, the exact level
of additional Medi-Cal funding received by counties for
services to aliens is unknown

Medi-Cal Savings Proposals ($98 Million General
Fund). The 'budget proposes to implement various sav-
ings proposals in the Medi-Cal program. The largest
single proposal is to eliminate six health care benefits not
required by the federal government ($36 million). The

~ others involve rate reductions for incontinence supplies

($28 million), drug cost containment ($24 million), and re-
structuring of phys101an relmbursement rates ($10 mil-

- Tion).

Regwnal Center Fees ($34 Mtllwn General Fund).

The budget proposes to impose fees on regional center
clients. The Department of Developmental Services esti-
mates that actual fee collections would be $5 million. The

~ remaining savings would occur because instituting fees

would enable the state to claim federal funding through
the Medi-Cal program for case management services.

MISP Reduction ($25 Million General Fund). The

'.budget proposes to reduce funding for the MISP. Accord-

ing to the budget, the General Fund reduction will be
offset by an increased appropriation for the program next
year—1991-92,
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o Special Education Pupils Shift ($15 Million Gen-
eral Fund). The budget proposes to transfer responsibil-
ity for mental health services to special education pupils
to the State Department of Education.

e Suspend Statutory COLAs ($29 Million General
Fund). The budget proposes to suspend statutory COLAs
~ for cash assistance beneficiaries. This affects expendltures '
in several health programs.

The policy changes listed above account for $351 million of the
difference between the proposed General Fund budget and cur-
rent services level funding. The remaining difference is due
primarily to the budget’s failure to fund cost increases in some
programs ($146 million General Fund).

. The budget also reflects a decrease of $174 million, or 20
percent, in special funds. This is primarily due to elimination of
one-time Proposition 99 funds that were available in the current
year.

Figure 18 shows the major changes in fundmg proposed for
health programs in 1990- 91

ABILITY OF THE LEGISLATURE TO CONTROL COSTS

The Legislature has limited ablhty to control health program
costs through the budget process. This is because in many of the
major programs, eligibility requirements, benefits, prov1der reim-
bursement methods, and/or funding levels are set in statute. In
addition, for many programs, federal requ1rements limit the

: Leglslature s flexibility to make changes in statute. Some of the
~ major factors affecting costs are:

v Caseload. ‘Eligibility .requirements for the Medi-Cal pro-
gram are set in statute and generally are based on eligibility re-
quirements for the state’s cash assistance programs—SSI/SSP
and AFDC. Thus, the Legislature cannot control caseload growth
through the budget. To reduce Medi-Cal costs, the Legislature
could enact statutory changes to revise e11g1b111ty requirements
for the cash assistance programs or eliminate or curtail coverage
of some limited categories of Medi-Cal eligibles who do not receive
cash assistance. However, any reduction in Medi-Cal costs would
be at least partially offset by increased costs to counties, as the
counties are “the providers of last resort.”

The budgets for several public health programs (amounting to
approximately $110 million from the General Fund in 1990-91),
the Department of Developmental Services, and a portion of the
state hospitals'in the Department of Mental Health, also are
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Figure 18
Health Programs -
Proposed Major Changes for 1990-91

$198 million for new federal requirements

$126 million for changes in céseload, utilization, and
other factors

$62 million for current- and budget-year cost-of-living
adjustments

$98 miillion for six cost-saving proposals

$14 million to delete funding for Medi-Cal abortions

$173 net reduction in C&T funds available

>$150 million reduction in the AB 8 county health
services program

$25 million program redubti'on in the MISP

$21 million to reduce the salary savings level at the
state hospitals and to fund other cost increases

$10 million from the C&T Fund for program expansion

$15 million savings to transfer responsibility for provid-
ing services to special education pupils to the SDE

$27 million for implementation of the"AIternative
Residential Model rate-setting system

$19 million to reduce the salary savings level at the
developmental centers and to fund other cost
increases

$34 million savings as a result of imposing fees on
regional center clients
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caseload-driven, based on statute. The caseload increases in these
programs are not subJect to control through the budget

Benefits. Like ehglblhty levels, the benefits available through
many programs are set in statute: ,and are influenced by federal
requirements. The Legislature cannot control these through the
budget process. The Legislature can reduce the benefits available,
however, through statutory changes. Again, such reductlons
could result in some oﬂ'settmg costs: (1) to the state, in the form of
higher-cost Medi-Cal servmes or (2) to counties, as the providers
of last resort.

Costs of Services. Many of the programs operate by reim-
bursing private providers according to rate schedules set by
statute or regulations. The Legislature has varying amounts of
control over reimbursement rates through the budget process. For
example, the Legislature can choose whether to grant COLAs to
some categories of Medi-Cal providers, such as physicians. Other
categories of providers, such as noncontract hospitals and nursing
facilities, receive automatic COLAs under federal rules and state
law. .

For programs operating by reimbursing providers through
rate schedules, another factor affecting costs is the mix of services
billed. The Legislature can institute some controls through the
budget process, for example, by increasing prior authorization
staffing, but cannot 1mplement any major changes in the cr1ter1a
for approving semces in this manner.

Reimbursement levels. and the mix of services billed are
influenced by underlying trends in the costs of medical care. Costs
of these programs have increased despite cost containment meas-
ures, in part because medical care costs have increased more
rapldly than the costs of other goods and services.

Some programs operate through contracts or agreements. In
some of these programs, the Legislature has. very little control
over the contract arrangements and costs through the budget.
process. For example, although the regional centers operate
under contract, they have cons1derab1e autonomy under the
Lanterman Act to approve services for clients. In contrast, the
Legislature can control the level of spending on local mental
health programs and many public health programs by setting the
appropriation ifi the annual budget.

The state itself operates the state mental hospitals and
developmental centers. The costs of these services can be con-
trolled to a limited degree through the budget process by setting
staffing levels or funding community alternatives. However,
requirements imposed by the federal government limit the Leg-




Health / 53

islature’s staffing flexibility, and community alternatives can be
as costly as state institutional care.

Statutory Funding Levels. The funding level for the AB 8
County Health Services Program is set in statute based on the
level of spending in 1977-78, adjusted for inflation and population
changes. Thus, statutory changes are required to affect spending
levels for this program.
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Criminal Justice

Funding for criminal justice programs represents 6.3
percent of expenditures from-all state funds proposéd.in 1990-91
and 7.5 percent of General Fund expenditures proposed in 1990-
91. As shown in Figure 19, criminal justice program expenditures
have almost tripled over the last 10 years, increasing at an
average annual rate of 17 percent (General Fund). The figure also
shows that criminal justice expenditures have increased steadily
and rapidly as a share of the General Fund budget over the 10-
year period. In fact, criminal justice is the only expenditure
category that has increased its share of General Fund expendi-
tures in every year since 1981-82. Figure 19 also displays the
spendingtrend as adjusted for declines in state purchasing power.
On this basis, criminal justice expenditures have increased at an
average annual rate of 12 percent.

Figure 19
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~ Figure 20 shows how each of the maj or programs in this area
have grown since 1981-82. These data indicate that the rates have
differed substantially.

Figuré 20

Criminal Justice Expendltures

By Major Program

Ge‘neral Fund
1981-82 through 1990-91-

(dollars in billions).

 $2.57 .
: = Adult Corrections
1 { -+ Judicial
2.0 .
«m» Youth Corrections
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(est.) - (prop.)

Adult corrections is, by far, the largest criminal justice pro-
gram, accounting for about two-thirds of proposed criminal justice
expenditures in 1990-91. This program consists almost entirely of
expenditures to support the state prison system. The primary
reason for the dramatic rise in state expenditures for adult
corrections has been the increase in the number of adults sent to
state prison—295 percent over the 10-year period.

As Figure 20 shows, the increase in expenditures for youth
corrections has been relatively small, although it has doubled over
the period. The number of youthful offenders incarcerated in
Department of Youth Authority facilities, however, has risen 51
percent since 1981-82. The major factor. contnbutmg to this
population increase has been the length of stay, which is subject
to administrative decisions of the Youthful Offender Parole Board.

Finally, Figure 20 shows that expenditures for _]ud1c1al pro-
grams accounted for a small portion of criminal justice expendi-
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tures until a sharprise in 1988-89. This is attributable to.implem-
entation of the Trial Court Funding Program, which provided for
the state to assume primary responsibility for funding the opera-
tions of the trial courts in counties that chose to participate.

OVERVIEW OF THE BUDGET

As shown in Figure 19, the budget for 1990-91 proposes
increases of $278 million (9.5 percent) for criminal justice pro-
grams. These programs are financed almost completely from the
General Fund. We estimate that the General Fund increase
needed to fund the current level of services is approximately $269
million, consisting of $191 million for workload increases and $78

_million for costs increases. The Governor’s Budget proposes spend-
ing about $9 million above this amount.

The Governor’s Budget contains no major pdlicy proposals for
criminal justice programs.

Figure 21 displays the major funding changes proposed for
program in the criminal justice area for 1990-91.

Flgure 21

| Criminal Justlce Programs
Proposed Major Changes for 1990-91

- $167 million for increased caseload
$41 million for cost adjustments

$21 million unallocated reéluction

$11 million for increased caseload -
E $11 million for cost adjustments

. . $23 million for cost and workload adjustments in
state-financed local court programs

. $16 million for increases in state judrmal programs

480283
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ABILITY OF THE LEGISLATURE TO CONTROL COSTS

The Legislature’s ability to control costs of ecriminal justice
programs, especially in the short run, is severely limited. This is
because most of the factors that determine workload in this area,
such as the length of criminal penalties, are set in statute. Most
changes in statute that could reduce expenditures would be
unlikely'to have an impact for one or more years..In addition,

' changes in this area could result in significant trade-offs that
would help control costs at the state level but result in increased
costs at the local level.

Given that adult corrections comprise two-thirds of criminal
justice expenditures, the Legislature would probably need to
focus attention in this area in order to have any significant effect
on expenditures. However, California’s criminal sentencing struc-
ture makes it extremely difficult for the Legislature to control
costs of adult corrections in the short-run, because any changesin
sentences would apply only prospectively.

In order to have a significant impact on expenditures, the
Legislature would have to seek reductions in the inmate and
parole populations. The options that would control expenditures
most quickly include selectlvely reducing prison terms, releasing
some inmates from prison prior to the end of their terms, or
making changes in methods of parole superv1s10n to reduce the

. number of parole violators returned to prison. These options
generally run counter to trends in recent leglslatlon

The Legislature also could reduce expendltures for support of
the existing adult corrections programs, such as reducing the
number of custody, support, or program staffin state prisons (staff
services comprise just over two-thirds of the costs of adult and
youth corrections programs). Reductions of custody staff, how-
ever, would have obvious public safety trade-offs. Reductions in
support or program staff could actually make the fiscal situation
worse, since most programmmg in state prison is intended to
reduce the time inmates spend in institutions or decrease their .
likelihood of returning. .- : ‘

Youth corrections comprise only about 12 percent of criminal
justice expenditures and, as Figure 20 shows, have been relatively
stable over the'past 10 years. Consequently, changes to control

. costs in this area would not result in as significant a change in
state costs as would be available in the corrections area. Most of
the options outlined above would apply to these programs as well.

Changes in judicial programs Would:likely require statutory
changes and may be of little benefit to the Legislature when
attempting to control costs.. For example, the Legislature could
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modify the Trial Court Funding Program (which accounts for
about 70 percent of judicial program expenditures) to reduce block
grants to counties. Such an option would have little benefit,
however, because modifications would require an increase in the
appropriations limits of counties and a decrease in the appropria-
tions limit of the state. Thus, the state might not have sufficient
room under its limit to spend the funds that were saved as a result
of the transfer.
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Resources

Funding for resources programs represents only a small
share (2.4 percent) of expenditures from state funds proposed by
" the Governor’s Budget in 1990-91. In total, the budget proposes
$1.2 billion from all state funds for support of resource program
operations and local assistance in the budget year. Nearly 60
percent ($724 million) of state support for resources programs will
come from special funds, including the Environmental License
Plate Fund, the Motor Vehicle Account, the Public Resources
Account (Proposition 99), and funds generated by fees for support
of specific regulatory activities. The remainder—$508 million—is
proposed from the General Fund. As Figure 22 demonstrates, the
share of the General Fund budget allocated for resources pro-
grams has declined steadily for the last five years, and special
funds have now surpassed the General Fund as the prlmary
source of support for resources programs. .

Figure 22"

Resources Expenditures -
Current and Constant Dollars,
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1 981 '82 through 1 990'91 2,0% Percent of General Fund Budget
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Figure 22 shows state spending trends for resources programs
over the last 10 years. As this figure demonstrates, General Fund
expenditures have increased by nearly $200 million in the last 10
years. When these expenditures are adjusted for declines in
purchasing power, however, the growth in General Fund spend-
iing for support of resource programs has increased only slightly.
Figure 22 also demonstrates that special fund expenditures for
resources programs have increased. markedly—from $150 million
in 1981-82 to $724 million proposed in 1990-91. Adjusting for

. declining purchasing power, total state expenditures for resources
. programs grew-atan average annual rate of 6.5 percent during the
last.10.years. :

Figure 23 illustrates- expenditure trends for the four largest
state- fy.m_ded program areas within the resources area: the De-

Figure 23

Resources Expenditures
By Major Program

All State Funds
1981-82 through 1990-91

— Forestry & Flre Protectlon

» Parks & Recreatlon

T Envnronmental Boards
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2 |ncludes State Water Resources Control Board, Air Resources
Board, and the Integrated Waste Management Board.
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' partments of Conservation (DOC), Forestry and Fire Protection
(CDFFP), and Parks and Recreation (DPR), and the Environ-
mental Affairs Agency boards with responsibility for water qual-
ity, air quality, and waste management. As the figure shows, the
most marked increase in expenditures began in 1987-88 when the
Department of Conservation grew from a relatively small depart-
ment ($21 million in state funds) to become the largest single
department within the Resources Agency ($283 million proposed
in 1990-91). This rapid growth resulted from the 1mplementat10n
of a statewide beverage contalner recyclinig program.

OVERVIEW OF THE BUDGET .

As shown in Figure 22 ‘the budget for: 1990 91 proposes
increases of $140 million (13 percent) from all state funds and $6
million (1.2 percent) from the General Fund. We estimate that the
General Fund increase needed to fund the current level of services
is approximately $35 million. This is $29 million above the
amount proposed by the Governor. The failure of the budget to
plan for emergency fire suppression costs (approximately $24
million) explains most of the discrepancy in funding for the
current services level. The remaining amount is due primarily to
a reduced level of support for local assistance ‘g'rants and pro-
grams and the failure to fund cost increases in various depart-
ments.

Figure 24 shows the major funding changes for resources
programs proposed for 1990-91.

ABILITY OF THE LEGISLATURE TO CONTROL COSTS |

- The ability of the Legislature to control résource program

" costs are constrained by several factors. First, costs determined by
natural events, or by the need to plan for natural phenomena

contribute SIgmﬁcantly to the overall cost.of resources programs.
Among other things, these costs include expenditures for fighting
forest fires and helping local governments build flood control
projects. Second, the pressure to preserve open space and outdoor
recreational opportunities for an increasingly urban society, and
‘to protect wildlife habitat from environmental pressures caused

- by population growth ultimately increases state costs to operate,
maintain, and police acquired lands. Third, the state must comply
with various. federal requirements regardmg environmental
..quality. Finally, statutory initiatives passed by the electorate
often require regulatory action by state agencies, as in the case of
Proposition 65. (Proposition 65 imposed new requirements for
discharges of toxic chemicals and for warnings about exposure to
toxic chemicals.) Environmental initiatives currently circulating
for the June and November 1990 ballots could significantly
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Figure 24

Resources Programs
Proposed Major Changes for 1990-91

$68 million for implementation of the state’s new
Beverage Container Recycling Program

$24 million reduction for emergency fire suppression
costs

. $43 million to expand mtegrated waste management
actlvmes

. $21 million to expand programs relatmg to storage tanks

increase state costs to protect habitat and regulate forest prac-
tices.

Despite these constraints, the Legislature has several tools
available to it to control costs—especially General Fund costs—of
many resources and environmental programs. These tools in-
clude: : .

Shifting Costs to the Regulated Communzty and Pro-
gram Beneficiaries. In recent years, the Legislature has fre-
quently used special fees assessed on regulated industries to
support the costs of environmental programs. Examples include
(1) fees assessed on owners and operators of petroleum storage
tanks to cover the State Water Resources Control Board’s (SWRCB)
costs to regulate tank operation, maintenance and ¢leanup, and
(2) new fees implemented in the current year to cover the full costs
of the Integrated Waste Management Board. However, there are
other areas traditionally supported by the General Fund that also
could be shifted to fees, including: (1) the state’s costs for review-
ing Timber Harvest Plans, (2) the SWRCB’s costs of issuing water
rights permits and of regulatmg waste dlscharges and (3) the
costs to operate the state park system.
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Accepting Greater Risk; Doing Less. Federal and state re-
quirements in many areas of environmental regulation result in
the state implementing inspection and enforcement programs to
ensure that the regulated community is complying with legal
requirements. Implicit in the level of resources approved for these
activities is an assessment of risk that the state has made
concerning the costs to the state to enforce the regulations versus
the cost to the environment of a violation of the requirements. In
many areas, it may be that the state has been more risk-averse
than current law minimally requires by providing resources for
optional inspections and reviews. As a cost-control measure, the
Legislature could choose to allocate fewer enforcement resources
for environmental programs, thereby accepting a greaterrisk that
violations resulting in environmental damage will happen. This
would be contrary, however, to recent legislative trends in this
area.
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Tfahspbrtat}'on

Funding for transportation programs represents 6 per-
cent of expenditures from all state funds proposed in 1990-91.
State funds for transportatlon programs are provided almost
entirely from state excise taxés on gasoline and diesel fuel, truck
weight fees, and vehicle registration and drivers’ hcense fees.

“Only minimal amounts of General Fund money are used for the

state S transportatlon programs

Figure: 25 shows: spendlng trends over the last 10 years The
average annual ‘increase in spending: from all state funds for

. transportation programs over the:decade was 6.1 percent. The

figure also shows that expenditures for transportation programs
have been declining steadily as a share of expenditures from all
state funds since 1982-83. Figure 25 also shows the rate .of
increase in state spending as adjusted for declines in state pur-
chasing power. On this ba51s transportatlon spendmg’ s annual

Figure 25
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rate of increase was about 2.3 percent through 1989-90, but would
decline in 1990-91. - :

Figure 26 shows spending for the five major transportation-
related programs since 1981-82. It indicates that state expendi-
tures for licensing and registering California drivers and vehicles,
as well as for traffic enforcement—by the Department of Motor
Vehicles (DMV) and the California Highway Patrol (CHP), re-
spectively—have increased significantly over the last 10 years, at
an average annual rate of 8.3 percent. Expenditures to operate
and maintain the state’s highway system have also expanded
significantly, although at a lower average annual rate of 6.9
percent. State-funded expenditures for highway capital outlay
(including design, engineering and construction) show a rela-
tively rapid rate of growth through 1989-90 (about 11 percent per

~ year).. However, as shown in Figure 26, these capital outlay

Figure 26

Transportation Expenditures

By Major Program
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expenditures are projected to decrease dramatlcally in the budget
year. .

In contrast, the figure shows that expenditures on mass
transportation activitieshave declined consistently since 1981-82,
at an average annual rate of almost 11 percent. In 1990-91,
expenditures for mass transportation are proposed at $88 million,
compared to expenditures of $238 million in 1981-82.

OVERVIEW OF THE BUDGET

As shown in Figure 25, the budget for 1990-91 proposes $3
billion in state funds for transportation programs. This is a net
decrease of $75 mllhon 2. 4 percent) from the current-year esti-
mated level. : :

The Governor’s Budget 1dent1ﬁes a $533 m11110n deficit in
state funds necessary to restore base reductions made in the
current year in highway maintenance and operations, and to
carryout prev10usly planned highway capltal outlay activities. In
order to minimize the necessary cutbacks in the hlghway capital
outlay program, the budget contains the following major pohcy
‘proposals:

s Highway Capltal Outlay ($185 Million Reduction).
The budget proposes to eliminate all state-funded high-
way capital outlay projects, except for seismic retrofit,
safety, and earthquake-related rehabilitation work.

o Engineering Service Contracts ($104 Million Reduc-

tion). The budget proposes to eliminate state funding of

' engmeenng services contracts and to rely only on state
engineering staff to design and develop highway projects.

e Transit Programs (8118 Million Reduction). The
budget proposes to eliminate State Transportation Assis-
tance (STA) and transit guideway funding, and to reduce
Transit Capital Improvement program funding. As a
result, the state will not be able to honor about $85 million
worth of prior funding commitments in 1990-91. These
funds would be used for highway transportation purposes
instead.

While highway capital outlay and mass transportatlon expen-
ditures are proposed for reduction, the budget would increase
state funding of the traffic licensing and enforcement programs
above the current level. Specifically, the budget provides funding
for additional CHP traffic officers and additional staff at the DMV
for increased workload and to implement new programs. To pay
for the higher service levels and to avoid a potential deficif in the
Motor Vehicle Account (MVA), the budget proposes to increase
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various fees charged to drivers and for-vehicle registration (if the
fee increases are not implemented, the MVA could run a deficit of
at least $60 million in 1990-91). In addition, the budget proposes
to fund part of the retirement expendltures for CHP staff from
surplus employer contrlbutlons to the Public Employees Retire-
ment Fund.

Flgure 27 dlsplays the maJor fundmg changes proposed for
transportation programs in 1990-91.

Flgure 27

Transportation Programs
Proposed Major Changes for 1990-91

$30 mllllon to restore reductions in hlghway mamte;
nance expendrtures made in the current year '

 $1 14 million reduction as a result of msufflcrent state
funds for hlghway activities

$61 million reduction-from eliminating funds for state
transit assistance programs ‘and transrt gurdeway
~-projects

$27 mrlllon for 1 50 new CHP offlcers and for other cost’
' and workload mcreases L SR

$33 million for mcreased workload and to |mplement
’ new Ieglslatron at DMV g
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IMPACT OF SENATE CONSTITUTIONAL AMENDMENT 1 (SCA 1)

The Governor’s Budget proposal for transportation expendi-
tures was prepared based on current law. In the June 1990
election, voters will be asked to approve SCA 1 (Garamendi). If
approved, this measure would trigger increases in gasoline and
diesel excise taxes, and in truck weight fees, beginning in August
1990. These increased revenues would have a significant impact
on the budget for transportation programs.

If SCA 1 is approved by the voters, an additional $925 million
in state revenues would be received in 1990-91 for highway
transportation, local streets and roads, and mass transportation
purposes. In that event, the Legislature would need to determine
whether to restore all the base adjustments and reductions
proposed in the Governor’s Budget, and what amount of the
additional funds ought to be directed for highway and mass
transportation activities.

However,ifSCA1 isnot approved, the Legislature would need
to determine the appropriate level of highway capital outlay
activities to be sustained, given limited state resources, and how
best to adjust to the lower program level. In addition, the Legis-
lature would need to determine the extent to which state funds
ought to be used for mass transportation purposes, and how to
accommodate the state’s demand for transportation services from
the available combination of state, federal, local and private
funds. '
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General Government

Funding for general government programs represents
about 14 percent of expenditures from all state funds and approxi-
mately 8.4 percent of General Fund expenditures in 1990-91.
These general government expenditures include: state adminis-

_trative expenses, regulatory programs, tax relief, local govern-
ment aid, and the costs of state-mandated local programs.

‘ Figure 28 shows that general government expenditures from
all state funds have increased from $3.3 billion in 1981-82 to a
proposed level of $6.8 billion in 1990-91, an average annual
increase of 8.5 percent. Spending for these programs from the
General Fund has increased at a much-less-rapid average annual
rate of 4.7 percent. As a result, special funds now support almost
one-half of expenditures’in this program area.

Accounting for declines in state purchasing power, Figure 28
shows that general government expenditures from all funds have

Figure 28
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grown at an average annual rate of 3.7 percent between 1981-82
and 1990-91. General Fund-expenditures, in contrast, show no
increase over the 10-year period when adjusted for purchasing
power declines. :

Figure 29 shows funding for general government expendi-
tures, by major program, for the last 10 years. The largest
~ program over much of the last 10 years has been aid to local
governments. This aid, which is funded primarily by motor ve-
hicle license fees (VLF) and is apportioned to cities and counties
for general purposes according to population, has been growing at
an annual average rate of 9.1 percent since 1984-85. In the 1981 -
82 through 1983-84 period, the state reduced VLF subventions as
part of its overall budget-balancing strategy. The decline in state
funding for tax relief between 1982-83 and 1984-85 shown in
... Figure 29 reflects the repeal of the Business Inventory subvention
~ in 1983-84. Tax relief expenditures have been relatively stable
eversince. Finally, Figure 29 also shows that although state-man-
dated local programs are a relatively small portion of expendi-
tures for general government programs, they have more than
doubled over the last two years.

Figure 29
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OVERVIEW OF THE BUDGET

The Governor’s Budget proposes general government expen-
ditures of $6.8 billionfrom all state funds ($3.6 billion 'General
Fund) in 1990-91. This represents an increase.of 8.6 percent, (5
percent for General Fund spending) over estimated 1989-90
expenditures. With two exceptions, the Governor’s Budget pro-

~ poses to fund programs in the general government area at the
level required to maintain current service levels.

" First, the budget, consistent with its practice in recent years,
does not prov1de fundmg for merit salary increases and certain
other cost inereases in most departments. The second exception is
that the budget proposes to eliminate the fundlng for certain
state-mandated local programs.

B Figure 30 shows the maJor fundmg changes proposed for
general government programs in 1990-91.

ABILITY OF THE LEGISLATURE TO CONTROL COSTS

While the Legi‘slature has some limited ﬂexibility to-reduce
-costs in general government programs, there can be significant
costs to making certain types of reductions. For example, while
state administrative programs are not generally protected through
statute or the State Constitution, significant reductions. could
actually worsen the state’s current fiscal situation. For instance,
reductions made in the budgets of the Franchise Tax Board or the
" Board of Equalization could result in decreased revenue collec-
tions for the state. Similarly, s1gn1ﬁcant reductions in the State
Treasurer’s office might result in reduced investment yields or
higher interest expenses. In general, some minimum level of state
fundmg is required for these programs and significant reductions
in this area:could affect the efﬁc1ency and effectiveness of state

government.

"In the area of regulation, much of the funding comes from
special funds, which obtain their revenue from the industries they
regulate. In th1s case, expansions in regulated industries resultin

_both increased costs and increased revenues. In addition, spend-

.ing on regulatory programs is generally intended to protect

California citizens. Thus, while reductions in the level of regula-

tion might be made, to do so could expose the citizens of the'state

to increased problems with currently reguldted industries. In

. terms of:General Fund costs for regulation, the largest portion

- goes for programs in the: Department of Industrial Relations

(DIR). While:the level of fundmg for DIR programs is generally

_.-discretionary, reductions in those programs could result in de-
creased worker safety in the state.
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Figure 30

General Gvernment Programs
Proposed Major Changes for-1990-91

$20 million for workload increases

$22 m|II|on to implement the workers compensatlon
reform legislation

$13 million for normal program growth

$120 million for normal program growth

$82 million for additional mandated program
reimbursements

$28 million reduction due to proposal to ehmmate 10
state-mandated local programs

In the other major general government program areas (tax
relief, local government aid and state-mandated local programs),
the Legislature has limited flexibility to make spending reduc-
tions through the budget process. This is because a significant
portion of the costs of those programs are protected through
statute and the state Constitution.

Thus, a significant portion of general government expendi-
tures are essentially uncontrollable by the Legislature through
the budget process. In the areas in which the Legislature does
have some discretion, however, it is not clear how deep reductions
could be made and still allow state government to function
reasonably efficiently and effectively.




Capital Outlay

Fundmg for capital outlay expenditures represents about
2.1 percent of expenditures from all state funds proposed for 1990-
91 and about 2.3 percent of the General Fund budget. These ex-
pend1tures reflect the state’s current payments for capital pro-
grams in each year (through “pay-as-you-go” spending or debt
service payments), as opposed to the total amount of outlays (such
as a bond expenditure which is “paid for” over a period of many
years). As shown in Figure 31, expenditures for capital outlay
programs have increased s1gn1ﬁcantly overthe past 10 years, and
the increase is attributable to increased General Fund spending.
_The average annual increase in General Fund expenditures over
the 10-year period amounts to 15 percent.

Figure 31 also displays the spending trend as adjusted for
declines in the purchasing power of the dollar. On this basis,

Figure 31

Capital Outlay Expenditures
Current and Constant Dollars

All- State Funds ' 2 -
1 981 '82 thl’ough 1 990"91 " * Percent of General Fund Budget

(dollars in bitlions)

$12 (prop.)
Current Dollars -
104

Constant
1981-82 Dollars

Special Funds. | .
B General Fund

Total spending

General Fund .
spending

81-82 82-83 83-84 84.85 85:86 86-87 -67-88 88-89 89-90 90-91
(est.) (prop.)
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spending for capital outlay expenditures have increased at an
average annual rate of 5.4 percent (all state funds) over the 10-
year period, while state General Fund expenditures have in-
creased at an average annual rate of 9.6 percent.

Until 1987-88, state expenditures were about evenly divided
between spec1a1 fund expenditures for capital outlays (basically
“pay-as-you-go” spending from tidelands oil revenues) and Gen-
eral Fund expenditures for payment of debt service on funds
" ‘borrowed through the sale of general obligationi bonds. Since
1987-88, however, the state has relied almost exclusively on
borrowed funds for its capital outlay programs, either through
general ‘obligation bonds approved by the electorate or through
lease-revenue bonds approved by the Legislature and the admini-
stration. These methods of financing havé been used mainly for
two reasons. First, there was a substantial decline beginning in
1987-88 in the state’s tidelands oil royalties—the traditional
revenue source for financing capltal outlay. Second, the magni-
tude of the expansion of the state pmson system, coupled with an
increased emphasis on construction in education, made it impos-
sible to finance these costs on a pay-as-you-go basis.

Figure 32 shows the past 10-year trend for capital outlay
expenditures in four governmental areas: (1) Youth and Correc-
tional Agency (YACA), (2) K12 education; (3) higher education
and (4) resources. These four areas represent between 75 and - 90
percent of the annual expenditures in each of the 10 years covered
by Figure 32. Other than the resources area, which experienced a
steady upward trend in expenditures through 1989-90, state
expenditures in these governmental areas have varied s1gmﬁ-
cantly over the 10-year period. The most significant increase has
been in the area of YACA, where new outlays for prison construc-
tioninthe early 1980s caused a dramaticincrease in expenditures
beginning in 1984-85.

As noted earlier, these expenditures do not represent the
actual level of capital improvements undertaken in each year.
Instead, most of the expenditures reflect payments to retire the
debt incurred through the use of bond financing. For example,
debt service payments represent 88 percent of the capital outlay
expenditures from state funds in 1988-89. However, some of this
debt payment is for general obhgatlon bonds that were authorized
as long ago as 1955. Debt service payments generally contmue for
a period of 20 years after each bond sale. ' »

Figure 33 shows the annual amount of state outlays for the
acquisition of capital assets in each year, for the four program
areas described above. In general, these outlays represent capital
improvements actually accomplished or committed to construc-
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Figure 32

Capital Outlay Expenditurés

By Program Area

All State Funds
1981-82 through 1990-91

o= YACA

= Resources

) — K-12 education
(dollars in millions) ---- Higher education

$400

300 ]

-100 -
a

81-82 82-83 83-84 84-85 85-86 86-87 87-88 88-89 89-90 90-91

(est.) (prop.)

2 Negative expenditure for K-12 education in 1982-83 represents
excess bond repayments by local school districts. -

tionin the particular year. An exception to this is in the area of K-
12 education, where the expenditures represent allocations to
local districts. Since 1988-89, the full amount of new bond authori-

- Zations are allocated to school districts in the year the authoriza-
tions are approved by the voters. These commitments are then
-reflected as expenditures for:accounting purposes. This change
explains the large swings.in capital outlays for K-12 education
between 1988-89 and 1990-91. The actual disbursement of the

- funds, and the commencement of construction activities, may not
occur for several years after the allocations are made.

" Figure 33 shows that one of the most significant changes in
annual capital outlay activities occurred in 1984-85, when major
expansion of the state’s prison system began. Another rapid
increase is evident in 1987-88, when expenditures are shown for

. .the first of a series of bond issues for higher education.
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Figure 33

Annual Outlays for Acquisition of Capital Assets
By Program Area

All State Funds
1981-82 through 1990-91

== K-12 education
== Resources

-- YACA
— Higher education

(dollars in billions)
$2.0

1 T T T T T T R T 1
81-82 82-83 83-84 84-85 8586 86-87 87-88 88-89 89-90 90-91
(est.) (prop.)

OVERVIEW OF THE BUDGET

The Governor’s 1990-91 Budget includes over $2.9 billion of
proposed capital outlays, exclusive of transportation-related
capital outlays. This reflects outlays of $747 million for state-level

facilities, and $2.2 billion in state assistance for capital facilities

. tobe constructed by local governments and school districts. Of the

$2.9 billion in total outlays, almost all ($2 8 b11110n) would be paid
from bond funds.

The Governor’s Budget indicates support for six new general
obligation bond issues totaling $4.65 billion for the June and
November 1990 statewide ballots. These bonds would finance
capital outlay programsin education (K-12 andhigher education),
prisons, transportation and earthquake safety upgrading for
state buildings. Not all of these measures had been placed on the

‘ballot at the time this.analysis was prepared. In addition, a voter
‘initiative calling for $1.99 billion of general obligation bonds for
passenger rail facilities has qualified for the June ballot.

Of the $2.8 billion in proposed outlays from bond funds
(discussed above), about $2 billion is proposed to be funded from
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the general obligation bond issues that the budget assumes will be
approved by the voters at the June and November 1990 elections.
Thus, depending on voter approval of the bond issues finally
approved by the Legislature and the administration, the state will
continue to finance a large share of its capital outlay program by
borrowing money through general obligation bonds.

FUNDING BY PROGRAM

State-Level Capital Outlays. The major thrust of the state-
level capital outlay program in the Governor’s Budget is in higher
education. About $344 million is for expenditures in this area.
Expenditures for already authorized correctional facilities ($154
million) and for state parks projects ($121 million) make up most
of the remainder. The budget as submitted to the Legislature does
not include any proposals for new prisons. This omission has been
the administration’s practice in recent years. Rather than give the
Legislature a clear picture of total needs in the state budget—
including needs for new prisons—the administration has chosen
to propose individual new prisons in separate legislation. Conse-
quently, Figure 33 does not reflect any proposed outlays for new
prisons in 1990-91.

Local-Level Capital Outlay Assistance. As in past years,
the major emphasis of the local-level expenditure programis K-12
school construction. About $1.6 billion in allocations to school
districts are planned for 1990-91, which is the full amount of the
general obligation bond issues currently proposed for the 1990
elections. The budget also reflects an allocation of $200 million for
county correctional facilities, and about $150 million in grants for
local park projects.

ABILITY OF THE LEGISLATURE TO CONTROL COSTS

The Legislature has almost no flexibility to reduce the impact
of capital outlay expenditures on the budget, because—as noted
earlier—most of the state’s current budget expenditures are for
debt service on past capital outlay projects. Only a small amount
of state funds—primarily tidelands oil revenues—are used for
pay-as-you-go capital outlays. :
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~ Conclusion

This part has described past spending trends for state expen-
ditures, summarized the proposed budget for 1990-91, and dis-
cussed the Legislature’s ability to control state expenditures
through the budget process. As this review indicates, the prepa-
ration of a balanced budget for 1990-91 will not be an easy task,
given the fiscal conditions facing the state. Rather, it will be one
that requires the reevaluation of past policy choices and funding
decisions.

The prospects that a significant windfall in state revenues
will change the nature of this year’s budget deliberations are
small. As we discuss in Part Three of this document, the admini-
stration’s economic forecast is already on the high end, relative to
the consensus of other economic forecasters, and the risks to the
revenue forecast are generally on the down side. Further, the
state’s appropriations limit places a cap on the amount of addi-
tional tax revenues that could be absorbed or raised through
legislative action, atleast asit stands today. Thus, the Legislature
must begin the 1990 budget process by examining its options for
reducing state expenditures to the level of available revenues.

As we have discussed throughout this part, the Legislature’s
options for reducing expenditures through actions taken in the
Budget Bill are relatively limited. They exist mostly in the areas
of higher education, health, resources and general government.
Constitutional funding guarantees place most of the budget for K-
14 education off-limits, while a combination of state laws and
federal regulations predetermine the funding levels that must be
provided for many welfare programs and Medi-Cal.

The Legislature has considerably more flexibility to control
expenditures through enactment of legislation changing the serv-
ice-level requirements for state programs. If all state programs
are to be subject to the same level of scrutiny in terms of their
priority for the receipt of state funds in 1990-91, then it will be
necessary to consider statutory changes along with budgetary
actions. Some of the available statutory changes, such as the
suspension of COLAs, could provide significant short-term sav-
ings without requiring complex program adjustments. In some
program areas, program restructuring would probably be re-
quired in order to realize significant savings. In any event, the
magnitude of the savings required to balance the budget will force
the state to reduce the level of services it provides.
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Depending upon the types of changes relied upon to balance
the budget for 1990-91, the state may still face large funding gaps
in future years. In order to address the state budget’s structural
problem in the longer run, it would be helpful to take actions now
toreduce the underlying cost trends, and bring these trends inline
with the antlclpated growth in revenue
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Perspectives on the 1990-91 Budget:

Revenues

This section provides an overview of the revenues for funding
the spending plan proposed in the Governor’s Budget. It first dis-
cusses the economic forecast upon which the revenue estimates
are based. It then discusses the revenue projections themselves,
including the individual taxes and other sources from which they
will be derived. It also discusses the reliability of the revenue
projections, including their uncertainties and potential error
margins. The major findings of this section are that:

Continued modest economic expansion without a reces-
sionis assumed for both 1990 and 1991, though growth is
expected to be subdued during the first half of 1990. The
general thrust of the budget’s economic forecast is reason-
able. However, relative to the consensus forecast of other
economists for California, its specific projections for 1990
are on the optimistic side.

General Fund revenues are projected to increase moder-
ately in 1990-91, reflecting the economy’s expected mod-
est growth.

It is only realistic to expect revenue estimating errors of
at least several hundred million dollars, and it is within
this band of uncertainty that the budget’s revenue esti-
mates should be viewed.

The budget’s revenue estimates have downward poten-
tial, and we believe that the Legislature should take this
into account for its initial planning purposes when mak-




88/ Part Ill: Perspectives on the 1990-91 Budget: Revenues

- ing spending plans and calibrating the reserve for eco-
nomic uncertainties. Critical information will become
available in April regarding personal income taxes, how-
ever, and the revenue estimates should be revised at that
time.




Introduction

.This part revieWs the budget’s estimates of state revenues,

including the economic projections and other assumptions upon
which they arebased. These revenues are divided into two general
categories — General Fund revenues and special fund revenues.
Figure 1l summarizes the relative size of these revenue categories,
and their major components. Section I discusses the budget’s eco-
nomic forecast, followed by a discussion of General Fund revenues

- in Section II and special fund revenues in Section III.

ngure 1

(dollars in billions)

General Fund
Revenues

Personal income
taxes

Sales and use
taxes

Bank and corporation
taxes

All other

Total

$19.1

14.5

State Revenues in 1990-91

Total State Revenues
$51 billion

Source: 1990-91 Governor's Budget.

Special Fund
Revenues

Motor-vehicle
related

Tobacco-related
taxes

Sales and use
taxes

All other

Total

$4.9

0.6

$7.9

6—80283
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The Economic Outlook

The Economy (3 Importance to Revenues

~ The economy s performance dunng 1990 and the ﬁrst half of
1991 is expected to be the single most important determinant of
state revenue collections.during the remainder of 1989-90 and
throughout 1990-91. This is because most of the state’s revenues
are derived from sources which directly reflect economic condi-
tions. For example, personal income taxes are influenced by wage
levels and the number of people who are employed, sales taxes de-
pend on the level of consumer spending, and corporate taxes
depend on the amount of profits that businesses report. Thus, the
stronger (weaker) the econiomy is, the larger (smaller) will be the
state’s revenue base and the amount of income it generates,

The sensitivity of state revenues to economic conditions also
‘means thatinaccurate economic forecasts can result in significant
revenue estimating errors. When revenues are overestimated,
serious fiscal disruptions can result, including cutbacks in public
programs. Alternatively,-when revenues are underestimated,
. time and opportunities may be wasted to move forward with those
programs that the Legislature supports and the public values.

 Given the above, it is critical that the state’s budget plan be
“based on as accurate an economic forecast as possible, and that the
reliability and potent1a1 error margms of the economlc forecast be

‘ understood

THE CURRENT ECONOMIC 'CLIMATE

Figure 2 summarizes the current economic environment. It
shows that a mixture of both positive and negative forces pres-
. ently are at work in, the economy. In addition, there are major
uncertainties regarding such important considerations as the
future course of interest rates, the foreign trade deficit, consumer
'spending, federal defense cutback's, and the drought. Given this,
considerable uncertainty surrounds: anyoene’s projections of the
economy’s course over the next 18 months. Many economistshave
- cautioned-that an economic downturn could occur during this pe-
- riod. Nevertheless, it is the current.consensus view of economists
that the positive factors in the outlook will most likely outweigh
" the negatlve ones, and thus that continued economic growth will
occurin 1990, though at amore subdued pace than dumng the past
couple years!
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Dramatic Population Gains Have Occurred

One of the most striking aspects of California’s 1989 perform-
ance was the dramatic population growth that occurred. Flgure 4
shows that 1989’s gain was extremely large—2.6 percent. This
percentage increase, which translates into 740,000 new residents
(about the population.of San Francisco), was the greatest in 25
years. The figure also shows that California’s population growth
has consistently exceeded the nation’s, resulting in the state com-
prising a steadily increasing share of the nation’s total population.
Figure 4 shows that relatively strong state population growth,
which is both a result and a cause of the state’s continued eco-
nomic expansion, is projected to continue in 1990 and 1991,
although at lower rates of growth than 1989.

Flgure 4

Callfornla and U S Populatlon Growth

1966 through 1991

- . Left axis :
Annual percent " Percent
change = California populatlon growth - share -

—— U.S. population growth

3% e aen g 2%
California population e
as a percent of
" U.S. population

66 68 70 72 74 76 78 80 82 84 86 88 .90

Source California Department of Finance and Wharton Econometics. Data for 1990 and.1991 are
projected.

How 1990 Began

'+ As of year-end 1989, both the national and state economies
". 'had slowed considerably compared to their performance earlier in
"the year. The nation’s real GNP growth for the ﬁnal‘quarter of
1989 was only 0.5 percent, its weakest performance since spring
1986. Likewise, California’s unemployment rate had inched up to
5.3 percent as of December 1989, and its year-over-yearnonagric-
~ ultural employment growth had slowed to 2.6 percent. Thus, al-
" though the economic expansion was still on track at year-end, the
economy entered 1990 on a soft note.
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THE BUDGET'S ECONOMIC FORECAST

Figure 5 summarizes the budget’s economic forecast for 1990
and 1991 for California and the nation.

Figure 5

" Department of Finance Economic
Outlook for California and the Natlon
1989 through 1991

Percent change in:

Real GNP S 29% 2.1% 2.9%
Personal income ’ 8.9 74 8.1
Pre-tax corporate profits ‘ -7.9 -6.1 12.9
Wage and salary employment 2.9 25 3.0
Civilian employment . 2.1 1.5 2.0
GNP prices ' L 41 4 44
GNP consumer prices 44 43 53
Consumer Price Index . 48 ' 45 5.1
Unemployment rate (%) 5.2 5.2 5.0
Savings rate (%) 5.5 5.6 5.6
Prime interest rate (%) . o108 95 - 93
New car sales (millions of units) 10.1 I 1 I T 104
Housing starts (millions-of units) - 1.39 1.46 ~1.47
Net exports (billions of dollars)? -$62.8 -$68.2 .. $60.5

Percent change in:

Personal income 7.7% . 8.8% 8.4%
Wage and salary income 7.2 8.8 8.4
Wage and salary employment 341 341 34
Civilian employment 23 3.1 3.1
Consumer Price Index ) : 4.7 5.4 4.6
Key elements of the state’s tax base:
Taxable personal income® 7.9 91 8.6
Taxable sales 7.4 64 . 8.8
Taxable corporate profits i 9.3 . 9.5 8.5
Unemployment rate (%) ' 51 . 5.1 ' 5.1
New car registrations (thousands of units) 1,475 1,470 1,480
New building permits (thousands of units) 228 236 . 237

2 Defined as United States exports minus imports, measured in constant 1982 dolilars.

® Defined as total personal income plus Social Securxgly contributions, minus transfer payments
and certain other nontaxable income components. This income concept historically has shown a
strong correlation to adjusted gross income reported for tax purposes in California. )

Source: 1990-91 Governor’s Budget and Department of Finance. Data for 1989 are preliminary
estimates.
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Continued Moderate Expansion Assumed

Neither a recession nor a streng economic upturn is being
predicted by the department in either year. Rather, it assumes
that the current economic expansion will continue throughout
the next twoyears at a moderate pace, with growth being subdued
in the first half of 1990 and then picking up somewhat thereafter.
Both inflation and interest rates are expected to remaln in a
range that will not dera11 the expansion.

Highlights of the National Forecast
Figure 5 and Figure 6 indicate that for the nation:

¢ Real GNP growth is projected to drop from 2.9 percent
in 1989 to 2.1 percent in 1990, and then return to 2.9
percent in 1991. (Average GNP growth during the 1980s
has been 3 percent, and most economists view growth of
less than this amount as unsatisfactory over the long
run.)

e The unemployment rate is prOJected to hold fairly
steady, as the rate of job growth slows to about the same
pace as labor force growth. -

Flgure 6

Trends in Key Natlonal Economlc Varlables

1978 through 1991

B Growthin"real" GNP~ PROJECTED .
20% - === Prime interest rate e
C
-~ Unemployment rate
15
10
5
0
-5 -

a .
78 79 80 81 82 83 84 85 86 87 88 89 90 o1

2 "Real” GNP declined by 0.2 percent. .

Source:” Department of Finance. Datd are estimated for 1989.
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e Theprimeinterest rateis predicted to decline from10.9
percent in 1989 to 9.5 percent in 1990 and 9.8 percent in
1991, reflecting the subdued pace of economic expansion.

e The savings rate (that is, savings as a percent of dispos-
able income) is forecast to inch upward slightly, as con-
sumers become more conservative about borrowing and
attempt to reduce their current high household debt
burdens. As a result, only modest growth in consumer
spending is anticipated.

The 1990 forecast also calls for a continuing large (though
improving) federal budget deficit, some increase in the foreign
trade deficit and decline in the dollar’s international value,
moderate oil prices, reduced car sales, declines in corporate
profits, and a mild strengthening in new home building.

Accelerating Inflation—Will It Be a Problem?

Throughout 1989, a number of economists have been vo1c1ng
concerns that high 1nﬂat10n which plagued the economy in the
first half of the 1980s, might be poised for a return. They have
feared that the economy’s sustained growth during recent years
has pushed the unemployment rate down and the factory capac-
ity utilization rate up so far that continued economic expansion
could result in rising labor costs and input prices, and thus an
upsurge in inflation, If so, th1s might cause the federal monetary
authorities to “tlghten up” on the money supply, in-an effort to
control inflation by slowmg down the economy through higher
interest rates. The worry is that this could push the economy into
a recession.

Moderate Inflation Is Assumed. Asshown in Figure 7, the
budget assumes inflation will remain moderate, softening slightly
in 1990, and then continuing upward again in 1991. Thus, the
department is assuming that inflation will no¢ become a signifi-
cant problem during the next 18 months. This is a plausible
inflation scenario, given the department’s assumption that eco-
nomic growth will be slower than in 1989.

California to Outperform Nation

Regarding California, Figure 5 indicates that the state is
forecast to experience the same modest economic growth as the
nation. However, the state’s performance is predicted to be a bit
stronger than the nation’s in a number of respects. For example:

e Personal income is predicted to increase in California
’ by 8.8 percent in 1990 and 8.4 percent in 1991 (see Figure
8). These growth rates are not especially high by histori-

cal standards, but they do exceed the nation’s. .
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Figure 7

‘Trends in Inflation

1970 through 1991

State-local government GNP deflator

Aﬁnual inflation «we California Consumer Price Index
rate — U.S. Consumer Price Index
16% :

14
12 PROJECTED

10

70 72 74 76 78 80 8 84 8 8 90

Source: California Department of Finance and U.S. Department of Commerce.

Figure 8

Annual Growth in California Personal Income
1978 through 1991 '

PROJECTED

16% — ] Total personal in- _ %

come (entire bar)

B "Real" personal
] income?

78 79 80 81 82 83 84 85 8 87 88 89 90 91

a "Real" personal income is defined as total personal income deflated by the GNP consumption
expenditures deflator.

Source: Department of Finance. Data are estimated for 1989.
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o Wage and salary employment is expected to rise by a
bit over 3 percent for the state in both 1990 and 1991 (see
Figure 9). Again, these predicted gains are not particu-
larly strong for a nonrecessionary period. However, they
are greater than the nation’s and will raise California’s
share of U.S. employment to a new high—11.5 percent.

e California’s unemployment rate is projected to remain
extremely low by historical standards—only slightly over
5 percent (see Figure 9).

Figure 9

Trends in California's Employment and Unemployment
1978 through 1991 '

== Civilian unemployment rate.

n Annual growth in
wage and salary
- employment

~.i PROJECTED

78 79 80 81 82 83 84 85 86 87 88 89 90 91

Source: Department of Finance and Employment Development Department. Data are
estimated for 1989.

The budget forecast also assumes that new building permits
will strengthen somewhat and new car sales will weaken some-
what in 1990 from their 1989 levels, but in both cases will not be
fundamentally different between years. Their moderate perform-
ance reflects such factors as the ongoing moderate pace of eco-
nomic activity and continued high consumer debt burdens. Figure
10 shows the relatively stable performance of total and per capita
new vehicle registrations that is being predicted. Figure 11 tells
a similar story for buildinig permits, where strong single-family
building is being offset by fairly depressed apartment construc-
tion.
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manufacturing relative to su_ch sectors as services, trade,
- and finance. :

s Durable goods industries typlcally expenence slow growth
' durmg years when economic expansion is not particularly
vigorous, as currently i is the case.

e - Federal defense spendmg, which has long been an impor-
tant source of stimulus to the California economy, is
contracting.

Figure 13

“ Manufacturing Employment in California
1972 through 1991-

Annual percent
change

10%

) * . PROJECTED
Manufacturing employment . . B

«== Total employment
8 4
6 -
4]
2 4
o 4
2 1990 Share . :Percent
Manufacturing Sector  of jobs growth
4 Nondurable goods 34% 1.9%
T Durable goods:
Aerospace 17 -1.3
6 Electronics 17 18
Other 33 0.3
-8 Total manufacturing 100% 0.2%

72 74 76 78 80 82 84 8 88 ‘90

Source: California Department of Finance.

Reduced Defense Spending—How Much Will it Hurt?

Defense Spendlng in California. As of the late 1980s,
defénse spending in California stood in the general range of $50
billion annually, or equivalent to about 8 percent of gross state
product (GSP). About halfof this amount has been for nonprocure-
ment purposes, including pay for defense-related employees and

" operation of military bases. The remaining spending has been for
-defense  contracts” (such ‘as for weapons, satellites and other
military hardware), most of which generate jobs in the aerospace
industry.California traditionally has received about 15 percent to
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20 percent of all federal defense prime contract awards, and
around 20 percent of the output produced in California’s aero-
space sector appears to have been defense-related.

Cuts Are Coming. Throughout most of the 1980s, federal
defense spending increased rapidly inCalifornia, rising at an
inflation-adjusted average annual rate of over 8 percent. This
contributed greatly to California’s strong economic growth during
these years. In recent years, however, federal budget restrictions
have softened the outlook for defense spending in California, and
the dollar volume of defense contracts and defense spending rela-
tive to GSP already has dipped. Several recent developments have
further dampened the outlook for defense spendlng These in-
clude the possibility of defense spending cutbacks arising out of
- recent political developments in Eastern Europe, and a proposal

by the Pentagon to close down or consolidate a number of military

facilities in California. The military facilities on the list being con-

sidered currently have a payroll of over $1 billion and employ over
.-60,000 military and civilian personnel.

Net Effects—Negative but Manageable. The exact eco-
nomic effects of reduced defense spending in California will
_ depend on the eventual magnitude and timing of the cuts, which
will be phased in over a number of years. However, California defi-
nitely can expect to get much less stimulus from this source in the
future than in the past, and defense cutbacks certainly will hurt
the state’s economy as they unfold. Fortunately for the state, how-
ever, the aerospace industry also is expected to enjoy some
offsetting strength from both domestic demand and a strong
export market for such outputs as commercial aircraft, computer
equipment and parts, and electronics products. This should help
to mitigate the immediate statewide economic losses due to
reduced defense spending. Likewise, in the longer run, the state’s
ongoing economic growth and economic. diversity should soften
the negatlve impacts of the cutbacks on Cahforma s statewide
economic performance. : :

The regional impacts of reduced defense spending within
"California will be varied, however. Certain areas of the state
where the spending cutbacks are concentrated, such as for major
military facilities located in the San Francisco Bay Area, Long
- Beach, Monterey, and Sacramento, will clearly: be negatively
affected, and some may face a difficult transition period. On the
other hand, other geographic areas may actually benefit. For
example, San Diego, which has no facilities en the Pentagon’s
potential “hit list,” may pick up business from the other facilities
being closed or consolidated. - -
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Is the Drought Still a Problem?

For several years now, California has suffered from below-
normal rainfall, snowfall packs and water runoff. Despite rela-
tively good storms in J anuary 1990, the California Department of
Water Resources reported in late J anuary that there is onlya 10
percent chance of a normal water runoff into the Northern
California dams that hold most of the state’s water storage —
Shasta Dam, Oroville Dam, and Folsom Dam. More recently,
water authorities have 1ssued warmngs that reduced water allo-
cations to agricultural users in various areas of the state are likely
later in 1990. Thus, California contmues to face drought-type
conditions.

How Isthe EcOnomyAﬁ'ected # Drought conditions havethe
potential to negatively affect the economy in many ways. These
include destroying fish and wildlife, reducmg agrlcultural and

_timber production, raising food prices, increasing fire hazards,
restricting new construction, making energy more expensive due
to less hydroelectric power ‘generation, limiting the use of recrea-
tional sites, and causmg environmental damages. Other effects

- include reductions in farm proprietors’ incomes and reduced fed-
eral payments for crop support programs.

No one has a reliable way of predicting what the state’s
rainfall and snowfall conditions will be during the next 18 months,
or of estimating exactly how the possible continuation of the
drought will affect California’s future economic performance.
This is because California has not experienced a persistent drought
in recent times. The budget does not assume that the drought will
significantly damage the state’s near-term economic perform-
ance. However, a continuation of the drought in 1990 would un-
doubtedly hurt Cahforma s economy. Thus, the drought continues
to be a real ‘wild card” in'the economic outlook

HOW RELIABLE IS THE ECONOMIC FORECAST9 N

General Thrust Is Reasonable...

. Given current economic conditions, the general thrust of the
department’s economic forecast — continued modest growth with-
out a recession, but sluggishness during the first half of 1990 —
appearsreasonable at this point in time. Figure 14 shows that this
same basic type of outlook is shared for 1990 by most other
economic forecasters

...But Prolectlons Are More Optimistic Than the Consénsus

~Figure 14 also shOws;'however, that the budget’s economic
forecast for 1990 is on the optimistic side relative to the specific
projections made by other economists for many of the most impor-
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Figure 14

Comparisons of Different Economic Outlooks for 19907

Department of Finance

NABE Survey °

Blue Chip Survey:¢
Average forecast
Low-end forecast
High-end forecast

39% 31% 51% 236

Department of Finance  8.8% . 4.7%
Other Forecasters: :
UCLA 7.0 4.5 2.4 1.9 5.6 193
Security Pacific Bank 7.2 4.6 25 2.3 5.4 243
First Interstate Bank 7.0 46 2.3 1.8 5.5 235
Bank of America 7.6 4.7 2.8 - 26 5.2 210
Wells Fargo Bank 7.7 4.6 3.0 2.8 5.2 234
Commission on State
Finance 7.3 4.6 2.6 2.4 5.5 217
" Average of “Other” )
Forecasters 7.3% 4.6% 2.6% 2.3% 5.4% 222

2 Forecasts available as of approximately year-end 1989 or early- January 1990.

® Defined as pre-tax profits with inventory valuation and capital consumption adjustments.” This
variable is not published by the National Association of Business Economists (NABE). The most
relevant profit measure for revenue estima!ing excludes these adjustments. However, the Blue
Chip Survey does not report such a figure. The department’s 1990 projection for growth in this
latter measure is -6.1 percent. : . :

¢ Consensus median forecasts of a 60-member panel of professional forecasters selected by NABE.

4 Includes the projections of about 50 economists as published in Blue Chip Economic Indicators.
Permission to reprint data granted by Capitol Publications, inc. S

* Defined as personal income adjusted for consumer price inflation.

> tant economic variables. As illustrated in Figure 15, for example,
the department’s forecast is more optimistic than the consensus
for U.S. real GNP growth, California growth in personal income
and employment, and the unemployment rate. ’

Personal Income Forecast Seems Especially High

The most striking disparity in Figure 14 is for California
personal income growth — the single most important revenue-
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Figure 15..

Economic Outlook Comparisons for 1990

10%W California personal Il Department of Finance
income growth :
Average of other forecasters
8 -
California
6 - unemployment rate
4 - California job
growth
E U.S. real GNP
growth
2

determining economic variable for California. The budget forecast
is significantly above the consensus view for 1990 and exceeds all
of the other individual forecasts identified. This is an important
difference, since each 1 percentage point of income growth typi-
cally translates into at least $400 million in additional revenues.

The above suggest that, from a revenue-estimating perspec-
tive, the department’s California economic forecast may be some-
what optimistic.

The Uncertainties Are Considerable |

Of course, many things could occur during the next year that
would dramatically alter the economic environment, including a
major retrenchment by consumers, accelerating inflation fol-
lowed by restrictive monetary policies, severe drought conditions,
an escalation of world oil prices, and so forth. Such developments,
which no economist can accurately predict, obviously could re-
quire substantial revisions to the 1990 and 1991 economic outlook
in the future. Thus, there is a large band of economic uncertainty
within which the revenue forecast must be viewed.




The Forecast for General Fund
Revenues

_ Flgure 16 presents the department’s forecast for General
Fund revenues, by source, for the current and budget years. This
section dlscusses the forecast for General Fund revenues, which
account for about 85 percent of all revenue collections.

OVERVIEW

Figure 16 shows that General Fund revenues are projected to
total $39.8 billion in 1989-90 and $43.1 billion in 1990-91. Figure
17 indicates that over 91 percent of these revenues will come from
three large taxes—the personal income tax, the sales and use tax,
and the bank and corporatlon tax. The remaining 9 percent of
revenues is derived from the insurance tax, interest income from
investments, death-related taxes, and various other sources.

Moderate Revenue Growth Expected

General Fund revenues are projected to grow by about 7.6

. .percent ($2.8 billion) in 1989-90 and 8.4 percent ($3.3 billion) in
1990-91 (see Figure 16). Figure 18 shows that this growth is
moderate by historical standards, both before and after adjust-
ment for inflation. Figure 18 also shows that General Fund
revenues will amount to about 6.6 percent of state personal in-
come in both years, similar to the historical average. The outlook
.for moderate revenue growth is consistent with the moderate
~growth rates predicted for the economy and such key revenue-
determining economic variables as taxable personal income,
taxable sales, and taxable corporate profits (see Figure 5 earlier).

Special Factors Distort Revenue Trend

As is true in most years, the prOJected current-year and
budget-year revenue growth rates incorporate various special
“factors and distortions which cause them to differ from the under-
lying revenue-growth trend.

‘ What Special Factors Are Involved? The special factors
affecting General Fund revenue growth in the current and budget
years include, among others, the effects of new legislation, court
cases involving tax 11ab111t1es tax auditing activities and settle-
ments, a number of small transfers from various special funds,
and year-to-year differences in the volume of ’income—generating




108 / Part lli: Perspectives on the 1990-91 Budget: Revenues

Figure 16
General Fund Revenues

1988-89 through 1990-91
(dollars in millions)?

Change

PR 1989- '
Source of Reventie, " G o oD

$15,886 | $17,375 | $19,050
12,677 | 13410 | 14,485 1,075 8.0

Personal income®
Sales and use®

Bank and corporation? 5,138 5,235 5,880 645 12.3
Insurance® 1,318 1,194 1,273 79 6.6
Estate, inheritance and gift 335 371 397 26 7.0
Cigarette 162 155 151 -4 -2.6
Alcoholic beverage 128 128 127 -1 1.7:0.8

Horse racin 103 106 113 7

Interest on investments' $458 $459 $494 |  $35 7.6%

California State University fees 305 322 342 20 6.2
Abandoned property® 66 209 81 -128. | -61.2
Oil and gas revenues" 26 58 55 |- -3 5.2
Other revenues'’ 280 258 377 119 | 46.1
Transfers/ 171 495 277 -218 | -44.0

2 Detail may not add to totals due to rounding..

® Estimates include net downward adjustments of $12 million in 1989-90 and $62 millioni in 1990-91,
due to such factors as newly enacted legislation, and ﬁroposed adjustments and augmentations

relating to audit and collections activities by the Franchise Tax Board (FTB).

Estimates include net upward adjustments of $60 million in 1989-90 and $121 million in 1990-91.
These adjustments reflect assumptions regarding the payment of taxes by out-of-state retailers on
mail-order sales, new legislation, and proposed adjustments and augmentations relating to audit
and collections activities by the Board of Equalization.

.o

-8

Estimates include net downward adjustments of $13 million in 1 989-90 and $5 million in 1990-91
associated with new legislation and proposed adjustments and augmentations relating to audit and
collections activities by the FTB.

Estimates include one-time revenues of $178 million in 1988-89 due to a court decision regarding
taxation of “excess risk” arrangements between employers and insurers.

®

Includes gross interest income earnings under the state’s external borrowing program, which are
partly offset by borrowing costs. For additional detail, see text discussion.

.Includes revenue increases due to Ch 286/88 (AB 3815, O'Connell) of approximately $130 million
in 1989-90. This measure shortened the time period after which unclalmed property escheats to
the state from seven years to five years. .

@

=

Represents oil and gas royalties from state lands, about 80 percent of which come from the state’s
tidelands located adjacent to the City of Long Beach. Excludes royalties allocated to other funds
_ and federai land royalties.

Includes revenues from various regulatory taxes and licenses, local agencies, user charges for
services provided to the public, property-related income and other miscellaneous sources. The
1990-91 amount includes $67 million from the proposed sale of Agnews State Hospital.

“Includes transfers from the Disaster Relief Fund of $327 million in 1989-90 and $186 million in
1990-91.. These amounts are to reimburse the General Fund for expenditures associated with the
Loma Prieta earthquake.
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‘external borrowing. In addition, both the current- and budget-
year revenue totals include a large transfer of funds from the Dis-
aster Relief Fund to compensate the General Fund for earth-
quake-related relief spending. (These factors are discussed else-
where in the text and in the notes to Figure 16.)

| Figure 17 . .
1990-9-1 General Fund Revenues, by Source

Total revenues |

“Sales and
Use Tax

= $43.1 billion

Personal
Income Tax

Other

Sources
Bank and

Corporation Tax

Figure 18

Annual Growth in Generél Fund Revenues

1977-78 through 1990-91

PROJECTED
T Current dollars

{entire bar)

General Fund revenues as a
percent of personal income

78 80 82 84 86 88 90

a Revenue growth adjusted for inflation using the GNP state and local government price deflator.
® Current-dollar revenues increased by 0.05 percent.

Source: Governor's Budgets and State Contoller's reports. Data are for fiscal years ending in
years shown.
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How Is Revenue Growth Affected? The net impacts of
these distortions are to raise current-year General Fund revenue
growth (from an underlying 6.9 percent to the reported 7.6
percent) and reduce budget-year revenue growth (from an under-
lying 9.1 percent to the reported 8.4 percent). Thus, after adjust-
ing for special factors, there is a much greater difference between
revenue growth in the current and budget years (2.2 percentage
points) than the reported figures show (0.8 percentage point). This
is consistent with ‘the projections that the economy is to be
sluggish through mid-1990 and then strengthen somewhat there-
after.

Where Will the Revenue Growth Come From?

Figure 19 indicates that, of the.General Fund revenue gains
projected for the current and budget.years, over 50 percent is due
to personal income taxes and about 30 percent is attributable to
sales and use taxes. The remaining amount is due to corporate
profits taxes and other revenue sources.

Figure 19

Amount§ and Sources of General Fund Revenue Growth?

1988-89 through 1990-91
(dollars in billions)

$4.4 biliion

$3.5 billion

3 Personal income taxes
$2.5 billion

B Sales and use taxes
8 ‘Bank and corporation taxes
W Alf other sources

1988-89 1989-90 1990-91

a Data shown exclude-transfers into the General Fund of earthquake-related tax revenues, equal to
$327 million in 1989-90 and $186 million in 1990-91.
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INDIVIDUAL GENERAL FUND REVENUE SOURCES

The Forecast for Personal Income
Taxes—Above-Average Growth

Background. The personal income tax (PIT) is ‘the single
largest General Fund revenue source, accounting for nearly 45
percent of the total. The tax is imposed on income using a
progressive tax rate schedule ranging from 1 percent to 9.3 per-
cent, and includes a variety of income exclusions, deductions, and
credits. In 1987, state legislation was enacted which significantly
restructured the tax to more closely conform with federal law.
This included adopting most of the base-broadening provisions of
the federal Tax Reform Act 0f1986 (including limiting or eliminat-
ing various deductions, making capital gains fully taxable and re-
stricting “passive losses”), conforming to the federal standard
deduction, and establishing a number of new tax credits, such as
for low-income housing and certain research activities. These law
changes have made it much more difficult to accurately forecast
PIT revenues than previously.

The PIT Forecast. Figure 16 indicates that PIT revenues
are projected to total $17.4 billion in 1989-90 (9.4 percent growth)
and $19.1 billion in 1990-91 (9.6 percent growth).

The PIT forecast is constructed using a three-step process.
First, estimates must be made of the income-year tax liabilities
which will be generated from the taxable personal income pro-
duced by economic activity. Second, estimates must be made of
taxestobe paid on capital gains from the sale of assets, which have
accrued in past years but are just now being realized and reported
by taxpayers. Third, special adjustments are required for factors
like new legislation and audit collections, and for the timing of tax
receipts.

Tax Liabilities—Healthy Increases Assumed. Total tax
liabilities are projected toincrease by about 11 percentin the 1990
income year and nearly 10 percent in 1991. Figure 20 shows that
1990liabilities are expected to total $18.5 billion, about 60 percent
of which relates to wage and salary income and the remainder to
such income sources as capital gains, businessincome, and invest-
ment income. It also shows the average tax rates for the different
types of income (the significance of these differing rates is dis-
cussed below). Figure 21 shows the assumptions for growth in
taxable personal income and capital gains on which the income
tax liability forecasts are based. Regarding taxable personal
income, projected growth is about average and slightly below the
predicted growth in liabilities after the volatile capital gains
liabilities have been excluded. This general relationship makes
sense, since tax liability growth normally should increase slightly
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Figure 20

1990 Personal Income Tax Liabilites, by Type

(dollars in billions)

Total liabilities

Average rates at

8.5 billio
$20 3 — which incoms is taxed
All income = 3.4%
154
107 Wages and
salaries
Capital gains
57 Business income
Interest and dividends
All other

2 4 6
Average tax rate (%)

Source: Department of Finance and Franchise Tax Board.

* Figure 21

- Annual Percent Grbwth in the Income Tax Base

1977 through 1991

80%
PROJECTED

60

40

20 -4 [l Taxable personal income®

Profits form sales of
capital assets

77 79 81 83 85 87 89 91

a EXcIudes profits from sales of capital assets. For definition, see Figure 5.

Source: Department of Finance. Data for 1989 are estimated.
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faster than income growth due to the state’s progressive marginal
tax bracket structure.

Capital Gains—Moderate Growth Assumed. Regarding
the budget’s assumptions for capital gains, Figure 21 shows that
a steady and moderate growth is being predicted, unlike the wide
year-to-year growth rate swings which have occurred in the past.

. These past swings have resulted both from the inherent volatility
characterizing the realization and reporting of capital gains, and
such factors as the recent changes in the federal and state tax
treatment of capital gains.

The Capital Gains Forecast Is Uncertain. The capital
gains growth predictions shown in Figure 21 are the net result of
a complex calculdtion incorporating assumptions about both the
ongoing effects of tax reform on reported capital gains, and the
underlying trend of capital gains independent of tax reform. The
budget assumes that this underlying trend growth in capital
gains will be 10 percent in 1989 through 1991. This compares to
an average annual increase of over 15 percent during the past 10
years. Thus, if history is any guide, the budget’s assumptions could
prove conservative. However, projecting capital gains is to a large
extent guesswork, and potentially offsetting this historical factor
is the possible negative near-term revenue effects of the Presi-
dent’s 1989 proposal to reduce the federal capital gains tax rate.
Although this proposal was not enacted, it nevertheless may have
caused a reduction in capital gains realized during 1989 if taxpay-
ers decided to wait to realize some of their gains in hopes that a
lower tax rate would eventually be in effect. (Evidence as to
whether this indeed occurred will not be available until after 1989
income tax returns are filed in spring 1990 and are subsequently
analyzed.) These taxpayers may again follow such a strategy in
1990, since a reduced federal capital gains tax rate is again being
proposed.

Given the above, the capital gains forecast is a source of
considerable uncertainty. Each added (reduced) 1 percentage
point in capital gains growth would increase (decrease) annual
tax liabilities by over $20 million. This revenue effect is greater
than for errors in predicting other types of income because, as
Figure 20 indicates, capital gains are, on average, taxed at a
higher rate than other income.

. Special Factors to Reduce Revenues. The budget assumes
" that personalincome tax liabilities will be lower than otherwisein
the current and budget years by about $75 million combined, due
to such factors as new legislation. This amount, which incorpo-
rates partially offsetting projected revenue gains from increased
tax enforcement and auditing activities, includes costs for earth-
quake-related casualty-loss benefits (a two-year personal income
tax revenue reduction of $60 million) and the state’s automatic
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conformity to a recent federal tax change involving social security
contributions by self-employed persons (a budget-year revenue
loss of $100 million).

The Forecast for Sales and Use Taxes—Modest Growth

Sales and use taxes are the second largest source of General
Fund revenues — around 34 percent of the total — and are
projected to reach $13.4 billion (6.6 percent growth) in the current
year and $14.5 billion (8 percent growth)in the budget year. These
revenues are derived from the state’s 4.75 percent levy on taxable
sales. In addition, sales and use taxes of up to 2.25 percent are
levied by local governments and transit districts, and a temporary
one-quarter cent sales tax is in effect from December 1, 1989

through December 31, 1990 to fund earthquake relief.

The key to forecasting this tax is projecting the level of taxable
sales in California. Figure 22 summarizes the expected composi-
tion of 1990 taxable sales, by major spending category.

Figure 22

1990 Taxable Sales, by _Categbry

o?:'?)ﬁL CATEGORY . TA:XABLE SALES gggﬁ
16% " Motor vehicle-related . 4%
16 General merchandise] 7
14 Manufacturing 7
11 Builging-related 6
10 .. Eating and drinking 6
9 Specialty areas 9
6 Fuel-related 2
6 Services 11
5 Miscellaneous 8
5 Furnishings 7
4 B * Apparel 7
100% 0 5 , 10 15 20 25 30 35 40 45 50,
Dollars in billions '

Source: Department of Finance. Detail may not add to totals due to rounding.

Taxable Sales to Trail Income Growth. The budget

predicts that taxable sales will rise by 6.4 percent in 1990 and 8.8
percent in 1991, compared to 1988’s 7.4 percent growth. Figure 23
shows that 1990’s projected growth is modest by historical stan-
dards, both before and after adjusting for inflation. And because
this growth is assumed to be less than personal income growth,
the portion of state personal income that is spent on items subject
to sales taxation is predicted to decline to its lowest level ever.
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Figure 23

Annual Growth in Califothié Taxable Sales

| 1978 through 1991

‘ . PROJECTED
Total taxable sales (entire-bar) ) >

B "Real" taxable sales?

78 79 80 81 82° 83 84 85 86 87 88 89 90 91

2 "Real" taxable sales equal total taxable sales (current dollars) deflated by the GNP pnce deflator
for consumption expenditures. [

® Total taxable sales.declined by 0.4 percent.

Source: Department of Finance. Data for 1988 are preliminary estimates.

The main reason why the budget’s projected taxable sales
growthin 1990 is not higher is that the single largest taxable sales
category shown in Figure 22 -- motor vehicles and related prod-
ucts -- is asumed to increase by only 4 percent. This can be traced
to the relatively flat level of projected new car sales, as shown
earlier in Figure 10. This outlook is reasonable, given the weak-
ness in the nation's automobile sector as of year-end 1989.

: Special Adjustments May Be Overstated. The budget in-
cludes upward adjustments of $60 million in 1989-90 and $120
million in 1990-91 due to special factors. About $130 million of the
two-year total is for “use” taxes on mail order sales, which 1987
California legislation requires out-of-state retailers to collect and
remit to the state. Whether this amount fully materializes will
depend on the outcome of pending litigation and the willingness
of out-of-state retailers to comply with the law prior to the time
that the litigation isresolved. Revenues from this source fell short
of the estimate made in last year’s budget.
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fornia’s insurance premiums. Figure 25 indicates that premiums
are projected to reach $52.2 billion in 1990, and shows how this
total is expected to be distributed amongst different insurance
lines. Figure 26 indicates that growth in insurance premiums is
assumed to slow from nearly 6 percent in 1988 to under 4 percent
in 1989 and less than 5 percent in 1990. This growth is considera-
bly less than personal income growth and well below the average
for premium growth over the last five years — over 14 percent.

Why the Weakness? Figure 25 indicates that the projected
weakness in premium growth is spread amongst a number of
different insurance lines, including auto and nonauto casualty
and liability insurance, hfe insurance and annuities, and workers’
compensation insurance.

Taxable insurance premiums are related to a number of
factors, including economic activity, the cyclical financial position
of the insurance industry, and special factors like tax law changes
and regulatory decisions. QOur own revenue-estimating. proce-

Figure 25

1990 Insurance Premiums, by Type |

(billions of dollars)

Total Premium Volume | Annual percent growth
- in premiums

1990 premiums = $52.2 billion 1990

$60 ) | #1989 .

1984-1988 average

501 Auto-related casualty

and liability insurance ‘[ i
Nonauto casualty and . :

liability insurance® . |:
Life insurance and -
annuities? -
Workers' compensation _—._[

Insurance

Disability insurance . I:

—vN

40

30 1

20 1

10

Percent Growth -

a_|ncludes homeowners', medical malpracttce commercial property, title, earthquake and various
other lines of insurance.

® The 1989 decline is associated with 1988 federa! Iaw changes regarding the tax treatment of .
smgle premlum life insurance.

Source: Department of Finance.
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dures indicate that (consistent with the department’s view) the
budget’s economic forecast, taken alone, would generate only
modest growth in insurance premiums (although our growth is a
bit above the department’s). In addition, however, Figure 26
shows that insurance premiums follow a definite cyclical pattern
over time. This is because the industry experiences cycles of
underwriting profits and losses, in response to which it continu-
ally adjusts its premium rates. Thus, periods of large underwrit-
1ng losses typlcally are followed by periods of large premium
increases, and vice versa. Figure 26 suggests that the department
is assuming that California will remain in the lower part of the
cycle, Of course, because of Proposition 103, the premiums forecast
is prone to much greater-than-normal error.

Figure 26

Annual Growth in California Taxable

Insurance Premiums
1974 through 1990

ESTIMATED AND
PROJECTED

74 76 78 80 8 84 8 8 90

‘ Source: Depariment of Finance. Data shown are for premlums subject to the 2.35 percent tax réte
and exclude certain premiums for pension and profit- sharlng plans, surplus Ilnes and ocean
marine insurance, which are taxed at speC|aI rates.

Proposition 103—Is It Affecting Revenues? Proposition

103 (November 1988) mandated reductions in premium rates for

certain types of insurance (auto, fire, and liability) and also estab-

_ lished a new regulatory environment for i 1ncreas1ng premiums in

" the future. (The way that Proposition 103 is working thus far is

discussed in Part Four.) Proposition 103 also provides that the

insurance tax rate be adjusted to compensate for any. decrease in

state revenue which might result from any premium rate reduc-
tions resulting from the measure.
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_ Itis clear-that a measure such as Proposition 103 will affect
premium volumes and thus state revenues in some manner, but
-exactly what this effect is cannot.be directly observed and thus
must be estimated. Accurately adJustlng the insurance tax rate to
hold state revenues harmlessis a difficult undertaking, due to the
need to accurately account for reductions in premium rates, and
the effect of these reductions and the measure’s other provisions
on premium sales.

‘Since the budget was presented, the Callforma Board of
Equalization has concluded that Proposition 103 has caused a
small revenue loss of about $9 million and that, in order to offset
this loss, an increase in the gross premiums tax rate from 2.35
percent to 2.37 percernt will be imposed. This rate increase will
apply to taxes owed on 1989 premiums, the final tax payments for
which are due in April 1990. The added revenues from this tax
rate adjustment will be in addztzon to the revenues shown in the
budget. : » : :

Death-Related Taxes — Moderate Gains

Death-related tax revenues are predicted to increase by nearly
11 percent’in 1989-90 and 7 percent in 1990-91 (see Figure 16).
These taxes total in the range of $400 million and account for
about 1 percent of all revenues. They include estate taxes, inheri-
tance taxes, and gift taxes. Although Proposition-6 (1982) abol-
ished inheritance and gift taxes and replaced them with the estate
tax, revenues continue to be collected under the former taxes from
unclosed accounts of persons who died before the law was changed.

What Effect Has Pioposition 6 Had? Figure 27 shows the
pattern of death-related taxes during the 1980s, including the
phasing in of Proposition 6. It indicates that, prior to when
Proposition 6 began to reduce revenues, death-related taxes were
in the range of $500 million (or about 2.5 percent of General Fund
revenues). They also had grown rapidly throughout the 1970s.

Now, however, they are only about 1 percent of revenues, and this
share probably will continue to decline:

All Other Taxes—No Growth

_ " General Fund revenues from the state’s remaining taxes are
" projected to total a combined $391 million in the budget year. This
is about 1 percent of total revenues and nearly identical to both the
_prior and current years. These taxes include the cigarette tax
($151 million), alcoholic beverage taxes ($127 million), and horse

, racmg taxes ($113 million). .
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Figure 27

General Fund Revenues From Death- Related Taxes
1979-80 through 199091 " - - '

Death-reiated taxes ds a -
percent of General Fund revenues

PROJECTED

(in milfions)
$6007

g Inheritance and
gift taxes PROJECTED

500

) | Estate taxes
400-( ‘

300
2007

100

80 81 82 83 84 85 86- 87 88 89 90 91

Source: Department of Finance and State Controlier. Data are for fiscal years ending in years shown.

ngarette and Beverage Taxes Are Declmmg .Both
cigarette and beverage taxes are projected to decline sl1ght1y in
the current and budget years. Figure 28 shows this is because per
..capita consumption of alcoholic beverages and cigarettes is ex-
pected to continue trending downward as in recent years, and this
decline will not be offset by population growth. This, combined
with the fact that the General Fund revenues from these sources
come from fixed “cents-per-unit-consumed” excise taxes, means
that taxes do not increase over t1me even as the pr1ces for these
items rise.

: The Effect of Proposition 99. Flgure 28, shows that the 25-
. cent-per-pack tobacco surtax imposed by Proposition 99 (1988)

- has accelerated the ongoing reduction in cigarette consumption.

. It indicates that per caplta consumptien fell by an estimated 11
. percent in 1988-89, which, in turn, caused total cigarette sales to
decline by over 8 percent. In last year S budget it was assumed
_that the tobacco surtax would result in a General Fund revenue
gainin 1988-89 and 1989-90 combined of $41 million, represent-
ing increased sales taxes of $44 million and reduced excise taxes

of $3 million. (The special-fund revenues from this surtax are

780283
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Figure 28

California Per Capita Consumption of

Cigaretties and Distilled Spirits
1970-71 through 1990-91

PACKS GALLONS
130 , ~2.6
1201 2.4
1104 r2.2
PROJECTED
100 Cigarettes (left axis) > 120
------- Distilled spirits (right axis)
90 1.8
80- . ) 16
70 | I D S S B S B B R m = L — T— T 1.4

72 74 76 78 80 82 84 86 88 . 90

Source: Department of Finance and State Board of Equalization. Data shown are for fiscal years
ending in years specified.

discussed in the next section.) This estimate, however, assumed
that consumption would decline by only 1 percent. The larger
consumption decline actually experienced suggests that the
revenue effect on the General Fund from Proposition 99 is roughly
a"wash." This is because the greater consumption decline implies
a greater loss in General Fund excise taxes and a smaller gain
from sales taxes than previously assumed.

Horse Racing Revenues Up Modestly. General Fund reve-
nues from pari-mutuel horse racing wagering are projected to
increase by about 7 percent ($7 million) in the budget year. This
reflects a projected increase of 4 percent in wagering, primarily

" due to increased dctivity at satellite wagering facilities located at
fairs and other sites. The reason why General Fund revenues are
projected to rise by more than the wagering gain is due to Ch 74/
89 (AB 347, Floyd), which revised the share of reventies which the
General Fund receives from wagering at satellite facilities.
(Wagering taxes at these satellite facilities primarily accrue to
special funds, and such wagering can hurt the General Fund by
reducing attendance and wagering at racetracks.) Without this
measure, the General Fund revenue gain Would be closer to 3
percent.
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Interest Income—Higher Despite Lower Interest Rates -

General Fund interest income accounts for somewhat over 1

percent of total revenues. Figure 29 shows that it is projected to

" total $494 million in the budget year, up moderately from the
current and prior years. ’

Where Does Interest Income Come From? Interestincome
is derived from four primary sources: (1) the investment of monies
carried over from prior years (such asbalances in the Special Fund
for Economic Uncertainties); (2) earnings on certain special fund
balances to which the General Fund is entitled; (3) investment of
incoming General Fund revenues that are temporarily not needed

- to pay for expenditures; and (4) “arbitragé income” from the short-
term investing of temporarily idle monies that the General Fund
has borrowed to handle its intra-year cash-flow imbalances.
These monies all are mvested through the state’s Pooled Money
Investment Account (PMIA). :

Figure 29

General Fund Revenues From Interest Income

| 1978-79 through 1990-91
(dollars in miflions) -~

Gain from external
D borrowing that is offset
by borrowing.costs

Net gain due to
external borrowing

PRO. JECTED Earnings from

. regular General -

$600

500~

Fund balances
«—Total interest i income”
400+
300 eNet interest income

200

1004

79 80 81 82 83 84 85 86 87 83 89 90 91

Source: 1990-91 Governor's Budget, Department of Finance and State Treasurer. Data shown are for
fiscal years ending in years specified and reflect earnings from the Pooled Money Investment
Account.
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Greater Balances to Boost Earnings. The PMIA’s average
interest yield is projected to fall to 8.3 percent in 1990-91, below
the 8.6 percent for 1989-90 and 8.7 percent in 1988-89. Th1s yield

_is consistent with the budget’s assumptlons regardmg economy-
" wide interest rates in 1990 and 1991. Despite this lower earnings
y1eld however, budget-year interest is assumed tobe hzgher than

- in e1ther previous year, because: -

e The regular General Fund PMIA balance is projected to
average $3.2 billion in the budget year, well above the
current year S $2 8 b11110n and the prior year s $2 4 billion.

«  The volume of external borrowzng is assumed to rise to
* $8.5billion in the budget year, up from $3.0 billion in the
current year and $3.2 billion in 1988-89.

 Taken together, these two factors are projected to raise the
average PMIA balance in the budget year about $800 million
above the current year, and thus more than offset the negative
effect of the interest rate decline.

Other General Fund Revenues

The remaining sources of General Fund revenues, 1nclude a
variety of regulatory taxes and fees, California State Umvers1ty
fees, monies from local agencies, and ‘miscellaneous: revenue
sources. Figure 16 shows that, together, budget-year revenues
from these sources are projected to total $855 million, or 2 percent

" of total revenues.

Big Gain from Unclaimed Property. Figure16 shows that,
the estimate for revenues from unclaimed property has been in-
creased by about $130 million in 1989-90 above its normal trend
level. This gain is due to Ch 286/88 (AB 3815, O’Connell), which
reduced from seven to five years the period of time before un-
claimed property held by banks and other financial institutions
must be turned over to the state. These added revenues represent
accelerations of revenue collections which would othervwse have
been recewed in future years. -
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RELIABILITY OF THE -GENERAL. FUND REVENUE FORECAST

How Rellable Have Past Forecasts Been" .

The reliability of past revenue forecasts has been quite vari-
able. This serves as an important reminder that the current
forecast also is vulnerable to error. Figure 30 shows what the
revenue-estimating discrepancies have averaged in past years.

" For example, it indicates that over the past I0years, the average
discrepancy has been: ‘

o About 3.3 percent when comparmg how revenues actually
performed to what was predlcted in the original budget
estimate — the projection six months przor to the start of

- the budget year,

e About 3 percent in terms of the May revision revenue es-
timate — the revenue projection. generally in force at the
time the budget is enacted.

Figure 30

Discrepancies Between Actual and Estimated-
General Fund Revenuesa

o A',Average percent dlscrepancy
'Jmeasured from...

‘ . Onglnal budget estimaté
m May revision reestimate

] Mid-year budget reestimate

Prior 15 Years  Prior 10 Years  Prior 5-Years

# Estimates by the Legislative Analyst, based on analysis of Department of Finance revenue
estimates. Percentage discrepancies shown represent the average absolute values of
discrepancies for the years specified that are attributable to economic forecasting revisions,
taxpayer behavior and revenue estimating procedures. Data have been adjusted for the initial
estimates of new legislation, budget actions, audit settlements and various other factors.

' Figiire 30 also shows that the average percentage estimating
errors have been getting smaller in recent years for both the
original budget estimate and May revision estimate. In addition,
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it indicates that, during the past five years, the original budget
estimate has actually been more accurate than its subsequent
revisions. This partly is due to the large capital gains revenue-es-
t1mat1ng errorsinrecent years, which donot show up untll afiscal
year is almost over.

Large Dollar Errors Are Likely

Percentage errors of these magmtudes translate into very
~ large dollar amounts. For example, in 1990-91 a forecasting error
of only 1 percent will produce a revenue error of about $430
million. Thus, a 10-year historical average error — 3.3 percent —
would cause a revenue error of over $1.4 billion. Even the small
error shown for the past five years in Figure 30 for the original
budget estimate —1.3 percent—would translate into nearly $560
million.

Figure 31 indicates how revenues would differ from those in
the budget if the 10-year average percentage errors shown in
Figure 30 were tooccur. The error range shown is a plus-or-minus
$900 million for the current year and $1.4 billion for the budget
year, or $2.3 billion for the two years combmed

Figure 31

Reliability of the General Fund Revenue Forecast

1989-90 and 1990-91 (in billions)

’ Upper10-yeér
#, arror margin®

® Budget forecast

© Consensus forecast
with adjustments

e
o]

»- Lower 10- year
“error margin®

36 . )
T N 1
198889 : 1989-90° ‘ 7" 1990-81°

a Based upon data in Figure 30.

® Reflects consensus econmic forecast plus technlcal reestimates and certain other adjustments
cited in the text.

¢ As projected in:the 1990-91 Governor's Budget. -

’ Source: 1990-91 Governor's Budget and Legislative Analyst.
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The Errors Could Be Even Larger -

Of course, even larger percentage errors could occur, as has
happened in the past, especially if an event such as a serious
" recession were to take place.

Given the above, it is only realistic to expect revenue-es-
tzmatmg errors of at least several hundred million dollars,
and it is within this band of uncertainty that the budget’s
revenue estimates should be viewed.

Nevertheless—Are the Revenue Estimates “Reasehab‘le”?

Even though significant error margins inherently surround
revenue estimates, it still is necessary that a specific revenue
projection eventually be used in developing the state’s budget
plan. Thus, the relevant question facing the Legislatureis: Arethe
budget’s revenue estimates reasonable to use for this purpose?

Where Might the Estimates Go Wrong? Assessing the rea-
sonableness of the budget’s revenue projections involves.consider-
ing three main factors. These include the consistency of the

“revenue projections with the budget’s economic forecast, the relia-

_bility of the economic forecast itself, and the accuracy of assump-
tions regarding noneconomic factors like capital gains. Another

_ consideration is how revenue collections have performed since the

-revenue, estimates were made. Our analysis _of .these factors
indicates the following:

s Consistency. Our own revenue- estlmatmg procedures
suggest that the budget’s economic forecast would produce
somewhat more revenues than the budget projects.

~ However, the amount involved is only a small fraction of

* the revenue base, and thus we find that the budget’s ag-

grégate revenue estimates are generally consistent with its
economic assumptions.

o - Economic Relwbtlzty Over the past 10 years the con-
sensus economic forecast has been somewhat more accu-
. rate on average than the department. The net effect of
using the less optimistic consensus economic forecast for
1990 (see Figure 14) would be to reduce revenues below

. -the budget forecast. :

Taken together, these two adjustments amount to about $480
million less revenues than the budget proj ects for the two years
combined (see Figure 31).

e Capital Gains. Incorporating the higher hlstorlcal -av-
erage capital gains growth rate discussed earlier would
increase revenues, by about $430 million for 1989-90 and
1990-91 combined. This would offset most of the net
downward adjustments above.
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However, as noted earlier, capital gains have provedtobe very
. volatile and difficult to predict in recent years, and it also is
- possible that the volume of reported gains is being dampened due
to uncertainties regarding future federal tax changes. Thus, it is
possible that the historical capital gains growth trend ‘will not
~apply in 1989 and 1990, in which case the added revenues might
or might not matenahze ‘For example, declarations of estimated
taxes made in December 1989 were soft relative to the previous
year. Although declarations in January 1990 were a'bit stronger
than expected, it is the December declarations which often are an
1nd1cat10n of the volume of' year end capltal gams realizations.

General Conclusmn—Estlmates Have Some Downward Potentlal

.. Based on the information currently available, it seems most

likely that the department’s revenue estimates are on the high
side, rather than the low side, poss1bly by a few hundred million
dollars for the current and budget ‘years combined.: As Figure 31
shows; however; while such amounts may be very significant in

- absolute dollar terms, they are “swamped” by the error margins
within which the revenue forecast should be viewed: Neverthe-

- less, pending the receipt of additional information in ‘the months
to come on how the economy and revenue collections actually are
performing, we believe that the Legislature-should ‘take this

"downward revenue potential into account for its initial planning
purposes when makmg spending plans and ca11brat1ng the re-
serve for economic uncertainties: R,

. April Will Provide Critical M zssmgInformatwn During

" eachofthe pastthree years, the budget’s revenue projections have

- been s1gn1ﬁcant1y revised in May, followmg the filing of personal

incone tax returns in April. This isin part because recent federal

‘and state tax-law changes have made it very difficult to anticipate

both the amount of personal income tax liabilities and the timing

* of tax payments.This year’s April revenue data will again provide

" important information which could significantly change the reve-

‘nue estimates. For example, we will knowin April if the softness

" indeclarations payments at the end of 1989 represented an actual

- revenue loss or simply a cash-flow shift between 1989 and 1990,

and whether the budget’s assumptions regarding 1989 capital

gains are reasonable. Thus, depending .on what these April data

show, . the revenue estimates could be subJect to considerable
revision this May. :




The Forecast for Special
Fund__-Re‘venueS; :

- Special fund revenues-are projected to total $7.3 billion in

1989-90 and $7.9-billion in 1990-91.(see Figure 32); After account-

ing for various special factors:(discussed below), the underlylng

rate of special funds revenue growth is a moderate 6.percent in the

current year and 8 percent i in the budget year. The growth rates
~ for individual special fund revenue sources d1ffer considerably
' from one another however

Figure 32 .
Special Fund Revenues

1988-89 through 1990-91
(dollars in millions)?

Change
1989-90 to 1990 91

License fees (in fieu)- = -
Fuel taxes
Registration, weight and
miscellaneous fees

C:garette and tobacco
products tax®
Interest on investments
Sales and use taxes®
Oil and gas revenues®
Other

16
91
-14
275

2 Detail may not add to totals due to rounding.

® Includes revenues due to Proposition 99 (November,1 988) of $329 mllllon in 1986:89; $576
million in 1989-90, and $561 million in 1990-91, and local governments’ share of the state’s 10-
cents-per-pack excise tax on cigarettes. For additional detail, see text discussion.

¢ Includes revenues of $350 million in 1989-90 and $435 miillion in 1990-91 from the temporary
one-quarter cent sales tax increase to fund earthquake relief established by Ch 13x/89 (AB 48x,
Areias) and Ch 14x/89 (SB 33x, Melio). Also, reflects state revenues to the Transportation
Ptanning and Development Account in the State Transportation Fund.

d Represents oil and gas royalties.from state lands, about 80. percent.of which.come from the .
state’s tidelands located adjacent to the City- of Long Beach...Excludes. royaltles allocated to- .
other funds and federal land royaltles o
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Where Do Special Fund Revenue_s Come From?
Figure 32 and Figure 33 indicate that:

More than 60 percent ($4.9 billion) of special fund reve-
nues are derived from motor vehicle-related sources.
These include those dedicated for transportation pur-
poses—namely fuel taxes ($1.4 billion) and vehicle regis-
tration and related fees ($1.3 billion). Also included is the
vehicle license fee ($2.3 billion), which is imposed on
motor vehicles in lieu of the local property tax.

The remaining 40 percent ($3 billion) of special fund reve-
nues include tobacco-related taxes (about $625 million),
sales and use taxes ($528 million), and interest income
(about $165 million). (The sales and use tax revenues
include receipts from the temporary 13-month one-quar-
ter cent levy that was enacted in 1989 to fund earthquake
relief, plus state sales and use tax revenues allocated for
local transit projects.) Also included are oil and gas

.| Figure 33 -

& Includes $435

fees.

3 1990-91 Special Fund Revenues, by Source

Regulatory
taxes and
licenses

Motor vehicle
registration fees and
fuel tax revenues

Also includes $93 million in state tax revenues allocated for local transit projects. -
® Includes a variety of sources such as interest and property income, penalty assessments and user

Cigarette ) ven
andtobacco  Sales and Total revenues

tax revenues use taxes

= $7.9 billion

a
b
Other revenues

Motor vehicle
license fees

million from a temporéry one-quarter cent sales tax increase to fund earthquake relief.
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revenues, and other smaller sources such as various

business and professional license fees, utility surcharge
receipts, and penalties from traffic v101at10ns and crimi-
nal convmtlons

How Are Special Fund Revenues Used?

Special fund revenues are used for a wide variety of purposes.
For example: ‘ .

' Over half of motor vehlcle related revenues are returned

tolocal governments for transportatmn -related and other
purposes. The remainder is used for various state pro-
grams relating to transportation and vehicle use, includ-
ing support of the Department of Motor Vehicles (DMV),
the California Highway Patrol (CHP), and the Depart-
ment of Transportation (Caltrans).

Revenues raised by the new tobacco-related taxes im-
posed by Proposition 99 (1988) are distributed to various
state accounts to be spent for health- and natural re-
sources-related purposes.

The local 3-cent share of the basic 10-cent state cigarette
tax in effect prior to Proposition 99 is distributed between

~ cities (83 percent) and counties (17 percent). .

Oil and gas revenues are used pmmarlly to finance capital
outlay projects.

Mixed Growth Trends for Motor Vehicle-Related Revenues

These revenues are projected to g‘row by about 5 percent in
both the current and budget years. Regardlng the individual
revenue sources:

Vehicle license fees are projected to increase m()derately
(about 7 percent) in both the current and budget years.
These fees—the single largest special fund revenue
source—are imposed for the privilege of operating ve-
hicles on public roads in California, and are in lieu of the
personal property tax on vehicles. The revenue projec-
tions assume that new car sales will be relatively flat
throughout the forecast period (see Figure 10) and car
prlces (which determine a vehicle’s actual 11cense fee) will
increase by around 5 percent per year.. .

Registration fees, which are levied at a- flat per-veh1cle
rate, are projected to i Increase about 4 percent in 1989-90
and 6 percent 1990- 91
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o Fuel taxes, which also are levied at a flat rate, are
projected to increase very little—less than 2 percent per
.year. Figure 34 shows that this is because of weak growth
in gasoline sales. Per capita gasoline consumption is
expected to actually decline slightly, despite soft gasohne
prices.

Figure 34

| california Gasoline Consumption and Prices

1978 through 1991

Gasoline prices
(per galion)

Billions of N ) ) Gallons 12
gall»ons f 1.0

13.5

e v CUrrent:.S,.

(:onmnt?s v

B2 Total gallons (left axis)
== (Gallons per capita (right axis)

490 1 1om } 1991

Percent change in
gasoline gallonage

78 80..82 84 8 8 90

o
5."""""“;3

78 80 82 8 8 8 9

Source: 1990-91 Governors Budget and State Board of Equalization. Data are estlmated for 1989 and
projected for 1990 and 199 )

What About SCA 12 Senate Constitutional Amendment 1,
‘which will be on the June 1990 statewide ballot, would increase
“truck weight fees and raise the gasohne tax if approved by the

voters. The measure would result in an estimated 1990-91 reve-
nue gain of $130 million in weight fee revenues and $760 million
“in fuel taxes

Tobacco-FIeIated Taxes—$625 Million in Proposition 99
Revenues

Special fund revenues from tobacco-related taxes are esti-
mated to total $642 million in the current year and $625 million
in the budget year. Most of this money—$576 million in 1989-90
and $561 million in 1990-91—is due to Proposition 99. This
measure levied an additional cigarette tax of 25 cents per pack and
imposed a tax on other tobacco products equivalent to that on
cigarettes. Figure 35 shows the trend in tobacco-related revenue
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Figure 35

Cigarette and Tobacco Tax Revenues

1979-80 through 1990-91 (in millions)

$8007 - B General Fund Revenues 1 M
700 - ] Cigarette tax fund (local revenues)

600 [] Tobacco surtax fund (Proposition 99)a1

500

400
300

- 200

100

80 81 82 83 84 85 8 & 88 89 90 91

a The Cigarette and Tobacco*Products Surtax Fund was established by the Tobacco Tax and Health
Protection Act of 1988, which increased the cigarette tax to'$0.35 per pack and added an equivalent
tax to other tobacco products These tax increases became operative January 1,1989. The
revenues from these tax increases are deposited into the fund and subsequently transférred to six
separate accounts to finance various program activities.

Source: Governor's Budgets and State Controller. Data shown are for fiscal years ending in years
specified, and are projected for 1989-90 and 1990-91.

collections.

Future Revenues Likely to Decline. Total cigarette con-
sumption has fallen every year during the 1980s due to steady de-
clines in per capita consumption (see Figure 28). If this trend
‘continues, Proposition 99 revenues will experience absolute dol-
lar declines in future years, since the cigarette tax is a fixed cents-
per-pack levy. Evidence of this can be seen from the fact that
budget-year revenues are proj jected to be lower than current-year
revenues.

Qil and Gas Revenues-—Extremely Depressed

Figure 36 shows that state oil and gds royalty income is
expected to remain far below the high level experienced during the
first half of the 1980s. As shown in the. figure, this reflects the

- current modest level of crude oil prices, which reduces both the
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Figure 36

State Oil and Gas Royalties

1981-82 through 1990-91 (in millions)

Crude ol prices?
(dollars per barrel)

Current dollars

'PROJECTED -

82 83 84 85 8 8 88 8 90 Of

a Estimates by Wharton Econometrics. Data represent average U.S. refiners’ crude oil acquisition
prices.

Source: 1990-91 Governor's Budget and State Lands Commission. Revenue data are for fiscal
[ years ending in years specified, and include oil, gas and mineral royaities collected by the
State Lands Commission.

revenues obtained from oil produced on state-owned lands and the
volume of oil that is profitable to extract. Total state oil and gas
royalty income is projected to be only $135 million in the current
year and $120 million in the budget year. This compares to an
average of $450 million annually for the period 1981-82 through
1985-86.

California State Lottéry Revenues

The special bfund revenue totals contained inthe budget donot
include any revenues.derived from the California State Lottery.
This is because.lottery revenues have been classified as “non-
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governmental trust-and agency funds,” and monies so designated
are not reported in the budget. However, because the lottery is a
major source of state income, its revenue outlook is summarized
below. ; : : o

. Projected Lottery Sales—$2.8 billion. Lottery sales are
projected to total $2.8 billion in both 1989-90 and 1990-91. This is
about 5 percent above lottery sales in 1988-89. The current-year
estimate is over 10 percent above the estimate made one year ago.
As this indicates, lottery sales have been exceeding expectations.
Over 70 percent of budget-year sales are expected to come from on-
line lotto wagering and the remainder from instant ticket sales.

v Sales Forecast—Reasonable but Subject to Error. Given
recent wagering experience, the budget’s estimates are not unrea-
sonable. However, as last year’s wagering experience demon-
strated, lottery projections are subject to considerable error.

Use of Lottery Proceeds—Over $1 Billion to Education.
Figure 37 shows how the $2.8 billion in budget-year lottery
proceeds will be distributed. It indicates that:

Figure 37

Estimated Distribution of
1990-91 State Lottery Receipts

TOTAL SALES
$2.8 billion
Revenue to Education . .
(in mitlions) Administrative

expenses¢
K-12 Education $835
Community Colleges 127
California State University 46
University of California 25
Other 2 4

b

Total $1,037

Lottery prizes

& Includes Hastings College of the Law, California Maritime Academy, Department of Youth Authority,
and certain state special schools.

b Total includes $1,004 million from 1890-91 lottery sales and $33 million in net interest income, and
excludes any unclaimed prize monies from on-line games.

¢ Includes commissions to retailers, instant-game ticket costs, on-line lotto-game costs, and general
operating expenses.
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. .e . 50 percent ($1.4 billion), Wlll be pa1d out in pr1zes as
.. statutorily required. I

e About 13 percent (nearly $350 m11110n) will be used for
lottery-related administrative expenses, including com-
. missions to lottery retailers. (This is about $100 million
. less than the maximum 16- -percent share that current law
_ permits for- administrative costs.) :

e “'The remaining 37 percent (somewhét over $1 billion),
" plus certam interest earmngs w111 go to publiceducation.

: Flgure 37 also shows how the momes going to education are
to be allocated to different educational levels. Existing law pro-
- videsthatthisbe done on thebasis of educational enrollments and
~ attendance. Altogether, the 1990-91 lottery revenues earmarked
“for education ‘amount-to about 4.7 percent-of total proposed
General Fund educational expenditures.







Part IV

Major Issues Facing
the Legislature

In addition to the major policy and funding issues identified
in the Analysis, this part discusses some of the broader issues
currently facing the Legislature. Many of these issues are closely
linked to funding requests contained in the Governor’s Budget for
1990-91, others are more long-range in nature and will, in all
probability, persist for many years beyond 1990.

The issues in this part fall into five general categories:

o Thefirst category consists of drug-related issues: druguse
in California, an inventory of state programs to fight drug
abuse, and an analysis of state prevention programs.

e The second category deals with infrastructure topics: an
overview of the state’s infrastructure situation and an
analysis of the capital outlay needs (including proposed
new campuses) of postsecondary education.

e The third is comprised of resources issues: an alternative
method of addressing air pollution and state prepared-
ness for small oil spills.

e The fourth category consists of health issues: state health
services to rural areas, long-term health care, and the
status of Proposition 99 programs.

e Finally, we analyze the issues of county fiscal capacity
and the implementation of Proposition 103.




~ Drug Use in California

How Widespread Is Drug Use? What Are the Characteristics
of Heavy Drug Users? :

For the past several years, drug use and abuse has been one

< of the most prominent issues in thé country. The public’s interest

**  in and concern about the subject has been heightened by the
current federal “war on drugs.” While the national focus hasbeen

on illicit drugs like cocaine and heroin, the most commonly used
-druginour society is alcohol. To assist the Legislature in thinking
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about and responding to issues relating to both alcohol and drug
use, we have prepared three related pieces on the subject.

In this analysis, the first of the three pieces, we review
national and California-specific estimates of drug and alcohol use
and describe use among the two populations that have generated
the greatest concern—youths and heavy users. In the following
two pieces we (1) describe the state’s current alcohol- and drug-
related programs and how they would be affected by the proposed

¢ federal National Drug Control Strategy and (2) review and ana-

~ lyze the available.research on alcohol and drug prevention pro-
grams and discuss the 1mphcat1ons of our ﬁndmgs for Cahforma S
prevention programs.

DRUG USE

In this section we review various estimates of the use of illicit
drugs (such as marijuana, cocaine, and hallucinogens) and the
nonmedical use of prescription drugs (such as stimulants and
tranqulhzers) It'is difficult to measure the extent of drug usage,
for two main reasons. First, given the 1llegahty of illicit drugs,
users are reluctant to 1dent1fy themseélves. In addition, many drug
users—espec1ally heavy users—are homeless, unemployed or
both, and therefore are difficult to locate and count. As a result,
no one knows precisely how many people use illicit drugs The
estimates that are available rely on surveys. Below, we provide
information on the illicit drug-using populatlon based on the most
rehable surveys available. :

DRUG USE AMONG THE GENERAL POPULATION
Drug Use Has Been Declmmg Natlonally Slnce 1979

The National Institute on Drug Abuse (NIDA)- has surveyed
American househiolds regularly since 1971 in order:to-estimate
drug use in the United States. The-NIDA survey is generally
regarded as the best estimate of drug use among the general
population. It does not, however, provide state-level estimates.
Figure 1 displays NIDA’s estimates of the prevalence of drug use
among three different age groups, from 1974 £t0 1988. Overall, the
percentage of individuals who use drugs has been declining since

.1979. As the figure shows, there have been dramatic decreases
(over 50 percent) in the use of marijuana by youths and young
adults since that time; accompanied by much smaller declines in
the usage of most other drugs in recent years. The upswing in
cocaine use in 1985 by adults (18 and older) corresponds.roughly
to the emergence of crack cocaine. Historically, when a new drug
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Figure 1

Drug Use Has Decreased for All Age Groups

Prevalence of Current Drug Use, 1974-1988 "
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a A current drug User is defined as an individual who had used drugs at feast once in the month prior
to the survey.

“Other Drugs” include tranquallzers hallucinogens, psychotherapeutics, analgesws, and sedatives.
No values are graphed for stimulants before 1977 or for cocaine before 1979 since the responses
were too low to give an estimate which would be statistically significant. .

For older adults, the values for “other drugs” are not graphed since the survey only recsived
significant values for 1976 (5.0 percent), 1977 (6.0 percent), 1985 (2.5 percent), and 1988 (1.3
percent). The values for the other years were too low to give an estimate which would be statistically
significant.

-4

a

a

Source: NIDA Capsules, Overview of the 1988 National Household Survey on Drug Abuse, National
Institute on Drug Abuse.
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is introduced into society, its use increases initially, then de-
creases over time. ‘

The NIDA also reports that drug use dechned in all age
categories; among both men and women; in all regions of the
country; for all levels of education; and for blacks, whites, and
Hispanics. Overall, the 1988 NIDA survey found that14.5 million
people, or 7 percent of those surveyed, used drugs at least once
during the month prior to the survey. This was a 40 percent
reduction since 1979.

America’s Drug of Choice Is Marijuana. Figure 1 shows
that by far the most commonly used drug for all age groups is
marijuana. The second most prevalent drug for adults ages18 and
over is cocaine. Although it is not shown on the graph (due to gaps
in survey data), the second most commonly used drugs for youths
are inhalants, such as glue, amyl, and butyl nitrates. Lastly,
NIDA estimates that many of the 14.5 million current drug users
use more than one of the drugs identified in Figure 1.

Experimentation With Drugs Is'‘Common and
Significantly More Prevalent Than Regular Use

Figure 2 shows the 1988 NIDA estimates of the number of
current drug users—those who had used drugs at least once in the
month prior to the survey—relative to the estimate of “past”
users—those who have tried an illicit drug sometime during their
lifetime but not in the past month. (The classification “current
users” is generally regarded as a reasonable proxy for regular
users, even though it includes a small number of individuals who
had first tried a drug in the month prior to the survey.)

As the figure shows, the number of past users is substantially
greater than the number of current drug users for all age groups.
NIDA estimates that 72.5 million people, or 37 percent of the
population age 12 and older, have tried some illicit drug at least
once. As the pie figure shows, the 37 percent is comprised of 7
percent who are current users and 30 percent who have used a
drug, but not in the past month. The greatest increase in use
occurs between the ages of 18 and 25.

In general, this data indicates that over a third of the popula-
tion has tried at least one drug, but only 20 percent of those who
have tried drugs continue to use them, These current drug users
are predominately adults; youth (ages 12- 17) comprise only 13
percent of the total.
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Figure 2 :

lllicit Drug Use: Curréent and Past Use
' 1988 National Population Estimates’
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a Note: A current drug user is defined as an individual who had used a drug at least once in the month
prior to when the survey was taken. A past user is an individual who has used a drug at least once,
but not in the past month. The sum of the two (the length of the whole bar in the figure) equals “total
users.” L Lo

Source: Household Survey on Drug Abuse, 1988, National. Ins{iiute on Drug Abuse.

Current Drug Use Varies Significantly Among Subgroups

The NIDA survey also identified subgroups thathad a greater
prevalence of use than in the general population. While the survey
found that the overall current prevalence of illicit drug use was 7.3
percent, the rate for metropolitan areas was 9 percent. Current
use among blacks (8.2 percent) and Hispanics (7.8 percent) was
slightly higher than among whites (7.0 percent).

In general, women’s drug usage was much lower than men’s,
although in the west current use was. greater for women (11
percent) than men (9.3 percent). By region, women’s use rate
varied dramatically, ranging from 4 percent in the northeast and
south to 6.1 percent in the north central region and to 11 percent
in the west. In addition, NIDA estimates that 9 percent of women
in the child-bearing years of 15-44 are current drug users. This is
of special concern since pregnant women can seriously harm their




146 / Part IV: Major Issues Facing the Legislature

fetuses if they use drugs during pregnancy. We addressed the
issue of substance-exposed infants in The 1989-90 Budget: Per-
spectives and Issues (please see page 250)..

DRUG USE AMONG YOUTH .
Use Among Youth Has Also Been Declmlng Slnce 1979

The major national study of drug use among youth is the
National High School Senior Survey (NHSSS), conducted by the
University of Michigan. Figure 3 shows the results of that survey
since 1975. Like the NIDA data, this survey also shows that drug
use among youths has been declining since 1979. As the figure
indicates, usage declined s1gmﬁcant1y over the period for all drugs
except cocaine, where usage peaked in 1985 and then fell in the
following years

Figure 3

Current Drug Use Among High School Seniors

National High School Senior Survey

1975-1988
40% . — Marijeana :
o e Cocaine
] Stimulants?
35 - Hallucinogens®
— — Al Other®
30
25
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5
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a Note: Before 1982 for stimulants and 1979 for hallucmogens, different definitions for these drugs
were used and thus those earlier values cannot be compared to the later values.

4 Note Includes heroin and other opiates, sedatives, and tranqumzers

Source: Drug Use, Drinking, Smok/ng Nal/onal Survey Results from H/gh School Col/ege and
’ Young Adult Populations, University of Michigan, Institute for Social Research.” -
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Another major study of drug use among youth is the series of
. surveys commissioned by the Attorney General of California in
1985-86,.1987-88, and 1989-90. The Attorney General’s surveys
" covered7th, .9th, and 11th grade California public school stu-
..dents. Like, the surveys reviewed above, the Attorney General’s
survey found a substantial reduction in drug use from 1985-86 to
1987-88, including a decrease in daily users of marijuana from 7.4
percent to 4.3 percent of 11th grade students. The survey also
found that most young people’s first intoxication experience
involves alcohol and, although drugexperimentation can begin at
an early age (for example, in 1987-88, 5.6 percent of 7th graders
reported they had tried a drug by the 6th grade), most experimen-
tation takes place between the 9th and 11th grades. .

Youth Who Are “High-Risk” Users Have More
Social Problems- Than “Conventional” Users

A report based on the Attorney General’s survey provides
separate estimates of “conventional” and “high-risk” users. High-
risk users were defined as those who either (1)had used the less
frequently tried and more dangerous drugs such as LSD or PCP,
or (2) had used marijuana at least weekly, or (3) were polydrug
users (including those who combined drugs and alcohol) on a
number of occasions, or (4)had used cocaine. The survey identified
14 percent of 9th graders and 23 percent of 11th graders as high-
risk users. However, with regard to the latter group, 60 percent of
the 11th graders enrolled in:continuation high schools were
classified as high-risk users compared to 20 percent of regular
high schools.-The ‘survey also identified 28 ‘percent of the 9th
graders and 19 percent of the 11th graders as abstainers (from
aleohol and drugs) within the last six months and 57 percent of
both 9th and 11th graders as “conventional” users.

Conventlonal users are defined as students who had used
alcohol or drugs at least once in the past six months. The term
“conventional user” was chosen since these students’ use charac-
terizes-the use.patterns of the majonty of their peers. For ex-
ample, conventional users were predomlnately those who had
been intoxicated on alcohol at least once in the last six months. In
general, conventlonal users used alcohol rather than illicit.drugs
and hlgh-rlsk users used illicit drugs

The survey found that there are s1gmﬁcant C 'fferences in the
characteristics of high-risk and conventional d users; Figure 4
compares- the characteristics of high-risk’ users with those of
conventional users and abstainers. As the figure shows, high-risk
users were less likely to live with both parents, tend to have lower
grades, are more likely to have had earlier experiences with
intoxication (age 13-or earlier), scored higher on measures of
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Figure 4

California Public School Students Who Are "High-Risk
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a Abstainers are defined as those who feported no use in the last six months.

Source: Identifying High-Risk Substance Users-in Grades 9 and:11, A Report Based on the 1987-88
California Substance Use Survey. Rodney Skager, Sandra Firth, 1989.
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school dropout potential, and more often engage in high-risk
behavior, such as driving or riding in a car while drinking,
smoking cigarettes, having friends who have gotten into trouble
in school, and attending school while “high” on alcohol or drugs.

The survey also found that high-risk users were more likely to
consider alcohol and drugs easy to obtain within their communi-
ties and to believe that students used drugs to have a good time or
out ofboredom. We discuss some of the policy implications of these
differences in characteristics in our analysis of prevention pro-

. grams (please see second following piece).

HEAVY DRUG USE
The National Surveys Are Poor Estimates of Heavy Use

While both the NIDA national household survey and the
NHSSS provide reasonably good estimates of drug use among the
general population, they miss certain segments of the population.
Specifically, the NIDA survey does not include the homeless and
persons living on military bases, in dormitories; or in other group
quarters or institutions (such as hospitals and jails). The NHSSS
only includes high school seniors and thus excludes dropouts.
Therefore, these surveys may be missing some‘of the 1nd1v1duals
who are most prone to heavy drug use.

For example, the'NIDA survey does not give estimates for
eurrent heroin use since the responses it receives are too small to
. be significant. This is not surprising since heroin use is also
considered to be one of the most deviant forms ‘of drug use and
therefore is less prevalent among the general population. Like-
wise, the NHSSS states that the effect of not surveying dropouts
means its figures are low, but it estimates that the largest
* correction for most drugs, taking into account both dropouts and
absentees, would be an increase of 7.5 percent. However, NHSSS
states that even with its corrections, it is unable to get a very
accurate estimate for heroin use, and perhaps even for crack
cocaine and PCP use, since these drugs represent the most
deviant end of the drug-using spectrum. Therefore, the use of
these drugs by dropouts may be much hlgher than their use by
students who attend class.

Because of these methodological problems with the NIDA
survey and the NHSSS, and because drug usée by heavy drug users
is a major public policy concern, it is important to examine other
sources of data on this population. Below we summarize not only

~ the NIDA estimates of heavy drug use but four other major
" sources of data on this population: The California Department of
~ Alcohol and Drug Program’s (DADP) estimate of “problem drug
" use,” the Drug Abuse Warning Network (DAWN), the Drug Use
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- Forecasting, (DUF) Program, and the DADP’s Cahforma Drug
Abuse Data System (CAL-DADS)..:

Heavy Drug Use: NIDA Survey Results Are Mlxed

- Until recently, NIDA did not ask any questions specifically
about heavy drug use. In 1985, NIDA began to ask .additional
- questionsregarding heavy use of cocaine and marijuana, the most
prevalent drugs. The NIDA reported in 1988 that the-number of
frequent users of marijuana declined by 28 percent. from:1985.
This decrease is not as steep asthe declinein casual use, but is still
substantial. On the other hand, although the number of current
cocaine users decreased by 50 percent between 1985 and 1988, the
number of heavy users—those who used cocaine at least once a
week—increased by 33 percent (from~-647,000 to 862,000). In
addition, NIDA estimates that the number of daily, or almost
daily, users of cocaine increased 19 percent between 1985 and
.. 1988. The survey also found that, of the 2.9 million current cocaine
users, almost 500,000 used crack cocaine: Thus, although current
drug use and cocaine use declined in recent years, the heavy use
“of cocaine has increased.. ' S

The DADP Estlmates There Are :
2.1 Million Problem Drug Users in Callfornla

In 1983, the DADP contracted for a study to estimate the

. number of “problem drug users”in California. Problem drug users

are defined as those who have smoked marijuana for 20 or more

. of the past.30 days, who have used opiates at least once in the past

- 30.days, or who have used any other drug (such as cocaine or

hallucinogens) for nonmedical purposes for 5 or more of the past

- 30 days. Based on this study, the-department estimated.that, in
1986, there were 2.1 million problem drug users-in California.

~ " The department’s estlmate is frequently cited and it does

suggest that there are a substantial number of problem drug users

in California. However, even the department acknowledges that

' itig a very rough estimate. Moreover, because of the differences in

“how “problem users” and “heavy users” are deﬁned by the DADP

“and NIDA, respectively, the department’s estimate for California
is not directly comparable to NIDA’s natlonal estimates.

Emergency Room Eplsodes and Drug Related
Deaths Have Greatly Increased During the 19805

The DAWN collects data from hospltals and medical examin-

_ers on the number of times drugs are reported or mentioned in

" emergency rooms in certain Standard Metropohtan Stdtistical
 Areas (SMSAs) throughout the United States In Cahforma three
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SMSAs are part of the DAWN system: Los Angeles, San Fran-
cisco, and San Diego.

- Unlike the NIDA survey data, the DAWN data cannot be used
to estimate the absolute number of heavy drug users. It does,
however, provide a very good estimate of the trends in heavy use.
In California, DAWN has recorded massive increases in emer-
gency room admissions involving cocaine and’therapeutic am-
phetamines (amphetamines, methamphetamine, etc.) since the
early 1980s. Spec1ﬁcally, from 1983 to 1988 DAWN recorded the

" following increases in California:

e Cocaine. A 451 percent increase in emergency room
episodes and a 457 percent increase in cocaine-related
deaths.

o Therapeutic Amphetamines. A157 percent increase in
emergency room episodes and a 177 percent increase in
therapeutic amphetamine-related deaths.

‘e Heroin/Morphine. A122 perce'nt increase in emergency
room episodes and a 98 percent increase in herom/mor-
phine-related deaths.

o Marijuana. A 57 percent increase in emergency . room
_episodes.

These data strongly suggest that there has been a large
increase in the heavy use of cocaine and therapeutic ampheta-
mines, with a smaller relative increase in heavy heroin/morphine
and marijuana use. (The data did show a significant decrease of
heavy use of one drug—PCP.) While the trends in heavy cocaine
and amphetamine use reflected in the DAWN data may appear to
contradict the declines in use by the general population reflected
in the NIDA data, we believe that both estimates are valid.
Specifically, the data suggest that casual or experimental drug
use is substantially decreasing while heavy drug use is increas-
ing.

Characteristics of Heavy Drug Users - -

Two other sources of data—the DUF Program and DADP’s
" CAL-DADS—provide additional insights as to the characteristics
of many heavy drug users.

Arrestees. The DUF Program conducts interviews and col-
lects urine specimens from arrestees in large cities nationwide.
Although the program is voluntary, over 90 pércent of the ar-
restees asked to participate have given interviews and over 80
percent have provided urine specimens. The National Institute of
Justicebeganthe DUF Program in New York City in 1986 and has
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been expanding it ever since. There are three DUF sites in
California: Los Angeles, San Diego, and anew one in Santa Clara.

Currently, there is information available on arrestees (all
types—drug-related and nondrug-related) for the period January
through March 1988. The data indicate dramatically high levels
of drug use. For instance, the percentage of male arrestees testing

.. positive for any drug (not including alcohol) ranged from a low of

- 58 percent in New Orleans to a high of 82 percent in New York
City. Los Angeles registered 74 percent testing positive (64 per-
cent, excluding marijuana) and San Diego, 79 percent (69 percent,
excluding marijuana). Female arrestees, although much fewer in
number, registered slightly higher values. In Los Angeles 79
percent tested. positive for drugs (73 percent, excluding mari-
juana). (Data for females is not available for San Diego.)

Again, the figures above are for all arrestees, not just those
arrested- for a drug violation. For example, in Los Angeles 84
percent of the male arrestees whose major charge at the time of

. arrest was robbery tested positive for drugs. Similarly, 83 percent
~ of those arrested for burglary, 77 percent for larceny, and 71
percent for stolen property tested positive for drugs. Figure 5
displays some of the characteristics of arrestees interviewed by
- the Los Angeles DUF Program. :

Drug Treatment Clients. The DADP collects data through

.the CAL-DADS on drug treatment clients who are admitted to

‘publicly funded treatment centers and private methadone clinics.

This data also provides some insight into the characteristics of

“heavy drug users, although since.the system includes private

methadone providers, the data is somewhat more representative

- of heroin addicts than of other heavy drug users. Figure 6 shows

-the characteristics of drug treatment clients, based on the infor-
mation collected on CAL-DADS.

" Taken ‘together, Figures 5 and 6 provide a snapshot of the
characteristics of two populations of heavy drug users: arrestees
and treatment clients. The figures show that:

o Most Heavy Drug Users Have at Least a High School
Education. Figure 5 shows that approximately 70 per-
~cent of black and white arrestees had at least a high school
education. By comparison, only 30 percent of Hispanic
males who are heavy drug users had at least a h1gh school

;. education. : : : :

e ' Heavy Drug Users Tend to' Be Unemployed. The
figures show that 71 percent of treatment clients are
either seeking work or are out of the labor market alto-
gether The arrestee data shows that about half of the




Drug Use In California / 153

Figure5 -
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Figure 6

_Characteristics of Drug Treatment Clients
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white and Hfspan'ic male arrestees were employed full
time, as compared to one-fourth of black males.

e  Drug Preferences Differ Substantially Along Ethnic
and Racial Lines. Figure 6 shows that whites constitute
86 percent of the amphetamine users in drug treatment
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and only 36 percent of cocaine users. On the other hand,
" blacks were 42 percent of the cocaine treatment admis-
sions and only 12 percent of the heroin admissions. His-
' panics werea s1gmﬁcant portlon ofthe herom admlssmns

In addltlon to the information shown in Flgure 6, treatment
data from the DADP indicate that.the primary drug of choice
among addicts differs substantially along geographic lines. For
example, in 1987-88 amphetamine admissions were concentrated
in the counties of Riverside, San Bernardino, and San Dlego and
also. made up a large proportion of the admlssmns in' rural

_counties. On the other hand, 46 percent of all cocaine admissions
were in Los Angeles County The counties with the next highest
_ coca.lne admissions Were Orange County w1th 11 percent and San

SUMMARY - j L

Many Americans have experimented with drugs, but ‘most
experimenters have not'gone on to become regular users. Among
the general population, illicituse of most drugs hds been decreas-

“ing steadily for many years, although cocaine use has dropped
only since 1985. However, indicators of heavy drug use—such as
emergency room drug—related admissions—indicate that heavy
use of drugs has been increasing for most of this decade. This

- suggests that the drug-using population consists of two distinct
populations—casual users whose numbers have been decreasing
and heavy users whose numbers have been increasing.

Drug use among youth, as among the general population, has
also been steadily decreasing: Survey data suggest that youth
who use drugs regularly or have tried the more dangerous drugs
(such as cocaine) are significantly different from the youth who
abstain from alcohol and drugs, only use alcohol, or who use drugs

“infrequently. These frequent drug users have social and behav-
ioral problems (such-as poor grades) and engage in more high-risk
.behavior (like attending school while “high” on drugs). Lastly,
treatment and arrestee ddta indicate that most heavy drug users
are unemployed and most arrestees areunder the 1nﬂuence of an
111ega1 substance z

ALCOHOL USE AND
ALCOHOL-RELATED PROBLEMS . .

While alcohol is legal for adults, there are still serious societal
problems caused by the misuse of alcohol (for example, alcoholism
- and alcohol consumption by pregnant women) and the illegal use
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of alcohol (for example, driving while intoxicated and the use by
minors). Because of its legality, estimates of the amount of alcohol
consumed are much more reliable than those for illicit drugs. In
this part of the analysis, we review national and California-
specific estimates of alcohol consumption as well as some of the
data on aleohol-related problems. In addition, we descnbe alcohol
use among youths and heavy drinkers.

ALCOHOL USE AMONG THE GENERAL POPULATION
Alcohol Consumptlon

As with drug use, per capita consumption of alcohol has been
decreasmg nationwide and in California since the late 1970s. The
decrease in alcohol use, however, has been much more gradual
than the decrease in drug use. Flgure 7 shows California’s con-
sumption as compared to the rest of the nation for beer, wine,
distilled spirits, and all aleoholic beverages. (Amounts are ex-

- pressed in gallons of ethanol consumed, not in gallons of beverage
consumed.) As the figure shows, California’s per capita (age 14
and older).consumption of alcohol fell from 3.40 gallons in 1979 to
3.12 gallons in 1986 (the last year for which data are available)—
a reduction of 8.2 percent.

Figure 7 also  shows Californians drank 21 percent more
alcohol per capita in 1986 than Americans nationwide, with most
of the difference due to wine consumption. In 1986, Californians
drank wine at twice the national per capita rate.

ALCOHOL USE AMONG YOUTH
Alcohol Use Among Youth Has Declined Only Sllghtly

The NHSSS reports only a slight decrease in alcohol use
among high school seniors. Figure 8 shows the use of alcohol from
1975 to 1988 for this group. For all three categories—use within
the past 30 days, 5 or more drinks in a row in one sitting within
the past 2 weeks, and daily use—the survey found very slight

. gradual decreases. From 1979 t0 1988, use within the past 30 days
decreased from 72 percent to 64 percent, the number having 5 or
more drinks in a row within the past 2 weeks decreased from 41
percent to 35 percent, and dally use decreased from 6.9 percent to
4.2 percent. :

Experimentation Begins at an Early Age

The Attorney General’s survey of California’s students found
that experimentation with alcohol begins at a substantially ear-
lier age than does experimentation with illicit drugs. The survey
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Figure 7

Annual Per Capita Consumption of Alcohol in .
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ethanol consumed (not total liquid). -

Source: Center for Disease Control, 1989.

reported that, in 1987-88, 46 percent of the 7th graders surveyed
had tried alcohol atleast once by the time they had reached the 6th
- grade. However, only 10 percent of them had been intoxicated at
least once by that time. By comparison, 40 percent of 11th graders
had been drunk at least once by the 9th grade and 62 percent by
the 11th grade. Interestingly, only 64 percent of 7th graders said
they thought their parents were “strongly against” their use of
alcohol. This number dropped to 47 percent for 11th graders.
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Figure 8

Alcohol Use Among High School Seniors

National High School Senior Survey
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Source: Drug Use, Drinking, Smoking: National Survey Results from High School, College, and
Young Adult Populations, University of Michigan, Institute for Social Research.

"HEAVY ALCOHOL USE AND ALCOHOL-RELATED PROBLEMS

-Ten Percent of Drinkers Responsible
for Half of Total Consumptlon

In1 987 the National Instltute on Alcohol Abuse and Alcohol-
ism (NIAAA) estimated that there were18 million adults 18 years
of age and older who experienced problems such asloss.of memory,

.. inability to stop drinking until intoxicated, inability to cut down

- on drinking, binge drinking, and withdrawal symptoms. The

NIAAA defines persons with such dependent symptoms as alco-
holics.
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. -In addition, based on information from various studies, the
NIAAA estimates that approximately one-third of the U.S. popu-
lation age 18 and over are abstainers, one-third are light drinkers,
and one-third are moderate to heavy drinkers. Although two-
thirds of the adult population drink, consumption of alcohol is
very unevenly distributed among the drinking population. NIAAA
estimates that 10 percent of the drinkers, or 6.5 percent of the U.S.
adult population, account for one-half of all the alcohol consumed
in the nation.

Heavy Alcohol Use Is Significantly
Higher Among Certain Subgroups

As we saw in drug use, there are racial, ethnic, and gender
differences in alcohol use. The NIAAA reports that Wlth respect
to gender, alcohol use differs as follows:

Among all age groups, more men than women are drink-
ers, and of those who drink, there are significantly more
heavy drinkers among men than among women. For
example, among 18-29 year olds, NIAAA estimates that
81 percent of men are drinkers versus 73 percent of
women. In this age group, 28 percent of the men are heavy

" drinkers, whereas only 7 percent of the women are classi-

fied as heavy drinkers.

Among Hispanics, almdst half of Hispahic women are
abstainers, but less than one-fourth of Hispanic men
abstain.

- The NIAAA also reports the following ethnic and racial
dlﬁ'erences in alcohol use:

Hispanic men have a higher rate of alcohol use and abuse
than the general population.

Abstention from alcohol is more common among blacks

. than among whites; and in addition, black men who drink

are less likely than white men who drink to be heavy
drinkers.

American Indians and Alaskan Natives appear to have
very h1gh rates of alcohol abuse and alcoholism. For in-
stance, in 1979 American Indian hospltal discharges
1nv01v1ng alcohol-related illnesses and injuries were more

 than three times the rate of the general population. In

addition, the combined mortality rate from 1977 through
1979 for alcohol psychosis, alcoholism, and alcoholic cir-
rhosis of the liver was 57.3 per 100,000 American Indians
and Alaskan Natives as compared to 7.4 per 100,000 for
the overall population.
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s Although alcohol use differs among Asian Americans of
different origins, generally Asian Americans of both sexes
drink s1gn1ﬁcant1y less than whites, blacks, or Hlspamcs

- Lastly, homeless persons are estlmated to have a hlgh rate of
alcohol-related problems. For example, in 1988 the Rand Institute
reported that 57 percent of the homeless in Alameda, Orange and
Yolo Counties had an alcohol abuse problem.

The data that the DADP collects on alcohol recovery chents is
not as extensive as the data on drug treatment clients. For this
reason, the department can only estimate the size and makeup of
the clientele. The DADP estimates that for 1989-90, alcohol
recovery clients are 78 percent male, 64 percent white, and 22
percent black, and predominantly between the ages of 25 and 44.
Unlike the drug data, there is no information .on their level of
educatlon or employment

Alcohol- Related Problems Are
Not Solely Confined to Heavy Users

A National Academy of Sciences report found that although
- the heaviest drinkers have the highest rates of alcohol-related
problems, the larger number of light and moderate drinkers
account for more of the total alcohol-related problems than heavy
drinkers. As noted above, alcohol-related problems result in many
different types of costs to individuals and society. For instance,
during 1987, there were 45,533 alcohol-related motor vehicle
accidents in the state that killed 2,754 Californians and injured
68,817. The number of people killed in alcohol-related motor
vehicle accidents in California increased 14 percent between 1982
and 1987. About half of all the people killed—and one-fifth of the
people injured—in motor Veh_lcle acmdents were in alcohol-related
accidents. \

In addition to traffic accidents, alcohol is a factor in many
nontraffic injuries and deaths such as drownings, falls, fires, and
" suicides. The DADP estimates that from 20 percent to 25 percent
of all hospital admissions are alcohol-related. Lastly, a pregnant
woman can cause harm to her fetus if she consumes alcohol during
her pregnancy. The DADP estimates that approximately 4,500
_infants are born annually in California with either Fetal Alcohol
Syndrome or Fetal Alcohol Effects, which are serious medical and
developmental conditions _directly related to alcohol use.
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Almost Half of All Convicted Persons Had
Used Alcohol Prior to Committing Their Crime

A 1985 U.S. Department of Justice study sampled county
prisons to find out how many prisoners had been under the
influence of alcohol at the time of their criminal activity. The
study estimated that 48 percent of convicted persons had used
alcohol prior to.committing their crimes. As was the case with the
drug data presented earlier, alcohol was a factor in a wide variety
of crimes, not just with infractions associated with alcohol con-
sumption itself, such as public drunkenness or driving under the
influence. For example, the study estimated that 54 percent of
violent crimes and 40 percent of property crimes were performed
under the influence of alcohol. If this national data is considered
together with the DUF arrestee data presented earlier, it is clear
that many crimes are committed under the influence of both drugs
and alcohol. :

SUMMARY

The consumption of alcohol has been decreasing, but at a
much slower rate than drugs. As with drug use, alcohol is used by
alarge portion of the society, but at varying levels of use. Although
two-thirds of the population drink alcohol, 10 percent of the
drinkers consume half of all the alcohol.

Alcohol experimentation begins at an early age, much earlier
than drug use. Although alcohol is illegal for teenagers, many
students reported that they did not think their parents were
strongly against their drinking it. Finally, the misuse of alcohol
results in serious health and safety problems for both individuals
and society.
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Hov}v Will the Recently Enacted Federal Drug Control
Legislation Affect Califomia ‘s Drug Control Programs?

v

‘Background

In September 1989, Pres1dent Bush proposed the ﬁrst phase
of a major new “Natmnal Drug Control Strategy,” which included
requests for federal funding for various anti-drug programs and
proposals for changes in federal and state laws. Congress enacted
the funding provisions of the strategy, and as a result, California
will receive substantial increases in federal funds for anti-drug
programs in the current and budget years. The additional funds
provide the Legislature with an opportunity to assess California’s
current expenditures for various drug programs and more sharply
focus the state’s response to substance abuse.
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In this analysis, we review the state’s current efforts to control
drug abuse through enforcement, treatment, prevention, and
research programs. We then examine the changes in federal
funding resulting from the President’s National Drug Control
Strategy. This analysis is designed to assist the Legislature as it
considers the options and opportunities available to California as
a result of the increased federal funding.

CALIFORNIA S CURRENT ANTI-DRUG EFFORTS

In order to assess the poss1b1e uses of the 1ncreased federal
‘funds; it is necessary to know what anti-drug programs currently
operate in California, both at the state and local levels. We were
able to identify most expenditures at the state level, but because
of data limitations, were unable to quantify expenditures at the
local government level. It should be noted that our discussion of
state and local anti-drug programs includes programs designed to
curb the use of both alcohol and other legal and illegal drugs.

State Anti- Drug Programs

Anti-drug programs at the state level can be grouped in one of
four categories: enforcement programs, prevention programs,
treatment programs, and research programs. The total funding
levels for these programs in the current year are displayed in
Figure 1. It'indicates that the state will spend $940 million for
anti-drug programs in 1989-90. (For reasons discussed below, this
figure should be viewed as the minimum amount spent by the
state. Actual expenditures are probably much greater.)

As the figure shows, enforcement of drug control laws repre-
sents the largest expendlture category for state programs. Federal
funding is concentrated primarily in the treatment and preven-
tion categories. In both cases, federal expenditures are roughly

Figure 1
State Expenditures for Anti-Drug Programs

1989-90

(in millions)
Enforcement -~ $19.3 $626.6. $645.9
Treatment ’ 94.7 95,1 189.8
Prevention 51.1 - 39.3 90.4
Research - ’ 13:5 0.7 14.2 .
Total - ol $178.6 $761.7 $940.3
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equivalent to state expenditures. Federal funding provides the
bulk of the drug research funding for the state but, only a small
portion of total spending for enforcement :

Figure 2 prov1des a detailed 11st1ng of the antl-drug programs
summarized in Figure 1. Below, we highlight some of the major
programs in each category

: Enforcement. We est1mate that the: state W111 spend about

$646 million for enforcement of drug control laws in 1989-90. The
cost ofincarcerating drug offenders in state prisons ($501 million)
far exceeds all the other identified expenditures in this category,
representing about 78 percent of the total spending on enforce-
ment. Drug offenses include possession, manufacture, sale or
transportation of illegal drugs. Most of the programs in this
category are related to direct enforcement of drug laws by state
agencies.

The total enforcement amount mcludes only those costs directly
identified as related to imprisonment of drug offenders. In addi-
tion, there are many other persons incarcerated for crimes com-
mitted as a result of substance abuse (such as burglary to support
a heroin habit or assault and battery while under the influence of
alcohol), the costs of which are not included in the total. We know
that these types of crimes represent a large percentage of the total
enforcement costs. For instance, 76 percent of state prison in-
mates have a history of substance abuse. In addition, data col-
lected on a sample of arrestees in Los Angeles 1ndlcate that. 74
percent of the males and 79 percent of the females tested positive
for drugs.

_ There are also court-related costs which are not included in
“the enforcement totals of Figures 1 and 2, because these costs
cannot be quantified. This is because it is impossible to determine
-the amount of time and work: required by courts to try drug
offenders. We do know, however, that the state will spend almost
$630 million for court programs in the current year, with a
sizeable portion of that amount attributable to drug offenses.

Treatment. The second hlghest category of state expendi-
tures for anti-drug programs is treatment, with almost $190
million in 1989-90. Almost.two-thirds of the state’s expenditures
for drug treatment is concentrated in the Department of Drug and
Alcohol Programs (DADP). The DADP subvenes monies to county
offices of alcohol and drug programs, which fund methadone
detoxification and maintenance programs as well as alcohol
recovery homes and drug-free outpatient and residential pro-
grams. In addition, the state funds several treatment programs
for inmates, wards, and parolees through the Departments of
Corrections and the Youth Authority.




166 / Part IV: Major Issues Facing the Legislature

Flgure 2 L

State Anti- Drug Programs

1989-90 ’

(inmillibns)

Department/Program Description Federal . State Ttal

Corrections ; . o }
‘Incarceration-and Incarceration and parole - - .. . — $500.8 . $500.8
supervision . supervision of drug offenders. e .
Drug testing - Drug testing for parolees.. . — 15 1.5

Youth Authority - - - - 4 , ‘ .
Incarceration and Incarceration and parole © —_ . .34.0 34.0
supervision supervision of drug offenders. ‘

Drug testing Drug testing for parolees. —_ 0.2 0.2

Justice S . .

--Bureau of Narcotic  ~ Statewidé law enforcement —_— 394 39.4
Enforcement -, for. narcotics dealers and

. clandestine drug manufac-
- turers operatmg in multlple
R - " jurisdictions. i i
I+ Asset Forfeiture Seizure of assets earned by — 0.2 0.2
. ‘ -illegal narcotics actlwty _ } .
Campaign Against . Coordination of multi-agency $0.5 — 05
Marijuana Planting  task force program to destroy ‘

- (CAMP) : maruuana .

Judiciary :
Trial and appellate Co‘uft’proceedings for drug- — Unknown Unknown
courts related offenses. : s

| Office of Criminal Justice Planning
. Anti-drug abuse grant Local assistance to various 15.8 — .15.8
‘ programs_ criminal justice agencies for ‘
1« : drug-related enforecement activities. . .
. Maruuana eradlcatlon Grants 1o selected countles : — 2.2 .22
. for marijuana eradication .- .
and prosecution. S
Major Narcotlcs Grant program to counties —_ 28 28
Vendor Prosecutiori:  for support of prosecution @
in major drug cases.

Alcohollc Beverage Control -
Llcensmg and Llcensmg the sale of alcoholic — 225 ' 225
compllance beverages. Enforcement of L

: licensing regulations.

Motor Vehicles : S B TR _
Discretionary Driving Imposing and processing various — . 25:. .25
Under the Influence  discretionary actions relating
(DUI) actions ™ to drivers with an identified
‘ substance abuse problem. S
Various' mandatory Processing of actions taken - 437 43

. DUI actions when drivers are convicted of . !

of DU of drugs or alcohol.
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Federal State Total

Description

Department/Program

Calrfornla Highway Palrol

Traffic management © DUI arrests, narcotics : — 14.4 14.4
drug enforcement, public oo

relations, drug influence

recognition and eradication.

Office of Traffic Safety ‘ N
Community alcohol  Special DUI enforcement in 07 0.7 14
programs 10 communities and a public :

awareness program. Program
education and development.

Various programs Training to law enforcement - 23 — 23
and the public, studies and
pilot programs.

Commission on Peace Officers Standards and Training (POST)

Peace officer training Courses offered in the areas — 03 03
of alcohol and drug awareness. S
and investigation.

Board of Corrections

Peace. officer training Courses offered in the areas — 0.6 0.6
of alcohol and drug awareness -
and investigation.

Parks and Recreation

Training Drug and alcohol tralnmg for } — 0.2 0.2
peace officers. )
Total, Enforcement Programs $19.3 $626.6 $645.9

Alcohol and Drug Programs

Various treatment Programs include methadone ~ $69.6  $51.6 $121.2
programs detoxification and maintenance :
and alcohol detoxification programs.

Health Services o » ‘
Medi-Cal Heroin detoxification. 0.8 0.8 1.6

Medi-Cal Health care related.to drug Unknown Unknown Unknown
and alcohol abuse. .
Medically indigent Funds health care related = .Unknown Unknown Unknown

Services Program to drug and alcohol abuse,.
which is provided by counties.

Perinatal substance  Funding for prenatal infant =~ . : 1.8 — 1.8
abuse pilot programs care and case management
) substance abusing mothers.

‘1 Social Services

Various programs Programs that target 041 241 2.2
children in families with )
drug- or alcohol-abusing members,
including court dependent and
addicted babies.

Alcohol/drug abuse  Licensing. — 0.2 0.2
recovery or treatment
facilities for adults
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Federal State Total

qm

Rehabilitation _ ,

Drug and alcohol Basic vocational rehabilitation = 22.4 50 - 274
programs services to disabled individuals.

Corrections '

Treatment for paroles Parole programs targeted to — 142 14.2
substance-abusing parolees.

Treatment for inmates Prison programs targeted to — 1.1 1.1
‘subStance—ab,using} inmat‘es. ‘ e

Youth Authority : .

Treatment for wards Educational and counseling = — 15.8 15.8
services in camps and
institutions. -

Various : :
Employee Assistance Drug and alcohol counsellng for — 4.3 4.3
Programs employees of state agencies ‘

: and licensed professionals. - .
Total, Treatment Programs : $04.7 - $95.1. $189.8

Alcohol and Drug Programs

Various prevention  Primarily local programs $25.7 $17.7 $434
programs targeting specific groups,
. provided through county
subvention process.

Education ' . ,
Federal Drug Free  Funds to school districts - - 21.0 — 21.0
Schools and for drug and alcohol use : )
Communities Act prevention.

Higher Education : ; :

Educational Courses  Various educational courses =~ — 30 30
that cover the academic study
» of drug and alcohol abuse.

.. Drug and Alcohol Seven regional consortia 0.2 — 0.2

* Problem Management projects provide information ' o
Consortla and technical assistance on

developing and:improving
substance -abuse programs
at member institutions.

Office of Criminal Justice Planning

Comprehensive Grant program provudes funds 4.2 18.6 22.8
Alcohol and Drug to school districts for coor-
Preventlon Education dinated alcohol and drug
(CADPE) prevention strategies among
schools, law enforcement,
and communl’(y orgamzatlons

Total, Prevention Programs ‘ o ‘ $51.1  $39.3 $90.4
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Un ers y of Callfo ia'

Alcohol and drug Numerous research prolects $12.9
abuse programs related to substance abuse.

Various state agencies : _
Various research. - Alcohol and drug-related. - 06,
Total, Research Programs . $135

The state’s Medi-Cal program provides assistance to thou-
sands of low-income persons, many of whom suffer from medical
problems resulting from alcohol or drug use. Expenditures for
Medi-Cal services in the current year are about $7 billion, about
half of which is from state funds and half from federal funds.
Because of data limitations, it. is not possible to quantify the
portion of this amount that is devoted to this treatment. However,
every 1 percent of total Medi-Cal expenditures which is devoted to
treatment of persons for.alcphol and drug-related health problems
adds $70 million to the total amount in the treatment category.

~ Inaddition, the state currently spends about $400 million for
the Medically Indigent Services Program (MISP), which provides
funding to counties for health services for indigent persons. There
is no data on the amount of MISP funding devoted to care and
treatment of alcohol and drug-related health programs.. :

. Prevention. Programs designed to prevent alcohol and drug
use represent the third highest category of the state’s anti-drug
expenditures. About $90 million will be spent for these programs
in the current year. These programs are administered primarily

by three state agencies: the DADP, the State Department of
Education (SDE), and the Office of Crlmmal Justice Planning
(OCJP). The largest state expenditures in this category are for the
programs administered by DADP ($43 million), which subvenes
most of these funds to county offices of alcohol and drug programs.
The . OCJP provides prevention: programs through its
Comprehenswe Alcohol and Drug Prevention Education (CADPE)
program, while the SDE serves primarily as a conduit to local
agencies for federal prevention funding. For a detailed discussion
of the state’s expenditures on prevention programs, see “Drug
- Prevention in California” following this analysis.

Research. Alcohol and drug research supported by the state
is primarily conducted by the University of California. The bulk of
this research, which totals $14 m1111on in the current year, is
supported by federal funds.
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Local Anti-Drug Programs

In addition to federal and state funding for anti-drug pro-
grams (much of which is “passed through” to local governments),
local entities also spend millions of dollars annually from their
own revenues on anti-drug programs. In reviewing data on local
spending, however, we found that it is not possible to identifyall
the funding sources and amounts for these programs. This is
because anti-drug programs are generally part of a broader
reporting category (for example, a local alcohol prevention pro-
gram might be included in “public health™ expenditures). It is
possible, however, to offer some general comments on the catego-
ries in which local governments spend money for drug control.

‘Enforcement. Enforcement is also the largest segment of
local government expenditures related to anti-drug efforts. Local
governments bear the costs for enforcement of drug control laws
through county sheriff’s, county probation, and city police depart-
ments. These law enforcement agencies spend in excess of $5
billion per year statewide to investigate, make arrests, supervise,
and incarcerate persons for all crimes. In 1988 nearly 30 percent
of all arrests at the local level were for drug-related offenises. Ifthe
costs were strictly proportional to arrests, the total amount spent
by local entities on enforcement costs would be about $1.5 billion.

In addition to the sheriff’s, probation, and police expenditures
“related to drug control, local governments also bear the costs of
prosecuting drug offenses and defending indigent defendants
through the district attorney’s and public defender’s offices, re-
spectively. The annual costs for these functions is over $600
million statewide, some sizeable portion of which can be attrib-
uted to cases related to substance abuse. '

" Treatment and Prevention. Other local agencies also bear
major costs of drug treatment and prevention services. For ex-
ample, when indigent substance abusers use a county hospital
emergency room, or are admitted to a county hospital, it is often
the local agency that absorbs the cost of treatment. In addition to
the funds provided by the state, counties spend almost $1 billion
in local health care and public health programs. An unknown
portion of this amount is related to the effects of substance abuse.
Counties also spend an unknown amount of their funds to provide
follow-up care and other services (such as homeless shelters) for
indigent substance abusers. Local agencies may ‘also provide

. family counseling and support services to local residents who are
“victims of substance abuse. In addition, local school districts
spend funds for school-based prevention and education programs
that are not funded by the state and for the costs of supporting
teachers to deliver drug and alcohol education curricula.
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In summary, although we cannot- precisely quantify the
amount local agencies spend on anti-drug programs, the total
could easily be close to, or in excess of, $2 billion.

THE NATIONAL DRUG CONTROL STRATEGY

The Bush Administration’s strategy released in September
was the first of a two-part plan. In the first phase, the president
requested $7.9 billion in federal spending for various anti-drug
programs. In late November, the Congress increased the presi-

“dent’s request and appropriated a total of $8.8 billion for the
programs. Although much of the additional funding is confined to
- federal programs (such as defense and federal prison programs),
- - there are also substantial increases in grant funds available to
states.

In this section, we describe the Bush Administration’s recom-
mendations for changes in state law, detail the additional federal
funds that will be available to California, and provide an overview

. of the uncertainties about the plan that the Legislature may wish
to monitor,

Suggested State Legislation

The Bush Administration recommended that states enact a
‘variety of drug control statutes. Enactment of these statutesis not
currently a requirement to receive additional federal money. In
reviewing the National Drug Control Strategy, we found that the
_California Legislature has already enacted much of the recom-
mended legislation.

Specifically, the Pres1dent suggested that states adopt the
followmg

.. Mandatory Sentences for Drug Oﬁ"enses These sen-
- tences would carry prison terms for serious drug crimes.

e Alternative Sentences for Some Offenses. These
sentences would include a variety of penalties for drug
offenses, including community service, house arrest, and
work on environmental prOJects

e Asset Forfeiture Laws. These laws allow conﬁscatlon of
property that is presumed to be used in facilitating illegal
drug transactions. The Administration suggested that
states’ earmark the funds to law enforcement programs.

o Schoolydrd Laws. Theselaws proVide additionalpenal-
ties for anyone selling or using drugs around a schoolyard
or place frequented by children. :
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* Penalties for Drug Possession. These laws provide
penalties for possession of even a small amount of illegal
drugs, such as losing a driver’s license.

¢ Drug-Free Workplace Statutes. The Administration
recommends all state and municipal employers ‘be re-
quired to take personnel action against employees found
to be using drugs.

Our analysis indicates that most of the provisions suggested

" by the Bush Administration have already been enacted in Califor-

nia in some form. Forinstance, the state’s determinate sentencing

laws provide minimum prison sentences for many drug offenses.

The state also has specific laws prohibiting certain drug activities

near schools, and laws permitting forfeiture of assets earned as a
result of illegal drug activities.

‘Federal Funding for California

The Congress appropriated additional monies for grant pro-
grams that are available to the states: Although the President
originally proposed funding his National Drug Control Strategy
by redirecting funds from State Legalization Impact Assistance
Grants (SLIAG) under the federal Immigration Reform and Control
Act, that proposal was rejected by Congress. Had the President’s
original proposal been enacted, it could have had a significant
impact on California, which is estimated to receive almost $2
billion in SLIAG funds over an estimated five-year period.

There are three major federal grant programs that provide
funds to states for drug programs: the Drug Control and System
Improvement Formula Grant Program; Alcohol, Drug Abuse, and
Mental Health Services Block Grant Program; and Drug Free
Schools and Communities Block Grant Program. These grants are
referred to as “formula” grants because they are allocated to the
states on the basis of a formula that takes into account a state’s
population and other distinguishing characteristics. Of the total
amount appropriated by the Congress for the federal plan, ap-
proximately $2.2 billion was provided for these various formula
grants. Although some of the grants are used to support programs
at the state level, the majority pass through state agencies and are
spent at the local level.

We estimate that California will receive approximately $209

~ million for these grants in federal fiscal year (FFY) 1990 (October
1989 to September 1990), an increase of about $100 million, or 91
percent, above the amount provided in FFY 1989. The additional
federal funding should be available for expenditure in both 1989-
90 and 1990-91, the state fiscal years which overlap with FFY
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1990. In some cases, the state will have as long as three years to
spend the funds. Figure 3 compares the 1990 amounts for the
three grants to the 1989 amount.

Figure 3

Federal Anti-Drug Funding for California

(dollars in millions)

Drug Control and System Improvement $10.8 $39.7 268% '
Alcohol, Drug Abuse, and o
Mental Health Services

(substance abuse portion only) 68.5 120.7 76
Drug Free Schools and Communities 30.0 48.4 61
Totals $109.3 $208.8 91%

2 Qctober 1, 1988 through September 30, 1989.

 October 1, 1989 through September 30, 1990.

We provide details on the three grant programs below.

Drug Control and System Improvement Grants. Califor-
nia will receive $40 million in FFY 1990, an increase of 268
percent. These funds can be used for virtually any law enforce-
ment function. Federal law requires the state to allocate 64
percent, ($25.5 million) to local law enforcement agencies and 36
percent ($14.1 million) for state agencies and administration.

The federal government made changes to this program when
the new funds were appropriated. In the past, states were allowed
to allocate up to 10 percent of the grant for administration of the
program. This year, only 5 percent is allowed for administration.

We describe the Governor’s proposals for use of these funds in
our analysis of the OCJP in the Analysis of the 1990-91 Budget Bill
(please see Item 8100).

, Alcohol, Drug Abuse, and Mental Health Services (ADMS)
Block Grants. We estimate that California’s share of the ADMS
Block Grants will be $140,1 million for FFY 1990, of which $120.7
million is for alcohol and drug abuse programs and $19.4 million
is for mental health programs. This grant has a number of
constraints on its use that require specific expenditure levels for
particular program areas. For example, federal law requires that
at least 35 percent of the block grant be used for alcohol programs
and at least 35 percent for drug programs. :

It is not clear whether additional constraints will be placed on
these grant funds. At the time this analysis was prepared, there
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. were still several issues which were awaiting action in Congress.
Among the items under discussion are how to allocate the funds,
whether treatment programs should be required to show greater
accountability, and whether additional portions of the grant
should have categorical restrictions. This grant program is dis-
cussed in our analysis of the DADP in the Analyszs (please see
Item 4200).

Drug Free Schools and Communities Block Grant. Based
on information furnished by the DADP, we estimate that Califor-
nia will receive approximately $48.4 million’ in federal grants
under this program. About $35 million of these funds will go
directly to the SDE, with the remaining funds being the “Gover-
nor’s discretionary funds.” In the current year, the Governor’s
discretionary funds are allocated to the DADP, OCJP, and the
Department of the Youth Authority.

With the FFY 1990 appropriation, the grant was amended to
create a new program to be funded out of the Governor’s discre-
tionary monies. Federal law requires that this new program
provide funds to local education agencies at the discretion of the
Governor. (Please see Item 6110 of the Analysis for our discussion

" of the SDE portion of these funds and Item 4200 for our discussion
of the new Governor’s discretionary funds.) At the time this
analysis was prepared, no details were available on the new
program,

Uncertainties About the Federal Program Remain

. The second phase of the President’s plan was released in late
January 1990. Although the specific provisions of the second
phase were not available at the time this analysis was prepared,
it appears that the state and local governments could receive even
greater federal funding in the budget year under the President’s
proposal. Los Angeles and certain parts of southern California
may receive increased funding if designated as a high-intensity
drug trafficking area.

Until Congress acts on the the second phase ofthe President’s
plan and all regulations are in place, it is impossible to predict
what the final result will be. However, we do know that during the
past year several changes in the grant requirements were consid-
ered, such as:

e . Requiring drug testing of inmates and persons arrested
for various crimes as a prerequisite to receiving federal
criminal justice funds.

o . Strengthening accountability requirements for drug and
alcohol treatment and prevention programs.
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¢ Requiring all states receiving federal drug funds to have
a written state strategy. ’

¢ Requiring schools receiving substance abuse funds to
develop plans and sanctions for drug-abusing faculty,
students, and staff.

At this time, however, it is not clear whether any of these
alternatives will be implemented as a requirement for receipt of
federal funds.

Legislature Needs Information

We recommend that the Department of Finance, in con-
Junction with other state agencies, reporttothe Legislature
prior to budget hearings on the administration’s proposed
expenditure plan for new federal drug control funds.

Based on the information presented above, we estimate that
California will receive at least an additional $100 million in
federal funds for expenditure in 1989-90 and 1990-91 for anti-
drug programs. At this time, however, there is a lack of data on
how the administration proposes to spend all of the additional
money, and, more specifically, how much will actually be avail-
able for expenditure in the budget year. The Legislature needs
information to determine whether the proposed expenditures of
the increased federal funds is consistent with a balanced ap-
proach to substance abuse problems in California and meets the
priorities of the Legislature.

In order to adequately address these issues, we believe the
administration should provide the Legislature with a comprehen-
sive plan of how it proposes to expend these funds. Accordingly, we
recommend that the Department of Finance, in conjunction with
the DADP, the SDE, the Department of Justice and the OCJP,
report to the Legislature, prior to budget hearings, on its proposed
expenditure plan for the additional federal funds. The report
should provide information on new programs (their scope and
function) as well as information on programs that will be ex-
panded. The report should also note where federal grant money
will be replacing existing state funds.
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How Can the Leglslature Improve Its Strategy for Preventmg
Drug Problems” :
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INTRODUCTION

The Department of Alecohol and Drug Programs (DADP)
estimates that in 1985 alcohol abuse cost California $11.7 billion
and drug abuse $6.0 billion due to reduced productivity, increased
mortality and morbidity, increased crimes and accidents, and
increased needs for social services. For 1990-91, the budget
proposes to spend approximately $100 million on substance abuse
prevention programs. These programs provide a variety of educa-
tional and social services—such as classroom instruction, coun-
seling, and community outreach—to prevent substance abuse by
either (1) focusing on preventing the onset of use (primary preven-
tion) or (2) stopping abuse before it leads to addiction (early
intervention). Obviously, these programs do not represent all of
California’s efforts to prevent alcohol and drug problems. For
example, they do not include alcohol and drug treatment pro-
grams, or law enforcement’s efforts to reduce the supply of illicit
drugs and to prosecute individuals who use illegal drugs or who
use alcohol 111egally (such as drunk-drivers and underage drink-
ers).

In order to assist the Legislature in reviewing the social
services and educational components of the state’s overall strat-
egy for preventing substance abuse, we have reviewed the re-
search literature on the causes and consequences of substance
abuse and the effectiveness of prevention programs. In this piece,
the third of three pieces dealing with drugs and alcohol, we
provide an overview of the state’s prevention programs, review
school-based and community-based prevention programs, and
provide our recommendations for improving California’s sub-
stance abuse prevention programs.

OVERVIEW OF CALIFORNIA’S PREVENTION PROGRAMS

Alcohol and drug prevention programs in California are
administered by three different state departments—the DADP,
the State Department of Education (SDE), and the Office of
Criminal Justice Planning (OCJP). In addition, the California
State University, University of California, and the California
Commumty Colleges provide educational courses on substance
abuse issues. Figure 1 displays the amounts proposed for the
programs in 1990-91 (not including administrative costs) by
funding source, and presents a brief description of each program.
In addition, the figure shows the prevention-oriented technical
assistance provided to local governments by the departments. The
figure is a. more detailed presentation of California’s prevention
programs than that presented in the preceding analysis, “Anti-
Drug Programs in California.” . )




Drug Prevention Programs / 179

The figure shows that the budget proposes to spend $103
million in state and federal funds on prevention programs. The
DADP estimates that counties will spend an -additional $9.3
million in local matching and other local funds on prevention

. programs and we estimate that local education agencies will
spend approximately $14.1 million in local funding (district gen-
eral fund and private funds) on drug and alcohol prevention
programs. In addition, we estimate that the annual cost of teacher
time to deliver prevention curriculums is from $18 million to $48

~million.

As we note in the previous analys1s the budget does not
include a substantial amount of additional federal funds that we
believe will be available to California as a result of recent congres-
sional action on the President’s drug control program. Of the
additional federal funds, we estimate that the following amounts
will be available for prevention programs: (1) $14 million in Drug-
Free Schools and Communities (DFSC) block grant funds avail-
able for allocation to the SDE; (2) $1.5 million in DFSC block grant
funds for the DADP; (3) $2.7 million of DFSC block grant funds for
a new program, which requires the Governor to fund programs in
local education agencies; and (4) at least $12 million of Alcohol,
Drug Abuse, and Mental Health Services (ADMS) block grant
funds for the DADP. We discussthese additional federal funds in
our Analysis of the 1990-91 Budget Bill (please see Items 6110 and
4200).

Figurel groups preventlon programs into three major catego-
ries—school-based programs, community-based programs, and
technical assistance. As the figure shows, the budget proposes $54
million for school-based programs, $42 million for community-
based programs, and $3.3 million for technical assistance. We
discuss each of these categories in more detail below.

REVIEW OF SCHOOL-BASED
PREVENTION PROGRAMS

School-based programs designed to prevent the use of drugs
and alcohol are generally of two types: (1) curriculum programs,
which are delivered to the general school population and (2) high-
risk youth programs, which are targeted at students who are
usmg, or who have been assessed as being at high risk of begin-
ning to use, alcohol or drugs.

These programs are provided in the schools but are admini-
stered at the state level by the DADP, SDE, and the OCJP. The
state does not collect specific data on hoW school districts spend
the monies they receive from the state for school-based programs.




Cohrmunity-Based Programs—contd

Tule River Indian
Health Program

'Modoc Indian Health
Project

Red Ribbon campaign

Provides peer éuppdrt and alco- |’

hol “education training to teen

womernwho then become volun--
tary trainers and counselors in |

the American Indian community.
Provides alcohol prevention and

outreach programs to American | -

Indian women in Modoc County.

Supports an annual statewide
anti-drug campaign dunng Red

1 Ribbon week
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25
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Subtotals,
Community
Programs

Technical Assistance to Local Governments

$14,466 $27,463 $41,929

SDE:
Technicalassistance | Funds workshops and a resource — $i ,575| $1,575
: center to assist school districts:
with planning and implementing
prevention programs.
DADP: '
Prevention Supports a statewide prevention —_ 55 55
coordination network comprised of alcohol
prevention coordinators from
: each county. '
Prevention roundtable | Supports an annual prevention — 40 40
roundtable of ‘experts from the
alcohol and drug prevention field.
COA and SAP Evaluates the COA and SAP | —_ 205 205
evaluation programs.
County drug program | Funds regular meetings between — 77 77
administrators the DADP and the county drug
program -administrators.
Technical assistance | Funds the DADP contracts with — 253 253
contracts a variety, of organizations to pro- |.
vide technical assistance on
specific issues, such as women's
and Asian/Pagific |slander con-
: cerns. '
Prevention resource Provndes cle'aringhouse services — 500 500
system (operated by the DADP) to col-
lect, analyze, and disseminate
information to counties, practitio-
ners, and health care profession-
als.
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Technical Assistance to Local Governments—contd

Public policy Provides trammg and technical — 165 165
assistance (including distribution |’ ‘
of a manual) to counties to de-
velop policies that address alco-
hol-related problems in their com-

munities.
Drug abuge : “The DADP has contracted with — 250 - 250
information and the University of California at Los :
monitoring project Angeles to establish an electronic

drug abuse information collection
and dissemination system to|.
monitor drug abuse trends.

California State University (CSU)/University of
California (UC)/California Community Colleges (CCC):

Drug and-alcohol Funds seven regional consortia — 200 200
problem management | projects that provide information

consortia and technical assistance on de-
R i veloping and improving substance
abuse programs at member insti-

tutions.
Subtotals, Technical
assistance —  $3,320 $3,320
DADP: :
General education, Supports media -and education — $571 $571
media campaigns campaigns on alcohol issues, al-

cohol-related birth defects, and
alcohol and youth.

Perinatal drug issues | Provides cross-training confer- — 110 110
ences, coalition building funds,
and a media campaign on the
perinatal drug abuse issue.

CSUUC/CCC:

Various Funds various educational| 30009 — 3,000¢
courses that cover the academic
study of drug and alcohol abuse.

Subtotals, Other ~ $3,000 $681  $3,681
Totals, all programs 3

@ In addition, we estimate that local education agencies spend approximately $14.1 million in Iocal funding
(district general fund and private funds) on drug and alcohol prevention programs. We also estimate the
coat of teacher time to deliver the drug and alcohol prevention currlculums to be from $18 million to $48
million.

® . The DADP does not collect data on the amount of funds spent by counties on specific types of prevention
pro rams. Although some counties spend some of their subvention funds on school-based programs, the
P estimates that the vast majority of programs are community-based.

¢ In addlct)lon, the DADP estimates that counties will spend $9.3 million in local matching and otherlocal funds
in 1990-91.

9 We estimate that at least $3 million will be spent on educational courses.
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Figure 2, however, lists the typical prevention programs provided
by local educatlon agencies. Data from a survey completed for the
- SDE show that at least 75 percent of the schools in the'state have
used curriculum programs and that, depending on the definition
of a high-risk youth program, between 14 and- 48 percent have
implemented some type of high-risk youth program.

Figure 2

Typical School-Based Drug Preventlon Programs

Curriculum Programs

Here’s Looking at You, 2000 | A commercially developed curriculum that provides .
: classroom teachers with a variety of exercises that

are designed to teach refusal skills. The program is

used by about 40 percent of all districts in the state.

Drug and Alcohol Resistaﬁee A 17-week curriculum-oriented program dehvered by
Education (DARE) law enforcement personnel. .

Subject-integrated instruction Many school districts deliver instruction on drugs and
alcohol as part of their regular health or science
curriculum, or in drivers education.

| High-Risk StudentPrograms

Impact training o Program provides training for a small number of staff
- in each participating school in assessment of *high-
risk,” abusive behaviors and potential intervention
techniques.

Children of alcoholics These programs involve support groups and
counseling for students with alcoholic parents.

Student assistance programs| These programs involve (1) a variety of support
groups for students with.different problems (such as
emotional instability or family problems) or (2) “peer
-counseling” (where students assist other students on
a one-on-one basis).

Mentor programs - I'In these programs, adult volunteers (often teachers
o “or community leaders) “watch over” and counsel
spe'cifi'c students.

CURRICULUM-BASED PREVENTION PROGRAMS

In curriculum programs, sometimes referred to as drug
education,” teachers, nurses, or police officers provide instruction
based on’ a package of written and/or audio-visual materials,
generally in a classroom setting. The goal of these programs is
primary prevention—preventing the onset of substance abuse.
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- The curriculums are usually purchased by the school district from
a private company.

. The practice of using prepared curriculums in classrooms as
a way to prevent substance abuse began in earnest in the 1960s.
Since then, the curriculums have evolved in several stages, with
each new curriculum trying to take into account the results of the
previous curriculum’s approach. In this section, we review the
evolution of these programs and the evaluations that have been
done on them.

Informétion-OnIy Prbgrams and Scare Tactics Can Increase Use

During the late 1960s and early 1970s, the dominant form of
drug education was the information model. This model was based
on the assumption that youth use drugs because they are unaware
of the harmful effects of the substances. Programs proliferated
which provided information about the physical and psychological
effects of different substances, and the legal implications of using
illicit drugs. Many of these programs used scare tactics or “fear-
arousal” techniques to emphasize the consequences of drug use.
Some programs were presented by students, and others by outside
experts such as nurses or police officers. Rigorous evaluations
have repeatedly shown that, although these programs may have
increased student’s knowledge about drugs, they did not reduce

_drug use. In fact, some studies found that the programs actually
increased drug use. These results led the National Commission on
Marijuana and Drug Abuse in 1973 to conclude that “no drug
education program in this country or elsewhere has been suffi-
ciently successful to warrant our recommending it.”

Why were these programs unsuccessful? The most common
explanations given are: (1) many people use damaging sub-
stances even when they know the harmful implications of their
use, (2) programs that exaggerate the harmful effects of drugs and
only address the negative consequences tend to be disbelieved,
and (3) the underlying assumption—that increased knowledge
changes attitudes and that these attitude changes will lead to
behavior change—is an oversimplification of the conditions that

. lead to drug abuse.

“Individual Deficiency Model” Programs
Have Shown Little, If Any Effect on Drug Use

In the early 1970s, the “individual deficiency model” became
popular. This model assumed that the problem was with the
youth: young people use drugs because they lack self-esteem or
the proper decision making tools. These programs took many
different forms, such as (1) having students work in small groups

10—80283
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to develop communication skills; (2) providing teacher training in
communication skills and nonpunitive discipline in the hope of
fostering better classroom management, as well as making the
classroom environment more responsive to students’ needs; and
(3) “affective education” designed to help students clarify their
values, improve their self-esteem, and enhance their problem-
solving skills. '

Most of the evaluations done on these types of programs found
no positive effects on drug use. For example, the National Insti-
tute on Drug Abuse (NIDA) conducted a series of evaluations of
individual deficiency model programs in Napa, California from
1978 to 1983. These evaluations were carefully designed and
implemented. They probably represent the most conclusive evalu-
ations ever done of this kind of program. The evaluations studied
the long-term effects of the programs by following youth who
participated in the programs, ahd youth who did not, for one to
three years. The only positive effect that was found was for one of
the “affective education” programs, which was shown to have a
positive, but short-term effect on girls’ cigarette and drug use.
Otherwise, the programs failed to affect drug use; attitudes
toward peers, school, or self; or academic achievement.

Some of the reasons given for the failures of these programs
are that (1) the programs are difficult to implement, (2) research
shows that while low self-esteem is somewhat correlated with
drug use, other factors are substantially more important, and (3)
little is known about which values affect drug use.

“Social Influence Model” Programs Have Been
Successful in Delaying the Onset of Cigarette Use

The first major breakthrough in substance abuse prevention
came with' the application of the “social influence model” to
cigarette smoking. The social influence model was based on the
premise that peers, family, and—to a lesser extent—the media
influence the initiation of‘cigarette smoking. In geheral, these
programs involved (1) making students aware of the social pres-
sures to smoke, (2) teaching refusal skills, (3) using peer leaders,
and (4) correcting misperceptions regarding social norms about
smoking (surveys have shown that youth think cigarette smoking
and drug use are much more prevalent among their peers than
they actually are). In addition, many of these programs encourage
students to make public commitments against smoking ciga-
rettes.

Most, but not all of the evaluations that have been done on
these programs have found reductions in both experimental and
regular cigarette smoking.
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Applying the Social Influence Model to Alcohol... .. . .
and Other Drugs: Little Evidence of Its Effectiveness

Based on the success of the social influence model in reducmg
cigarette smoking, educators applied it to alcohol and other drug
use, on the theory that, since family and peers also affect drug use,

: -‘thjs model should. be effective for other drugs besides tobacco.
Unfortunately, the evaluations of these programs as applied to
other drugs have been much less promising. A few have found
short-term positive effects for alcohol and marijuana use, but
most have.found no effect on other substances

... . The major reasons given for the dlfferences in the model’s
_effectiveness, at least between alcohol and tobacco use, has to do
. with the difference in soc1ety’s attitudes about using these differ-
‘ent substances. Spemﬁcally, in the last 20 years prevailing socie-
~tal opinion has shifted against tobacco use, whereas attitudes
toward alcohol remain mixed. For example whereas tobacco
radvert1s1ng is banned from telev1s1on, alcohol advert1s1ng is not.

Evaluatlons of Comblned Curriculum :
Programs L|ttle Evidence of Effect on Use

, Dunng the 1980s, several currlculum programs became popu-
- - lar which combined components of the programs described above.
For example, many of these programs included information
components dealing with the consequences of alcohol and drug
use, components: aimed: at increasing self-esteem, and compo-
nents on peer resistance skills. As was the case w1th the other
curriculum programs, the evaluations have not found any long-
term effect on alcohol and drug use. The most comprehensive
~‘evaluation of the combined curriculum approach was a study
funded by the National Institute of Alcohol Abuse and Alcoholism
(NITAAA) of an early version of a curticulum that is widely used in
California schools, “Here’s Looking At You” (HLAY). The HLAY
curriculum includes materials and exercises designed to increase
self-esteem, strengthen decision making skills, increase knowl-
“edge ‘about the effects of substances (part1cular1y aleohol), and
instill attitudes favoring moderation in consumption. The evalu-
. ation collected data overthree years, beginningin 1978, on HLAY
programs operated in the Seattle Washmgton and Portland,
.Oregon areas.

_ " The evaluatlon was des1gned to measure the effect on vari-
' ables such as knowledge, self-esteem, and attitudes toward abus-
ing alcohol, as well as the studént’s actual alcohol and drug use.
Students tested two years after the’ program revealed some
Increases in. knowledge but the study found no effect of the
curriculum on alcohol and drug use. Moreover, this finding ap-
plied even with respect to students who received more than the
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average number of HLAY sessmns and those who had the most
committed teachers:

A Cbnibined _Schoo_l and Community Approach
to Primary Prevention: Results Unclear

A relatively new school-based primary prevention program is

one which combines a curriculum program with a community-

~ based approach (discussed below). This program, Students Taught

Awareness and Resistance (Praject STAR), currently operates in
the Kansas City and Indianapolis metropolitan areas.

" Project STAR combines a social influence model ¢urriculum
with an emphasis on getting students and their families involved
in the community. The community involvement generally takes

" ‘the form of advocacy on policy issues surrounding alcohol and
- druguse (such as restrictions on liquor and cigarette advertising).

The program reports that it has achieved significant reduc-
tions in alcohol and cigarette use but not in marijuana use. The
program’s evaluations did not address any effects on the use of
harder drugs. Because of several flaws in the program’s evalu-
ation—for example, the control groups were not randomly se-
lected and published reports of the evaluation results are incon-
sistent—we are not certain to what extent the reported effects on
alcohol and cigarette use are reliable.’

Most Curriculum Programs Have Not Been Effective -

Evaluations of the most widely used curriculums in California
have not supported .the effectiveness of the.curriculum-based
approach. While we acknowledge that an effective model. may

. eventually be developed, the track record of these programs in
reducmg drug use has not been good. ‘

HIGH-RISK YOUTH PREVENTION PROGRAMS

) " School-based programs targeted at high-risk youth generally
__include one or more of the following four components:

e - Identification. Often districts train classroom teachers
- to identify signs of emotional and social instability, such
as sudden changes in dress patterns or completion of
school work. Other methods of identification may include

(1) designating certain staff (or students) as “helpers”
whom students may approach in order to talk about their
problems and (2) working with law enforcement agencies
to identify students who have committed crimes. Al-
though hlgh risk programs are often used for older chil-
dren, it is also pos51b1e to identify “high-risk” signs in
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- 'young children, for example, by determining if there is a
drug user in the child’s immediate family.

e Assessment. Typically, once students have been identi-
fied as potentially high risk, they are referred to a “core”
team of teachers, adnumstrators ‘and other professionals

_ who have been trained in assessment techniques.

e School-Based Support. Support services oftén provide
students with training and practice in interpersonal com-
munication skills. Examples of support services include
counseling by a school nurse or by peers, or participation
in support groups for students with specific problems,
such as a drug addiction, having an alcoholic parent, or
displaying emot10na1 1nstab111ty

s Community Referrals. Many schools refer students to
organizations in the community for more intensive serv-
ices, such as for drug treatment or counseling.

The most compfehensive programs that we visited during our

_site visits contain all four of these components; many, however,

may contain only one or two of them. In the schools, these
programs are not as widespread as curriculum programs.

In the remainder of this section, we review the research
literature on adolescent druguse, which shows that casual adoles-
cent drug use usually does not result in long-term consequences
but that regular and heavy use does. In addition, we review the
research literature which shows that youth who have many
behavioral and psychological problems are at risk of becoming
heavy users and therefore are thé group to which prevention
programs should be targeted. Finally, we review the limited
evaluations available on these programs. : :

Casual or Experimental Alcohol and Drug Use Does
Not Usually Result in Long-Term Negative Consequences

Alongitudinal'study conducted by two UCLA researchers has
shown that most drug use does not lead to addiction or result in
serious consequencés for the user. This study has followed 1,634

‘students from 11 Los Angeles County schools since 1976. The

study compares students who used-alcohol or drugs with those
who abstained to determine what effect adolescent drug use had
on their lives. For example, the researchers looked at the effect on
family formation (marriage and having children), family stability,
criminality, and educational attainment. The study found that

casual or experimental alecohol and drug use did not result in long-

term negative consequences. The researchers stated that “the
typical youngster who has a beer or some marijuana at a party is
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not the one who is going to develop long-term damage as a result
of his or her drug use.” However, regular drug use during
adolescence was found to be assoc1ated with increased involve-
‘ment with drug crimes and stealing, decreased college involve-
ment, and earlier family formation. Furthermore, use of hard
drugs significantly reduced the individual’s chances of graduat-
ing from high school, and was correlated with reduced social
support and 1ncreased loneliness in young adulthood.

fhere Are Substantial Differences Between
Experlmental Drug Users and “High-Risk” Users: .

» " Because of the high prevalence of alcohol and drug experi- -
' ‘mentation by youth, researchers have begun to emphasize the
need to differentiate among experimental, regular, and problem
use. Those individuals who are able to learn from their drug use
experience and eventually give up drugs are significantly differ-
ent from those who do not stop the risk-taking process, and begin
to use drugs as an escape or to resolve severe psychologmal
problems. As we note in the first analysis of this series, a study

" based on the Attorney General’s 1987-88 survey of pubhc school
students reported that high-risk users were less likely to live with
both parents, tend to have lower grades, are more likely to have
had earlier experiences with alcohol and drug intoxication, scored
‘higher on measures.of dropout potential, and engaged in more
high-risk behavior (such as attending school while “high” on
drugs). Other research has also found that, while peer influences
affect experimental use of drugs in social settings, such use is not
likely to prove harmful unless it is combined with psychological
problems in which case it may well lead to eventual dependence.

Youth Who Will Have Problems Wlth
Drugs Are Relatively Easy to ldentify

One of the main themes of the recent research literature is the
move to arisk factor théory of drug use. This theoryisbased on the
observations that there are many different paths that could lead
oneto druguse and that youth whoregularly use drugs have many
other problem behaviors besides their drug use. Because youth

- who develop drug problems also have other problems they can be
. identified relatively easily. :

One study using the UCLA longltudlnal data base described
above identified 10 risk factors that were correlated with sub-
stance use. These risk factors, in decreasing order of their affect

_ on drug use, were: peer drug use, deviance, perceptions about
“adult druguse early alcohol use, sensation seeking, poor relation-
ship with parents, low religiosity, poor academic achievement,
‘psychological distress, and low self-esteem. The extent to which
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these factors correlate with drug use varies. For example, peer
drug use was found to be six times as correlated with drug use as
poor self-esteem. Many of these factors are related to deviant
behavior and correspond with the findings of the UCLA study that
drug use is most highly correlated with a lack of social conformity.
Figure 3 summarizes the results of the study. The top panel in_
Figure 3 shows the percentage. of youth who had ever tried
cigarettes, alcohol, marijuana, and hard drugs (hard drugs in-
.clude 14 substances, such as amphetamines; cocaine, heroin, and
PCP). It shows that the prevalence of use increases steadily with
the increase in the number of risk factors. For example, 14 percent
of the students who were identified as having 1 risk factor had
tried hard drugs at least once, whereas 78 percent of students
having 7 or more of the risk factors had tried hard drugs.

The bottom panel of Figure 3 shows the relationship between
the number of risk factors and the likelihood of heavy drug use. As
the figure shows, heavy drug use increased substantially with the
number of risk factors. For example, 2 percent of those with one
risk factor were found to be heavy users of hard drugs, while 28
percent of those with seven or more risk factors were heavy users
of hard drugs. Interestingly, the percentage of heavy users of
cigarettes and alcohol dropped off for students with seven or more
risk factors for cigarettes and six for alcohol. The authors theorize
that this may represent a transfer from cigarettes and aleohol to
marijuana and hard drugs.

The figure shows that experimentation is fairly common, but
more prevalent among youths with a high number of risk factors.
On the other hand, heavy drug use is fairly uncommon, but its
incidence increases substantially with the number of risk factors.
It is also important to note that these results have held up over
time. Specifically, using their longitudinal data, the researchers
were able to determine that the number of risk factors were
associated with increased likelihood of use, both at the time the
risk factors were identified and one year later.

The UCLA study concluded that, although not every drug
user will fit this characterization, the average frequent drug user
will have a life-style that includes rebellion, involvement with
other deviant or illegal behaviors, poor family connections, few
educational interests, early involvement in sexual activities,
emotional turmoil, alienation, and early involvement with the
work force. In general, students exhibiting these characteristics
and behaviors are relatively easily identified by school personnel.

Few Evaluations Have Been Done on High-Risk Youth Programs

- Ingeneral, there have been few evaluations of high-risk youth
_ programs. One study that reviewed evaluations of a number of
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Figure 3

Risk Factors and Drug Use

‘Los Angeles’ Students Grades 1

_
Experimental Druig Use Increases
Slightly With The Number of Risk Factors

Percent who
had ever used

100+
90 7
80
70 4

| —— Alcohol

| —Marijuana
Cigéret‘tes
s Hard Drugs"=1

60 -
50

0 1 2 3 4 5 6 7
or more

Number of risk factors

Percent
heavy users

607

Heavy Drug Use Increases Substanually
50 : With Numnber of Risk Factors P

407
307
207

107

Oor more

Number of risk factors

a Hard drugs include 14 substances such as amphetemines, cocaine, heroin, and PCP.

® Heavy cigarette, alcohol, and marijuana use is defined as daily or more use, and heavy hard use is
defined as weekly or more use of any hard drug substance

Source: Risk Factors For Drug Use Among Adolescents: Concurrent and Long/tud/nal Analysis,
American Journal of Public Health, May 1986, vol. 76, no. 5, Michael D. Newcomb Ph.D,,
Ebrahim Maddahion, Ph.D., and P.M. Bentler, Ph.D. )
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prevention programs found that only two types of programs had
an effect on drug use: (1) peer programs—where peers were used
for most of the program implementation—and (2) “alternative
programs” for special population groups. The alternative pro-
grams were aimed at “at-risk” youngsters and emphasized one-
on-one relationships, tutoring, job skills, and physmal adventure.

Several of the hlgh risk youth programs we visited were

. similar to these two programs. For example, many of the pro-

grams use peer groups and one-to-one relationships. Since there
have been so few evaluations of high-risk programs to date,
however, it would be premature to conclude that the current
programs operating in the state are effective.

CONCLUSIONS AND RECOMMENDATIONS
ON SCHOOL-BASED PROGRAMS

We recommend that the Legislature give f‘unding prior-
ity to programs that' target high-risk youth.

- While experlmental drug use by teenagers is still fairly
common, such experimental use does not typically lead to the
kinds of problems associated with long-term abuse. There is a

_ relatively small subgroup of youth however, who go beyond
experimentation to develop serious substance abuse problems

and these youths can be identified relatively easily because they
also tend to have many other social and behavioral problems. It

. therefore appears that drug abuse prevention strategies that

focus primarily on discouraging experimental use are too broad-
based in their approach. Moreover, the most widely used, broad-
based prevention strategies are curriculum programs that have
been extensively evaluated and have not been shown to be effec-
tive.

Therefore we conclude that the best prevention strategy
would be to emphasize programs that target high-risk youth.
Consistent with this strategy, we recommend that the Legislature

.adopt Budget Bill language in the SDE, OCJP, and DADP items

requiring these departments to give funding priority, within
youth preventlon programs, to those programs that target high-
risk youth.

With regard to OCJP’ Comprehens1ve Alcohol and Drug
Prevention Education (CADPE) Program, we also recommend
enactment of legislation eliminating the requirement that school
districts adopt a standardized age-appropriate curriculum as a
condition of eligibility for receiving CADPE funding. Eliminating

‘this requirement would allow districts greater flexibility to use

‘CADPE';funds for programs that serve high-risk youth.
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COMMUNITY-BASED PREVENTION PROGRAMS

WhatlIsa Communlty-Based Program? -

Rather than being located in and focused on the schools,
community-based programs are targeted at entire communities.
These programs generally entail either communitywide events, or
programs targeted at youth, particularly high-risk youth. As
Figure 1 shows, state-supported community-based programs are
funded predominantly through the DADP county subvention
process. In administering these programs, most counties we
visited divide their service areas along geographic and ethnic
lines and assign a prevention coordinator to each area.

The DADP does not collect data on how counties spend their
prevention funds. Figure 4, however, lists the kinds of prevention
programs that the department advises are most common. As the
figure shows, the programs range from public meetingsto individ-
ual counseling. The goals behind community-based programs are
to (1) get the community involved in ridding its neighborhood of
environmental factors that contribute to substance abuse prob-
lems (for example, visible drug dealing, a high concentration of
bars and stores that sell aleoholic beverages, and empty lots or
beaches where youths congregate to drink), (2) make families

-aware of the alcohol and drug problems in their communities and
encourage them to talk with their children about this issue, (3)
provide training to families and community leaders, (4) advertise
the availability of alcohol and drug treatment and support serv-
icesin the community, and (5) provide referrals to these programs.
Many of the alcohol and drug program administrators work with
recognized community leaders—for example, religious and busi-
ness leaders—to reach out to the rest of the community.

A recurring theme that we heard in our visits to counties was
that their greatest difficulties are in organizing community activi-
ties within the areas that need assistance the most; that is, the
heaviest drug using and selling areas. According to the adminis-
trators we spoke with, these areas are difficult to organize because
(1) it is difficult to find prevention coordinators who know these
areas and their leaders, (2) the communities may lack experience
in organizing, or (3) the community’s poverty makes it difficult to
ﬁnd the private funds needed to help support preventlon efforts.

Communlty Programs Have Not Been Evaluated

'We found no rlgorous evaluation of any of the various types of
community programs summarized in Figure 4. Several of the
researchers we spoke with indicated that the repeated failure of
school-based curriculum programs to produce results has, how-
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Figure 4 ‘
Typical Community-Based Alcohol

and Drug Prevention Programs

- Community- Wide Programs

Family counseling services
and parent education

' Prevention, education, and .
public relations committees

Public policy

‘Community activities'

Alcohol-free living centers

Designed to assist families suffering from alcohol-
and drug-related problems and educate parents on

~alcohol and drug issues.

Focused on reducing the environmental risks
associated with alcohol-related problems and on
issues related to the availability of alcohol in various
settlngs

Public hearings, forums, and training events
promotlng publlc policy related o alcohol and drug
issues. : :

Focusing on increasing public awareness of alcohol
and drug problems and emphasizing the role.of the
community. These programs.include needs..
assessments, public forums, and providing culturally
relevant programs and information to the community.

Centers that provide an alcohol-:and drug-free .
environment, open to the community. -

High-Risk Youth Programs

Early intervention programs
Drop-in centers

'| Peer leadership traimng for
youth '

Prevention programs, both corﬁmumty and school
based, aimed at high-risk youth who have begun to
use aicohol or drugs.

Centers that provide information and alternative drug-

"} free activities to the community and youth in
- particular..

Many counties have peer-led prevention programs
and emphasize leadership training.for these peer

ever, led an 1ncreas1ng number of researchers to tum their
attention to community programs. While this may ultimately lead
to a better understanding of what works and what does not work
in this area, any conclusive results of thlS Work Wlll take years to
achieve.

Whlle there are no evaluations of commumty-based pro-
grams, there is an extensive literature on one increasingly popu-
lar community-based approach to preventing alcohol-related
problems.
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DADP’s Community-Based Prevention
Strategy for Alcohol-Related Problems

We recommend that the DADP provzde the Leglslature
with its plan to evaluate the effectiveness of the community
planning pilots.

The alcohol field and the alcohol research community have for
several years promoted a strategy that is based on controlling the
availability of alcohol through community organization. This
focus has grown out of years of research and study of local
programs. For example, research shows that (1) higher densities
of bars and stores that sell alcoholic beverages are associated with
higher alcohol-related disease rates; (2) more than half of the
drivers arrested for driving under the influence of alcohol had
their last drink in a bar, and (8) in certain areas (skid rows) store
owners cater to the pubhc inebriate. :

These ﬁndlngs have led the alcohol research community to
promote a strategy that relies on community organization. Under
this approach, communities are trained to examine the alcohol-
related problems in their area and work to (1) better manage the
decisions over the placement and humber of alcohol outlets and (2)

- monitor public places for drinking. The DADP has embraced this
strategy and has helped to fund the production of “The Manual
For Community Planning to Prevent Problems of Alcohol Availa-
bility.” This manual has been distributed to county alcohol
administrators and the DADP is actlvely helpmg them to imple-
ment its suggestions.

In addition, the DADP has chosen four pilot communities—

the Fremont/Newark/Union City area, Ukiah, Merced, and the
San Pedro district of Los Angeles—which will be given additional
assistance in implementing this strategy. While the department
plans to monitor the implementation of the strategies outlined in
-the manual in the pilot communities, at the time this analysis was
prepared, it had no specific plans to evaluate the pilots. Such an
evaluation would help the Legislature in formulating its overall
strategy for substance abuse prevention. We therefore recom-
~ mend that, prior to budget hearings, the DADP provide the
Legislature with its plan to evaluate the effectiveness of the pilots.

The DADP Shouid Develop for a Community
Planning Manual to Prevent Drug Problems

.. We recommend that the Legislature require the DADP
to develop a community planning manual to prevent drug
. use and drug-related problems
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Our analysis indicates that the community organizing ap-
proach that has been developed in the alcohol abuse prevention
field has potential applications in the area of drug abuse preven-
tion. For example, community action could be used to discourage
public drug selling and to prevent people from congregating to use
illicit drugsin public areas. The DADP recognizes this and advises
thatitintends to develop a manual for county drug administrators
similar to the one currently available to alcohol administrators.

"However, at the time this analysis was prepared, the DADP had
not prov1ded the Legislature with its specific proposal. We there-
fore recommend that the Legislature require the DADP to develop
a community planning manual to prevent drug use and drug-
related problems and distribute the manual to county offices of
drug programs. : :

TECHNICAL ASSISTANCE

AsFigurel shows, the budget proposes $3.3 million to support

a variety of technical assistance activities by the DADP and SDE.
The DADP’s technical assistance activities include roundtables
and meetings with county and departmental staff, maintenance
of clearinghouses for prevention information, and training pro-
-grams for county staff. The SDE sponsors workshops and a
resource center to assist school districts in planning and imple-
menting their programs. In addition to formal technical assis-
tance programs, the SDE, DADP, and OCJP monitor and advise
on the specific programs for which they provide state and federal

. funds to counties and school districts.

Depai'tments Need to Provide More - .
Technical Assistance to Local Governments

- We recommend that the Legislature encourage the SDE
and the DADP to disseminate information on the effective-
ness of various prevention programs to school districts and
county administrators and to conduct evaluations of pro-
grams in order to identify successful approaches.

As discussed in detail above, our review of the research
literature in the area of substance abuse prevention programs
indicates that there is scant evidence of the effectiveness of any of
the current approaches to prevention. The only type of prevention
program that has been thoroughly and rigorously evaluated is the
school-based primary prevention programs that rely on packaged
curriculums, and these evaluations have shown that these pro-
grams have little effect, especially on the use of hard drugs. We
recognize, however, that policymakers need to continue to look for
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ways to prevent substance abuse and to redice. the problems
- associated with it. We also believe that there are some approaches

‘that have significant potential to reduce abuse; for example,
- -school-based programs targeted at high-risk youth and the com-

mu.mty orgamzatlon approach to community-based programs.

. . Given the uncertamty about What works and what does not
work, we believe that the Leglslature should encourage program
‘experimentation at the local level, and evaluation and informa-
tion sharing at the state Ievel We therefore make the following
recommendatlons Co .

: Dzssemmatwn of Informatzon to Local Govemments
‘We recommend that the Legislature require the SDE to

summarize in writing the available research literature on
school-based prevention programs and disseminate this
information to school districts. We also recommend that
the Legislature require the DADP to disseminate infor-
mation on school- and community-based prevention pro-
grams to county drug and alcohol administrators..

Evaluations. We recommend that the Legislature adopt

Budget Bill language directing the SDE to allocate a
“‘minimum of $500,000 in federal funds for a longitudinal

- study of drug prevention strategies. Please see Item 6100-
"183-890 in the Anialysis of the 1990-91 Budget Bill for the

specific recommended language. We alsorecommend that

‘the DADP report to the Legislature, prior to budget
‘hearings, on the availability of federal fiinds throtigh the

National Institute on Drug Abuse and the National Insti-
tute on Alcohol Abuse and Alcohohsm for evaluatlons of
county-run programs.- : e

Data Collection. As noted earlier, the state has very

" little information on how -county ofﬁces of alcohol and
- drug programs spend their prevention funds. To address

this data deficiency, we recommend that the DADP, in

© conjunction with county alcohol and drug administrators,
-develop a way of collecting information on the types of

prevention programs administered by the counties.




How Should the Legislature Address the State’s Growing
Capital Facility Needs? '

State Infrastructure

. As California enters the last decade of this century, it will be
faced with great demands to revitalize existing infrastructure and

_develop new infrastructure to meet the dynamic changes occur-

ringinthe state. During the past several years the condition of the
state’s infrastructure has deteriorated and, except in the area of
prisons and to some extent education, very little has been done to
increase its capabilities. This situation must be turned around if
the state’s infrastructure is to accommodate future needs. Failure
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in this effort could have a significant impact on the social and -
economic future of the State of California.

In this analysis, we examine some of the major infrastructure
related problems facing the Legislature: (1) identifying the state’s
infrastructure needs (2) setting priorities to meet these needs and
(3) establishing a financing plan to carry out the Legislature’s
priorities.

WHAT ARE THE STATE S INFRASTRUCTURE NEEDS"

Estlmates of Statemde Needs

Avallable information indicates that the overall magmtude of
the demand for improving and expanding the state’s infrastruc-
ture is large. For example, in 1984 the Governor’s Infrastructure
Review Task Force reported that over the ensuing10-year period
approximately $29 billion would be needed for deferred mainte-
nance and $49 billion for new infrastructure. For.the most part,
state expenditures over the intervening six years, with few excep-
tions (mostnotably prisons and education), have reflected a status
quo-effort and have done little to address the needs identified in
the Task Force report. .

~Another indication of the current magnitude of mfrastructure
needs can be seen from Figure 1, which shows that $18.9 billion
will be needed for state and K12 pro_]ects over the next five years.

Figure 1

Projected Capital Needs’
for the State and K-12 -
1990-91 through 1994-95

(in millions)

Legislative/Judicial/Executive $60
State/Consumer Affairs " 650
Business/Transportation/Housing : 4,990
Resources 470
Health/Welfare ) 160
Youth/Adult Corrections ' 3,970
Education ] ) 8,560
General Government o .30

TOTAL $18,890

{Source: LAO estimates, based on |nformat|on from
-departments.

Five-Year
Total :

(This . amount should be
used cautiously because it

“does not reflect all poten-

tial needs due tothe incom-
pleteness of the state’s plan-
ning process, and the plans
also may include proposals
that do not merit funding.)
Moreover, the October 1989
Loma Prieta earthquake

-heightened the awareness

of the need to make the
state’s. infrastructure less
hazardous during an earth-
quake. The state’s current
plans donot systematically
address this issue: Never-
theless, it is clear that the
state’s infrastructure needs
are easily in' the tens of
billions of dollars.-
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Needs in Specific Program Areas

To illustrate the infrastructure needs of particular programs,
.- we briefly review. specific capital outlay. requlrements in ﬁve
areas..

Transportatzon The 1988 State Transportatmn Improve-
ment Program (STIP)—the state’s current five-year program for
all state and federally funded transportation improvement proj-

. ects—includes about $4.8 billion in highway capital outlay proj-
" ects'scheduled for construction through 1992-93. Resources avail-
able through 1992-93, however, fall about $3.7 billion short of
funding these projects. To fund this STIP shortfall and to meet
.other transportation needs identified by the governor and the
Legislature, the Legislature enacted Ch 105/89 (SB 300, Kopp),
Ch 106/89 (AB 471, Katz) and Ch 108/89 (AB 973, Costa) to
_ provide about $18.5 billion over 10 years (1990-91 'thr‘ough 1999-
'2000) for transportation purposes through increases in gas taxes,
truck weight fees, and issuance of bonds. These additional funds,
however, will: only be available if voters approve SCA1 at the June
1990 election. (For a more detailed discussion of these transpor-
tation acts, please see the Analysis of the 1990-91 Budget Bill,
page 263).

Under current law, transportation capital outlay projects are
not 1nd1v1dua11y funded through the Budget Bill. Instead, current
law requires the California Transportation Commission (CTC) to
program projects for funding based on statutory prlontles and
commission-established guidelines. The commission is also re-
sponsible for allocatmg funds appropriated by the Leg151ature
among projects in this program.

Postsecondary Education. Enrollment in the state’s three
segments of postsecondary education is expected to grow by
between 30 percent and 50 percent over the period 1990 to 2005.
Estimates by postsecondary education indicate that $3.6 billion
will be required for capital outlay-related expenditures over the
next five years. Moreover, several billion dollars more will be
needed in subsequent years if the state is to accommodate the
enrollments anticipated in 2005.

.In addition to the needs generated by enrollment growth,
there will be an ongoing need. to alter existing facilities to meet
changes in academic programs. It will alsobe necessary to provide
sufficient funding to:assure that existingand new facilities will be
properly maintained and that eventually deferred maintenance
will be eliminated. The deferred maintenance problems at UC and
CSU, for example, represent multi-million dollar costs. In Febru-
ary 1989, UC estimated $1 76 million in deferred maintenance and
CSU expects a $35 million backlog by July 1990. When this




202 / Part IV: Major Issues Facing the Legislature

analysis was prepared, the Legislature was considering SB 147
(Hart), which would authorize (as amended January 18,1990) a
$900 million general obligation bond issue to be submitted to the
voters at the June 1990 primary election. (Please see the follow-
ing piece, “Accommodating Growth in Postsecondary Education,”
for a detailed review of each segment’s proposal for campus expan-
sions.)

Prisons. In 1980 the inmate population in California’s
prisons was about 23,500. According to Department of Correc-
tions’ projections, that population will be nearly 145,000 by 1995.
Thus, in this 15-year period the population in state prisons will
have increased sixfold. A comparison of this population increase
to the physical facilities to accommodate the inmate population is
provided in Figure 2.

Since 1980, the Legislature has approved the construction of
41,700 prison beds costing about $3 billion. Even after completion
of this massive expansion and assuming the department’s over-
crowding policy (130 percent of design capacity), the prison
system will be 43,900 beds short of the expected June 1995 inmate
population. To fill this gap, the department estimates that an

Figure 2

State Prison Population and Capacitya

1980 throu;gh-‘ 1995 (inmates in thousands)

PROJECTED

160
D Overcrowding -

Design capacity of
community based beds

Prison/Camp design
capacity

Total Population
= entire bar

80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95

a Data as of June 30 for each ye‘ar. Population is based on CDC's fall 1989 projections.
Projected design capacity is based on CDC's five-year facilities master plan.
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* expenditure of about $4 billion will be required over the next five
years. Currently, the Legislature is considering SB 842 (Presley),
which would place a $900 million general obligation bond issue on
the June 1990 ballot.

State Office Buildings. In 1977, the Legislature adopted a
Capltal Area Plan to coordinate the development and use of state
facilities in metropolitan Sacramento. An important element of

.- this plan was the goal to accommodate 90 percent of state office

.. space in state-owned. buildings by 1987. In 1977, state-owned

.Space represented 64 percent of state office space in Sacramento.

Contrary to the stated goal, the proportion of state-owned space

+fell to 52 percent in 1989. In fact, between:197.7 and 1989 total

- leased space more than doubled and annual leasing costs in-

.creased more than sixfold—from $10.1 million to $65.5 million.

-Meeting the plan’s goal for state-owned office space by 1998 would

- require financing construction of about 3.3 million net square feet,
.:at-an estimated cost of around $580 million. -

Increase Safety of State Buildings During Earthquakes.

A 1981 report from the Seismic Safety Commission identifies

1,350 state-owned buildings in priority sequence (based on life

‘ safety considerations) for improving seismic resistance. As men-

= tioned above, however, there is no systematic plan to address this

issue. Moreover, the statewide cost to make the necessary im-

provements is unknown. At the time this analysis was written,

the Legislature was considering SB 1250 (Torres), a $250 m1111on

" general obligation bond proposal to finance the cost of improving
seismic resistance of state and local buildings.

WHICH INFRASTRUCTURE NEEDSF
-SHOULD THE LEGISLATURE FUND? .

Pending development of a comprehensive multi-year
capttal outlay plan, the Legislature should establish crite-
ria to assess various proposals according to the Legisla-
ture’s priorities.

The: state’s current process for identifying, ranking and fi-
nancing its:capital outlay needs is fragmented. The Legislature
receives a series of independent five-year plans in most program
areas, but there is no centralized compilation nor ranking of
projects across progirams to provide a statewide perspective. As a
result, thereisno easy way to 1dent1fy therelative priority of those
individual projects included in the Budget B111 or the financing
requlred to address overall state needs

In recogmtlon of this problem the Leglslature enacted SB
2214 (Campbell) in 1988. This bill required the Department of
Finance to provide a comprehensive multi-year capital outlay
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plan for determining needs and setting priorities. The Governor,

however, vetoed the measure. Currently, the Legislature is con-

sidering an identical measure (SB 348, Alquist). In addition, the

State Treasurer recently announced his support for this concept

and indicated that legislation would be introduced on his behalf.

We believe that adoption of such a plan is an essential element of
the state’s mfrastructure efforts.

In the meantlme however, the Legislature is faced Wlth the
difficult task of determlmng which infrastructure needs to fund in
the short term. For the most part, each program area has identi-

* fied infrastructure projects which merit consideration for fund-
ing. Unfortunately, faced with the magnitude of need identified
above, it simply is not possible to finance it all at the same time.

" Thus, the Legislature must rank these competing projects in
terms of importance and urgency and then establish a schedule for
when and how much funding should be made available. One way
of selecting projects that meet the Legislature’s priorities would
be to establish criteria to apply in individual cases. To aid the
Legislature in this effort, we suggest cons1derat10n of the follow-
ing five criteria:

e State’s Liability. Does the proposal correctlife threaten-
ing security (such as in 24-hour institutions)/code defi-
ciencies or meet contractual obligations?

_e Urgency of the Service Need. Does the project address
an existing deficiency or shortcoming (such as severe
overcrowding) as opposed to enhancing a service level?

e Alternative Approaches. Are there less capital-inten-
sive ways to meet the program objective? For instance,
can a project be avoided through more intensive or effi-
cient use of existing space?

e Alternative Sources. Is it appropriate for the state to
develop this project? In some cases, proposals could be
developed using nonstate sources.

o . Cost Efficiency. Will the proposal reduce state costs
(through measures such as reducing ofﬁce building lease
costs)? '

TAKING CARE OF THE STATE’S INFRASTRUCTUARE

We recommend that the Legislvature_establish amainte-
nance standard for state facilities and set as a high priority
goal the elzmmatlon of deferred maintenance.

In addition to financing the revitalization and expansion of
the state’s infrastructure, the state is also faced with the task of
extending the useful life of its infrastructure through proper
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maintenance programs. Because of the aging of existing facilities
and the construction of new infrastructure, there will be an
increasing demand .on the state’s resources to maintain the
systems in efficient and economic operating condition. To assure
that this happens, the state must place a high priority on mainte-
nance.

The Governor’s Infrastructure Review Task Force reported in
1984 that during the next decade approximately $29 billion would
be needed for deferred maintenance. The task force recommended
that deferred maintenance be designated as the state’s highest
funding priority. During the intervening years the deferred main-
tenance problem has not lessened and has probably gotten worse.
The difficulty in identifying the extent of the problem is that
funding for maintenance efforts are generally lumped together in
the budget with other support costs under a single line item
“facility operations.” This also makes it quite easy to use these
funds for purposes other than the specified maintenance. In
contrast, state office buildings under the Department of General
Services' are maintained from a dedicated source (the Building
Rental Account) that receives revenues from rent charged to those
departments occupying the building. In general, these office
buildings are well maintained and there is no deferred mainte-
nance.

" The consequence of not fully fundmg regular maintenance is
the steady erosion of the state’s capital assets. In the near term,
this erosion is less evident. Within a short period of time, however
these assets either require higher-than-necessary costs to be
operated and properly maintained, or they must be replaced at a
_ high cost before the end of their normal useful life.

To begin addressing this issue, we believe the Legislature
should establish standards for maintenance of state facilities and
set as a high priority goal elimination of deferred maintenance.
There are several steps the Legislature could take to begin moving
the state in this direction. For example, the Legislature could
require departments that have a large capital outlay budget to:

¢ . Establish a preventive maintenance program,;

e . Identify specific elements of infrastructure (maintenance,
deferred maintenance, special repair, etc.) by line item in
the budget (the Legislature could also add budget lan-
guage restricting the transfer of these funds for other
purposes); and

o Prov1de a post audit report identifying how the appropri-
ated funds were used and how the deferred maintenance
backlog is being reduced.
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HOW CAN THE STATE FINANCE
ITS INFRASTRUCTURE NEEDS?

As discussed in our Policy Brief Bonds and the 1990 Ballots
issued in January 1990, there are three basic ways that the state
can finance 1nfrastructure projects. The state can:

e Pay “up front” through dJrect appropriations of state
revenues;

o Rent, lease or lease-purchase from private parties through
annual rental payments; and/or:

¢ Borrow money by issuing bonds that ‘are repaid with
interest.

The state uses each of these financing methods in its capital
program but relies most heavily on bonds. Financing a project
using bonds is about 25 percent more costly than through direct
appropriation (after adjusting for the effects of inflation). Never-
theless, given the large volume of infrastructure needs and the
state’s current tight budgetary situation, there simply is not
enough money available to rely primarily on direct appropria-
tions. As a result, we believe the state will have to continue to rely
to a great extent on bonds, if these needs are to be met.

The state has generally relied on two types of bonds:

General Obligation Bonds. The use of general obligation
bonds is dependent on approval of each bond proposal by a vote of
the people. These bonds are backed by the state, meaning that the
state is obligated to pay the principal and interest costs on these
bonds. Typically, General Fund revenues are used to pay these
debt costs. Currently, the main benefits of using this method of
borrowing money is that the interest costs are lower than other
methods and debt service payments are exempt from the state S
appropriation limit. .

Lease-Revenue Bonds. Recently, the state has placed an
increasing emphasis on using lease-revenue bonds, particularly
in the areas of prisons and postsecondary education. Authoriza-
tion to issue these bonds is not dependent on voter approval and
the debt is not backed by the “full faith and credit of the state.”
Nevertheless, the lease payments on these bonds (paid from the
General Fund) must be included in any calculatlon of the state’s
General Fund debt-service. ‘-

An advantage of this method of borrowing is that the state

does not have to wait until a general election and therefore can

~ respond more quickly to certain infrastructure needs. The disad-
vantages are: interest rates are higher than general obligation
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bonds (by up to 0.5 percent), there are certain other costs that are
incurred (such as insurance), and the debt service payments are
subject to the state’s appropriation limit. (However, under the
provisions of SCA 1—on the June 1990 ballot—it appears that the
Legislature could exempt these payments from the appropria-
tions limit.)

Given the fiscal advantages of general obligation bonds over
lease-revenue bonds, we recommend that the Legislature rely to
the maximum extent possible on the former when addressing its
infrastructure financing needs. A comprehensive capital outlay
plan would help the Legislature achieve this end through im-
proved planning and scheduling of necessary general obligation
bond measures for future ballots.

It is, of course, important that the state not indiscriminately
issue bonds, thereby incurring excessive indebtedness. However,
as our Policy Brief noted, California has a debt burden that is
relatively low, enjoys high credit ratings, and can issue more
bonds without being financially imprudent.

CONCLUSION

The state must improve and expand its infrastructure to
eliminate deficiencies and to accommodate future demographic
and economic growth. Based on recent reports and information
from various state departments, it is clear that the state’s infra-
structure needs over the next 15 years are easily in the tens of
billions of dollars. In view of the magnitude of these costs, the state
must be able to identify specific needs, set priorities and establish
a financing plan to carry out the necessary expansion and im-
provements.

In order to accomplish this effectively, the state needs a
comprehensive multi-year capital outlay plan. Until such a plan
is available, however, the Legislature is faced with determining
which infrastructure needs to fund in the short term. To do this,
we suggest that the Legislature establish specific criteria against
which various proposals can be assessed. Furthermore, to prop-
erly maintain the state’s infrastructure, the state needs to place
a high priority on maintenance and the elimination of deferred
maintenance. Finally, to undertake the necessary revitalization
and expansion of its infrastructure, the state will have to rely
heavily on borrowing money through the issuance of bonds. In
such cases, we believe that the Legislature should rely to the
maximum extent possible on general obligation bonds rather than
lease-revenue bonds.
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| Cépital, Outlay for
- Postsecondary Education

" How Should the Legislature Accommodate Enrollment
‘Growth in Postsecondary Education?
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INTRODUCTION

The Legislature faces many significant decisions to plan for
and fund postsecondary education facility needs in the short-term
and into the next century. These needs are generated largely by
enrollment increases projected to occur over the next 15 years.
Over this time period enrollments in each of the three segments
of postsecondary education—the University of California, the
California State University and California Community Colleges—

-are expected to grow 30 percent to:50 percent. To accommodate
this growth, the state will have to undertake a multi-billion dollar
" capital outlay program to renovate facilities and construct new
- ~facilities throughout the segments. To address the:capital outlay
needs associated with this growth, the Legislature will have to
determine how much expansion of current campuses is necessary;
how many new campuses, if any, are to be developed; and how best

to finance these facilities.

In this analysis, we assess for each segment of postsecondary
education: (1) long-range enrollment plans, (2) the potential need
for new campuses, and (3) how each segment’s five-year capital
outlay plan addresses needs associated with enrollment growth.

UNIVERSITY OF CALIFORNIA

The University of California (UC) was established in 1868 as
the state’s land grant university. It encompasses eight general
campuses and one health science campus. (For the purposes of
this analysis, we will deal only with the eight general campuses.)

- UC currently serves about 147,000 undergraduate and gradu-
ate students. As virtually all UC students attend school full-time,
there is little difference between the number of students and full
time equivalents (FTEs), a term commonly used in budgeting. For
simplicity’s sake, we will use only number of students throughout
this section on UC.

Undérgraduate Enroliment Projections for uc

In October 1988, the university issued a general campus
enrollment plan for the period 1988-89 through 2005-06. These
projections were revised in December 1989 and extended to
include the year 2020-21. In addition, in November 1989 the
Department of Finance’s (DOF) Demographic Research Unit
‘developed projections of UC enrollments for the period 1989-90
through 2020-21. Figure 1 displays the UC and DOF projections
for undergraduate enrollment for the years 2005-06, 2010-11 and
2020-21. '
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Figure 1 y
Pro;ectlons of UC Undergraduate Enrollmenta

120,000
175,000
176,000
169,000

120,000
162,000
| 176,000
182,000

1989-90 (estimated)
|2005-06
2010-11°
2020-21

2 Average annuai “headcount.” Figures have been rounded to the nearest one thousand. - -

: UC projects that undergraduate enrollments will grow from
120,000 students in 1989-90 to 162,000 students in 2005-06. This
represents an average annual growth rate of almost 2 percent,
and a 35 percent increase over the perlod The DOF, on the other
hand, projects 175,000 undergraduates in 2005-06 (a 46 percent

_increase over the penod) The difference between the two projec-
tions arises primarily from the university’s assumption that a

. higher rate of the uindergraduates who would be eligible to attend

- UC would instead “...opt to go to the other segments (public and

private) because they could not obtain their top choice or choices

“of campus or program within UC.”

Our review indicates that the UC and DOF proj jections repre-
sent a reasonable range of possible enrollments for 2005-06. In
other words, we'believe the state should plan on accommodating
at least 162, 000 and as many as 175, 000 UC undergraduates in

' 2005-06.

Growth Beyond 2005-06 Between 2005-06 and 2020 21 UC

o projects slower, but continued, enrollment growth whereas DOF

- projects a slight enrollment decline. (from 175,000 to 169,000).

- Consequently, by 2020-21 UC’s projection 0f182,000 undergradu-
ates exceeds DOF’s projection by 13,000 students. It is important
to note; however, that enrollment projections for 2010 and beyond
are significantly more speculative because the age cohort consti-
tuting most of the undergraduate “pool” for that period has not yet
been born. Nevertheless, the 1mportance of the projections to
2020, from a planmng standpoint, is that under either projection,
enrollments remain at a high level after 2005-06. Thus, facilities
built to accommodate enrollments for 2005-06 likely W111 contmue
' to be needed
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Graduate Enroliment Projections for UC

While the undergraduate enrollment projections are based
primarily on demographics, UC’s graduate enrollment, plan is
based on educational policy. That is, the university has estab-
lished, for each:campus, desired levels_ of graduate students
(expressed as a percentage of total enrollment). In 1987, UC
proposed to gradually raise the graduate enrollment ratios for
seven of the eight campuses, resultingina systemwide average of
21.3 percent (by comparison, the current-year ratio is 18 1 per-
cent).

In October 1988, however, UC proposed to increase this
percentage to 22.6 percent. The Legislature, in the Supplemental
Report of the 1989 Budget Act, directed UC to develop additional
justification for its proposed higher rate and stated legislative
intent that until the Legislature reviews this justification, gradu-
ate enrollment increase requests would be evaluated based on the
1987 plan. As of this writing, no such justiﬁcation has been
submitted to the Legislature.

UC’s 1988 graduate plan prOJects that enrollment will in-
crease from its current level of 26,600 to 47,300 in 2005-06. This
“estimate is based on the assumption that the graduate enrollment
ratio would reach the 22.6 percent proposed in the 1988 plan.
Since, however, the Legislature has not yet adopted that ratio, we
believe it is premature to use it for planning purposes. If, instead,
the 1987 graduate enrollment ratios are used, total graduate
student enrollment would stand at 41,500 in 2005-06, or 5 8001ess
than proposed by UC. :

Accommodating Enrollments on EXisting Campuses

Figure 2 compares, for each UC general campus, current
enrollment and UC’s projected enrollment for 2005-06. With the
exception of Riverside (see below), the projected enrollment fig-
ures for 2005-06 also represent the maximum enrollment cur-
rently planned for the existing campuses. As the figure shows, the
university’s plan assumes that the eight campuses will be able to
accommodate 187,700 studentsin 2005-06, an increase of almost
41,000 (28 percent). Thus, assuming funds are provided to build

- :new facilities, the system has the ability to handle substantlal
- enrollment growth on its existing campuses. :

UC Riverside Could Gro_w More Rapidly. As shown above,

.the university’s planned enrollment for Riverside in 2005-06 is
18,000. (This figure was revised upward from 15,000 by the UC
President’s Office last December.) The 18,000 figure, however,
does not represent the university’s maximum planned enrollment
for Riverside, but simply the enrollment that it believes can
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Figure 2

The University of California

Current and Planned Enrollment for. .
2005-06 at Existing General Campuses

Berkeley 29,600 28,700
Davis - 19,900 25,000
Irvine 15,100 25,000
Los Angeles ‘ 31,000 31,000
Riverside : ) 8,000 18,000
San Diego 15,900 25,000
Santa Barbara . . 18,300 20,000
Santa Cruz —9.300 15,000
Totals . 147,100 187,700

aUC’s estimate for 1989-90. Average annual headcount.
> Based on UC’s general campus-enrollment plan.

reasonably be achieved by 2005-06. We believe UC’s plan under-
estimates the university’s ability to absorb enrollment growth at
that campus. Last year, in response to concerns raised by us and
others, the Legislature directed UC in the Supplemental Report of
the 1989 Budget Act to evaluate the feasibility of enrolling up to
25,000 students at Riverside by 2005-06 or beyond. UC is to send
its evaluation of this issue to the Legislature by January 1, 1991.

University Concerned over Difficulty with More Rapid
Growth at Riverside. UC officials have expressed concern that
more rapid enrollment growth at Riverside, coupled with the need
to replace retiring faculty, could strain that campus’ ability to
recruit high quality faculty. While we share the university’s
concerns about the importance of educational quality, we believe
UC needs to advise the Legislature on: (1) the rate of enrollment
growth at which recruitment would become a problem and (2)
which measures, if any, UC and/or the Legislature could adopt to
ameliorate this potential problem.

For example, funding could be provided in advance of enroll-
ment growth at Riverside in much the same way as would be done
in the case of a new campus. This advance funding could be used
to hire visiting scholars to free-up time for permanent Riverside
faculty to devote to recruiting. In addition, UC faculty from other
campuses could be asked to assist at Riverside and thereby free up
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time for Riverside faculty. Help from faculty at other campuses is
not uncommon and should be encouraged. In fact, faculty from
other campuses would be.used for recrultmg purposes at the
proposed new campuses. : ot : :

Thus, at this time it is still unclear to us Why R1vers1de could
not grow to its maximum enrollment by 2005-06. Pénding receipt
of information from UC to the contrary, we believe the Legislature
should use the higher figure for capital outlay planning purposes.
This would increase the total enrollment that could be accommo-
dated by the existing campuses to 194,700.

Other Options. The Legislature may want to consider other
options to accommodate projected enrollment. These include
increasing enrollments at UC Santa Barbara and UC Santa Cruz
beyond planned levels. These sites could accommodate more
students, and at one time UC planned for larger enrollments at
these campuses. Community opposition to expansion of these
campuses beyond current planned levels, however, would be
significant. In addition, if enrollments increase faster than pro-
jected by UC, or ifincreasing-enrollment to 25,000 (by 2005-06) at
Riverside proves infeasible, temporary increases above planned
enrollments at these and other campuses could be considered: as
an option. Finally, the university could consider holding classes

_year-round. All of these options would allow the state to accommo-
date additional enrollment at the existing campuses.

Conclusions on Need for New UC Campuses

Our analysis indicates a demonstrated need for only
one new UC campus by 2005-06. We find further that UC
should (1) develop this campus on a faster track than
currently proposed, (2) reassess the enrollment assump-
tions as they relate to the need to'plan for a second campus,
and (3) suspend planning efforts for a third campus.

As mentioned above, in October 1988 the university issued a
general campus enrollment plan for the period 1988-89 through
2005-06. Based on the projected enrollments and UC’s assess-
ment of its ability to accommodate enrollments on existing cam-
puses, UC proposed establishment of three new campuses later in
this decade. (Specifically, the campuses would open in the fall of
1998, 1999 and 2000.) In December 1989, the university revised
shghtly its enrollment proj ectlons and contlnued to plan for three
new campuses.

Flgure 3 shows, for the year 2005 06, UC’s current prOJectlons

- of total enrollment for 2005-06, the extent to which this enroll-
ment would be accommodated on existing: campuses and the
“anaccommodated” enrollment which would result. It also shows




Capital Outlay for Postsecondary Education / 215

our estimate of a range of potential “unaccommodated” enroll-
ment, using (1) UC’s and DOF’s undergraduate enrollment pro-
jections, (2) our recommended graduate student ratio (discussed
above), and (3) the assumption that 7,000 additional students can

be accommodated at UC Riverside (also dis}cussed above).

Figure 3

Projected UC Enrollment
Accommodated and Unaccommodated for 2005-062

‘Pr‘ojected Enroliment: » ‘
Undergraduate ) 161,800 161,800 175,300
Graduate 47.300 41,500 43,800
.| Total Enrollment ’ 209,100 203,300 219,100
Projected Enrollment )
at Existing Campuses 187.700 194.700 194.700
" Unaccommodated Enroliment 21,400 8,600 24,400

2 Average annual headcounts.

° The low estimate uses UC’s estimate of undergraduate enrollment and the high estimate
uses the Department of Finance’s. Both estimates assume (1) the graduate enroliment
ratios in UC’s 1987 plan and (2) that UC Riverside could grow to 25,000 by 2005-06.

One Campus Needed. UC’s proposal for three new campuses
is based on its projection of “unaccommodated” enrollment of
21,400 students in 2005-06. On the other hand, using UC’s
undergraduate enrollment projection and what we believe are
reasonable assumptions regarding projected capacity for UC
Riverside and the graduate student ratio in the 1987 plan, we
estimate an unaccommodated enrollment of 8,600 students. This
- assumes that the long-term enrollment ceiling for each campus

(other than Riverside) will not be increased and that year-round
scheduling will not be implemented. On this basis, we believe the
Legislature should use this estimate ir planning for UC’s long-
term facilities needs, and we conclude that an unaccommodated
enrollment of 8,600 students Justlﬁes the need to plan only one
new campus before 2005-06.

Furthermore, given the likelihood of having at least 8,600
unaccommodated students, we see no reason to delay planning
and development of this new campus. Placing the campus on a
faster track than the current UC plan would not only ensure the
availability of capacity for the 8,600 students, it would also allow
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UC toaccommodate more students in the event UC’s undergradu-
ate enrollment exceeds the low end of the range. A concentrated
effort by the university to develop this campus could result in an
opening date in the mid-1990s rather than in 1998, as currently
planned by UC.

EnrollmentAssumptwns for Second Campus Should Be
Reassessed. If the higher end of the projected enrollment range
proves correct, a second campus would be needed. For example, if
the Department of Finance’s enrollment projections are correct,
UC will have 24,400 in unaccommodated enrollment. This short.
fall could not be met by one new campus by 2005-06. The decision

 to.plan for a second campus, however, can be deferred for at least
-a year without jeopardizing UC’s schedule to bring it into opera-
tionin time to accommodate a highér enrollment. Deferring this
decision would permit UC to concentrate its planning efforts in
the coming year on the first campus. This would also allow UC and
the Legislature to reassess enrollment projections and their
underlying assumptions, as they relate to the need to plan for a
second campus.

Suspend Planning for Third Campus. Even, at the high
end of our estimated range of enrollment for 2005-06, a third
campus would not be needed. The additional enrollment at the

" high end of the range could be accommodated through (1) more
rapid enrollment growth at two new campuses and/or (2) tempo-
rary over-enrollment at existing campuses. Therefore, we recom-
mend that UC suspend its planning efforts for a third campus.
Instead, UC should (1) concentrate its planning efforts on one

_campus and (2) reassess the need for a second campus based on
further experience with enrollment growth.

The University of California’s Five-Year Capital Outlvay Plan

We find that UC’s five-year capital outlay plan does not
adequately inform the Legislature on how needs related to
projected-enrollment growth are to be met. We find further
that a significant portion of the plan’s proposed expendt-
tures do not address enrollmenit-related needs. ‘

In the Supp_lemental Report of the 1989 Budget Act, the

. Legislature directed each of the segments to submit five-year

capital outlay plans to the Legislature by September 1, 1989.

These plans were to include projected enrollments for each cam-

pus for each year of the plan and are to be updated annually. UC’s

-November 29,1989 five-year capital outlay plan(1990-91 to 1994-

" 95) indicates that UC expects undergraduate enrollment sys-

temwide to increase by over 12,000 (8 percent) over the five-year

period. This includes a 6 percent increase in undergraduate and
an 18 percent increase in graduate enrollments.
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. To meet this enrollment growth, and also to renovate existing
facilities that may be obsolete for physical or program reasons,
UC’s plan calls for the expenditure of about $1.1 billion of state
monies during the five-year period 1990-91 to 1994-95. The
proposed program includes funds for 139 major projects at the
nine campuses as well as an ongoing minor capital outlay program
(projects costing $250,000 or less). While the plan does not include
any proposed expenditures for planning or establishing new
campuses, it does include projects designed to meet needs associ-
ated with enrollment growth at existing campuses. This year the

‘university incorporated several elements into its five-year plan
that make it more useful to the Legislature. For example, the plan
now covers the fiill five years, includes estimated costs to complete
each project and lists the projects in priority. Although the
university’s plan has been improved and is generally responsive
to the Legislature’s directive, we have several concerns about it.

Plan Does Not Provide Enrollment-Relaied Informa-
tion. The Legislature directed that the capital outlay plans
include, among other information, a discussion of how each
project contributes to accommodating needs associated with cur-
rent/projected enrollments. The UC plan does not include this
information. Without this information it is impossible for the

. Legislature to determine the extent to which the capital outlay
- plan meets needs generated by enrollment growth. or the cost of
meeting those needs. This places the Legislature in a difficult
position for making funding decisions on UC’s capital outlay
program.

. Plan Includes Significant Expenditures for Purposes
Not Directly Related to Enrollment Growth. Some indirect
measures indicate that a significant portion of the university’s
proposed capital outlay expenditures donot meet needs generated
by enrollment growth. For example, the university expects enroll-
ment growth at six of the eight general campuses and modest
enrollment declines at two campuses—Berkeley and Los Angeles.
The plan, however, proposes expenditures of about $160 million
(excluding projects related to seismic safety), or 17 percent of the
five-year total, at Berkeley and Los Angeles, even though current
capacity at those campuses exceeds current enrollment.

In addition, our analysis indicates that about $100 million
proposed for expenditure in 1990-91 is for projects that are
primarily for research-related space rather than enrollment
growth. The estimated future cost to complete these prOJects is
over $180 million.

Expenditures for capital improvements that are not related
directly to enrollment growth are certainly appropriate and may

11—80283
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be necessary. The Legislature, however; needs betterinformation
in'the five-year capital outlay plan so that it can assess the needs
for projects related to enrollment growth (including new cam-
puses) and othérimprovements, in order to set the Legislature’s
priorities and strike an appropriate funding balance between the
two.

CALIFORNIA STATE UNIVERSITY

The California State University (CSU) system is composed of
20 campuses and nine off-campus facilities which provide instruc-
tion in the liberal arts and sciences as well as in applied fields
which require more than two years of college education. In
addition, CSU may award a doctoral degree jointly with the
University of California or a private university.

Enroliment Prolectlons for CSU

In October 1989, CSU issued a Growth Plan for 1990-2005
that included enro]lment projections for the period 1990-91 through
2005-06. The plan also. includes a proposal to start five new
campuses, with the first to be brought on line in 1994. In Novem-
ber 1989, the Department of Finance’s Demographic Research
Unit developed projections of CSU enrollments for the same time
period. (These projections do not distinguish between under-
graduate and graduate students. CSUhas asmaller percentage of
graduate students than UC and, unlike :UC, is not proposmg to
increase that percentage.)

In preparing for its facilities needs for the year 2005-06, CSU
assumes that enrollment will grow from 361,000 students in
1990-91 to 541,000 in 2005-06. This is an increase of 180,000
students, or 50 percent. By contrast, DOF—based on demographic
data and historic participation trends—projects an enrollment of
466,000 students—an increase of 105,000 students. This repre-
sents an average annual enrollment-growth of 1.7 percent and
growth of 29 percent over the period. The key difference between
the numbers arises from an assumption by CSU that, by 2005, it
will reach the state’s goal of educational equity—that is, the
current low participation rates of students from under-repre-
sented ethnic groups will increase to rates comparable for those of
whites. (Currently, blacks participate at about one-half, and
Hispanics at about one-third, the rate of whites.)

Clearly, attaining educational equity at CSU (and all
postsecondary segments) is an important priority. But for capital
planning purposes, projections of enrollment need to be based on
the best available demographic data, not on policy goals. CSU
cannot accomplish this objective as an institution acting alone.
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- The state’s K-12 system must graduate qualified students in suf-

- ficient numbers to put the policy goal within reach. There is no
evidence that we know of which suggests that. the laudable
objective of equal participation rates can be achieved within the
next 15 years For example, there are currently about 40,000
Hispanics in the CSU system. If the participation rate for

" Hispanics continues to increase as it has during recent years,
there would be about 115,000 Hispanics—almost three times the
current numbers—by 2005-06. To meet CSU’s plan, however, the

.. system would have to enroll over 190,000 Hispanics—almost five
times the current number—over the penod The improvement in .
black participation rates would have to be even more pronounce(f
in percentage terms in order to mest CSU’s objective. -In short, .
CSU’s enrollment ﬁgure for 2005 06 is not 4 prOJectlon based on "
demographic trends. ©

) By comparison, the DOF projections are based on enrollments
growing generally according to historic trends during the plan-
ning period. If these past trends continue, this assumption

implicitly reflects substantial increases in the enrollments of

. under-represented students. In relying on these DOF figures, we
note two caveats. First, the trends in participation rates should
be carefully monitored to capture changes as they occur and to

- make necessary changes in out-year enrollment projections.
Second, it is possible that, in the near future, DOF will be able to
provide projections with more detail by race and ethnic group. |

. . This will greatly assist the Leglslature in 1ts efforts to equahze :
future part1c1pat10n rates.

Accordingly, we suggest that CSU develop a more realistic

enrollment projection through the year 2005-06 that could serve

‘ capltal outlay planning purposes. If participation rate experience

in the future indicates that CSU is more rapidly attaining this
goal, the enrollment projection can and should be revised upward.

Until actual trends (including high school graduation rates)

" demonstrate otherwise, however, we believe DOF’s enrollment -
projection forms a more reasonable basis for planning CSU facil-
ity needs. On that basis, the state at this time should plan on
accommodating 466,000 CSU students in 2005-06. Because many .
CSU students are part-time, this level of enrollment would be
350,000 full-time equivalent (FTE) students. For the remainder

. of th1s section on CSU, we use FTE enrollment figures. -

Accommodating Enroliments on Existing Campuses

Figure 4 shows, for each CSU campus, the current enrollment,
CSU’s projected enrollment for 2005-06 and CSU’s recommended
master plan ceilings. As the figure shows, CSU’s growth plan
projects that its existing campuses and off-campus centers can be -
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expanded to accommodate an enrollment of 365,400 FTE by 2005-
.- 06, an increase of about 93,000 FTE (34 percent increase) over the
'current enrollment.

Figure 4 alsoshowsthat CSU’s projected enrollment for the 20
campuses (344,100) is almost 60,000 less than the total campus
enrollments under proposed master plan ceilings (404,000). This

. master plan total includes CSU’s plan to raise ceilings at five
campuses: (1) Fresno and San Francisco from 20,000 to 25,000

Figure 4

CSU Current and Prolected Enroliment and
Master Plan Ceilings at Existing Campusesa_ _

Bakersfield 4,000 - 8,500 12,000
Chico 14,000 - 14,000 14,000 .
Dominguez Hills 6,200 12,000 20,000
Fresno \ 16,100 25,000 25,000¢
Fullerton ’ 17,600 20,000 20,000
Hayward 8,300 12,100 18,000
Humboldt - . 6,800 8,000 8,000
Long Beach 23,600 25,000 25,000
Los Angeles 13,600 18,500 25,000
Northridge 20,900 25,000 25,000
" Pomona |+ 14,700 19,100 20,000
Sacramento . 19,000 23,400 . - 25,000
San Bernardino . 7,800 17,100 : 20,0004
San Diego 25,000 25,000 25,000
San Francisco 20,000 25,000 25,000¢
San Jose 20,500 25,000 25,000
San Luis Obispo 14,700 17,400 20,000¢
San Marcos "~ 300 7,000 25,000
Sonoma -~ 5,400 - 10,000 15,000¢
Stanislaus 3.900 —-2.000 —12.000
Subtotals (262,400) (344,100) (404,000)
Off-campus centers 3,500 10,400 n/a
Year-round operation® | __6.000 _10.900 —__DNa
Totals 271,900 365,400 404,000

2 Full-time equivalent students.

b CSU's estimate for 1990-91. ~

¢ Enroliment planned by CSU.

9 Increased ceiling recommeénded by CSU.

¢ Use of summer quarters at four existing year-round campuses
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FTE each, (2) San Bernardino from 12,000 to 20,000 FTE, (3) San
Luis Obispo from 15,000 to 20,000 FTE and (4) Sonoma from
10,000 t0.15,000 FTE Although these master plan changes will
require a detailed review process, including environmental im-
pact assessments, we have no basis for assuming the ceilings
cannot be raised.

We believe CSU’s estlmate of the ability of existing campuses
to absorb growth is conservative. Under CSU’s plan, 11 campuses
would still be below their recommended master plan ceilings in_
2005-06. Some of these campuses (such as Hayward or Domin-
guez Hills) may not be able to grow faster than CSU has planned,
given problems experienced by those campuses in attracting
enrollment. Several of the other campuses, however, have the
potential to grow faster than CSU has planned, 1nc1ud1ng Sacra-
mento, Pomona and San Marcos.

Conclusions on Need for New CSU Campuses

Our analysis indicates that there currently is no dem-
onstrated need to plan for any new CSU campuses.

As mentioned above, the CSU growth plan for the period 1990
through 2005 calls for establishment of five new campuses. Under
this plan, the new campuses would be brought into operation at
two-year intervals beginning in 1994. The plan also calls for
establishment of five new off-campus centers to serve.upper
division and graduate students.

Statewide Enrollment Needs F1gure 5 shows for the year
2005-06 CSU’s projections of total enrollment, enrollment accom-
modated at existing campuses (including summer quarter enroll-
ment) and off-campus centers, and the “unaccommodated” enroll-
ment on which its proposal for five new campuses and five new off-
campus centers rests. The figure indicates that under CSU’s
enrollment projections, the system could not accommodate 41,000
students within existing facilities. CSU’s growth plan assumes
that this shortfall would be addressed through:

e " The fiver new campuses (20,000 FTE).
e The five new off-campus centers (6,000 FTE).
e Other off-site instructional areas (3,000 FTE).

¢ Anundefined combination of measures, including various
forms of off-site instruction and expanded use of summer
- terms (12,000 FTE).

As discussed above, however, we believe CSU’s enrollment
projection is unrealistically high and that DOF’s enrollment




222 / Part IV: Major Issues Facing the Legisiature

Flgure 5

Projected CSU Enrollment ,
Accommodated and Unaccoimmodated for 2005-06

Projected enroliment
Projected enrolimerit at
existing sites -

| 406,000 350,000

Unaccommodated enroliment
(surplus capacity)

projections are more appropriate to-use at this time for planning
purposes. Under DOF’s projection, the potential for existing
campuses to accommodate enrollments significantly exceeds the
expected enrollment level. As Figure 5 shows, existing campuses
and centers can accommodate projected enrollment growth
(through capacity-expanding construction prOJects) and still have
the potential to accommodate 15,000 additional FTE students in
2005-06 and beyond. Moreover, as discussed above, under CSU’s
recommended master plan ceilings there would be further poten-
tial to expand existing campuses to accommodate another 60,000
- FTE students. e

Regional Aspect of Accom‘modating Enrollment. Some
may argue that, even if there were existing capacity in the system
as a'whole, CSU’s regional focus requires that new campuses be
built in areas where campuses are reaching or have reached
capacity. In considering: the question of accommodating enroll-

- ment, however, it is important to recognize the. mixed state/
..regional nature of CSU campuses. According to CSU’s. publica-
" tion, Origin of 1988 Fall Term Enrollment, 12 of the 20 campuses
*..draw a majority of their freshmen classes from the region (defined
as the metropolitan statistical area) in which- the campus is
located. The same document indicates that 40 percent of all
entering freshmen come from outside the region in which the
campuses they are attending are located. Thus, a substantial
portion of enrollment is from outside the campus region and could

be viewed as a statewide component of the enrollment.

' Nevertheless, it is conceivable that one or more new campuses
could be justified strictly on the basis of regional enrollment
needs. We believe, however, there are several options for meeting

., .regional enrollment needs that should be examined before under-
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taking the costly (and irreversible) step of acquiring and con-
structing new campuses. These options include:

o ExtendingYear-Round Operations. Since year-round
operation uses existing facilities, it has the potential to
reduce future needs for additional space. Currently, four
campuses (Hayward, Los Angeles, Pomona, and San Luis
Obispo) have state-funded summer quarters. We recom-
mend in our Analysis of the 1990-91 Budget Bill (Item
6610-001-001) that the CSU conduct a comprehensive
cost-benefit analysis of this option.

e Raising Master Plan Ceilings. The CSU’s growth plan
projects that campus master plan ceilings will range from
8,000 to 25,000 FTE students. The CSU should consider
raising some of the master plan ceilings for those cam-
puses which are below the maximum level of 25,000 FTE.,

o Establishing Off-Campus Centers. The CSU may
wish to establish off-campus centers near students’ homes
or workplaces. Since such space can often be leased on a
short-term basis, off-campus centers could also be used to
meet one-time peaks in enrollment demand.

In view of statewide enrollment trends and the variety of
options available to meet regional enrollment needs, we conclude
that there is no demonstrated need for CSU to plan new campuses
at this time. Although the need for new off-campus ¢enters is not
justified on the basis of statewide enrollment projections, we
reserve judgment on CSU’s proposal for five new off-campus
centers pending additional information from CSU on the regional
basis for these centers.

The California State University’s
Five-Year Capital Outlay Plan

We find that CSU’s recent five-year capital outlay plan
does not adequately inform the Legislature on how needs
associated with projected enrollment growth are to be met.
We find further that a significant portion of the plan’s
proposed expenditures do not address these needs.

According to CSU’s five-year capital outlay plan (submitted to
the Legislature August 31, 1989), enrollment at CSU. campuses
will increase 15,000 FTE (5 7 percent) by 1995-96.

To meet this enrollment growth and also to renovate existing
facilities that may be obsolete for physical or program reasons,
CSU’s plan calls for the expenditure of about $1.4 billion of state
monies during the five-year period 1990-91 through 1994-95. The
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proposed program includes 166 major projects at the 20 campuses,
eight major projects at two off-campus centers (Contra Costa and
Ventura) and ongoing. programs for energy conservation and
minor capital outlay (projects costing $250,000 or less). This year,
CSU has improved its five-year capital outlay plan by providing
more information on proposed projects. For example, the plan has
been expanded to include limited descriptions of all projects and
estimated costs to complete each project. While including this
additional information is generally responsive to the Legisla-
ture’s directive, we still have several concerns aboutthe plan.

First, CSU’s capital outlay plan does not include any proposal
for the planning or establishment of new campuses. Conse-
quently, the current capital outlay plan will not implement the
CSU Trustees’ growth plan that calls for five new campuses (with
the first campus to come on line in 1994). Moreover, the plan does
not include any information regarding establishment of off-cam-
pus centers.

In addition, the capital outlay plan does include projects
designed to meet needs associated with enrollment growth at
existing campuses. The plan indicates that instructional facility
capacity will increase from 98 percent (systemwide average) of
-enrollment to 102 percent. Our analysis indicates, however, that
the plan contains inconsistencies regarding capacities associated
with specific projects and campuses. These inconsistencies, which

- are numerous and significant, call into question the reliability of
the information included in the plan. For example, the plan
indicates that either 3,321 FTE capacity or 1,766 FTE capacity

- will be added at CSU Fresno, depending on the page of the
document chosen. In another case, the document indicates in one
part that proposed projects will add 4,407 FTE capacity at CSU
Northridge. Yet, the plan’s summary table indicates that 4,244
FTE capacity would be added at Northridge during 1991-92
through 1993-94, followed by deletion of 3,330 FTE capacity in
1994-95. '

Our analysis further indicates that many of the proposed
expenditures do not substantially address needs associated with
enrollment growth. For example, CSU San Diego already is at its
master plan ceiling in terms of both enrollment and facility
capacity. Yet CSU’s plan proposes spending more capital outlay
funds at San Diego than at any other campus—$141 million over
the five-year period.

As mentioned under the section on UC, many projects that do
not contribute directly to accommodating enrollment growth may
be necessary. The Legislature needs better information in the
five-year plan, however, so that it can (1) assess ways to accommo-
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date enrollment growth and other needs and (2) strike an appro-
pmate fundlng balance between the two.

CALIFORNIA COMMUNITY COLLEGES

The California’ Commumty Colleges (CCC) consist of 71 lo-
cally governed districts operating 107 colleges throughout the
state. In addition, the CCC provides instructional services to
students at off-campus sites. The community colleges are author-
ized to provide associate degrees, occupational certificates and
credentials, and various service instruction.

Enroliment Projections

By statute, long-term enrollment projections for use by the
community colleges are prepared by DOF. The enrollment projec-
tions are formulated by applying expected participation rates to
projections of futre population groups, categorized according to
age and gender. This method is similar to the one DOF uses for
determining enrollment projections for both UC and CSU. How-
ever, this projection is also based on input from local districts
(through an annual enrollment survey), and a qualitative assess-
ment of each district’s situation by DOF staff. Using this method,
DOF projects community college enrollment to grow from 1,333,000
in 1988-89 to 1,873,000 by 2005-06, an increase of 540,000 stu-
dents.

This represents an average annual growth of 2 percent, and
growth over the period of 41 percent. This projection is also higher
than DOF’s 1988 projections, which estimated an increase of
400,000 students over that same period. Figure 6 illustrates the
enrollment growth trend between 1988-89 and 2005-06. It shows
that over two-thirds of the projected enrollment increase would
occur after 1994-95. The DOF’s enrollment projections appear to
be reasonable for purposes of long-range facilities planning.

Similar to the DOF projections for CSU enrollment growth,
the DOF model for community colleges does not make explicit
assumptions about how participation rates for underrepresented

~ groups will change by 2005. During the 1980s, increases in total
participation rates have reflected the increased participation
rates of underrepresented ethnic groups. Therefore, to the extent

these trends continue, DOF’s projections 1mphc1tly reflect in-
creased movement towards meeting educational equity goals. The
DOF is currently developing an alternative projection based on
the attainment of equal access (participation rates of underrepre-
sented groups equal to that of whites).

The alternative projection should provide useful information
because unlike the other segments of postsecondary education,
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Figure 6

‘,Célifomi"a_Cbmmuhity Colleges
Projected Student Enroliment
1988-89 through 2005-06

(in millions)

Total
Enrollment

1.9

1.8
1.7
1.6

1.5

14

90-91° 9293 9495 9697 9899 2000-0t 02-03 04-05

the California Community Colleges have an open enrollment
policy. Simply stated, no minimum criteria or standards must be
met to enroll into a community college. Therefore, the possibility
of the community colleges achieving equal access within the
timeframe of the projections merits examination. These projec-
tions should be available for review in spring 1990.

Accommodating Increased Enroliment

We find that the community colleges’ current simula-
tion model has shortcomings which make it unreliable as
an accurate predictor of the system’s future capital outlay
needs. As a result, we cannot at this time advise the Legis-
lature as to either the necessary expansion of existing
campuses or the number of new community college cam-

 puses that will be needed to accommodate projected enroll-
ment through 2005-06.

To plan for the projected enrollment increase, the Chancel-
lor’s Office has developed a computer simulation model. The
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model employs twenty-nine different data elements about each
district’s enrollment and facilities. This information is processed
with space utilization standards and with a series of planning
assumptions about such variables as campus capacity, service
area limitations, and average construction costs. For each of the
71 community college districts, the model projects capital outlay
needs through 2005:06 for remodehng and altering existing

o facﬂltles ‘constructing and equipping new facilities, and acquir-

ing new sites and developing new campuses. The model -aggre-
gates district needs into regional and statewide summaries.
(These projections do not incorporate future capital outlay expen-
ditures for safety requirements, correction of hazardous condi-

. tions, and physical access for disabled persons.) .

Using this model and DOF’s 1988 enrollment projections, the

' Chancellor’s Office estimated that about two-thirds of the 400,000-

student enrollment growth could be accommodated in existing
facilities or by expanding ex1st1ng campuses. Accommodating the
remalmng one-third would require 16 additional campuses aver-
aging 8,000 students. The Chancellor’s ‘Office has not run the
model using the higher enrollment figures in DOF’s 1989 enroll-
ment projection (540,000 additional students by 2005-06). The
office estimates, however, that accommodating this higher enroll-
ment would require about 5.1 million assignable square feet (asf)
of new facilities on existing campuses and the development of 23

‘ new. campuses (2.9 million asf).

~ The'simulation model may be a useful tool for estimating the

»,potent1al magnitude of long-range planning needs. The current
““model, however, should not be considered as thefinal determinant

for expandmg a campus or establishing a new campus. This is
because the model includes a wide range of subjective planmng
assumptions that, if modified, could significantly alter the projec-
tions for the expansion of the community college system. Ex-

amples of these assumptlons are discussed below. -

Potential for Expandmg the Use of Off- Campus Facili-
ties. One planning assumption is that a district’s current propor-
tion of oﬁ'—campus to on-campus weekly student credit hours

(WSCH) will remain the same through 2005-06. (Currently, about

10 percent of all systemwide WSCH are off-campus.) Increasing
the use of off-campus space could reduce the need for building new
campuses or for expandmg existing campuses. Oﬁ'—campus use
could be increased in part by offering more evening classes at

~ existing secondary schools. This alternative could accommodate a
substantial number of evening students in existing, and often

under-used, lecture space. Using ‘multiple, decentralized sec-

“ondary schools would also offer many students an educational




228 / Part IV: Major Issues Facing the Legislature

opportunity closer to their homes or workplaces than existing
community college campuses.

Potential for Inter-District Sharing of Facilities. The
Chancellor’s Office model omits a key variable which must be con-
sidered when determlmng whether a new campus is fully justi-
fied. The model only examines the capacity at District A’s existing
campuses in determining the need for a new District A campus.
The model does not consider whether an existing campus in
District B—an adjoining district located within a reasonable
commuting distance—has the capacity to accommodate more
students from District A.

Inappropriate Criterion for Establishing New Cam-
puses. The two conditions imposed by the model in projecting the
need for a new campus are that (1) the average size of a district’s
existing campuses is not to exceed 750 WSCH per campus acre
and (2) the service area of existing campuses is not to exceed
certain limits—based on a 30-minute maximum travel time—for
urban, suburban, and rural areas. We believe the first cond1t10n
is an inappropriate criterion. :

First, it is unclear to us why the 750 WSCH per acre standard
is the appropriate one. We sampled 20 representative urban,
suburban, and rural campuses and found that current enroll-
ments ranged from 44 to 3,350 WSCH per acre. Additionally, ten
campuses in our sample exceeded 1,100 WSCH per acre. Thus,
many campuses now accommodate considerably more students
than the capacity standard used in the model for projecting new
campuses. We therefore question the use of a single, statewide
campus capacity parameter for projecting each district’s ability to

" accommodate enrollment growth. Second, and more importantly,
we believe it is inappropriate to use, as a capaclty standard, a
variable that relates academic load to a campus land base. As an
alternative to this parameter, the Chancellor’s Office, in coopera-
tion with the districts, should determine the capacity of the
community college campuses based on what is academlcally
sound.

Further Work A private consultantis assisting the Chancel-
lor’s Office in refining the model. The consultant will also provide
long-range planning assistance to those districts for which new
campuses are projected. This process will be complete in June
1990, at which time the Chancellor’s Office should have a more
,deﬁnltlve answer as to the number, location, and timing of new
campuses which they believe will be needed by 2005-06. We urge
the Chancellor’s Office to reevaluate the assumptions used as a
basis for its projections and to incorporate the above changes,
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along with any other changes they may deem appropriate, pnor to
completing this process.

The commumty colleges simulation model is an important
first-step in projecting the system’s long-range capital outlay
needs. In view of the current shortcomings of the model, however,
we cannot at this time advise the Legislature as to elther the
necessary expansion of existing campuses or the number of new
community college campuses that will be needed to accommodate
projected enrollment through 2005-06. As indicated earlier,

. however, of total projected enrollment growth in the community

college system through 2005-06; over two-thirds will occur after
1994-95. Therefore, existing campuses and off-campus centers

- should be able to accommodate the system’s short-term growth.

This, in turn, should give the Chancellor’s Office sufficient time to
reﬁne its proposal before seeking approval by the Leglslature

The California Commumty Colleges’
Five-Year Capital Outlay Plan

We find that the community colleges are not adequately
addressing growth-related capital outlay.needs, as evi-
denced by the lack of a systemwide five-year plan as re-
quired by the Legislature.

In accordance with the Supplemental Report of the 1989
Budget Act, the Chancellor’s Office submitted a five-year capital
outlay plan. This plan falls woefully short of the supplemental
language report requirements. Rather than providing a sys-
temwide plan showing statewide five-year priorities, as requlred

by the Legislature, the Chancellor’s Office simply included copies

of each district’s two- to five-year priority list of projects. The
Chancellor’s Office, however, estimates that the community col-
leges will be seeking state appropriations totaling $1.0 to $1.2
billion during the five-year period 1990-91 to.1994-95.

The systemwide 'ﬁve-year plan was also to include a discus-

sion of the programmatic basis for each project and how the

project contributes to accommodating needs associated with cur-
rent and projected enrollments. This requirement has not been
fulfilled in the plan submitted to the Legislature.

The individual district’s five-year plans include a calculation
of the net increase in WSCH that each capital outlay project will
accommodate. Our review of these documents shows that the
various projects will accommodate an additional 110,000 students
over the next five years, which compares well to DOF’s latest
enrollment projections. On closer examination, however, it is
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clear that.the proposed;expansion is not located where the enroll-
ment growth is expected. For example, many districts that cur-
rently have substantial capacity are planmng additional facili-
~ ties. In fact, two-thirds of the proposed’increase in lecture or
laboratory space planned for the next five years——enough for
74,000 students—is in districts whose present facilities can ac-
commodate over 120 percent of the1r pro_]ected enrollment over
the same time permd

A communlty college five-year plan in essence does not exist
and systemwide planning for enrollment growth is totally inade-
quate.Judging by the current five-year plans of many.individual
districts, a large portion of proposed future expenditures will not
address enrollment-related capital outlay needs. It is essential
that the Legislature have a systemwide five-year plan in order to
assess whether project proposals; including those associated with
new campuses, address enrollment growth and other legislative
priorities. The Chancellor’s Office needs.to provide the Legisla-
ture with the information requested by the Legislature in.the
Supplemental Report of the 1989 Budget Act

HOW CAN THE LEGISLATURE BEST PROVIDE THE
FACILITIES NEEDED FOR ENROLLMENT GROWTH?

Although there are no precise est1mates of the costs to meet
postsecondary education capital outlay needs over the next 15
years, it is clear from the segments’ five-year capital outlay plans

_ and other information that a multi-billion dollar effort will have

~ tobe funded. Given the magmtude of this fiscal commitment, the

* Legislature will have to consider carefully how best to plan and
finance these fac1l1ty needs.

Leglslature Needs Better Informat|on

We recommend that the segments provtde better capital
outlay planning information to the Legislature, particu-
larly with regard to how proposed projects meet needs
associated with enrollment growth, and including infor-

mation on proposed new campuses or oﬁ' campus centers.

Competing Statewide Needs and Limited Resources. As
discussed above, billions of dollars will be needed in the next five
years and beyond for postsecondary education cap1tal outlay At
‘the same time, these needs will compete with various other

. statewide needs for limited funding. Consequently, the Legisla-

. tureneeds 1mproved information from the segments so that it can

~ better assess, control and plan for postsecondary educatmn capi-
tal outlay needs.
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‘ Better Information Needed on How Projects Address
Enrollment Needs. The Legislature, in the Supplemental Re-
port of the 1989 Budget Act, already has requested much of what
we believe is needed. In attempting to follow this legislative direc-
tion, UC and CSU have made significant improvements in the in-
formational content of their plans. OQur review indicates, however,
that the segments still need to refine information on how proposed
pI‘OJeCtS meet needs associated with enrollment growth and chang-
ing program requirements in order to assist the Legislature in

" determining if proposals meet legislative priorities. For each
project, the segments should: (1) indicate the extent to which the
space serves undergraduate and graduate enrollments, instruc-

~ tional needs, and other capital improvement needs; and (2) specify
the cost of prov1d1ng the space for meetmg enrollment needs. In
addition, the segments should include in their five-year capital
outlay plans information on the costs and timing of proposed new
campuses or off-campus centers and how these centers are related
to facilities to be constructed through capital outlay expenditures.

The Legislature needs the above information to make sure
that it funds postsecondary education facility priorities as the
Legislature sees them.

LegiEIatufe Will Have to Rely Heavily on Bond Financing

Improved planning information is important not only so the
Legislature can establish priorities within each segment and
among segments, it also is critical in preparing a financing plan
for needed facilities. Given the magnitude of postsecondary edu-
cation needs relative to General Fund and tideland oil resources,
the state will almost certainly have to rely heavily on bond
financing. In the past four years, for example, the state has.
financed 99 percent of postsecondary education capital outlay
costs through either general obligation bonds ($1 billion) or lease-
revenue bonds ($611 million). Since the state has used virtually
all of its existing authorized general obligation bonds, future
expansion of postsecondary education facilities will depend on
new general obligation bond authorizations by the voters and,
potentially, new lease-purchase revenue bond authorizations by
the Leglslature

- In comparing these two types of bonds, it should be noted that
the General Fund provides the debt service payments in both
cases. General obligation bonds, however, have two principal
advantages over lease-revenue bonds. First, general obligation
bonds are less expensive (currently an interest rate differential of
up t0 0.5 percent). Also, the state does nothave to obtain insurance
for facilities funded with general obligation bonds, as is required
under lease-revenue bonds. (UC generally meets this require-
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ment through self insurance.) Second, unlike the case for lease-
revenue bonds, debt payments on general obligation bonds are
exempt from the state’s appropriations limit and therefore en-
hance the Legislature’s ability to fund competing state needs.
(Under the provisions of SCA 1, if approved by the voters in June
1990, it appears that the Legislature could exempt lease-revenue
debt payments from the appropnatlons limit.)

Currently, the Legislature is considering SB 147 (Hart)
which would authorize (as amended January 18, 1990) a $900

- million general obligation bond measure to be submitted, to the
voters at the June 1990 primary election. Considering only the
first two years (1990-91 and 1991-92) of the five-year plans, the
amount proposed under SB 147 falls short of the segments’ stated
needs by more than $500 million. Some of the projects proposed by
the segments may, upon legislative review, not merit funding
during 1990-91 or 1991-92. If, however, the Legislature wishes to
- fund the segments’ plans in the two-year period, it may wish to
increase the amount of general obligation bonds to be authorized.

If the $500 million “shortfall” were instead funded through
revenue bonds, we estimate it would require up to an additional
$125 million in principal and interest payments (plus major
unknown costs for insurance) over a 20-year.period. This added
cost is a result of two factors—Ilease revenue bonds carry a higher
interest rate and, under the State Treasurer’s current policy,
these bonds are paid off using a different financing schedule.
Given, however, the 20-year time frame for paying off the debt
service, the $125 million cost would be equivalent to $40 million
in 1990 dollars.

SUMMARY AND CONCLUSIONS

Above, we have reviewed the ways each segment of public
postsecondary education is preparing for enrollment growth over
the next 15-year horizon. The following is a summary of our
findings and conclusions:

Enrollment. Enrollment for each of the segments is pro-
jected to grow steadily between now and 2005-06 (average annual
growth of between 1.7 percent to 2.0 percent), resulting in signifi-
cant increases in the numbers of students the state must accom-
modate by the end of that period.

. Prajections. While there is agreement that each segment
will experience significant enrollment growth by 2005-06, we
have identified concerns with specific projections on enrollment
and existing capacity made by the segments. We believe UC and
CSU have made assumptions which result in an overstatement of
the need for new campuses. Data for the Community Colleges are
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insufficient for us to draw conclusions at this time.

Need for New Campuses. Based on our review of sys-
temwide and campus enrollment projections, we find that:

University of California. The university will need at
least one new campus by 2005-06 and should immediately
begin planning and development efforts for that facility.
In addition, the university should reassess its enrollment
assumptions with regard to the need for a second campus
and suspend planning for a third campus.

California State University. The system at this time
should not plan for any additional campuses, as existing
campuses will be able to accommodate projected enroll-
ment growth through 2005-06.

California Commaunity Colleges. Given the shortcom-
ings in the Chancellor’s Office model used to project
facilities needs, we cannot at this time assess their need
for new campuses.

Funding Expansion of Existing Facilities. Regardless of
what decisions are made on new campuses, all three segments will
require significant capital outlay improvements and expansion.
Over the 15-year period to 2005-06, the state will have to under-
take a multi-billion dollar capital outlay program te meet these
postsecondary education facilities needs.

Planning. All three postsecondary education segments
should significantly improve the information provided to the
Legislature in their five-year plans. This would allow the Legisla-
ture to better assess, control, and plan for the state’s postsecon-
dary education capital outlay needs.
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Air Quality Improvement: An
Alternative Strategy

Is the Current RegulatoryApproach the Most Effective Way
to Meet the State’s Air Quality Goals?

California suffers from some of the country’s worst air quality
problems. In order to improve air quality, the state and local air
_quality districts have implemented some of the toughest air
quahty controls in the country. The state’s primary approach to
improving air quality has been to use “command and control”
regulation of pollution sources, which relies on administrative
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processes to establish rules that mandate or prohibit actions, and
to appeal to voluntary cutbacks in activities that create pollution.
This approach has achieved significant success in reducing out-
puts of certain pollutants. Yet virtually every urban and many
rural areas of the state remain out of compliance with existing
state and federal standards.

Last year we discussed amendments to the California Clean
Air Act (please see 1989-90 Budget: Perspectives and Issues, page
111) that are designed to strengthen the authority of regulatory
agencies and improve coordination between air districts. Policy
makers at the federal, state and local levels, however, are increas-
ingly expressing concerns about the current strategies for improv-
ing air quality. More and more proposals are beginning to surface
that look beyond the state’s current regulatory policies to ones
that stress incentives and flexibility in order to improve the pros-
pects for achieving the state’s air quality goals at lower cost to
society. These p011c1es are known as incentives-based regulatory
policies.

In this analysis we review command and control regulatory
policies'(CCR) examine the deficiencies of CCR policies, present
an overview of incentives-based reg‘ulatlon (IBR) and discuss
specific IBR policies.

BACKGROUND

California residents experience more days of poor air quality
than do residents of any other state in the nation. Air pollution can
cause health problems (severe ones for some people), kill trees,
damage agricultural crops, and damage buildings, infrastructure
and other exposed materials. One recent study by the South Coast
Air Quality Management District (SCAQMD) estimates that air
pollution: in that region alone could cost individuals and busi-
nesses as much as $9.6 billion annually. While that study has
received some criticism, most experts would agree that air pollu-
tion is very costly. Liast year (please see 1989-90 Budget: Perspec-
tives and Issues, page 115), we identified 25 counties in California
that continue to violate federal standards for at least one pollut-
ant (such as sulfur and nitrogen oxides, particulates, hydrocar-
bons, and carbon monoxide).

One reason why air pollution is more serious in California
than elsewhere is because of the state’s weather and topography.
Rapid population growth and life-style choices, which include the

" widespread use of automobiles, intensify the state’s air quality
problems. Past federal and state regulatory activity hasidentified
and implemented most of the relatively inexpensive, known
pollution control technologies on large, easily identifiable pollu-
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tion sources (such as manufacturing and power plants). Future
efforts to comply with state and federal air quality standards
increasingly will have to deal with individually smaller and more
diffused sources of pollution (such as automobiles and consumer
products). This will (1) increase the costs of control efforts in order
to obtain relatively modest improvements in air quality and (2)
limit the ability of government to improve air quality merely by
‘mandating specific technolog1es Significant future _gains in air
quality are likely to requlre major changes both in the way we
produce products and in individual life-styles.

CURRENT REGULATORY SYSTEM

In this section we review the command and control regulatory
process and examine its advantages and deficiencies.

The Components of CCR

California currently relies heavily on command and control
regulation (CCR) to meet air quality goals. In part, this has
developed due to the role of the federal Environmental Protection
Agency inimplementing the federal 1970 Clean Air Act (including
the 1977 amendments). The CCR approach consists of the follow-
ing major processes:

o Planning. Once goals (such as pollutant standards)
have been established, a planning process (which typi-
cally follows a regulatory proceeding format) is under-
taken to develop particular strategies for achieving the
standards. An example of such a plan is the SCAQMD
plan, (released in 1988 and known as the South Coast
plan) which anticipates compliance with all federal stan-
dards (except ozone) by the year 2007.

o Approvmg Control Technologzes. Generally compli-

’ ance strategies rely heavily on tailend control technolo-
gies (that is controls on the exhaust from factories and
automobiles), and regulatory proceedings are used to
identify those technologies. For example, the regulatory
"agency may determine that a particular kind of smoke-
‘stack attachment (a “scrubber”) is needed in order to
remove additional sulfur dioxide from electric power plant
exhaust.

~ o Permitting New Pollution Sources. A permitting
process (also using an administrative proceeding format)
is designed in order to site new facilities that might be
sources of pollutants.
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¢ Monitoring and Enforcement. In order to assure com-
-pliance with the foregoing decisions, regulatory agencies
engage in enforcement and monitoring activities.

The unifying feature of these CCR elements is that they rely
on administrative procedures which typically include: hearings
with written and oral testimony, workshops where participants
discuss options, analysis and evaluation of proposals by staff,
decisions rendered by a governing board and challenges to the
decisions pursued in the courts.

Command and Control in California

The components discussed above can be seen in the regula-
tory systems used in California. It is a complex system to descrlbe
for several reasons:

o Both federal and state statutes apply;

¢ There are regulatory agencies at the federal, state and
local levels; and

e There are different types of pollution sources: stationary
(such as factories and power plants), mobile (such as cars
and trucks) and so-called “area” (such as paint; deodor-
ants, pesticides, solvents, and lubricants) sources.

The mix of agency regulatory and enforcement responsibili-
ties is somewhat different for each source. Additionally, agencies
develop regulations that can require either existing technologies

_or not-yet-developed technologies (so-called technology-forcing).
Therefore, it describing CCR in the state, we focus on its general
features rather than on specific regulatory institutions (except
where examples help illustrate our analys1s)

The federal Environmental Protection Agency (EPA) sets
ambient air quality standards for certain specified pollutants and
requires states to develop state implementation plans (SIPs) for
achieving compliance with those standards. Additionally, be-
cause of its more severe problems, California has set standards
for certain pollutants that are more stringent than the federal
standards. Under California’s SIP, air pollution control districts
(APCDs) prepare the local 1mplementat1on plans and manage the
stationary source reg’ulatory programs and the state Air Re-
sources Board (ARB) has primary respons1b111ty for the mobile
source regulatory program and for rev1ew1ng district regulatory
programs for conformance with clean air goals.

The ARB and APCDs inventory and monitor sources of pollu-
tion, which make it possible to establish and enforce maximum
allowable concentrations of emissions at each source. This ap-
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proach is limited, however, since in many areas the relationship
between the amount and pattern of emissions and the measured
ambient air quality is complex and poorly understood. As a result,
it is sometimes difficult to ascertain exactly what improvement in
air quality would result from requirements (for example, a par-
ticular control technology) placed on a specific source. Nonethe-
less, the plan must make a convincing case that it would achieve
compliance or the EPA is authorized to impose sanctions (such as
prohibiting construction or withholding certain federal funds). A
state plan can be approved, however, if it shows “reasonable
effort” to achieve compliance, including the requirement that
emissions sources adopt the best available control technology
(BACT). :

Since the BACT depends on specific technical features of par-
ticular facilities (such as manufacturing plants, oil refineries,
automobiles and power plants), the agencies identify a BACT for
each polluter. These decisions are based on evidence submitted
during a formal public hearing process. Further, the agency bears
the burden of showing that the technology is feasible and will
make progress toward reducing emissions. The federal BACT
standard also has an economic reasonableness component. Be-
cause of the severity of California’s air pollution problem, how-
ever, the state's regulatory program places less emphasis on
whether the required technology is economically feasible.

WHAT ARE THE ADVANTAGES OF
COMMAND AND CONTROL REGULATION?

The regulatory process outlined in the previous section is com-
plex, yet it has perceived advantages that make it a popular
means of achieving compliance with the state’s air quality stan-
dards. These include:

e “Fairness” And Targeted Relief. CCR encourages pub-
licinput, requires equal compliance from all polluters, yet
allows for specific implementation delays or variances
from general rules. Because CCR focuses on individual
concerns and because CCR results mainly inindirect costs

~ to individuals (such as control costs that are buried in
product prices, general taxes and regulatory fees), it gives
the appearance of fairness. ’

o Ease of Enforcement. CCR typically results in require-
ments for particular technologies that are easily moni-
tored because in many cases the inspector need only visit
the plant to take readings from the mandated device and
make inspections to determine that it is operating within
defined specifications.
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o Familiarity. CCRhasbeen developed over along period;
therefore, the rules and procedures are understood by the
parties that have an interest in the process. Further, a
practitioner “industry” of consultants, lawyers, analysts
and others have created a knowledge-base about the
workings of CCR processes.

The advantages of CCR are most pronounced when (1) the
regulatory goals are well-defined; (2) the problems are not suscep-
tibleto other, less intrusive, regulatory mechanisms; (3) there are
relatively few, noncomplex pollution sources and (4) the adminis-
trative process can be operated in a cost-effective- and timely
manner. Too often, however, the world in which CCR operates is
not so clear cut.

WHAT ARE THE PROBLEMS WITH
THE CURRENT REGULATORY SYSTEM?

Command and control regulation has been able to achieve
success in the past because the technological and behavioral
changes mandated by regulatory agencies could be accommo-
dated by most segments of the population without significant

. disruptions to their existing life-styles. However, the cost of
additional controls is increasing dramatically and 1ntrud1ng more
and more on current life-style choices. As a result, the regulatory
process is becomlng less effective in achieving further improve-
ments in air quality. There are several reasons why direct regu-
lation is likely to be less effective in the future than it has been in
the past. :

Social Costs Not Reflected in Prices

Everyone suffers substantial economic costs from dirty air.
However, none of us pay the full costs of the damage that our
pollution creates. Moreover, where we indirectly pay the cost for
pollution (such asin higher car prices because of catalytic convert-
ers), we seldom think of these costs as related to pollution.
Consequently, we have little economic incentive to modify our
behavior. Because CCR generally imposes a technological solu-
tion, it can increase the “up front” cost of a product or facility (such
as a car or a power plant), but is unlikely to affect decisions about-
use of the services provided by the product or facility (such as the
amount of driving or electricity use). For example, once you
purchase the car (with its pollution control equipment) there is
little incentive to stop driving to the grocery store everyday in
favor of fewer, better planned trips.

Reduced incentives to Innovate or to Minimize Control Costs

The current regulatory model provides little incentive for pol-
luters to develop alternative pollution control technologies that
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would reduce pollution beyond the levels required by regulations.
Regulatory agencies also do not often encourage changes in
production processes (such as the use of recirculation systems
that capture polluting gases for reuse or the use of different, less
harmful chemical processes for cleaning parts in factories) that
could be more cost effective. Instead, the regulations typically
require specific control technologies (some of which have not yet
been developed) that industries must use in order to reduce
specified pollutants (generally at the tailend).

If an industry develops an alternative method for controlling
emissions (whether it is a change in the production process or an
alternative tailend control technology), it must show, through an
administrative process, that the alternative reduces emissions by
as much as the control measure specified in the regulations. This
can be costly and there is no guarantee that the regulatory
authority will approve the measure. As a result, industries have
relatively little incentive to budget significant research monies for
the development of alternative technologies or processes beyond
those expenditures necessary to develop the mandated technol-

ogy.

Reigul’at_ory Agency Bears Burden of Proof

The burden of proving that a particular control should be im-
posed lies with the regulatory agency (such as an APCD or the
ARB) rather than with those who pollute. While basic pollution
standards exist which businesses and individuals are expected to
meet, the regulatory agency must generally decide how this will
be done. Thus, the regulatory agency is placed in the position of
having to defend its decisions about control strategies or technolo-
gies. Polluters are not required to defend their cortinued violation
of the standards or mandated reductions during the regulatory
process that determines the control strategy. With the burden of
proof on state and local agencies, polluters have incentives to
postpone, or weaken regulations because they need not comply
until all appeals to the proposed regulations are exhausted.

The burden placed on direct regulation can be seen in the ef-
forts of the Air Resources Board to regulate underarm aerosol
deodorants. This product group was chosen as the prototype con-
sumer product group by the ARB since economic alternatives were
already in the market (roll-on’s and other non-aerosols). Thus, it
was thought to be the easiest product group to regulate. Nonethe-
less, the proceeding took about two years from beginning to end.
To repeat this process for each of the over 100 product categories
identified by the ARB could last into the next century. The process
would probably be more difficult for the remaining product groups
because many of them do not have readily identifiable alterna-
tives that would be considered less environmentally harmful.
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Emphasis on Planning Not Achievement

The federal Clean Air Act requires regulatory authorities to
place an emphasis on the development of plans that show how
each political entity will meet standards. As we discussed last
year (please see The 1989-90 Budget: Perspectives and Issues,
page 116) if a district knowingly submits a plan that would fail to
meet federal standards, the EPA is required to impose sanctions.
The districts have great latitude regarding actual implementa-
tion or attainment of their plans so long as the districts can show
that they reasonably thought their plans would imeet the stan-

- dards by the target date. Adopting a plan, however, does not
guarantee either (1) that the plan will be implemented as adopted,
or (2) that implementation will necessarily lead to the attainment
of air quality standards.

~ For example, San Diego was not sanctioned for failing to meet
federal standards for ozone and carbon monoxide by 1988 because
its plan, when originally adopted, was determined to have suffi-
cient measures to achieve the standards. On the other hand, the
EPA was forced by court order to impose construction sanctionsin
the South Coast and Sacramento County districts because the
EPA found that these district plans, when originally submitted,
did not include sufficient measures to ensure a reasonable expec-
tation of meeting the standards.

A more specific example of how focusing on technological
solutions developed through regulation can divert energy from
achieving mandated standards is the effort of the SCAQMD to
develop rules needed to meet the 1988 federal deadlines. In 1986,
we examined the stationary source control measures proposed by
the SCAQMD as part of its 1982 south coast air quality plan. We
found that, of the 24 rules and regulations included in the plan, 13
rules were either relaxed or deferred entirely pending further
research. The deferrals came about because the technologies
‘required by the rules were either not yet developed or were too
expensive. This is not a criticism of the district, rather it shows
how difficult it can be to find ways to solve an extremely difficult
air quality problem within the framework of CCR.

The emphasis on planning and on developing technology also
can draw resources away from enforcement. For example, in three
of the largest air pollution control districts, only 14 percent of the
staff actually enforce regulations. Most of the staff are employed
developing plans and regulations, collecting data, and developing
new technologies.

Emissions Clean-Up Cost Is Increasing Rapidly

‘Current control technologies, required for both stationary and
mobile sources, have considerably reduced individual source
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- emissions. But the costs of tailend control technologies offering
the ability to achieve significant additional emissions reductions
are escalating rapidly. For example, in Los Angeles, recent esti-
mates of costs to control nitrogen oxide emissions from stationary
sources are about $20,000 per ton reduced. These control costs are
likely to be much higher in the future as the district is required to

_ make additional reductions in order to attain compliance.

"Further, past federal and state requirements for mobile source
pollution reduction added relatively moderate costs to the base
price of automobiles and resulted in engines that are about 90

- percent cleaner than prior to controls. Most observers believe,
-however, that the cost for cleaning up the remaining 10 percent is
likely to be much more expensive. In general, the notion of
escalating costs makes sense because it is reasonable to expect air
_.quality districts to impose the least costly technologies before
requiring more expensive, exotic technologies.
Summary Regarding CCR
Growth is outstripping the states’s ability to regulate and
enforce clean air requirements using the traditional policies.
Additionally, the main pollution sources in the fature are increas-
ingly becoming small, numerous, and difficult to identify mobile
and area sources rather than large, easily identified stationary
sources. Given tough new plannmg and regulatory requirements
enacted by the Legislature in 1988, it appears that significant
improvements in air quality will be costly and difficult to achieve.
This is because future air quality improvements are going to
require much greater behavioral change and more reliance on
innovative technologies. CCR does little to alter the incentives
individuals and firms face when making decisions that result in
air pollution. In the next section, we examine an alternative
regulatory strategy that offers advantages over the CCR strate-
gies currently used..

INCENTIVES-BASED REGULATION:
A COST-EFFECTIVE APPROACH

What Is Incentives-Based Regulation?

Incentives-based regulation IBR) relies on several basic prin-
ciples that complement the way individuals and businesses re-
spond to each other during the course of their everyday activities.
The basic principles of IBR include:

e Recognizing Full Costs of Actions. The most funda-
mental principle of IBR is that individuals and businesses
must recognize the full costs to society (including damage
to the environment) of the goods and services they pur-
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chase. Currently, prices of goods and services do not
include a component that fully reflects damage to air
quality; thus, individuals have.reduced incentives to
engage in more environmentally sound activities.

e Recognizing “Ownership of the Environment. Sec-
ond, IBR explicitly recognizes society’s “ownership” of the
environment by placing the burden of proof for damage to
the environment on the polluter. Hence, the polluter must
justify why it is violating society’s right to clean air. By
analogy, an individual has the right to seek damages from
someone who disposes of garbage on his or her property.

o Creating Private Incentives to Comply. Third, IBR
creates private incentives both to avoid polluting and to
develop innovative solutions to the pollution problem.
Individuals and businesses tend to engage in activities
that are cost-avoiding. IBR would act to modify prices in
a way that causes goods and services to reflect the full
costs to society associated with their use. Thus environ-
mentally harmful products or activities would become
more expensive compared to less harmful products or
activities; and individuals would tend to shift their pur-
chases to relatively lower-cost “clean” products or activi-
tles

) Changes the Focus of Regulatory Acthty. Finally,
IBR changes the nature of regulatory activity from its
current emphasis on administrative process to an empha-
sis on énforcement of standards and permits, identifying
problems, and crafting rules that i 1mprove private incen-
tlves

How Would IBR Produce Cleaner Air?

Ideally, polluters should pay all of the costs of the pollution
they cause, thereby imposing no costs on society. When someone
drives a car, or manufactures a product, that individual faces costs
associated directly with that activity (these costs usually are
referred to as private costs). A motorist pays for the car, for the
gasoline, and for insurance. A manufacturer faces costs for capital
and labor. In the process of driving or manufacturing, these
1nd1v1duals also usually produce pollutants.

Under the current system of regulatlon polluters do not pay
directly for the damage to the environment caused by their activ-
ity (these costs usually are referred to as social costs). Instead,
most of these social costs are borne by individuals indirectly either
through (1) impaired life-style due to damage to the environment
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(such as visual impacts, damaged buildings, and poorer health),
(2) higher cost for products resulting either from the use of
mandated emissions control technology or from damage to prod-
ucts caused by pollution, and (3) tax support for regulatory
agencies. But, paying for pollution indirectly through degraded
life-styles, hidden costs and taxes does not send clear signals to
individuals about the air quality consequences of their choices.

An incentives-based regulatory strategy attempts to assign
the cost of pollution directly to those that cause it, primarily by the
use of fees that are added to the prices of goods and services. These
fees would be set so that they are related to the amount of damage
resulting from the polluting activities. Under this approach,
motorists, for example, would pay for environmental damage, just
as motorists currently pay for gasoline and the wear and tear on
their vehicles. They would then have clear incentives to seek less
costly alternatives. Correspondingly, the manufacturer would be
faced directly with the costs of pollution when making production
decisions and would have greater flexibility regarding how to
avoid the costs. Co

By confronting individuals and firms with the full social cost
of their choices, they would have incentives to avoid activities,
modes of transportation and production processes that cause
pollution. Presumably, rational individuals will alter their behav-
ior to reflect more environmentally sound options: car pooling,
driving at non-peak hours, taking public transit, and moving
closer to their work. Similarly, manufacturers and other busi-
nesses would strive to avoid costs by seeking innovations on the
production floor, changing the hours of operation, or perhaps by
offsetting their pollution by purchasing discharge permits from
other manufacturers who can reduce their pollution at lower cost
(see below). Prices that reflect the environmental costs of particu-
lar activities are constant reminders that individuals and busi-
nesses can reduce costs by seeking ways to reduce pollution.

There are numerous examples of how price changes can affect
behavior. For example, after the oil embargo in the early 1970s,
the price of gasoline increased dramatically. As a result, drivers
significantly reduced their overall consumption of gasoline by
- changing driving habits and by purchasing increased numbers of
- more fuel-efficient cars. When gasoline prices dropped in the
1980s, consumption increased again. Another example concerns
the rapidly increasing cost of disposing of toxic substances (both
landfill costs and liability costs). The result is that manufacturers
are investing in less toxic manufacturing processes and recycling
toxic chemicals for reuse within their facilities in order to avoid
costs. :
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Advantages of an IBR Policy

Our analysis indicates that society would experlence anum-
ber of benefits from an IBR strategy for reducing air pollution.

Lower-Cost Approach to Achieving Compliance. -An
incentives-based regulatory policy offers individuals and busi-
nesses many more opportunities for reducing the costs required to
meet air quality standards. The basis for this is that IBR estab-
lishes a system that, in effect, forces individuals and businesses to
confront the social costs of their activities and offers them direct
incentives to engage in activities that allow them to avoid those
costs. Since these incentives are driven by individual behavior,
they are more likely to be an eﬁ"ectwe approach to achieve comph—
ance than is CCR. Additionally, since IBR allows for fléxibility in
decisions about how to achieve compliance, IBR is more likely to

be'an efficient means of achieving compliance than is CCR.

-An-example of how flexibility can reduce costs and achieve
compliance is offered by an experiment undertaken by the EPA at
the request of Du Pont. Rather than requiring a specific emis-
sions-reducing technology, as was the traditional practice, Du
Pont proposed that the EPA establish a “bubble” over one of its
plants and establish the maximum allowable emissions level from
the entire plant (thislevel was set equal to the total emissions that
would have occurred using EPA mandated equipment on each

~source of emissions). Du Pont estimated that the more flexible

" approach would allow it to save about $81 million compared tothe
costs of using the traditional technology and still reduce emissions
to the same level that would have occurred under the old system.

3M Corporatlon also has been actively working with the EPA

and local air quality districts to allow changes in production

. process that would allow it to meet its required emissions reduc-

tions more cheaply than would tailend controls. 3M estimates that

it has achieved cumulative savings of about $400 million since

1975 compared to its anticipated costs if it just installed requlred
control technology. -

; Another example of how IBR can reduce costs by i 1ncreas1ng
flexibility is found in a recent study undertaken for the EPA. This
study estimates the savings that could result from using transfer-
able discharge permits (discussed below) to reduce the emissions
of sulfur oxides at-electrical generating plants in the Midwest. It
found that the use of transferable permits to reduce emission of

. sulfur oxides by 10:million tons annually could result in curmula-
" tive capital cost savings of almost $26 billion by the year 2010
(leading to reduced consumer utility bills of about $5 billion
annually by 2010). These estimates could prove to be too high.
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Nonetheless, they suggest that considelfable savinés could result
from the use of more flexible approachesto emissions reduction.

Incentives for Innovation. In addition to changing behav-
ior, a crucial part of achieving current and future standards is to
find and implement new control technologies and less polluting
production processes and products. Under the current system,
there is little incentive for corporations to make those research
and development investments. By focusing on cost avoidance, IBR
would reward manufacturers-and others that make investments
in emissions reducing technology research. Further, by creating a
market in these technologies, IBR would encoursdge entrepre-
neurs to engage inresearch and development of iew technologies.
While it is true that some research and development activity
occurs now, there is general agreement that much more could be
done: : ‘

What Is the Role of the Regulatory Agency Under IBR?

Incentives-based regulation does not eliminate the need for
regulatory agencies or for command and control regulation.
However, since IBR relies more heavily on individual responses
that avoid costs than on administrative processes, the regulatory
agency would have a different role than is the case currently.
These agencies would be more heavily focused on developing
strategies to enhance the workings of IBR and on solving implem-
entation problems. Additionally, they would be more oriented
toward monitoring and enforcing the incentives schemes used to
achieve compliance with the standards. -

Finally, an important function of the regulatory agency under
- IBR would be to evaluate problems as they arise in order to deter-
mine the appropriate mix of regulatory strategies to pursue for
any given source of pollution. These evaluations would be based
on an impartial analysis of the benefits and costs of each ap-
proach. Incentives-based regulation could, in some instances,
prove to be a less effective means of achieving agency goals than
CCR. For example, in emergency situations (like extreme atmos-
pheric inversion layers), the direct, prohibition or restriction of
certain activities may be necessary. Consequently, there would be
a continued need for some CCR, but these instances would be both
more limited and better focused than is the case now.

APPLICATIONS OF INCENTIVES-BASED REGULATION

California’s air quality problems come from three major
sources; stationary (such as power plants and manufacturing
plants), mobile (such as cars and trucks), and area (such as
consumer products). Each of these major sources possesses unique
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characteristics. Therefore, we describe a number of poss1b1e
incentives-based strategies to use in achieving air quality im-
provements.

Stationary Sources

Stationary sources have received considerable attention by
regulators. As we discussed earlier, the command and control
regulation of these sources is beginning to require large invest-
ments for relatively modest additional reductions in emissions.

-.. One alternative approach to regulating stationary sources is the
IBR option of transferable discharge permits. . ‘

Transferable Discharge Permits. Transferable discharge
- permits (TDPs) are permits to release specified amounts of certain
pollutants into the air. The holder of the TDP, which would be
issued by a regulatory agency, could either use, sell, or “bank” the
permits. The regulatory agency would establish the maximum
level of permissible emissions for each geographic area. Then,
TDPs equal in total to the permissible discharge.level would be
created and distributed in some manner. The Congress currently
is debating proposed amendments to the 1970 Clean Air Act, and
at least one version of these amendments includes a provision for
. TDPs for sulfur oxides (a major component of acid rain).

Once the permits are allocated, any party (including environ-

- mentalists or government agencies) could buy, sell, trade or bank
the TDPs for future use. The regulatory agency’s main function
after the initial distribution of the permits would be to act as the
recorder of all transactions and to monitor emissions from all

- .-sources to determine compliance with permit holdings (the agency
would no longer be involved in approving the technologies chosen
..by permit holders). If properly des1g‘ned TDPs also could be used
-to "ratchet-down" the total allowed emissions yearbyyearinorder
to meet established standards. This would be done by reducing, at
_regular intervals, the amount of pollution allowed by each permit.

Noncompllance Penalties. Clearly, there would be incen-

““tives for a company to violate the terms of its TDPs unless

' penaltles were imposed and strictly enforced to ensure that

compames and individuals comply with the permits they hold. It

" is 1mportant that these penalties be set at a'level higher than the

price of TDPs. If they are not, it would be cheaper for a company

to pay the penalty and contmue to pollute in excess of its TDP
allowance.

Mobile Sources

Tradeable discharge permits also could be designed for mobile
sources. Markets“for these permits, however, would likely be




Air Quality Improvement: An Alternative Strategy / 249

expensive to organize and operate. Therefore, we focus on various
fee systems.for mobile sources. Designing a.fee system that
recognizesthe full social cost of air quality degradation caused by
- mobile sources requires several strategies. Among the issues that
would need to be dealt with are: (1) intensity of use of the vehicle
(miles driven), (2) fuel efficiency and ability to operate without
pollutlng, and (8) where and when the vehicle is used (partlcularly
in congested areas). ‘

Emission Fees. One IBR strategy is to increase the price of
gasoline by adding an environmental fee. The price of gasoline
currently does not reflect the full costs of the damage its use

~ causes to the environment. Thus, an environmental fee would be
established that would reflect the damage it causes. Since the
social costs could be expected to change over time, the environ-
mental fee could be adjusted perlodlcally as estimates of environ-
mental costs change.

Differential Registration Fees. Another IBR strategy that
could be used to create incentives to purchase less polluting cars
is a-differential registration fee (DRF). DRFsS are designed to
encourage motorists to purchase less polluting ears by imposing
surcharges at the time of purchase for vehicles having higher-
than-average expeeted emissions levels. Individuals purchasing
vehicles having lower emissions than the average would receive a
subsidy (paid from the surcharges imposed on high-emissions
vehicles), which would in effect lower the price of low-emissions
vehicles. The surcharges and subsidies could be designed so that
they would offset each other (except for administrative costs). The

_subsidies and surcharges should provide incentives both to indi-

‘ viduals to purchase cars that pollute less and to manufacturers to

~ produce more of the less- pollutmg vehicles. The DRFs could be

combined with emissions fees in order to (1) reinforce the incen-

tive for both purchasers and manufacturers to change the fleet

composition and (2) to capture both up front and continuing costs
of pollution.

Congestion Fees. A third IBR strategy that also could be
used to encourage changes in driving behavior is the congestion
fee. Delays on highways caused by congestion can significantly in-
crease the level of pollutants compared to travel at normal speed.
Congestion fees-could help to “internalize” the environmental
damage caused by the overuse of highways during peak times.

-.The fee would be assessed during peak times to discourage travel
‘then and encourage use of highways during off peak times. Crude
congestion fee experiments (for example, in Singapore and Hong
- Kong) have been underway for a number of years and have met
with some success. Presently, Caltrans is experimenting with a
toll fee system on the Coronado Bridge in San Diego that allows

- 12—80283
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commuters to pass the toll booth at highway speed, electronically

' registers the fee, and bills the commuter monthly in much the
same way as one pays the telephone or electric bill. Systems like
this one could also be used to reduce congestion on freeways and
other roads by assessing fees based- on the level of congestlon ata
given time and place.

Area Sources

Area sources are primarily consumer products such as deo-
dorants, charcoal lighter fluid, felt tip pens, aerosol sprays and
house paint. Collectively, these products represent a relatively
small part (approximately 10 percent of total volatile organic
compound, or VOC, emissions) of our current air quality problem.
However, in the south coast air basin, emissions from these
products are estimated to be up to halfof the total allowable VOC
emissions (measured in tons per year) allowed by current stan-
dards. As emissions from stationary and mobile sources are
reduced and as population grows, these products are becoming a
much more important focus of the state’s effort to improve air
quality. There are several IBR strategies that could be used for
these products.

One possibility is to establish fees, collected at retail sales out-
lets that would be imposed on those products that cause environ-
mental damage. This approach, however, could prove costly to
operate and monitor in many cases. Another possibility, which the
ARB is investigating, is the use of fees or TDPs that would be
applied at the manufacturing level in order to reduce monitoring
and enforcement costs. The higher retail cost of products should
induce consumers to switch to less-polluting products. An ex-
ample of how this could work is found in the recently imposed
federal excise tax on chlorinated fluorocarbons (CFCs). This tax
was set at a level that would make the cost of CFCs to purchasers

" equal to more environmentally sound alternatives. -

WHAT ARE THE OBJECTIONS TO AN IBR POLICY?

Over the years several objections to an IBR approach to im-
proving air quality have been raised. -

- Equity Considerations. Fees can place a burden on low
income individuals. This is a reasonable concern. What is not
often recognized, however, is that the current regulatory policies
also impose costs. Under CCR, these costs often are hidden in the
price of products sold by companies that are subject to the
regulatory process. In any case, the equity concerns raised by an
IBR approach could be addressed by the use of other policy tools
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such as redistributing fees back to low-income groups or by using
fees to i improve publlc transit fac111t1es

“Right” to . Pollute. This alleged problem is heard less

.frequently now than was the case several years ago. The ex-
pressed concern is that polluters; by paymg a fee or purchasing a
TDP, are buymg a right to pollute. It is true that this system
exp11c1t1y recognizes that individuals and firms will continue to
pollute, however, it forces them to pay the full costs of their
actions. Conceptually, this is no different than paying for the use
of a landfill where the landfill operator sets fees based on the type
of waste. Command and control regulation also creates a “right”
to pollute by issuing permits to individuals and businesses.
Addltlonally, for mobile sources, once a car is'purchased (includ-
ing the cost of on-board control technologies) theréisno additional
fee for the pollutants discharged. In essence; individuals receive
a “right” to pollute for free under CCR. ‘ :

- Difficulties in Setting Fees and Penaltzes. Settmg the
~ correct fees and penalties is central to the operation of a successful
IBR pohcy Fees and penalties that are too“low” would lead to
insufficient reductions to meet air quality goals while fees and
penalties that are too “high” would lead to greater costs than are
necessary to meet the goals. The regulatory agency would have to
- be careful to adjust them regularly and in ways that did not
disrupt the overall goals for which they were adopted. While
setting fees and penalties could present a challenge, the basic fee
levels could be determined using both data collected by regulators
and criteria developed by researchers. Experience with effluent
charges (fees used to control water pollution) bothin the U.S. and
in ‘Europe suggest that the fee setting process can work well.
~ Changes to fees and penalties could be done by the agencies at
" regular intervals.

“Hot Spots” and “Pollution Events. » Geographic features
or local increases in pollution sources can lead to a build up in
pollutants ealled hot spots. Hot spots can cause health-threaten-
ing levels of pollution locally even though the dir basin as a whole
is not suffering from air quality problems. Weather conditions or
seasonal factors also can lead to concentrations of pollution (these
are known as pollution events). TDPs and fees might prove to be
inefficient ways to counter these isolated or short-duration prob-
lems because it could be too costly to develop permits and fees that
are sufficiently specific and enforceable to be practicable. The
nature of these events could require the use of administratively
imposed controls to supplement emissions and congestion fees in
emergencies. This use of emergency regulations is an excellent
example of the focused use of CCR, especially in combination with
IBR policies.
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SUMMARY AND RECOMMENDATIONS

- Werecommendthe Legislature (1) amend current law to
authorize the use of economic incentives (including the
ability to assess fees) and (2) establish a tradeable dis-
charge permit pilot program.

Air pollution is enormously costly to Californians. The current
command and control regulatory policies that state and local
agencies use to improve air quality have achieved substantial

. improvements but may not be effective in solving the state’s
remaining air quality problems. As a result, it may prove difficult
to reach the state’s air quality goals in a cost-effective way. If the
state hopes to achieve these goals, an alternative set of regulatory
policies should be considered.

Incentives-based regulatory policies offer a more cost-effec-
tive method for achieving air quality standards because: they
encourage cost-avoiding behavior, innovative solutions, and flexi-
bility in achieving the state’s goals. Given the advantages of

. incentives-based regulatory policies, we believe the Legislature
should begin to implement such policies in addressing the state’s
air pollution problems. As some key first steps toward that end, we
recommend that the Legislature take the following actions:

e California Clean Air Ac¢t. Amend the California Clean

- Air Act to explicitly authorize the use of economic incen-

tives, partlcularly for mobile sources and consumer prod-
ucts. :

o Fee Authority. Provide the ARB and the local districts
with the authority to impose fees such as emissions fees,
congestion fees, and variable registration fees in order to
further the obj ective of developing effective economic
incentives programs.

e Pilot Program. Establish and evaluéte; a fradeable
discharge permit pilot program for stationary sources in
a large air basin. :




State Oil Spill Preparedness
| and Response -

How Can the State Betler Address the Problem of SmaII
Chronic Oil Spills?

Since the acc1denta1 release of a large quantity of oil from the
tanker Exxon Valdez in March 1989, much attention has been
focused on the possibility of another major offshore oil spill near
‘the United States coastline. Although California has not experi-
enced a spill of this magnitude, the extensive amount of oil
.. development and transport off the state coast certainly raises the
question of whether such an-event could happen here and what its
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consequences would be. The potential environmental and eco-
nomic effects of this kind of accident clearly warrant serious
concern and require substantial preventive and preparedness
efforts.

Even.before the Alaskan mishap, however, the state, local
governments and private industry had begun to put significant
effort into improving systems for major oil spill prevention,
preparation and response. Since the consequences of a “cata-
strophic”spill would be quite large, this problem appears to have
overshadowed a related, but less visible one: the chronic, some-

" times undetected" d1scharge of much smialler quantities’ of oil,
often in onshore areas. Given that these smaller spills are known
to occur more frequently and, in the aggregate, pose significant
problems to the environment, the Legislature should consider
ways to better address this problem.

In this analysis, we review the history of major offshore oil
spills near California and the efforts to ensure a reasonable level
of safety and environmental protection in this area. We then
contrast this with the current system to handle smaller, mostly
onshore oil spills in the state. F1na11y, we present some: alterna-

_tives to consider in attempting to improve this system. '

MAJOR OFFSHORE OIL SPILLS HAVE BEEN RELATIVELY FEW

Although each incident received substantial notoriety at the
time, historically there have been only a few oil spills in the Pacific
Ocean that can be considered “major.” Apart from the Valdez spill,
involving the release of over 11 million gallons of crude oil, the
largest and most infamous was the platform blowout in the Santa
Barbara Channel in 1969. Although the actual amount is uncer-

~tain, according to some estimates this accident released about 3
‘m1111on gallons of crude oil into ocean waters resultlng in signifi-
cant environmental damage. - »

Slnce 1969, however, there have not been any spills of this
magmtude off the Cahforma coast. The next largest spill occurred
in1971, when two tankers collided in dense fog just outside of San
Francisco Baly, spilling a total of 800,000 gallons of crude oil. This
accident led to the use of radar as part of the onshore Vessel
Tracking System. In 1984, the tanker Puerto Rican exploded 12

_miles west of the Golden Gate Bridge, sp1111ng 1.3 million gallons
‘of fuel oil at sea. Although considered a major spﬂl its environ-
mental 1mpact was considered minimal, relative to its size, be-
cause there was relat1ve1y little impact on wildlife or the coastal
area. . .

‘ In 1987, two cargo ships collided in the Santa Barbara chan-
nel, with one of them, the Pacbaroness, spilling about 150,000
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gallons of its own fuel oil before sinking. In 1988, a barge collided
with its tug off the Washington state coast, leaking about 230,000
gallons of fuel oil into the water, much of which eventually washed
up on hundreds of miles of beaches in Washington and Canada.

Most recently, the tanker American Trader spilled an esti-
mated 400,000 gallons of crude oil in attempting to unload at a
marine terminal near Huntington Beach in February 1990. At the
time of our review, the effects. of this spill had not yet been
determined. : r

MEASUREé HAVE BEEN TAKEN TO ADDRESS MAJO“R SPILLS

As the preceding brief history indicates, large offshore oil
spills—while posing a very real threat to the coastline—have not
been common. Nevertheless, it is clear that, under certain condi-

“tions, even one major spill could be disastrous for the marine and
coastal environments, fishing, tourism and the oil industry itself.

Recognizing this situation, governments and industry have
taken steps since 1969 to (1) improve operational safety in off-
shore oil development and transport and (2) establish adequate
preparedness and response plans aimed at cleaning up a major oil
spill. For example, the State Lands Commission (SLC), which
manages oil and gas leases in state waters (zero to three miles

" offshore), has an extensive regulatory program des1gned to pre-
“vent spills at platforms, marine terminals, processing facilities
and pipelines within this jurisdiction. Various state and federal
agencies also conduct surprise “spill drills” to test the adequacy of
the industry operators’ spill containment and cleanup plans. In
addition, new technologies have been put into place to improve the
safety of platform drilling and tanker transport.

- Although it is difficult to determine how much of the safety
record for offshore oil in recent years is attributable to these
measures or simply to good luck, the vast majority of offshore spill

. incidents during this time have been very small. The SLC indi-
" cates that, during the past three years, only 21 such incidents
were reported at oil facilities leased in state waters, totaling 267
gallons of oil, pr1mar11y from routine offshore oil operations. The
federal Minerals Management Service, which manages oil and
gasleases in Outer Continental Shelf (OCS) waters (3to 12 miles
+offshore), reports that over the past 10 years, about 90 percent of
oil spills from these operations in the OCS region were less than
one barrel (42 gallons), averaging about five gallons each. The

v largest single recorded spill during this period was about 700
gallons. These amounts seem even less significant when com-
pared to natural seepage of oil, occurring along fault lines under
coastal waters, at an estimated rate of 2,500 to 25,000 gallons per




256/ Part IV: Major Issues Facing the Legislature

day in Southern California alone. (There is, however, a difference
ecologically between oil seeping through the ocean floor and oil
spllled on surface waters. ) i

_State Oil Spill Response Measures

' A1972 amendment to the Cahforma Emergency Services Act
of 1970 allows the Governor to establish a state oil spill contin-
" ‘gency plan. Pursuant to this authority, the State Interagency Oil
Spill Committee (SIOSC) was created during the 1970s, with the
aim of developing a coordinated state plan for responding to oil
spills, both onshore and offshore, but primarily those from off-
shore oil platforms, pipelines or tankers. As described in the
state’s Oil Spill Contingency Plan, the SIOSC consists of repre-
sentatives of 13 state agencies that are responsible for various
aspects of oil spill response in the state. The SIOSC itself is
responsible for: (1) establishing and maintaining liaison with
federal and local agencies and with public and private organiza-
tions engaged in oil pollution prevention and control and (2)
coordinating day-to-day procedures between state agencies and
other organizations regardmg preventlon and mltlgatlon of oil
pollution.

The committee meets formally at least once a year in part to
ensure that the contmgency plan is up to date. The plan was last
ofﬁmally revised in May 1983, and a new revision is now under
way. ,

- The SIOSC made the administrative decision 'td make the
Department of Fish and Game (DFG) the lead state agency for oil
spills, mainly because of the threat spills pose to the state’s
natural resources. As such, the DFG is responsible for directing
the overall operations of all state agencies engaged in combating
an oil spill. In addition to day-to-day response coordination, the
DFG has contracted on behalf of the SIOSC for a study evaluatmg
current. oil spill response plans and technology to deal with
offshore.oil spills, as required by Government Code Section 8574.6

' (Ch 1251/86—SB 2495, Marks). The DFG expects to present this
study to the Leglslature in March 1990. .

Other Respohse Plans -

The DFG is also the state’s representative on the federal
Regional Response Team (RRT), established to provide a coordi-
nated federal response to major oil spills. The RRT also includes
the U.S. Coast Guard and the U.S. Environmental Protection
Agency. The Coast Guard usually is on the scene of a major
offshore spill, even 1f it occurs in state waters.’
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In addition, members of the oil industry have created several
prlvately funded cleanup cooperatives located along the Califor-
nia coastline, due in part to state agency requirements. Each has
personnel and eqmpment available around the clock to respond to
a major offshore spill in certain coastal areas.

Legislative Proposals

One reaction to the Exxon Valdez accident has been a number

" of state and federal proposals to address the risk of a major oil

sp111 in the hopes of preventing another such accident and

minimizing the problems experlenced with the cleanup efforts in
Alaska These are summarized in Figure 1.

SOME POSSIBILITY OF MAJOR
OFFSH!ORE OIL SPILL WILL REMAIN

" Many ofthose involved in spill prevention planning agree that
. steps such as the ones described here can and will help to lessen
‘the risks presented by everyday oil production and transport.
Despite all these efforts, however, it is also accepted that, short of
halting all coastal ¢il activities—including drilling, extraction
and transport—it would be virtually impossible to eliminate
completely the possibility of an accidental discharge of a large
amount of oil into California coastal waters.

In addition, state officials involved in oil spill response plan-
ning indicate that, if a major offshore spill does occur (that is, a
release greater than 100,000 gallons), no reasonable level of
preparedness would prevent at least some of the oil from reaching
the beaches or other shoreline, especially given the complex
variables of oil trajectory, weather and geography. As a recent
California Coastal Commission staff report states, “Although
1mprovements have been made [since its 1979 study] the Com-
mission has found repeatedly that effective prevention of spills, or
containment and cleanup of spills that do occur, cannot be pro-
vided with existing technology- .. [SThoreline impacts from alarge
spill heading toward shore cannot be eliminated.”

RELATED ISSUE OF SMALL SPILLS NEEDS ATTENTION

Because several 51gn1ﬁcant accidents in the past 20 years
resulted in the release of oil into state coastal waters and the
possibility of another such event remains, the state and other
entities appropnately have taken steps to address the issue of
“catastrophic” or major offshore oil spills. However, a related but
less visible problem has not received the same kind of scrutiny:
that is, the chronic discharge in onshore areas of smaller quanti-
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Figure 1

State and Federal Measures :
Would Address Major Oil Spill Issue

State Proposals

AB 2603 (Lempert)  Pending (A) Expands the SLC’s regulatory and in-

Natural spection authority to improve prevention of
Resources : offshore oil spills;-creates a specific Office
Committee of Oil Spill Response within the DFG to

direct cleanup operations and training;
establishes an oil transport fee to fund
$500 million oil spill “Superfund” as
potential source for cleanup costs; and
adds civil fines and potential criminal
penalties for oil spills.®

SB 1194 (Marks) ‘(A) Inactive file -Prohibits large oil tankers from enferi'ng
. ) state bays and harbors unless
accompanied by tugboat.

AB 893 (O’'Connell) - Pending (S) Adds areas in state waters off the Santa

Governmental Barbara Coast to an-existing sanctuary.
Organization :
Commitiee ,

AB 36 (Hauser) Pending (S) . Adds state waters off the coasts of

’ ' Governmental  ~ Mendocino and Humboldt Countles to

Organization existing sanctuaries.
Committee

Environmental Pro-  In ¢irculation . Qil splll prevention and response

tection Act of for Nov. 1990 provisions similar to AB 2603. Also creates

1990—Initiative statewide ballot  ~ a Marine Resources’ Sanctuary in all state

Statute” : o - waters alorig the coast, in which any new
g : oil or gas leasing would be prohibited. ©

Federal Proposals

HR 1465 (Jones) Conference (with  Oil spill liability"and compensation
S 686) législation: creates a $1 billion oil spill
cleanup fund from oil fees; requires double
hulls on oil tankers; and continues to allow
states to set their own liability standards.

S 686 (Mitc‘hell) Conference (with ~ Contains many provisions similar to those
HR1465) . in HR 1465,

2 A virtually identical bull SB 1482 (Keene), failed to clear the Senate before the flrst house ’
deadline. The author’s office indicates that he will mtroduce a mOdIerd version of the bill by the
end of February 1990. - -

b in December 1989, the SLC administratively established such a sanctuary zone, covering all
state coastal waters not currently leased or already within existing sanctuary zones. In addition,
the President now is considering a recent federal task force report on options for a possible
leasing moratorium in federal coastal waters.
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ties of oil, much of which is not contained or cleaned up and which
can end up in the state’s streams, rivers, and eventually coastal
waters. These small spills result in water and air pollution, death
of fish and wildlife, damage to natural habitat, and human health
and safety problems Neglect of such spills leads to continual,
incremental damage to the environment. These spills are not just

~ isolated 1nc1dents they occur on a da11y basis, throughout the
state

Extent of Small Oil Spllls

Although the nature of these small sp111s makes it difficult to
get a precise p1cture of the extent of the problem, the available
data from two main sources suggest the general magmtude of the

‘problem. , . : :

OES Warning Center. First, the state’s Ofﬁce of Emergency
Services (OES) operates an emergency warning’ center, which
receives notification of—among other thmgs—hazardous mate-
rial incidents in the state. Most of these notifications are tele-

.- phoned in by the parties responsible for hazardous material

N dlscharges as required under existing law, or by local response
agenc1es such as fire departments. During calendar year 1988, the
warning center received over 4,000 such calls. Of these, approxi-
mately one-halfinvolved petroleum and related product_s (mostly
(diesel fuel, gasoline, or petroleum oil lubricants).

» - These numbers, however, understate the total number of
spills. OES staff believe that many other small hazardous mate-
rial spills were not reported to the warning center by responsible
parties or local agencies. In addition, state and federal agencies
that respond to such incidents, often the DFG and the Coast
Guard, are not required to contact the OES Wamlng center about
these sp111s

Hazardous Incident Reportmg In addition to the imme-
diate OES spill notification requlred of the responsible party, a
designated “administering agency” within local government is re-
quired to send a detailed form to the OES after each spill in the
agency’s jurisdiction. The OES compiles this data in its California

‘Hazardous Material Incident Reporting System (CHMIRS). The
draft of the latest CHMIRS summary cites 2,756 such forms filed
during calendar year 1988. Although many 1nc1dents conveyed to

_ the OES warning center clearly are not being reported through
the CHMIRS; the draft report does provide revealing information

- on common types of conditions under which hazardous materials,
including oils, are spilled. According to the summary report, about
two-thirds of all thereported incidentsinvolved a spill in one of the
following circumstances:. unauthorized dumping: or. abandon-
ment; motor vehicle accident; in storage; normal manufacturing
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or end use; or loading and unloading. Assuming petroleum prod-
uct incidents occur in the same proportions as other hazardous
materials, it would appear that most small onshore oil spills occur
under falrly routine conditions.

The DFG, which is the state agency charged with respondmg
specifically to petroleum product discharges (both onshore and
offshore), received notification from the OES on all the over 4,000
hazardous material spills reported to the warning center in 1988.
DFG staff estimate that about one-half of these incidents involved
petroleum products. One hundred or so of these were large (over
1,000 gallons), and about one-half of the remaindér were less than
one barrel (42 gallons). The largest onshore oil spill in the state in
recent years took place at a Shell Oil storage tank in Martinez in
April1988. The spill involved over 200,000 gallons of erude oil that
drained into a nearby slough and then the Carqumez Strait, near
San Francisco Bay.

Small Chronic Spllls Are a Serlous Problem

Even if small quantities. of oil are spllled in most* of the
reported (and unreported) incidents, the sheer number of spills
inevitably means that a substantial amount of harmful materials
is released into the environment every year; While data are not
available for California or the United States specifically, world-
wide data largely extrapolated from United States sources illus-
trate the seriousness of the problem. Figure 2 shows the total
average annual amounts of petroleum products that end up in the
worldwide marine environment from various sources. The single
largest contribution is from onshore dlscharges (including mu-
nicipal and industrial wastes, and urban and river runoff), fol-
lowed by routine offshore operations (including oil productlon and
transport).

Based on this data, it appears that in an average year, the
aggregate amount of petroleum products that make their way to
the state’s coastal waters from onshore. discharges. probably is
comparable to the total amount from routine offshore oil produc-
tion and transportatlon

- Inaddition, it is safeto assumethat at least some ofthe oil that

s sp1lled onshore remains on land or in inland waters (as opposed

toending up in state coastal' waters). In these cases; the long-term

- environmental damage could be greater than from an -offshore

spill, since the oil is less likely ‘to ‘be diluted, dispersed, or

evaporated than in the ocean. If an onshore oil spill is not

contained or cleaned up, the possible results include pollution of

" surface water and groundwater. Unfortunately, information on
these sorts of onshore spills is very incomplete at present. -
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Figure 2

Chronic Onshore Oil Spills Are a

Significant Marine Pollution Source

Gallons per year
(millions)

- 4007
350

3007
2507
2007

Routine Marine Alr pollution Onshore Natural
offshore - accidents® deposits discharges® sources
oil operations® : .

Source of Petroleum in Ocean Waters
{Worldwide) :

2 Includes: offshore oil production (platform drilling and extractlon) tanker operatlons marine
terminals; and bilge and fuel oils.

® includes: oil platform, marine terminal, tanker and other offshore accidents.

¢ Includes: municipal wastes; refineries; other. industrial wastes; urban and river runoff including
spills; and dumping of wastewater sludge :

Source: Oil In The Sea (National Research Council, 1985). Amounts are for worldwide sources,
but largely were extrapolated from data for United States only.

The overall hazards posed by these ongoing small oil spills can
have serious effects in many areas: contamination of water and
air; loss of fish and other wildlife; and even threats to human
health and safety, especially on land.

CONCERNS WITH THE CURRENT SYSTEM’'S
ABILITY TO DEAL WITH THIS PROBLEM

Our review of the state’s current process to respond to small
spills indicates several problem areas.
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Communication and Réporting Shortcomings

As noted above, the state’s current system to gain knowledge‘
of small oil spills has some significant gaps. The OES warning
center is not informed of every. spill by the respons1ble party, as
required by law, or by local, state or federal agencies (which are
currently exempt from this reportmg requirement). In addition,
the affected local response agencies that eventually will have to
respond at the scene of the spill (such as a fire department) often
are not immediately notified of the incident. Furthermore, in
some—perhaps many—cases, local agencies do not file the re-
quired CHMIRS forms with the OES after a spill, which makes
later statistical analysis incomplete. Finally, while records exist
in its field offices; the' DFG does not keep a‘central record and
summary of its reactions to OES warning center notifications—
what was the nature of the spill, to what extent did the field staff
respond, and so on. This makes it difficult to determine accurately
the magnitude of the small spill problem and thé overall level of
state resources requlred for an adequate statewide response.

Lead Agency Has Few Resources

Although small onshore oil - spllls are a problem which is
considered in the state’s official Oil Spill Contingency Plan, in
practice the state has allocated few resources to respond to them.
As indicated earlier, the DFG is the state’s lead agency for
response to oil spills threatening to affect any waters of the state.
However, the department currently has only two permanent
positions dedicated to this responsibility—one for northern Cali-
fornia and one for southern California. These two staff members
rely on DFG wardens and other field personnel for most-on-the-
scene activities, such as the initial investigation and coordination

“of cleanup efforts by other entities. (Currently, the department
also has one temporary position which primarily is involved in
specific projects such asthe contract for the oil spill report
required by Chapter 1251. The department has requested in the
1990-91 budget that this position be made permanent and that
two additional positions be provided to help manage oil spill
response, specifically for small onshore spills.)

: Because of the nimber of reported oil spllls—agaln .more
than 2,000 in 1988—and the other ongoing workload demands on
the ﬁeld staff, the DFG is able to respond only to the larger or more
environmentally hazardous spills. Consequently, they must leave
many “minor” spills to take care of themselves. Finally, DFG staff

. alsobelieve that a number of small oil spills are not discovered at
©all. ‘
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Difficulty in Funding Cleanup Costs

The DFG mainly attempts to make the party responsible for
a spill clean it up. Under existing law, the principle of strict
* liability requires the responsible party to pay for cleanup, even if
another entity has done the actual work. However, in many
situations, the responsible party is not always known or is not
financially able to pay. In this event, the DFG may draw upon its
Fish and Wildlife Pollution Cleanup and Abatement Account,
funded from any recovered cleanup payments and civil penalties
and continuously appropriated to the department. At the end of
1988-89, the account held about $600,000, an amount which could
be depleted in cleaning up one major spill.

Othér State Agencies Have Limited Involvement

In relation to the DFG, other departments currently have
limited roles in responding to the small spills problem.

State Water Reésources Conirol Board (SWRCB). The
SWRCB and the regional water boards provide technical assis-
tance on the potential impact of an oil spill on water resources, and
may provide cleanup funding from several special funds under
SWRCB control if surface or ground waters are threatened.

Department of Health Services (DHS). The DHS may
become involved in the response to an incident if it poses an
immediate threat to public health, and may contribute cleanup
funds from the state Hazardous Substance Account if the oil is
contaminated with a state-designated hazardous substance.

California Highway Patrol (CHP) and Department of
Transportation (Caltrans). The CHP acts as the state’s on-
scene coordinator for oil spills on fréeways, state highways, and on
roadways in most unincorporated areas of the state. In addition,

the CHP provides traffic control at these spills. Caltrans is
responsible for ensuring sp1ll cleanup on state roadways and their
rights-of-way. :

Other Agencies. Other state agencies, such as the SLC, the
Division of Oil and Gas (DOG), or the Attorney General’s Office,
provide advice or legal assistance to the DFG in the event of a spill.

Lack of Emphasis on Prevention

Looking at the problem from the other end, it appears that the

state has made relatively little effort to increase prevention of
. these kinds of oil spills. The DFG’s responsibility is effectively
limited to assessing a spill after the fact and coordinating the
cleanup work of others ifit deems this work necessary. Other state
agencies involved in oil and gas industry safety regulation, such
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as the SLC, DOG or Coastal Commission, do not have the re-
sources (or often the jurisdiction) to monitor a large number of
potential sources of small oil spills. There are also a large number
of potential sources that are not directly related to the oil and gas
industry, such as manufacturmg plants, trucking, and small
"storage tanks. Finally, since a sizeable portion of actual spills
appear to be intentional but surreptitious, much of the burden of
prevention falls on local and state law enforcement, which may
not have sufficient resources to adequately serve as a deterrent.

Local Agencies Not Always Adequately Involved

Small local governments usually do not have the personnel or
technical resources that would enable them to help prevent or
respond effectively to small oil spills and minimize environmental

- damage. Additionally, local agencies do not commonly have their

~ own specific oil spill response plans (as part of their overall
emergency planning), nor do they often participate with state and
federal agencies in o0il spill response planning drills:that can help
improve interagency coordination in actual spills where this
becomes necessary. Furthermore, in cases where the local re-
sponse agency is not the first to learn of a spill, it sometimes is not
informed of the incident until a significant amount of time has
lapsed.

HOW CAN THE STATE IMPROVE SMALL
OIL SPILL PREVENTION AND RESPONSE?

In addition to measures to address the poss1b111ty of another
major offshore oil spill, the Legislature should give some attention
to the more common, but less visible problem of chronic, relatively

 small oil spills. In so doing, the Leglslature first needs to address
the following questlons

o Is the current system essentlally sound needmg only
margmal changes to improve the state’s role in prevent-
ing and responding to this problem; or -

‘e Isthe current system ineffective, warranting a closer look
-at alternative systems for: small sp111 prevention and re-
‘sponse? .

In either case, the Legislature has options to improve small 011
sp111 prevention and response.
Changes to the Current System

If the current system is retalned the Legislature may wish to
consider the following possible changes to address the system’s
' shortcommgs
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More Emphasis on Small Spill Prevention. Asinthe area
of major offshore oil spills, one focus of state activity should be
lessening the number of actual spills to which the state needs to
respond by strengthening ways to prevent small oil spills from
occurring. Toward this end, it is critical that individuals and firms
face strong incentives to prevent spills. This could be achieved
through various means: tougher enforcement by various state
agencies (such as the DFG and the SWRCB) of existing regula-
tions and statutes concerning oil discharges; more field patrol and
*surveillance; and the active use of existing state lability laws to
prosecute for damages when a responsible party can be identified.

» Improved Communication and Reporting. As described
above, complete information on the extent and magnitude of the
small oil spill problem is not available under the current system.
In part, this could be improved by (1) more publicity about and
enforcement of existing law requiring respon31ble parties to re-
port sp1lls 1mmed1ate1y to the OES warning center; and (2)
requiring all state agenc1es involved in oil splll response to report

. incidents to the OES, since the OES already is set up to actasa

communications center. These steps would provide more timely

notice of spills.

In addition, efforts to (1) increase local agency understanding
-ofand comphance with the CHMIRS reporting requirements and
(2) ensure that all DFG field reports on spills are forwarded to
. DFG headquarters for summation would provide better data on
which to base decisions to adjust the state’s response systems.
Flnally, for those cases where a local agency is not the first on the
scene, the OES should contact the proper local agency as quickly
as possible to inform it of the 1nc1dent

More Resources for Response. Although the DFG is the
lead state agency for oil spill response, it lacks sufficient resources
to perform this function effectively. Additional field staff would
give the the DFG the ability to require the cleanup of many spills
that it now must trust nature alone to take care of, and to discover
spills that now go undetected. Funding for this staff could come
from increased penalty revenues to the DFG’s Pollution Cleanup
and Abatement Account or from assessments on producers, trans-
porters ‘and users of specified kinds of oil. Regardless of the
" methods used, however, any proposals to improve the DFG’s
response to 011 spills should include specifically the small spill
issue as part of the plan, so that, in addition to resources to
' addressthe poss1b111ty of major offshore oil spills, resources can be

* focused on this issue. A
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Alternatives to the Current System

If, on the other hand, the Legislature concludes that the
current system is 1nadequate, it may w1sh to cons1der the follow-
ing alternatives.

Change in Lead Response Agency The current orgamza-
tional structure, designed primarily to cope with large coastal
spills, may not be the appropriate one for coordinating a statewide

. response to daily small spills. The State Interagency Oil Spill
Committee (SIOSC) made an administrative decision to select the
DFG as' the lead agency. for both purposes. The Legislature,
however, has not expressed its preferences. In our view, the DFG
may not be the most fitting lead agency for this purpose, since fish
and wildlife and their habitat is only one concern out of many. (In
addition, in our review of the DFG in the Analyszs of the 1990-91
Budget lel we note that the department is having some severe
fiscal problems. These problems are likely to affect the depart-
‘ment’s ability to direct resources to small spill response.) Other
possible lead agencies include the SLC, the OES, the SWRCB, or
thé Environmental Affalrs Agency. Alternatlvely, the SIOSC
could be charged with developmg a new, more effective state
organizational structure to improve response to small spills.

Increased Local Response Efforts. The local level may be

the most approprlate one for many small oil spill prevention and

_response activities, since most incidents of this type begin in and
often are confined to a relatively small area, and do not cross

Junsdlctlonal boundaries. The state could prov1de increased train-
ing and technical assistance tolocal agencies to help improve their

efforts in the areas of preventlon and response preparedness In

addition, it may be appropriate to require local governments to (1)

incorporate a specific oil spill response plan into their local

contingency planning and (2)- participate in oil spill response

planning drills with state agencies, to help ensure timely and

-suitable: measures in the event:of a spill: Such requirements

. potentially would constitute state-reimbursable mandates.

SUMMARY
MaJor offshore oil spills are a very real concern in. Cahforma
- .and steps can be and are being taken to address this issue.
However, the less visible issue of chronic, small oil spills, many of
which occur onshore, also warrants attention because of the
cumulative environmental consequences. There are several alter-

natives for the Legislature to consider that would improve the
state’s role in preventing and responding to these small spills.
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| Health Care in F;’u'ra'l | Ca/ifornia B

How Can the Legislature Improve Health Care Services in
Rural California?

INTRODUCTION

Over the past several years the Leglslature has taken numer-

ous actions to address problems with rural health services. Pri-

.. marily, these actions have been in response to rural hospital
“closures, continued financial d1stress of -current facilities, and

- d1fﬁcult1es in recruiting and retaining health profess1onals Our
review indicates that, despite these legislative efforts, current
state programs do not address these problemsin a comprehensive

way.
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In the following pages, we examine health care services in
rural areas within the state. Specifically, we (1) review the
characteristics of rural areas and health care services in these
areas, (2) discuss current state programs, (3) highlight specific
problems we identified within the existing services, and (4)
suggest ways the Legislature could improve the provision of
health care services to rural areas.

WHAT ARE THE CHARACTERISTICS OF RURAL AREAS"

Deflnmg “Rural” -~~~ -°

There are numerous mcons1stent deﬁmtlons of “rural” in use
by different state and federal programs. For this analysis, we have
chosen to focus on counties that (1) are not classified as a Metro-
politan Statistical Area (MSA), (2) are not part of a Consolidated
Metropolitan Statistical Area (CMSA), and (3) have a total popu-
lation of 200,000 or less. Under this definition, 25 of the 58
counties in California are considered rural. Figure 1 lists these
counties and dlsplays data on the population and the number of
hospltals and clinics in each county.

This definition has the limitation of excluding rural areas
within urban counties. We did not include these areas because
most of the data are available only by county. We recognize that
these areas within urban counties share many of the characteris-

. tics and problems of rural counties, '

Low Population Density

Rural counties in Cahfornla are sparsely populated The
average population density for these 25 counties is 29 persons per
square mile with a range of 1 (Alpine) to 99 (Colusa) persons per
square mile. In comparison, the density is 2,131 persons per
square mile in Los Angeles, 568 in Sacramento, and 16,251 in San
Francisco. The total permanent population living in rural coun-
ties is 4 percent of the state’s population.

Population Swings

Some rural areas experience large swings in the1r populat1on
Seasonal workers, for example, contribute to temporary popula-
tion growth in counties where agriculture is a major economic
activity. Counties with national and state parks and other resort
areas dlso host significant numbers of seasonal tourists and

workers: ’ '
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Flgure 1

Rural Counties in California
Population and Number of Health Facilities

~ Numberof  Number of

Population  Hospi Clinies® -

Alpine ‘ 1,190 — —_
Amador 29,150 1 2
Calaveras 32,400 1 —
Colusa - 15,500 - - 1 —
Del Norte : 20,400 : S I —
Glenn : » 23,6007 1. 1
Humboldt 116,800 6 4

- Imperial . 115,700 3 4
Inyo o 18,200 2 1
Kings 96,000 4 —
Lake . 52,100 2 1
Lassen 28,800 1 4
Madera " 83,800 T2 3
Mariposa 14,800 1 —
Mendocino | 76,900 5 5
Modoc ‘ 9,375 2 1
Mono - . 9,800 2 —
Nevada 178,800 2 —
Plumas - . 20,050 4 2
San Benito 35,250 1 1
Sierra ' 3,600 ¢ 1 1
Siskiyou ‘ {" 43,750 2 3
Tehama 47,250 3 —
Trinity 14,000 1 1
Tuolumne = . - 49,000 3 1

a Source: Department of F|hénce 1989 population estimates.

b Source: Office of Statewide Health Planmng and Development (OSHPD) Llcensed Services and
Utilization Profiles, 1988.-

c ?gg;ce OSHPD 1985 Annual Report of Clinics as reported in Community Clinic Fact Book,
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Most rural hospitals are small. All but two of the 51 hospitals
in rural counties have fewer than 100 beds; and one-half have.
fewer than 50 beds. The occupancy rate for acute care beds in
these hospitals'is low, averaging 33 percent in 1988. In compari-
son, the statewide ¢ occupancy. rate was 53 percent. The occupancy
rate for rural hospitals varies significantly from day to day, and
many facilities experience seasonal fluctuations associated with
the influx of tourists and workers. Rural hospitals generally focus
" on primary careand emergency services. For instance, 63 percent
of these hospitals have licensed intensive care units, and 55
percent have designated obstetrical beds. These hosp1tals gener-
ally do not have extensive specialty departments.

Many Rural Hospitals Are Financially Distressed. In
1988, 29 out of 42 rural hospitals (data were not available on the
other 9) had negative operating margins. In other words, patient
service revenue did not cover operating expenses. On the average,
patient service revenues for 28 of the 29 hospitals were 7.3 percent
below operating expenses. (We excluded Mono General Hospital
because it had one-time revenue problems that gave it an ex-
tremely low operating margin.) : »

" Generally, this gap is made up with nonpatient revenue such
as district tax revenue (for district hospitals), private contribu-
tions, and county contributions (for county hospitals). Over time,
operating shortfalls mean that the hospitals are unable to main-
tain the physical plant, replace equipment, and make other
capital improvements. For some hospitals, it leads to closure. (Ten
rural hospitals have closed during the last 13 years.)

The reasons for this financial distress appear to be:

~o  Difficulty in Covering Fixed Costs. Hospitals cannot
cover their fixed costs due to low patient volume. Fixed
costs are those incurred by the hospital regardless of how
many patients they have.

o Costly Supplemental Services. Hospitals that are
unable to cover their fixed costs may further contribute to
their financial distress by adding costly supplemental
services. This is in response to community demands for a

. full range of services, and the hospitals’ attempts to
attract and retain health professionals. For example,
some hospitals purchase sophisticated medical equip-
ment, such as computerized tomography (CT) scauners.
In some cases, however, these hospitals do not have the
patient volume to support such expenditures or services.

e Cash-Flow Problems. Rural hospitals have relatively
small budgets that cannot easily absorb fluctuations in
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Isolated Commumtles and Sparse Serwces

Rural countles characteristically:have sparse services, and
the1r communities are relatively isolated from one another in
terms of miles and physical terrain. Travel along a limited
network of roads is made even more difficult by rain, fog, or snow.

' For example, winter conditions in Modoc: County can close the
roads into Cedarville, leaving that community 1solated for days at
a time.

Weak Eéonomies

Rural counties generally have Weaker economies than the
. rest of the state. Economic growth in California has occurred in
industries that, for the most part, are not located in rural counties.
For example, the statewide job growth rate during the 1980s was
18 percent. Eighty percent of this growth occiirred in the service
(primarily business and financial services), trade, and finance
industries. These sectors account for a verytsmall part of the
economic activity in rural areas. The economic base in most rural
- counties includes manufacturing, agriculture, tourist ser-vices,
mining, and government. In the past decade, manufactunng
enmiployment - grew by only 5 percent, employment in both
agriculture and mining actually fell, and government employment
increased only modestly.

In alarge number of the 25 rural counties, the unemployment
rate and the pereentage of the population 11V1ng below the poverty
level are higher than the statewide average. Based on 1988
Employment Development Department data, 23 of the 25 rural
counties had an unemployment rate higher than the statewide
average. In 1987-88, 17 of the 25 rural counties had hlgher
monthly average AFDC caseloads per caplta than the statewide
average. v

WHAT ARE THE CHARACTERISTICS
OF RURAL HEALTH SERVICES?

Our review of rural health services is based‘on visits to 30
facilities in 16 counties; discussions with local providers, program
administrators, and other interested parties; and examination of
data on rural health services. We discuss our findings-below.

Inpatlent Care

There are 51 hospltals in the 25 rural countles All of the
counties except Alpine have at least one.hospital. Distances
between hospitals can be as great as 100 miles.
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revenues. These fluctuations are due to swings in occu-

pancy and delays in Medi-Cal and Medicare relmburse-

ments. These revenue fluctuations create cash- ﬂow prob-
' lems for many of these hospltals

.. »Hzgh Personnel Costs. Rural hospltals are affected by
the statewide nursing shortage. As a result, many of them
hire “registry” nurses provided by personnel,agencies on
a temporary basis at a higher cost than permanent nurs-
ing staff.

e Difﬁculty Attracting Personnel. Hospitals have diffi-

. .culty in attracting health professionals and administra-

. tors due to geographic isolation and limited resources to

" offer competitive wages. Without sufficient personnel, a
hospital can lose patients and, therefore revenue.

e Variationsin Administrative Effectiveness. Hospital

" “* . administrators have varying levels of sophlstlcatlon and

knowledge of state prograriis which, in turn, determine

the extent to'which they are successful in securing tech-

* nical assistance and funding.'Administrators also vary in

their ability to deal with regulatory and reimbursement

requirenients, as Well as the day-to day operatlon of the
*“*Hospital. .

Emergency Medical Services

There are two components of emergency med1ca1 services:

* -pre-hospital emergency care and hospital efhergency room care.

. Pre-hospital emergency care includes ambulance services and

; emergency medical personnel Because of the distances between
s hospltals in rural areas, pre-hospltal emergency care is critical.

One of the prlmary functlons of the rural hospltals is to
provide emergency services. All rural hospltals have emergency
rooms where patients can be stabilized pnor to their transfer toa
facility with comprehensive medical services. :

- The Availability of Emergency Vehicles and Thelr Staff

. - ing Vary Among the Counties. In some counties, emergency

-.vehicles. are staffed. .with paramedlcs, who are. able to provide

advanced life support services. In other counties, emergency

vehicles are staffed with emergency medical technician-IIs (EMT-

IIs), who can provide “limited” life support services, or EMT-Is,
who can prov1de “bas1c life support services only.

Outpatlent Serv:ces

Rural count1es have hlgh populatlon to- phys1c1an ratios. The
average ratio is 1,034 persons per physician in rural counties,
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with a range of 371 persons per phys101an in Inyo to 3,371 in
Glenn. By comparison, the ratio is 381 in Los Angeles, 497 in
Sacramento,’aiid 161 in San Francisco: According to the Office.of
Statewide Health Planning and Development’s (OSHPD’s) 1987

..California State Health Plan, 20 of the rural counties do not meet
the OSHPD’s standard of adequacy for primary care physicians—
no more than 1,205 persons per primary care physician. (Note:
These ratios-do not reflect the availability of othier professmnals
who practice in conJunctlon with physicians.)

-+ Outpatient services are also provided by commumty cl1mcs
As Figure 1 shows, there were 35 such clinics in'16 of the 25 rural
counties in 1985. Nine of the counties did not.have a clinie.

Certain Outpatlent Servtces Are Dzﬂicult to Find. Ac-
cess to specialty services such as orthopedics and obstetrics often
is particularly limited. For example, during our visit to Mendocino
County, we found that there are no practicing obstetrlc1ans

, prov1d1ng prenatal services.

. Access problems are even more difficult for Med1 Cal rec1p1-
ents In Needles, for example, none of the three local physicians
accept new Med1 Cal patients, nor does the hospital provide
outpatient services. In this case, a new Medi-Cal patient has to
travel long distances to see a phys1c1an who accepts Medi-Cal.

WHAT PROGRAMS CURRENTLY =
AFFECT RURAL HEALTH SERVICES?

Flgure 2 prov1des spec1ﬁc 1nformat10n on state programs that
affect rural health serv1ces Below we d1scuss some of these
programs. '

Department of Health Services

Licensing and Certification. The Licensing and Certifica-

" tion Division licenses health facilities and performs certification

reviews on behalf of the federal government at facilities that seek
to qualify for Medicare or Medi-Cal f;undlng

In addition to its licensing and. certification functions, the
division conducts other programs that benefit: rural facilities.
Under the “swing bed” program, rural hospitals with up to 50 beds
designate certain licensed. general acute care beds that may be
used as skilled nursing beds. For rural hospitals that have a low
acute care patient load, the program allows filling a bed that
would have been empty otherwise. According to 1988 data, the
state has 202 designated swing beds located in 14 rural facilities.

The division has also had for many years the authority to
allow facilities to use alternate approaches and techniques to
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Figure 2
State Programs Affectlng Rural Health Serwces

Dep_artrh_eht of Héaith Services

Licensing and | “Swing bed” program —
certification
Medical care | 1. Provides reimbursement for medical | Unknown amount for rural
"ser_vices services . | areas
‘ 2. Supplementary rates for outpatlent $4 million
) se_rvmes provgded by rural hospitails
3. Distinct-part skilled nursing facility and Unknown amount for rural
swing bed reimbursement programs | areas
Ruraland . .| 1. County Medical Services Program $60 million General Fund;
community ‘ $10 million from AB 75
health (Proposition 99) funds; $4
: - ; : million from Immigration
Reform and Control Act
(IRCA) funds
2. Other AB 75 provisions . Share of $82 million for
county capital outlay; $7
million for hospital
uncompensated care
3. Rural Health, Indian Health, ~|'$9 miliion General Fund;
Farmworker Health, and Clinics $23 million from IRCA
Programs ) funds; share of $20 million
: o o from AB 75
4. Hospital and medical standards -
program
Family health | Various ‘ Unknown amount for rural
services areas
Offlce of SIateWIde Health PIanning and Development
] 1, “Program erxnblllty | —
2. Review of state regulations appllcable —
to small and rural hospitals
3. Alternative Rural Hospital - - -
Demonstration Project
4. Health professions development -
5. Song-Brown’ Famlly Phys:cnan Tralmnc $2.9 million
Program i .
- 6. Rural Hospital Grant Program Depends on amount of
. R |- excess Cal-Mortgage
reserves; not implemented
yet
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')&Emergency Medical Set:wces Authority

Financial support for rural reg’iohal' ' L ' $1.2 million
emergency medical services agencies
California Health Facilities Financing Authority _
1. County Health Facilities Financing $10 million one-time funds
Assistance Fund . . - :
2. Hospital Equipment Loan Program $3.9 million one-time funds
3.-Short-term adjustable:rate taxable Not fixed—depends on loan
securities . .| applications; started 1989
- | 4. Pilot program providing loans for Total of $3 million over four
capital'expenditures required by state | years; started 1989
regulations . :

meet statutory requirements or regulations. Chapter 67, Statutes

of 1988 (AB 1458, Jones), transferred the respons1b1hty for re-

viewing “program ﬂex1b111ty requests by small and rural hospi-
talsto the OSHPD. ‘

Medz-Cal Medi- Cal re1mburses necessary health care ser-
vices provided to public assistance recipients and:to-other indi-
. viduals who meet the program’s income requirements. Medi-Cal
is an important source of revenue for many rural providers. For
example, on average, Medi-Cal represents 17 percent of patient
revenues for the 42 rural hospitals for which data were available.
Generally, Medi-Cal reimburses inpatient services in rural hospi-
tals based on fac111ty-speciﬁc costs. Outpatient services, including
physician and clinical services, are reimbursed on a ﬂat-rate fee-
for-servme basis.

In add1t10n to these general relmbursements the Med1 Cal
Program has two provisions dirécted specifically towards rural
providers. First, Medi-Cal currently provides supplementary rates
for outpatient services provided by small and rural hospitals.
Chapter1476, Statutes of1987 (SB 1458, Keene), established the
program with a one-time appropriation of $4 miillion ($2 million
General Fund). Each of the eligible hospitals received rate aug-
mentations based on their share of paid outpatient services
claims. This augmentation has been continued in later Budget
Acts and the 1990 Budget Bill. :

In addition to hospital, phys1c1an, and chmcal serv1ces the
Medi-Cal Program reimburses skilled nursing services. Some
rural hospitals have converted a wing to a “distinct-part skilled
nursing facility” (DP/SNF). Because skilled nursing patients
generally stay longer than acute care patients, DP/SNFs provide
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the hospital with a more stable patient base. Other rural hospitals
participate in the swing bed program (discussed above).

Rural and Community Health. The Rural and Community
Health (RCH) Division distributes funds to counties and local
providers through various programs.

The Medically Indigent Services Program (MISP) funds coun-
ties to provide health care for indigents. Through the County
Medical Services Program (CMSP), the state provides these
services in counties with populations of less than 300,000 (based
onthe 1980 census) that wish to participate. All but two (Lake and
Mendocino) of the 25 rural counties we identified for this analysis
are participants in the CMSP. Funding for the CMSP in 1989-90
is $60.4 million from the General Fund and $4 million from
Immigration Reform and Control Act (IRCA) funds for services to
newly legalized persons.

The CMSP.has been expanded in the current year under Ch
1331/89 (AB 75, Isenberg), which implemented the Tobacco Tax
and Health Protectlon Act of 1988 (Proposition 99) and estab-
lished a variety of programs. For 1989-90, AB 75 includes $10
million to expand the scope of benefits covered under CMSP and

- reimburse health care providers in CMSP counties for emergency

. services provided. to .out-of-county indigent patients. Some of

' these funds are being used to encourage innovative approaches to

* providing rural health services, such as rotatmg dentists through
multi-county areas.

Assembly Bill 75 also includes $82 million for county capital
outlay, a portion of which will go to rural counties, and $7 million
to relmburse CMSP countles and providers for uncompensated
care. "

vv The Rural Health, Indian Health, Farmworker Health and
" Clinics Prog‘rams prov1de grants to countles clinics, and other
providers for services to spécial populations pnmarﬂy in rural
areas. General Fund support. for these programs had remained
~ virtually unchanged for the past five years at $9.5 million, with
" essentially the same providers receiving grants each year. In the
current year, thls funding was reduced to $8.5 million due to the
availability of TRCA funds. In addition to receiving a share of

- IRCA funds rural clinics receive a share of AB 75 funds.

In add1t10n to distributing funds to countles and health care
providers, the. RCH Division provides technical assistance to
_counties and facilities. Some of this assistance is provided by RCH

. staff in the course of administering the various grant programs.
, Chapter 1209, Statutes of 1988 (SB 2549, Keene), required the
~ department to (1) establish a process for 1dent1fylng strategically
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located, high-risk rural hospitals and (2) providé expert technical
assistance for those hospitals. Although this program, called the
.Hospital and Medical Standards Program, provides technical
assistance to rural hospitals in distress, a specific listing of
strategically located, high-risk rural hospitals has not yet been
developed.

Family Health. The Family Health Services Division ad-
dresses the special needs of women and children through various
programs. Although funds are not targeted specifically at rural
providers, they provide a major source of funds for many rural
community clinics.

“Safety Net Policy.” The Department of Health Services
(DHS) .established a “safety net” policy in 1988, under which
county facilities, providers serving a disproportionate share of
Medi-Cal patients, community clinics, and other “safety net”
providers have priority for obtaining financial and technical
assistance and flexibility in the application of licensing statutes
and regulations. Under this policy, a number of financially dis-
tressed rural facilities have been assisted by licensing and certi-
fication, Medi-Cal, and public health program staff.

Office of Statewide Health Planning and Deve_lopment

Demonstration kProjects. In addition to transferring re-
sponsibility for reviewing “program flexibility” requests from the
DHS to the OSHPD, Ch 67/88 required the OSHPD to:

¢ Undertake a comprehensive evaluation of small and rural
hospital licensing and building regulations.

e Adopt emergenby regulations waiving or modifying un-
necessary or unduly burdensome requlrements for small
and rural hospitals.

¢  Report to the Legislature on Whether or not alternative
' standards for small and rural hospitals should be adopted
permanently.

Pursuant to Chapter 67, the OSHPD is also designing an
alternative rural hospital model pilot project. The model would
emphasize regulatory relief rather than increased reimburse-
ment. Under this project, participating hospitals would be subject
to a different set of state requirements. For example, they would
-providefive “core” services deemed minimally necessary to ensure
basic health services in rural areas. In addition, they would
employ a new health profession category. In connection with
developing the model, the OSHPD is reviewing licensing require-
ments that apply to small and rural hospltals s
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-Health Professions Development. The office administers

.. various health occupations -pilot projects, some. of which are

. specifically oriented to address rural needs. For.example, 1980

-pilot projects demonstrated that it was safe for ambulance drivers

" to, perform selected medical and nursing procedures on trauma

and heart attack patients before they reached the hospital. This

resulted in a 1981 statute recognizing emergency medical techni-

cian ITs. Other pilot projects resulted in the recognition’of nurse

- - practitioners and nurse midwives; as well as regulations allowing

o -appropnately tramed phys1c1an ass1stants to furmsh and dis-
- pense drugs. T

The office also administers programs designed to increase and
'/ improve the recruitment and retention of health professionals.
- The largest program is the Song-Brown Family Physician Train-
"~ ~ing Program.‘In-the eurrent year, the program has $2.9 million
“from the General Fund to support the training of approximately
300 family physicians, family’ physician-assistants, and family
- nurse practitioners. The ‘Song-Brown program is not specifically
= designed for rural areas. Rather, it helps rural areas to the extent
- "*that it supports the training of family practitioners: Based on our
visits and 1987 OSHPD data, family practitioners provide most of
the phys1c1an care in rural countles

Faczlztzes Development The ofﬁce reviews health fac111t1es
- construction projects to assure that they conform with.federal,
. state, and local building requirements, including seismic safety
requirements Facilities may seek “program ﬂexibility’-’ on build-

. ing requirements from the office.

The office also adm1n1sters the Cahforma Health Facilities

. Construction Loan Insurance (Cal-Mortgage) Program, which

_ insures facility loans. The program is funded by annual premiums

" paid by insured health facility projects. Under Ch 898/89 (SB

1293, Maddy), any excess Cal-Mortgage reserve funds are avail-

i able to support-the Rural Hospital Grant Program. Small and

- rural’hospital projects meeting specified criteria would be eligible

for grants of up to $250,000 from this program, :when, and if, it
becomes operatlonal . ,

Emergency Medlcal Servnces Authorlty '

~ The Emergency Medlcal Services (EMS) Authorlty reviews

i~ local emergency medical services programs and establishes state-
“wide standards: for emergency personnel. The authority also

' - administers General Fund support for certain rural regional EMS
" ‘agencies. The 1989 Budget Actincludes $1.2 million for five rural
“regional EMS agencies. Each agency may receive up to one-half of

the total cost of operating-a minimal EMS system for that region,

as defined by the authority.
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California Heaith Facllltles Financing Authorlty

The California Health Facilities Fmancmg Authorlty (CHFFA)
issues revenue bonds to assist nonprofit agencies, counties, and
hospital districts in financing the construction and renovation of

- health facilities. Because of its ability to issue tax-exempt bonds,
the CHFFA provides lower-cost financing to qualified institutions
than they would be able to secure on the open market.

- Inthe past, some rural counties and providers have found it
hard to take advantage of this source of funds due to their
.difficulty in proving they can repay the bonds. In some cases, the
Cal-Mortgage Program has guaranteed repayment of covered
facility loans in the event of a default. In addition, the CHFFA has
initiated several special programs targeted at county facilities
and small and rural hospitals (detailed in Figure 2). The Legisla-
‘ture has also passed legislation to assist rural facilities in obtain-
ing CHFFA funding. Through these efforts, many rural facilities
have received limited financial assistance.

The Federal Government

In this section, we briefly highlight four federal programs and
policies that affect rural health care: the Medicare Program, the
National Health Seérvice Corps, the Rural Health Clinic Act, and
the Office of Rural Health Policy. '

The Medlcare Program. The Medicare Program is a major
revenue source for rural providers. Medicare represents, on the
“"average, 34 percent of patient revenues for the 42 rural hospitals
for which data were available. In 1983, Medicare established a
- fixed payment schedule for hospitals based on a patient classifi-
cation system known as Diagnostic Related Groups (DRGs). This
system assumes that, on average, actual costs will be covered by
DRG reimbursement levels. However, low-volume providers
“(including most rural Hospitals) face a hlgher degree of financial
risk than high-volume providers because they see a relatively
small number of Medicare patients and they experience dramatic
fluctuations in patient volume. As a result, their chances of
offsetting high-cost cases with profits from lower-cost cases over
a given time period are diminished. -

In addition, rural hospitals receive a lower relmbursement
rate for the same diagnosis than urban hospitals. Overall, average
Medicare payments to rural hospitals are 40 percent less than
thoseto urban hospitals. Rural providers and others have argued
that this reimbursement differential does not reflect actual costs

-of providing health care in rural areas. In response to.this,
-Congress has taken steps to narrow.the differential between
urban and rural reimbursement rates.
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Different reimbursement formulas apply to hospitals desig-

nated as Sole Community Hospltals (SCHs) or Rural Referral

' Centers (RRCs). SCHs receive a partially cost-based reimburse-

ment rate and additional payment protections. Currently, 40

hospitals in California are designated SCHs (not all of them are

rural). Being designated an SCH is not always an advantage,

" “however; a hospital with relatively low costs may get a hlgher
level of relmbursement under the DRG system.-

Hospitals qualifying as RRCs are reimbursed at the higher
urban rate. However, in order to qualify, a facility must have at
least 275 beds. This requirement precludes rural facilities in
California from obtaining RRC status, because all have fewer
than 27 5 beds. -

‘Medicare is currently admlmstenng atwo-year Rural Health
Care Transition Grant Program to assist small rural hospltals in
modifying their services to adjust for changes in service popula-
tion, clinical practice patterns, and other factors. Each hospital
may receive a grant of up to $50,000 a year. Four California
hospitals have received grants to date, three of which are in rural
counties. ‘

For physician serv1ces Medlcare generally determlnes a
“reasonable charge” and relmburses physicians 80 percent of this
amount. To the extent that phys1c1ans charges for the same
services vary both across and W1th1n commumtles Med1care
relmbursements vary.

o Natzonal Health Servzce Corps (NHSC). The NHSC was

~ designed to provide health personnel to. designated health

.. manpower shortage areas. The NHSC consists of two programs.
The scholarship program pays tuition for medical, dental, and

: ‘.other allied health students in return for a minimum two years of
service in a designated shortage area after completion of training.

~ The second program provides up to $20,000 a year to practitioners
at the end of their tra1n1ng to pay off school loans. In exchange,
they commit to serve a minimum of two years in a des1gnated
shortage area. :

* Although the NHSC has played a significant role in prov1d1ng
personnel torural areas, thisrole has been declining dramatically
in recent years because overall fundlng for the program has
declined, the scholarship program is being phased out, and the

. loan repayment program is limited.

. 'Rural Health Clinic Act (Public Law 95-210). The Rural
Health Clinic Act of 1977 (Public Law 95-210) increased the
Medicare and Medicaid reimbursement’ rates- for clinics that
provide services in rural, medically underserved areas and employ
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a nurse practitioner or physician assistant. Currently, there are
47 designated “95-210 clinics” in 39 medically underserved rural
areas in California. One obstacle to expanding the number of
designated clinics is the limited information about the program at
both the local and state levels. Apparently, the paperwork reqmred
for qualification also discourages many clinics from pursuing this
optlon

Office of Rural Health Policy (ORHP). The ORHP was
" established in 1988 to (1) advise the Department of Health and
Human Services (DHHS) on the effects that Medicare and Medi-
caid programs have on access to health care for rural populations;
(2) coordinate rural health research within DHHS and administer
a grant program; (3) provide staff support to the National Advi-
“sory Committee on Rural Health, which was established in Sep-
tember 1988 to advise the Secretary of DHHS on rural health
issues; and (4) develop a national clearinghouse for the collection
and djssemination of rural health information.

The office maintains contact with state agencies on an “ad
hoc” basis.

Counties

Under Section 17000 of the Welfare and Institutions Code,
counties are considered the “providers of last resort” for health
services to indigent residents. The funds provided to counties
through the MISP, CMSP, and other state programs assist coun-
ties in meeting this obligation. Most state program funds allo-
cated to counties may be distributed at county discretion. Urban
counties generally play a major role in providing health services
to indigent persons. Although the level of involvement varies
among rural counties, most of them play a more limited role in
health care service delivery.

WHAT ARE THE OUTSTANDING ISSUES
IN CURRENT STATE PROGRAMS?

As described above, there are many governmental programs
designed to improve access to health care services in rural areas.
In the following discussion, we identify problems that limit the
effectiveness of these programs. We frame our discussion within
the four main roles of the state: leadershlp, support regulation,
and reimbursement.

Leadership Role

Our review indicates that there are several problems with the
way the state currently implements existing programs.

13—80283
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State Programs Are Not Coordinated. Current state pro-
grams intended to improve access to health services in rural areas
do so in a piecemeal and fragmented fashion. As described above,
there are several divisions within several state departments all
providing services to rural areas. However, the various programs
are not coordinated by a lead agency, thereby resulting in dupli-
cation of certain services and gaps in others. For example, there
are several programs that are aimed at rural hospitals in distress
but no existing program providing ongoing funding for hospitals.

- Additionally, multiple definitions of the term“rural” contribute to

- inconsistencies in eligibility requirements between programs. As

a consequence, providers have difficulties determining what
programs exist and whether they are eligible for assistance.

The State Provides Limited Assistance. Providers cannot
take full advantage of existing programs because, in addition to
the lack of ¢oordination and varying eligibility requirements,
information regarding these programs is not readily available.
From our-field visits, we found that many rural health care
providers were not aware of state programs designed to assist
them. Currently, for example, although the RCH Division has
implemented several programs for assisting rural clinics and
hospitals, it provides technical assistance primarily in response to
specific requests from facilities. Thus, facilities that are not aware
that technical assistance is available from RCH may‘go without it.
Moreover, the state has not assisted providers by making avail-
able mformatlon on federal programs. For example, no agency has
taken an active role in assisting clinics to qualify for des1gnat10n
under federal Public Law 95-210.

The State Has Not Provided Certain Key Central Ser-
vices. Certain activities, such as designing data collection sys-
tems, evaluating services, and providing technical assistance, are
more efficient and effective if carried out centrally. However, the
state has not done this. For example, statewide evaluation of the
adequacy of emergency medical services is very difficult because
the state has not yet developed a uniform, standardized data
collection system for the availability and utilization of emergency
medical services. As a result, although the local EMS agencies
maintain some data, these data cannot be used to draw conclu-
sions about the status of the state’s EMS system.

The State Could Foster More Innovation. Various depart-
ments are currently implementing innovative programs and poli-
cies to improve health care services in rural areas, such as the
DHS “safety net” policy, the OSHPD’s alternative rural hospital
demonstration project, and AB 75 rural health projects. Of these
programs, the OSHPD’s alternative rural hospital demonstration
project appears to be the most promising because of its potential
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to permanently address some of the regulatory problems of small

. and rural hospitals. The future of AB 75 projects, on the other

hand, will be uncertain unless funding is extended at the end of

the budget. year. Despite these creative steps, there are many

other ways the state could help foster innovation. For instance,

.. -..the state could encourage the development of thlrd-party b1111ng,
- rotating spec1a11sts and.risk pools.

Support Role

Band-Aid Approach to Asszstmg Hospztals State efforts
to assist hospitals through routine or emergency funding have
been haphazard. The state has taken a “pband-aid” approach by
providing fundmg to hospltals on a reactive, emergency basis, as
opposed to “stepping back” to assess such issues as whether the
facility is critical:to health care access and whether financial
assistance is-the selutien to the facility’s problem.:For example,
the Hospital and Medical Standards Program has not identified
strategically located; h1gh-r1sk rural hospltals as requlred by
Ch 1209/88.:

Problems in Program Implementatlon. At times, pro-
gram implementation limits the 1mpact state assistance pro-
grams could have on rural health services. For example, the
clinics programs have continued to fund the same providers year
after year without reexamining the need for the subsidy. There
are also state programs that, for various reasons, have not been
implemented. For.example, the RCH Division never implemented
the California Health Services Corps, authorized in 1976. This
was because of limited funding and problems with the program

- design (that is, 1mp1ement1ng the prog'ram through state civil
- service).

Some Program Requzrements,'Prec_lude quthpation
by Rural Providers. Rural facilities have difficulties in obtain-
ing funding under some programs due, in part, to specific program
requirements. For example, some loan programs sponsored by the
CHFFA have minimum loan amount requirements that rural

" facilities cannot meet. Although the CHFFA has taken steps to
allow small and rural hospitals to take advantage of certain loan
- programs these programs are generally limited in scope

Regulatory Role

_ Ltcensmg Regulations Do Not Recognize Umque Char-
acteristics of Rural Providers. Current DHS licensing regula-
tions make no distinction between rural and urban facilities.
Given thatrural facilities are a small percentage of total hospitals

. in California (the 51.rural hospitals in the 25 counties we exam-
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ined account for only 10 percent of California’s. general acute care
hospitals), regulations do not distinguish between urban and
rural facilities. In some cases, these regulations may not address
the circumstances in which rural providers find themselves. For
-example, by regulation, a general acute care hospital must in-
clude surgery as a basic service. However, some rural hospitals
cannot economically equip and staff the number of operating
rooms required by regulations because of their low occupancy
rate. In addition, the hospitals may have trouble recruiting
qualified surgical staff. One of the hospitals we visited has
operating rooms that have not been used in years because it does
not have the required staff to perform surgery. The OSHPD is
currently rev1ew1ng regulations that apply to small and rural
hospltals in v1eW of this conflict.

InconszstentInterpretatwn of Regulations. A number of
rural hospital administrators we interviewed cited inconsistent
interpretation and-enforcement of regulations as a major prob-
lem. They also expressed frustration with the lack of assistance
provided by inspectors in addressing regulatory problems. We
have no basis for determining how widespread these concerns are.
Licensing and certification staff acknowledged, however, that
there have been some problems. The department indicated it is
taking steps to assure cons1stent interpretation and enforcement
of regulations. -

Information Flow to Rural Providers Insufficient. Al-
though there are a variety of programs designed to address
regulatory problems of rural providers, we found that administra-
tors are not always well informed of state regulatory changes, new
legislation, and special policies like “program flexibility.” Hospi-
tals receive most of their information from organizations and as-
sociations, which require membership fees of thousands of dol-
lars. There is minimal information that comes dlrectly from the
state.

Reimbursement Role

Reimbursement Procedures Are Complex and Techni-
cal Assistance Is Limited. Reimbursement procedures for state
programs—primarily Medi-Cal—continue to be complex and bur-
densome for some rural providers. Billing errors result in pay-
ment delays, which contribute to the cash-flow problems of many
rural providers. We found that many rural health care providers
felt they had no recourse at the state level to address billing

_problems. They could not determine whom to call to resolve
questions or billing problems in a timely fashion.

Medi-Cal Reimbursements May Not Cover Current Costs.
Although the Medi-Cal reimbursement rate for most rural provid-
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ers is cost-based, payments to facilities may not cover the current
costs for Medi-Cal patients. This is because of two reasons. First,
the payment formula includes adjustments for previous years’
disallowed claims. Second, facilities’ actual costs may not be
covered because the maximum inpatient reimbursement level
(MIRL) caps Medi-Cal reimbursements. The MIRL caps the level
of increase in a facility’s reimbursement rate based on a complex
formula involving case mix and other factors. While these adjust-
ments may be justified, a rural hospital may not have sufficient
reserves to cover shortfalls in payments.

HOW CAN THE LEGISLATURE IMPROVE
DELIVERY OF RURAL HEALTH CARE SERVICES?

Our review indicates that rural areas share common charac-
teristics. Generally, rural areas tend to be geographically iso-
lated, sparsely populated, and have relatively weak economies.
These areas also share common problems with respect to the
delivery of health care services. Specifically, they have a limited
number of health care providers, hospitals are financially dis-

_tressed, emergency medical services and specialty care are lim-
ited, and it is difficult to attract health professionals.

There is a strong state interest, as shown by the plethora of
existing programs, in maintaining and improving access to health
care in rural areas. In order to address the problem areas de-
scribed above, we believe there are several steps the Legislature
can take to improve health service delivery in rural areas.

Major Legislative Decisions

v As a first step to improving access to health care in rural
areas, the Legislature should explicitly address the following
issues: R ‘ \

¢ Rural Areas and Rural Health Facilities. The exist-
ingvariationin definitions of rural counties and areas and
rural health facilities leads to confusing and overlapping
categories. The state needs to develop a statewide defini-
tion of rural areas and rural health facilities.

o . -Adequate Access to Health Services. The state needs
to define the minimum level of health services it is willing
to ensure in rural areas. Adequate access needs to be
defined in terms that take into account the isolation,
weather, and -road conditions that characterize rural
areas.

e Distinctions Among Rural Providers. The state also
needs to determine if all rural providers should be treated
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equally. It may be that certain rural prov1ders (for ex-
ample geographically isolated ones) should be given pri-
ority in state assistance programs.

o Funding Commitment. Finally, the state must decide
the level of funding dedicated to rural health services.

Strengthen the State s Leadership Role

We recommend that the Legislature deszgnate a lead
agency to coordinate the state’s rural health programs.

The state needs to exercise a greater coordinating role to
ensure that existing and future programs improve health care in
rural areas without duplicating services. Accordingly, we recom-
mend that'the Legislature designate alead agency to coordinate
these programs. The lead agency’s mission should be to imple-
ment the major legislative decisions discussed above with respect
to rural health care.

In addition, the lead agency should be responsible for oversee-
ing technical assistance, coordinating state programs, providing
information on rural health assistance programs, and ranking
providers for purposes of targeting state assistance programs.
Specifically, the functions of the lead agency should include, but
not be limited to, the following:

e Provide Information on State and Federal Programs
Available to Assist Rural Providers. For example, the
lead agency could assist interested rural facilities in
qualifying for programs that allow them to receive h1gher
reimbursement rates or regulatory relief.

o Establish Standards for EMS Adequacy. To assure
availability and access to EMS services, the lead agency
could direct the EMS Authority to (1) establish standards
of adequacy for EMS-services, (2) identify “unmet” EMS
needs,- and (3) evaluate altematlves to address these
needs. :

e Lead in the Development of More Efficient Service
Delivery Mechanisms. In light of the shortage of health
professionals in rural areas and the limited resources
-available to rural facilities, it is critical that rural provid-
ers deliver services as efficiently as possible. The lead

- agency could identify better ways to make use of existing

- resources through such means as: the development of
cooperative ventures to purchase equipment, the rotation

of practitioners among counties, and the establishment of

L. a referral system among pr0v1ders In add1t10n to the self-
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insurance program for clinics currently supported by the
state, the lead agency could promote and support self-
insurance programs for other types of providers.

o Develop More Alternative Service Delivery Models.
In addition to expanding the implementation of existing
pilots, the lead agency could develop pilot models for other
components ofhealth care, like rotating specialists or new
licensure categories.

Improve Support to Rural Health Care Providers

We recommend that the lead agency develop a system-
atic approach to assisting rural providers.

In order to address the diverse needs of rural providers, we
recommend that the lead agency implement existing legislation
by identifying strategically located, high-risk rural hospitals. In
addition, we recommend the agency develop a similar system for
ranking other rural providers. This ranking would enable the
state to systematically target its assistance programs.

Review of Regulatory and Reimbursement Systems

We recommend that state agencies evaluate adjust-
ments to the regulatory and reimbursement systems.

As discussed above, some regulatory and reimbursement
procedures and requirements do not take into account the unique
characteristics and needs of rural health care providers. A review
and adjustment of existing regulations could ease the burden for
rural providers of complying with inapplicable regulations. Ad-
justments to existing reimbursement rates and procedures could
help relieve hospitals in financial distress. The OSHPD’s review
of regulations that apply to rural providers is illustrative of state
efforts to make adjustments in its regulatory system. Other state
efforts could include:

e A Review of Medi-Cal Regulations That Apply to
Rural Providers. Similar to what is currently being
done by the OSHPD, Medi-Cal regulations could be re-
viewed to take into account existing problems and needs
of rural providers. For example, rural hospitals with
distinct-part skilled nursing facilities (SNFs) could be
exempt from the Medi-Cal patient transfer requirements
to freestanding SNFs. Distinct-part SNFs help rural
hospitals maintain a more stable revenue stream and
occupancy rate. This option would result in net costs to the
Medi-Cal Program since Medi-Cal reimbursement rates
are higher for distinct-part SNF's than freestanding SNF's.
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e Encouraging Providers to Use Cenitralized Billing
Services. To reduce the burden of cumbersome billing
procedures, the state could encourage providers to use
privately operated billing services or even assist rural
providers in establishing contracts with a centralized
billing service. This option would be an efficient billing
strategy for rural providers at minimal cost to the state.
Another option is for the state to expand technical assis-
tance on billing matters. This would require additional
funds.




Long-Term Health Care

- What Issues Will the Legislature Face in Promoting Adequate’
Access to Nursing Facility Services Over the Next Decade?

- Long-term care in nursing facilities will continue to be one of
the Legislature’s major challenges over the next decade. The
primary issue before the Legislature is how it can promote access
tolong-term care services in nursing facilities for the state’s popu-
lation. Our review indicates that the need for these services will

.. increase in California due to a growing aged population and a
_growing population with long-term disabling diseases like AIDS.
Growth in the supply of nursing facility beds is highly dependent
on reimbursement policies of the Medi-Cal system, which pro-
vides about three-fifths of the revenues to the nursing facilities
industry. Should it decide to do so, the Legislature has a good
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opportunity to make changes in the Medi-Cal rate-setting system
in 1990-91. This is because on October 1, 1990, new federal
requirements (resulting from the Omnibus Budget Reconciliation
Act of 1987) that affect the Medi-Cal rate-setting methodology
must be implemented.

In this section, we provide a perspective on long-term care
services in nursing facilities. Specifically, we discuss (1) the
state’s role in long-term health care delivery, (2) the characteris-
tics of nursing facilities, (3) the economics of the nursing facility
industry, and (4) leglslatlve options for promoting adequate ac-

©_cess to nursmg facility services over the next decade. o

BACKGROUND

Long-term care refers to various social, medical, and support
services provided over an extended period of time to persons who
depend on others for care. These persons include those with
chronic illness or disability. According to Section 9390.1(c) of the
Welfare and Institutions Code, long-term care means:

...a coordinated continuum of preventive, diagnostic,
therapeutic, rehabilitative, supportive, and maintenance
services that address the health, social, and personal
needs of individuals who have restricted self-care
capabilities.

Long-term care may be provided by formal and informal
support systems. The more visible long-term care providers—like
nursing facilities and residential care facilities—are part of for-
malsupport systems, Essentially, formal systems are those which
receive payments for the services they provide. Services provided
by family members, friends, and relatives are usually not pald
and are part of 1nforma1 support systems.

Although long-term care has both health and social aspects,
the following discussion will be limited to services that emphasize
health, specifically nursing facility services, rather than social
services. Hence, we will not cover social service models like in-

~ home supportive services, residential care, foster care, and others.

WHAT IS THE STATE’S ROLE IN THE DELIVERY
OF NURSING FACILITY SERVICES? ‘
The state plays three main roles in the delivery of nursing
facility services: regulation, certification, and reimbursement.
Regulation

- The Department of Health Services (DHS) licenses nursing
facilities that operate in the state and ensures that the facilities
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are'adhering to regulations. The regulations.cover such items as
staffing, medical records maintenance, and infection control.

Nursing facilities also have to meet minimum earthquake,

fire, and life safety standards established under state building

- standards. To assure compliance with these standards, the Office

of Statewide Health Planning and Development (OSHPD) re-

views all plans for construction. These reviews take a few weeks

to several months, dependmg on the quahty of the plan and the
size of the project. =~

The state also regulates nursing facility personnel. The DHS
certifies nurse aides’ compliance with state training require-
ments. Certified nurse aides (CNAs) are the primary caregiversin
long-term health care facilities. In addition, the Department of
Consumer Affairs hcenses nursing fac1hty adnumstrators nurses,
and physicians. . oo

Certification

All health facilities that seek funding under Title XVIII
(Medicare) and Title XIX (Medi-Cal) must be certified by the
federal government. The DHS conducts the certification reviews
to evaluate the facilities’ comphance with Medicare and Medi-Cal

“conditions of participation” on behalf of the federal government.
Under the; Ommbus Budget Reconciliation Act (OBRA) of 1987,
the DHS may conduct certification reviews only for non-state-
operated facilities. The federal government conducts certification
reviews for state hospitals and developmental centers.

Medi-Cal Relmbursement .

The Cahforma Medical Ass1stance program (Medl-Cal) is a
joint federal-state- program interided- to asstire the provision of
necessary health cate services to public assistance recipients and
to other individuals who cannot afford to pay for these services
themselves. Medi-Cal reimburses nursing facilities on a per diem
basis. This reimbursement covers the services the facilities pro-
vide, such as nursing care, food, laundry, etc. Physician services,
drugs, and acute care hospital services are reimbursed sepa-
rately.

Medi-Cal is a major payor of nursing facility services in the
state. According to data from a one-day census conducted in
December 1988 by the OSHPD, Medi-Cal funded the stay of 62

- percent of the residents in nursing facilities in the state. The DHS
estimates that Medi-Cal expenditures for nursing facility services
 will be $1.9 billion in 1990-91. (This amo6unt does not include the
- rateincreasesdue to the facilities starting August 1990.) Nursing
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facility residents account for a disproportionately large share of
the Medi-Cal budget relative to their numbers. They account for
25 percent of the total Medi-Cal budget for health services and 2
percent of the total Medi-Cal caseload.

Long-term care expenditures are not only a large portion of
the Medi-Cal budget, they are growmg rapldly, asisthebudgetas
a whole.

Figure 1 shows Medi-Cal expenditures for ‘long-term care
services over the past decade.

Figure 1
Medi-Cal Long-Term Expenditures

and Expenditures for All Services

1980-81 through 1990-91
All Funds (dollars in billions)

B LTC expenditures
B Al other expenditures

80-81 81-82 82:83 83-84 84-85 85-86 86-87 87-88 88-89 89-90 90-91
. (est.)(prop.)?”

2 The budget does not reflect the cost of long-term increases
that will be effective August 1990.

WHO PROVIDES LONG-TERM HEALTH
CARE SERVICES IN CALIFORNIA?

Long-term health care services are ava1lab1e in various set-
tings, ranging from institutions to the client’s home. Nursing
facilities, however, provide a majority of long-term health care.
Nursing facilities include skilled nursing facilities and intermedi-
ate care facilities. According to 1988 OSHPD' data, about 72
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percent of the residents in these facilities are aged 75 and over.

Nursing facilities admit 76 percent of their residents from hospi-

tals. From there they go home (23 percent), go to the hospital (40.
percent), or die (23 percent). (No discharge data are available on

the remaining 14 percent of residents.) Seventy-one percent of
those admitted stay at these facilities. for six months or less.

.+ "In this section, we describe the various categories of formal
long-term health care services. First, we describe 24-hour care
facilities, the main providers of long-term care. Figure 2 summa-
rizes these services and shows the number of beds licensed under
each category. We then describe certain community-based ser-
vices, which provide alternatives to 24-hour care.

Skilled Nursing Facilities (SNFs)

SNFs provide “continuous skilled nursing and supportive
care to patients with primary need of skilled nursing services on
an extended basis.” Licensing regulations require SNF's to pro-
vide an average of at least three nursing hours per patient-day.
Typical SNF patients include those who are incontinent, in need
of tube feedings or wound dressings, and have other conditions
that require 24-hour observation and constant availability of
skilled nursing services. There are two general classifications of
SNF's: “freestanding” and hospital-based.

: Freestanding SNFs. As the name implies, freestanding
SNFs are those which are not attached to a hospital from a
licensing perspective. According to the OSHPD, 91 percent of the
state’s skilled nursing beds in 1988 were located in freestanding
SNFs. During that year, there were 1,137 freestanding SNF's in
the state, representing a total of 104,185 licensed beds. These fa-
cilities had a 90 percent occupancy rate.

Inorder to accommodate the skilled nursing needs of mentally
ill individuals, the state developed a category known as skilled
nursing facility / special treatment programs (SNF/STPs). These
are freestanding facilities that provide programs designed to meet
special treatment needs of mentally ill individuals. Instead of the
minimum requirement of three nursing hours per patient-day,
SNF/STPs are only required to provide 2.3 nursing hours per
patient-day in addition to the staffing requirements of the special
treatment program. SNF/STPs account for an additional 4,295
freestanding SNF beds.

Hospital-Based SNFs, Hospital-based skilled nursing ser-
vices may be provided through distinct-part skilled nursing facili-
ties (DP/SNFs) or swing beds. The DP/SNFs are those which are

. located in an identifiable area of an acute hospital with a set
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Flgure 2

Nursmg Facmty Characterlstlcs

ILLED NURSING FACILITIES (SNFs)

Freestanding Continuous 24-hour Registered nurse - 1,137 104,185
LT T nursing care (RN) or licensed N R
_vocational nurse
(LVN) on duty 24
hours, 7 days per: :
week, average 3
nursing hours per
client-day i
SNF/special Continuous 24-hour RN or LVN on 41 4,295
treatment --.nursing care for  : duty 24 hours, 7 -
programs. mentally ill clients - . days per week,.
(SNF/STP) - ‘ average 2.3
: + 'nursing hours per
. client-day, plus
. . e ‘ STP staffing
Distinct-part . Same as SNF '~ Same as SNF o131 T 7,061
(excluding state S ) . .
mstltutlons) ‘ , ’ ] ) .
Swing bed Same as SNF- - : Same as SNF 14 L7202
INTERMEDIATE CARE FACILITIES (ICFs)
Freestanding ~ Intermittent 24- hour RNorLVNon © 140 3,796
e v inursingcare - duty 8 hours per - e
i . -day, 7 days per
week, average .
1.1 nursing hours -
~ ... per client-day
Distinct-part Same as free- Same as free- 3 25
(excluding state standing ICF . standing ICF
institutions) ‘ o : ‘
ICF for the - Intermlttent 24 hour RN orLVNon. 33 2,730
developmentally nursing care for DD duty 8 hours per ' :
dlsabled (ICF/DD) ‘clients ‘-day, 7 days per
v : .~ week, average
© 2.7 nursing hours
N per client-day .
Dlstlnct art ICF/ . Same as ICF/DD Same as ICF/DD 1 o .49
DD (excluding state ¥ ‘
institutions) ’

" numberof beds licensed for SNF services. Although most hospital-
based SNF services are delivered in DP/SNFs, some hospitals that
do not have DP/SNF's may provide these services through swing
beds. Small and rural hospitals located in areas with a shortage




Long-Term Health Care / 295

Figure 2 conTinueD

2,450

ICF/DD-nursing

Distinct-part SNF

to 15 DD clients

ICF/DD-habilitative Intermittent Qualified mental

habilitative and retardation

nursing care for4  professionals 1.5

to 15 DD clients hours per client-"
week; direct care
hours vary from 4
to 8.5 per client-
day
Direct care hours —b —b

Intermittent
developmental and
nursing care for 4

STATE INSTITUTIONS

Same as free-
standing SNF

vary from5to 7
hours per client-
day®

2,911

Distinct-part ICF

Same as free-
standing ICF

Distinct-part
ICF/DD

health facility

Congregate living

Same as ICF/DD

Continuous or

intermittent nursing - hours, 7 days per

care for upto 6
clients; residential
setting

 CONGREGATE LIVING HEALTH FACILITY

Same as free- 10

standing SNF

Same as free- 5 3,686
standing ICF

Same as ICF/DD 7 5,263

RN or LVN 24 -5 49

week, average 8
to 12 nursing
hours per-client
day®

2 As of December 31, 1988.
The Department'of Health Services has not yet developed permanent regulations.

of skilled nursing beds and a surplus of acute care beds may
designate a certain number of their acute beds to “swing” to skilled
:nursing when the need arises. There were 7,061 DP/SNF beds in
the state (excluding state institutions) and 202 swing beds in
1988, according to OSHPD statistics. .

Intermediate Care Facilities (ICFs)

ICFs provide “inpatient care to clients who need skilled
nursing supervision and supportive care needs but do not require
continuous nursing care.” Thus, ICF services differ from SNF
services in that ICF's provide intermittent, instead of continuous,
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nursing care. The state requires ICFs to provide an average of at
least 1.1 nursing hours per patient-day. The needs of the residents
in ICFs are typically less than those in SNF's.

ICFs may be freestanding or a distinct-part (DP/ICF) of a
hospital or a SNF. In 1988 there were 3,796 freestanding and 25
DP/ICF beds (excludmg state 1nst1tut10ns) in the state, w1th a 99
percent occupancy rate. .

The state also licenses ICF's in one of three other categories.

ICFs for the Developmentally Disabled (ICF/DDs). These
facilities provide 24-hour care, habilitation, developmental, and
support health services to developmentally disabled residents
whose prlmary need is for developmental services and who have
arecurring, but intermittent, need for skilled nursing services. In
addition to intermittent nursing care, ICF/DD services include a
developmental program. On the average, these facilities provide
at least 2.7 nursing hours per client-day. Patients in these facili-
ties typically need specialized developmental and training ser-
vices. In 1988 there were 2,730 freestanding and 49 DP/ICF/DD
beds (excluding state institutions).

ICFs for the Developmentally Disabled-Habilitative (ICF/
DD-Hs). These facilities provide habilitation, developmental,
and supportive health services to 15 or fewer developmentally dis-
abled persons who have intermittent recurring needs for nursing

_ services but do.not require continuous skilled nursing care. These
facilities also provide active treatment programs. Minimum di-
rect-care staffing requirements vary from four hours per client-
day for facilities with four clients to 8.5 hours per client-day for
facilities with 15 clients. The residents in these facilities typically
have two or more developmental disabilities. Clients with serious
aggressive or self injurious behavior or serious nursing needs are
not accepted in ICF/DD-Hs.

ICFs for the Developmentally Disabled-Nursing (ICF/
DD-Ns). This is-the most recently established ICF category.
These facilities' provide 24-hour personal care, developmental

" services, and nursing supervision to 15 or fewer developmentally

-disabled persons who have intermittent recurring needs for nurs-
-ing'services but do not require continuous skilled nursing care.
Minimum direct-care staffing requirements vary from five hours
toseven hours per client-day. Typical ICF/DD-N residents include
those who have two or more developmental disabilities and aneed
for nursing 'services, such as colostomy care or gastrostomy
feedlng, on an intermittent basis.
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State Instltutlons

State hospltals and developmental centers prov1de both SNF
and ICF services. In1988,11 institutionshad a total 0f2,911 SNF,
3,686 ICF, and 5,263~ICF/DD beds. They had an average occu-
pancy rate of 84 percent. All 11 state institutions are licensed as

_ acute hospltals because they have acute medlcal/surglcal wards.

Congregate lemg Health Facilities (CLHFs)

CLHFs prov1de services to six or fewer residents who need
skilled nursing care on a recurring, intermittent, extended, or
continuous basis. These facilities are distinct from the SNFs and
ICF's in that each CLHF must specialize in serving ventilator
dependent, terminally ill, or catastrophically or severely disabled
persons. Presumably, the level of care provided by CLHF's is more
intense than an SNF but less intense than an acute care hospital.
However, Ch 1393/89 (AB 68, Polanco) redefined this category,
and the DHS has not yet developed regulatmns in response to
these statutory changes.

Community-Based Long-Term Care

All the above services are provided in around-the-cléck facili-
ties. There are other types of long-term care providers, however,
serving as alternatives to 24-hour facilities. Most of these alterna-
tives are “community-based,” which- means that they provide
services to clients who live in their homes. These community-
based alternatives evolved in recognition that some clients can
avoid, or at least delay, nursing facility admission if alternatlves
are avallable

Adult Day Health Centers (ADHCs). ADHCs prov1de an
. alternative to institutionalization for older impaired persons or
those with functional impairments who are capable of living at
home- with -the help of health care or rehabilitative or social
- services.-ADHC services include planned recreational and social
activities and rehabilitation, medical, nursing, nutrition, psychi-
atric or psychological, social work, and transportation services.
According to the DHS, there are currently 63 licensed ADHCs in
the state.

Home Health Agencies (HHAs). HHAs also fill the skilled
nursing needs of those who wish to remain in the community but
cannot go to ADHCs. In addition to skilled nursing services, HHAs
may prov1de physical, speech, or occupatlonal therapy; med1ca1
social services; and home health aide services. There are currently

449 licensed HHAs in the state. However, the DHS advises that
" this number may increase dramatically in the next year because
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of the HHA licensing requirement revisions under Ch 856/89 (AB
2266, Connelly). Under Chapter 856, additional HHAs are subJect
to hcensure

Licensing and Reimbursement Categories

The services discussed above are licensed by the DHS. Virtu-
ally all of them are also Medi-Cal reimbursement categories. The
only exception is the CLHF, which is currently not considered a
Medi-Cal benefit. Other differences include institutions for men-
tal diseases (IMDs) and hospice services, both of which are Medi-
Cal reimbursement categories but are not licensing categories.
IMDs are SNF/STPs that have been designated as IMDs by the
federal Health Care Financing Administration. Federal law pro-
hibits Medi-Cal from reimbursing for IMD services provided to
beneficiaries between the ages of 21 and 65. Hospice services are
nursing, medical, and counseling services provided to terminally
ill clients. Hospice services may be provided by hospitals, nursing
facilities, HHASs, or other providers certified to provide hospice
services by Medicare.

WHAT FACTORS AFFECT THE DEMAND
FOR NURSING FACILITY BEDS?

There are three major factors affecting demand for nursing
facﬂlty beds. Two of these involve the users of nursing facility
services, while the other deals with the availability of other
alternatives.

With regard to the users, the need for long-term health care
services is measured by a person’s dependence on.others in
performing activities of da11y living (ADL) and the frequency of
réquired medical and nursmg attention. Activities of daily living
include bathing, dressing, using the toilet, getting in or out of a
bed or chair, continence, and eating. Two groups of people tend to
have high ADL dependenc1es and require higher frequencies of
medical and nursing services: the elderly and people Wlth long-
term 1mpa1rments

The Elderly

The most obvious and the greatest source of demand is the

. elderly population. This is primarily because more chronic prob-

lems set in as people grow older. Hence, the bigger the elderly
population, the higher the demand for long-term care services.

Statistics show that the state’s elderly population has been
growing rapidly and this growth is projected to continue over the
next decade. According to Department of Finance (DOF) esti-
mates, the state’s 75-and-older population (which accounts for
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* - almost three-fourths of the nursing facilities population) was 1.3
millionin 1988, an increase of 300,000 persons, or 32 percent since
" 1980.: The DOF projects that the 75-and-older population will
grow to 1.8 million by 2000, an increase of 520,000 persons (42

. percent).

The elderly population has grown and is projected to grow
faster than the state’s population as a whole. The 75-and-older
group constituted 4 percent of the total population in 1980, 4.5
percent in 1988, and the DOF projects that the figure w111 reach
5.4 percent in 2000

People With Long-Term Impalrments

The other group of people who have h1gh ADL dependencies
and require frequent medical and nursing attention are those
with long-term impairments. These clients may be younger. They

_include people in advanced stages of AIDS and Alzheimer’s
disease, among others. An increasing population of people with
these and other chronic diseases, combined with improvementsin

‘medical technology to prolong hfe w111 increase the demand for
nursing facility services.

Availability of Alternatives

The other factor that affects demand for 24-hour nursing
facility services is the availability of community-based alterna-
tives. As we have noted in an earlier analysis of state programs for
older Californians (please see The 1989-90 Budget: Perspectives
and Issues, page 279), the avallablhty of formal community-
based alternatives may be a factor in explaining why California
has a relatively low institutionalization rate among the state’s
elderly population. Only 2.8 percent of the state’s 65-and-older
population resided in nursing facilities in December 1988, com-
pared to 5 percent nationwide. We note, however, that wh11e
community-based alternatives delay institutional placement in
many cases, they donot totally eliminate the need for institutional
long-term care services.

WHAT FACTORS AFFECT THE
SUPPLY OF NURSING FACILITY BEDS?

In the nursing facility industry, 84 percent of the facilities are
"investor-owned. Consequently, as in any private market, the most
_important factor affecting the supply of nursing facility beds is

~ profitability. The OSHPD reports profitability data on nursing
" facilities. That information indicates that, based on statewide

" rate-of-return figures, the industry has experienced very low
levels of profitability. Unfortunately, the OSHPD data have
serious shortcomings (for example, it is unaudited data and
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presented in a way that makes it difficult to assess the financial
health of the company providing the nursing facility services).
Consequently, we are unable to draw conclusions from the OSHPD
data about the profitability of the industry.

The key factors affecting profitability are the costs the indus-
try faces in providing nursing care services and the source of
revenues (or reimbursements) to facilities. .

Industry Costs

The industry incurs two types of costs: entry costs and
operating costs. The industry’s entry costs are affected by the
direct costs of construction and construction delays resulting from
extended regulatory reviews, plus uncertainties associated with
regulatory processes, mcludmg zoning. Entry costs have been
reduced somewhat since 1987, when certificate-of-need require-
ments were eliminated. Prev10usly, health facility construction
could not proceed until the OSHPD certified that the facility was
needed.

_The industry’s operating costs are mainly a function of labor
costs, its biggest operating cost component. In fact, according to
the OSHPD, labor costs for nursing services alone account for 45
percent of operating expenses in nursing facilities.

Industry Revenues

There are two primary sources of nursing fac111ty revenues in
the state. The first, and by far the larger of the two, is Medi-Cal.
As discussed earher Medi-Cal covers about 60 percent of nursing
facility residents. The other is private sources, which cover about
30 percent of nursing facility residents. Medlcare the Veteran’s
Administration, Lifecare, private insurance, and others cover the
remainder. The comblned influence of the two main payor sources
drives the revenue picture of the 1ndustry

Medi-Cal Reimbursement Methodology. MedJ Cal cur-
rently reimburses nursing fac1hty costs on a prospective, flat-rate
basis. The DHS classifies nursing facilities into certain peer
groups based on their category (SNF, DP/SNF, ICF, state hosp1-
tal), size, and geographic location and annually sets: each group’s
rate at the adjusted median cost of the facilities in that group.

For example, to set the reimbursement rate of peer group A,

" which has 75 facilities, Medi-Cal would array the adjusted costs
of the 75 facilities from lowest to highest. The adjusted costs for
each facility are derived from cost report data submitted by the
facility, adjusted to reflect disallowed costs (based on audits of a
sample of all facilities) and inflationary factors. The adjusted cost
of the 38th (median) facility, say $60.00 per day, would be the
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Medi-Cal reimbursement for the 75 facilities in that group, re-
gardless of the amount each facility actually spends.

Under this reimbursement system, profitability of a given
facility depends on many factors:

e The relationship of that facility’s adJusted costs to the

" median adjusted costs (by definition, Medi-Cal reim-

burses about half of'the facilities in a’'given peer group

" above their adjusted costs and the other half at or below
their adjusted costs).

o The relationship of actual cost increases to the inflation-

" ary adjustments used in rate devélopment (for example, a

facility may not have provided staff salary increasesin the
amount assumed in the inflation adjustment).

o . The mix of patients by type of patient (a facility with a
greater-proportion of “heavy-care” patients will have a
more difficult time making ends meet than a facility with
a lighter-care caseload due to staffing requirements).

- Figure 3 shows the average Medi-Cal reimbursement rates
for various nursing facility categories for the prior and current
_.years. It shows that the reimbursement rate for freestanding

Flgure 3

Medi-Cal Daily Relmbursement Rates by Service Category
Weighted Averages for 1988-89 and 1989-90

Category 1988-89 1989-90
Freestanding SNF $51.84 $60.26
‘Distinct-part SNF S . 128.37 147.25
Swing bed 124.60 133.71

Dlstmct-part SNF (state mstltutlon) 156.76 183.75

Freestandlng or dlstmct_part ICF o 38.62 : 44.22
ICF or distinct-part ICF for the o .
developmentally disabled (ICF/DD) L 59.42 . 66.16
ICF/DD-habilitative - ’ ' 78.45 - 91.83
ICF/DD-nursing — 116.01
Distingt-part ICF/DD (state institution) ' 164.07

Congregate living health facility ] — ) NA=

2 These facilitiés are not eligible for Medi-Cal reimbursement.
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SNFs (which account for the vast majority of beds) is $60 per day.
By comparison, the rates for hospital-based SNF's are two and
_three times as much.

Comparison of Costs and Revenues

. According to 1988 OSHPD data, freestandmg nursmg facili-
ties spent an average of $57 35 dally (for all patients—Medi-Cal,
private-pay, etc.) on nursing services, while Medi-Cal paid an
average of only $48.32 daily. Although these averages imply that
facilities which accept Medi-Cal clients operate at a loss, a 1987
study by the Auditor General on the state’s Medi-Cal reimburse-
ment system showed that the industry earned a positive margin
on about two-thirds of the Medi-Cal patient-daysin 1985. The
study indicates that Medi-Cal patients tend to be concentrated in
facilities that earn a positive margin on Medi-Cal patients. This
suggests that these facilities are either more efficient (that is,
lower-cost) than the average or provide fewer services than the
average. ) , A

Private sources also funded a large portion of nursing facility
services. On the average, reimbursements from private sources
are higher than Medi-Cal reimbursements and average facility
costs. While Medi-Cal paid only $48.32 per day to cover nursing
services costs of $57.35 per day, private sources paid an average
of $71.23 per day. If pnvate pay .and Medi-Cal patients have
similar needs and receive similar services, ‘then the higher the
ratio of private-pay residents a fac1l1ty has, the greater the profit.
margm -

WHAT ISSUES WILL THE LEGISLATURE
FACE OVER THE NEXT DECADE?

In this section, we discuss issues that the Legislature will
likely face over the next decade.

Nursing Facility Bed Supply

The adequacy of the state’s nursmg facﬂlty bed supply will
depend on the interaction of the factors discussed above. It is
difficult to project the actual supply and demand dynamics over
the next decade because of the lack of reliable data. However, the
common perception is that the nursing bed supply has been, and
is expected to remain, extremely tight. This appears to have been
the case throughout the early 1980s, when statewide occupancy
rates reached 94 percent. : .

Since that time, occupancy rates have declined, dropping to
about 90 percent in 1988. OSHPD data suggest that this decline
was aresult of no growthin total patient-daysin combination with
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an increase in the number of beds (between 1980 and 1988, about
20,000 beds were added to supply). One factor in this lack of
growth in patient-days may have been increased availability of
community-based alternatives. Despite the decline in the state-
wide occupancy rate, regional shortages may exist.

State agency projections of the number of new nursing facility
beds needed by the year 2000 range from almost 34,000 (OSHPD,
1989) to almost 51,000 (Health and Welfare Agency, 1988). Given
these demand estimates (especially at the high end), and the
actual increase in bed supply between 1980 and 1988 (20,000), it
is possible that the state could face a shortage of beds by the year
2000. We note, however, that certificate-of-need requirements
that regulated health facility construction in the state until 1987
may have limited the growth of bed supply during most of the
1980-through-1988 period.

Access to Nursing Facility Beds for Medi-Cal Clients

The current Medi-Cal reimbursement system may be a bar-
rier to access to nursing facility beds for Medi-Cal clients. Nursing
facilities tend to favor private-pay and Medicare patients over
Medi-Cal clients because of their higher reimbursement rates.
Hence, Medi-Cal clients have more difficulty in finding a bed than
these other two groups.

Access problems may even be more acute for heavy-care Medi-
Cal clients. Heavy-care patients generally have nasal gastric
tubes or decubiti (bed sores), or are incontinent or ventilator-
dependent. Because Medi-Cal’s flat-rate reimbursement system
does not recognize various levels of care, facilities prefer to accept
lighter-care patients as their careisless costly. Heavy-care clients
usually remain in hospitals until Medi-Cal staff or the hospital’s
discharge planning staff arrange nursing facility placements.

There are no readily available data that quantify Medi-Cal
clients’ access problems. However, two factors suggest that-these
problems exist. :

Relative Decline in Medi-Cal Share of Clients. First,
Medi-Cal clients make up a diminishing proportion of the popula-
tion in nursing facilities. In a 1980 one-day census, 71 percent of
nursing facility clients were Medi-Cal clients. By 1988, this
numberhad decreased to 62 percent. On the one hand, this decline
could mean that more Medi-Cal clients are using community-
based alternatives instead of entering a nursing facility. On the
other hand, it could suggest that nursing facilities are filling
whatever increasein bed supply there was during this period with
privately sponsored patients. We believe that the decline was a
result of a combination of the two factors. While more Medi-Cal
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clients may be taking advantage of community-based alterna-
tives, the disparity in reimbursement rates between Medi-Cal
and private sources in a predominantly for-profit industry sug-
gests that there are significant incentives for nursing facilities to
favor privately sponsored clients over Medi-Cal clients. The study
by the Auditor General corroborated this hypothesis when it
found that hospital discharge planners ranked Medi-Cal clients
as considerably harder to place than privately sponsored clients.

High Use of Administrative Days. The second factor that
suggests access problems for Medi-Cal clients is the state’s high
utilization of acute “administrative days.” Clients are placed on
“administrative status” when they stay in a facility that provides
a higher level of care than the client needs: Generally, Medi-Cal
places clients on administrative status in acute care hospitals
when the client is awaiting nursing facility placement. In 1988-
89, Medi-Cal authorized 84,000 administrative days (the equiva-
lent of about 230 beds). These stays vary from a few days to
months, depending on how difficult it is to place a client.

To address this problem, the DHS established a “subacute” re-
imbursement category under Medi-Cal. The subacute level of care
is more intensive than skilled nursing care but not as intensive as
hospital acute care. To date, only a few providers have partici-
pated in this program. The most frequently cited reason for this
low participation rate is that the criteria for determining whether
a facility can receive a subacute rate for a particular patient were
too narrowly defined. The DHS has taken steps to revise these
criteria. '

Perverse Incentives in the Medi-Cal Reimbursement System

The current Medi-Cal long-term care rate reimbursement
system offers perverse incentives to providers. In this section, we
discuss some of the effects of the system on patient care, access,
and costs.

In his 1987 study, the Auditor General found that Medi-Cal’s
prospective flat-rate reimbursement system, while effective at
_controlling costs, has several weaknesses. The system is a good
cost control mechanism in that it encourages nursing facilities to
spend below the reimbursement rate: the system rewards opera-
tors who run their facilities efficiently. However, a flat-rate
system also rewards operators who provide minimal patient care
and penalizes operators who provide additional services. The
rates have no direct relationship to the level of service actually
provided.
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An example of the effects of the current flat-rate reimburse-
ment system is demonstrated by the rate differential between DP/
SNF's and freestanding SNFs. As Figure 3 shows, there is a wide
disparity in reimbursement rates between DP/SNFs and free-
standing SNFs. The average DP/SNF reimbursement in the
current year is $147 per patient-day, while the average reim-
bursement rate for freestanding facilities is $60.

The rate differential is associated with two problems. First,
the higher rates result in significantly higher Medi-Cal costs,
without any requirement for a greater level of services. The
differential in rates reflects differences in costs of operating the
two types of facilities. On the average, in DP/SNFs patients
receive a higher level of services and staff receive higher wages
than in freestanding SNF's. However, DP/SNF's are subject to the
same regulations as freestanding' SNFs; they do not have to
provide any additional services or to accept heavier-care patients
~ to justify receiving a higher rate.

Second, this disparity in reimbursement rates is a problem
because it provides an incentive for freestanding SNF's to become
DP/SNF's by licensing in association with an acute care hospital.
(We note that until recently, Medi-Cal tried to control DP/SNF
utilization through a policy to approve DP/SNF stays only when
a client could not be placed in freestanding facilities within a
certain radius or travel time. Medi-Cal recently suspended this
policy in response to a suit challenging this transfer policy.)

Without changes in the Medi-Cal reimbursement system,
these problems will likely continue, and perhaps get worse, in the
future. '

vWHAT OPTIONS DOES THE LEGISLATURE HAVE

TO PROMOTE ADEQUATE ACCESS TO NURSING
FACILITY SERVICES OVER THE NEXT DECADE?

The Legislature has several options to address the issues
discussed in the earlier section. The Legislature could promote
" “adequacy of nursing facility beds by either reducing demand and/

or increasing supply. In this section, we provide a brief overview
of some of the alternatives available to the Legislature to promote
adequate access to nursing facility beds over the next decade.

" Changes in the Medi-Cal Reimbursement System

_The current Medi-Cal reimbursement system is primarily
designed to control costs. It is not designed to ensure an adequate
supply of Medi-Cal beds. In addition, the current reimbursement
system (1) does not relate the level of reimbursements to the level
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of services facilities provide, (2) may contribute to access problems
for Medi-Cal clients, and (3) creates incentives for building the
more expensive distinct-part facilities.

The Auditor General study identified three alternatives tothe
current reimbursement system: a case-mix system, an outcome-
oriented system, and a facility-specific system.

A case-mix reimbursement system sets reimbursement rates
based on the level of services required by each patient. An
outcome-oriented reimbursement, system ties the rates to certain
“outcomes,” or quality of care. A facility-specific system, on the
other hand, reimburses a facility based on its own costs, not on the
median of its peer group. Of the three, the study recommended
that the state adopt a facility-specific system. The study also
recommended a supplementary rate for heavy-care Medi-Cal
clients. The facility-specific system would tie reimbursement
more directly to the facility’s spending and provide more nursing
facility bed access to heavy-care clients. A similar system is
proposed by SB 1087 (Mello), which was in conference committee
at the time this analysis was prepared.

The actual cost of such a system would depend on how it is
structured. However, the system could cost significantly more
than the current flat-rate system because (1) facilities would have
incentives to spend more on care, (2) facilities would have incen-
tives to classify clients as heavy-care in order to receive the higher
reimbursement rate, and (3) this system is more complicated and,
therefore, more difficult to administer.

The Legislature has a good opportunity to effect major changes
in the reimbursement methodology in the budget year, should it
decide to do so. This is because effective October 1, 1990, the
Omnibus Budget Reconciliation Act (OBRA) of 1987 requires a
consolidation of the SNF and ICF reimbursement categories into
one. As Figure 3 shows, average SNF and ICF rates currently
differ by about $16 daily. Under the OBRA, ICF staffing and
physical plant standards would be upgraded to the SNF level.
These new standards would require the DHS to make changes in
its rate-setting system, as SNF and ICF rates are currently
devised separately. These changes could vary from minor adjust-

" ments to an overhaul of the whole system. The Legislature has
demonstrated interest in changing the whole system through the
advancement of SB 1087. The Medi-Cal reimbursement method-
ology eventually adopted in conjunction with the OBRA-man-
dated changes will have a significant influence on the supply of,
and access to, nursing facility beds in the state over the next
decade.
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Expand Community-Based Programs

In order to reduce demand for nursing facilities, the Legisla-
ture also could expand community-based alternatives to avoid or
at least delay entry into nursing facilities. For example, the
Legislature has encouraged such expansion in the past by provid-
ing “start-up” grants of $50,000 for each new adult day health
center. We note that community-based programs are not neces-
sarily less expensive than nursing facility services. However, to
the extent that they prevent or delay institutionalization, they
help reduce the pressure on nursing facility bed supply.

Expand the Availability of Long-Term Care Insurance

Another option for increasing bed supply is to expand the
availability of long-term care insurance, thereby increasing the
proportion of patients who are funded from non-Medi-Cal sources.
Currently, private funding comes primarily from clients’ own
savings and other resources. Many privately funded clients be-
come eligible for Medi-Cal within a matter of months after
entering a facility because the high cost of nursing facility services
depletes their resources. According to a 1987 report by the House
of Representatives Select Committee on Aging, 47 percent of
single Californians age 65 and older who live alone are at risk of
impoverishment after 13 weeks of nursing facility stay. A long-
term care insurance program would be effective only to the extent
that (1) it covers the target population and (2) the premiums are
affordable. Hence, financing of such a program becomes an impor-
tant issue. The extent of the state’s involvement in an insurance
program is a policy decision that the Legislature would have to
make if it chooses to pursue this option further.
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Proposition 99: An Update

What Is the Status of PropoSitioh-QQ Implementation?

In November 1988, the voters approved Proposition 99, the
Tobacco Tax and Health Protection Act, which established a
surtax of 25 cents per package on cigarettes and an equivalent

. amount on all other tebacco products sold in California. Proposi-
tion 99 provides a major new funding source—over $550 million
annually—for health services, health education, and resources

- programs. o ‘

In this analysis, we (1) provide background on the provisions
of Proposition 99 and the Legislature’s actions in implementing it;
(2) review the 1990-91 budget proposal for Proposition 99 funds;
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(3) provide a status report on programs established by AB 75 (Ch
1331/89, Isenberg), which allocated 90 percent of Proposition 99
funds; and (4) identify outstanding issues facing the Legislature
in 1990 regarding Proposition 99.

BACKGROUND

Proposition 99 required that revenues from the surtax be
deposited in the Cigarette and Tobacco Products Surtax Fund
(C&T Fund) established by the act, and allocated specified per-
.centages of the fund to six accounts. The act further required that

- revenues allocated to the six accounts be expended for specified

_ purposes. Figure 1 identifies the six accounts, the percent of
surtax revenues allocated to each, and the specified purposes for
each account.

Figure 1

Proposition 99 Accounts |

Health Education 20 Prevention and reduction of tobacco use,
- primarily among children, through school
and community health education programs

Hospital Services 35 " To pay hospitals for the treatment of pa-
tients who cannot afford to pay, and forwhom
payment will not be made through private
coverage or federally funded programs

Physician Services 10 To pay physicians for medical care services
provided to patients who cannot afford to pay,
and for whom payment will not be made
through private coverage or federally
funded programs

Public Resources 5 To.be equally divided between programs that
(1) protect, restore, enhance, or maintain
fish, waterfowl, and other wildlife habitat
areas and (2) improve state and local park
land recreation resources .

Research ' 5 To fund tobacco-related disease research

Unallocated 25 May be used for any of the specific
- purposes:described above.
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The surtax went into effect on January 1, 1989. However,
none of therevenues raised in the last halfof1 988 89 (almost $330
million) were spent in 1988-89.

During 1989 the Legislature took the followmg actions to
provide for the expenditure of Proposition 99 funds:

o' Assembly Bill 75 allocated revenues from 1988-89,1989-
90, and 1990-91 from the Unallocated, Physician Serv-
ices, Hospital Services, and Health Educatmn Accounts.
The act appropriated $1 2 billion ($703 million for ex-
penditure in 1989-90 and $510 million for expenditure in
1990-91) to establish a variety of new health programs
and expand emstmg programs.

e The 1989 Budget Act allocated funds available in the
Research Account and the Public Resources Account to
various - programs. The Budget Act also allocated
$25.8 million from the Unallocated Account

o Chapter 1168, Statutes of 1989 (AB 60, Isenberg), es-
tablished the Cahforma Major Medical Insurance Pro-
gram and transferred $250,000 from the Unallocated
Account to begin developing rules and regulations and to
carry out other activities necessary to implement the
program. Chapter 1168 also specifies that the program
shall be funded by transferring $30 million first from
interest accrued on unspent funds and, if necessary, from
the unspent balances in the Hospital Services, Physician
Services, and Unallocated Accounts. Chapter 1168 also
continuously appropriates $30 million annually from the
Unallocated Account, beginning in 1991-92, to fund the
program. ' '

BUDGET OVERVIEW

Overall, the budget proposes expenditures of $630 million, a
reduction of $182 million, or 22 percent, from the current year.
The proposed reduction results primarily from the artificially
high current-year total, which included one-time funds carried
over from 1988-89.

Figure 2 displays the distribution of Proposition 99 funds in
1989-90 and proposed for 1990-91. The Governor’s Budget and
Budget Summary contain detailed schedules for the individual
accounts.

In the following sections, we discuss in greater detail the
revenue outlook and outline the spending plan for Proposition 99
funds proposed in the budget.
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"Flgure 2

Proposmon 99 Revenues and Expendltures
(dollars in thousands)

Estimated .. Proposed

Revenues from surtax $576,000 $561,000
Interest income : } o 26,100 14,900
Carry-over from previous year .| 329168 118.098

Totals $931,268 $693,998
AB 75 programs: -
. Department of Health Services: .

California Healthcare for Indigents Program $336,716 $350,404
County capital outlay 82,288 —
Uncompensated care assistance ) : 61,931 —_
County data systems S . 10,000 —
_Clinics 19,719 18,265
Children’s hospltals ’ 2,000 1,896
Rural health'services . 6,972 6,542
County Medical Services Program expansion . 9,954 9,918
Child Health and Disability Prevention ;

. Program expansion 19,696 19,445
Health education programs 91,538 61,146
Expansion of Medi-Cal perlnatal servnces 19,894 19,788
Administration . . 7,455 7.579

'Subtotals Lo ($668,163) * | ($494,983)
Department of Mental Health . - 25,000 35,000
Office of Statewide Health Planning and

Development administration 225 450
State Department of Education:
Local assistance .~ 35,100 35,100
Admlmstratlon 900 900
Other programs i .
Board of Equalization ‘ ‘ " 554 : 463
Major Medical insurance Board . 250 —
Resources programs 42,019 - - .31,202
University of California 40,923 ; 31,949
Employee compensation 36 i =
. Totals $813,170 | $630,047
Carry-over to next fiscal year ‘ 118,098 63,951
Five percent reserve - 834,677
Other reserves: N
Health Education Account : 28,879
Physician Services Account : : N 232

Public Resources Account o ... 163
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Revenue Outlook

- Surtax Revenues. The budget estimates that surtax reve-
nues will total $576 million for the current year. This represents
a reduction of $27 million, or 4.5 percent, below the amount
projected last May. Revenues are lower than anticipated because
per-capita cigarette sales have diminished more quickly than

_ anticipated since imposition of the surtax in January 1989.
(Revenue from the sale of cigarettes accounts for more than 95
percent of surtax revenue.) ~

Data provided by the State Board of Equahzatlon indicate
that per-capita cigarette sales fell by 11 percent in 1988-89. The
budget’s revenue estimate for the current year is based on a
decrease of 6.8 percent for 1989-90. These figures represent a
substantially sharper rate of decline than the 3.6 percent average
annual decrease that occurred over the period from 1982- 83 ,
through 1987-88. The primary reason for these large declines in ~
smoking is the effect of the price increases associated with the
1mpos1t1on of the surtax.

-The budget estimates that surtax revenue for 1990-91 will
total $561 million, based on a projected decline of 4.5 percent in
per-capita cigarette sales. The projected decline in smoking for
1990-91 is less than the declines in the past year and the current
year because the one-time effect of the surtax price increases on
people’s behavior will have passed. Nevertheless, the 4.5 percent
decline in smoking assumed in the budget estimate still repre-
sents a greater rate of decline than the pre-surtax annual decline
rate of 3.6 percent. The major reasons for the anticipated faster
decline in smoking include increased educational efforts to reduce
smoking and additional restrictions on smoking in public places
and work areas. (Because the budget expects population growth
to partially offset reduced per-capita sales, the projection for
surtax revenues of $561 million represents a decrease of only 2.6
percent for 1990-91.)

. Over the longer term, surtax revenues-are expected to gradu-
ally diminish. Based on the Department of Finance’s estimates for
current-year revenue, its projections for population growth, and
assuming that the decline in per-capita cigarette sales it expects
for 1990-91 continues at the same rate, we estimate surtax
revenues would be on the order of $500 million in 1994-95 (a 12
percent reduction).

Interest Income. The budget reflects interest income of

" $439,000 in 1988-89, $26.1 million in the current year, and
$14.9 million in 1990-91. Actual interest income on surtax reve-

- nues was much higher in 1988-89 ($4.7 million) than the $439,000

1480283
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reflected in the budget. However, the General Fund received
.. $4.3 million of the interest earnings because the administrative

actions necessary for the C&T Fund subaccounts to retain inter-
_est earnings did not occur until July 1989.

- Comparison to AB 75 Revenue Assumptions. The spend-

"ing plan included in AB 75 assumed that available revenues for
the three-year period 1988-89 through 1990-91 would total $1.5
billion ($294 million in 1988-89, $603 million in 1989-90, and
$572.9 million in 1990-91), all from surtax collections. The AB 75
spending plan did not reflect any interest income. -

The current projection of surtax revenues for the three-year
period is about $4 million less—actual revenues of $329 million
in 1988-89 and projected revenues of $576 million in 1989-90 and
$561 million in 1990-91. The significant reductions in antici-
pated current-year and 1990-91 surtax revenues due to declining
consumption are offset by an increase of $35 million in 1988-89
collections above the amount anticipated. This increase was due
to a one-time accrual adjustment.

The budget’s estimate of fotal revenues available in the three-
year period is $37 million above the amount anticipated when the
Leglslature enacted AB 75. This is the net effect of (1) interest
income of $41 million, offset by the reductlon of $4 million in
surtax revenue.

Expenditures

Figure 2 (above) displays the budget’s spendmg plan for
Propos1t10n 99 funds for 1989-90 and 1990-91.

Assembly Bill 75 Programs Assembly Bill 75 established
the spending plan for funds in the Health Services, Physician
Services, Health Education, and Unallocated Accounts for both
the current and budget years. (Below we describe the implemen-
tation of programs supported by these funds.) The 1990 Budget
Bill includes funds for administration in the Office of Statewide
Health Planning and Development, the Department of Health
Services (DHS), State Department of Education, and county

.boards of education. The Governor’s Budget proposes augmenta-
tions of $10 million for local mental health programs and
$34.6 million for the California Healthcare for Indlgents Pro-
gram (CHIP) in the DHS.

Public Resources Programs. The 1989 Budget Act appro-
priated $42 million from the Public Resources Account for a
variety of one-time projects and some continuing support costs in
various state agencies. The 1990 Budget Bill proposes
$31.2 million for similar purposes. The proposed allocation of
Public Resources Account funds in the 1990 Budget Bill is consis-
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‘ tent with the Proposition 99 requirement that, 50 percent of the
_funds be allocated to wildlife habitat and 50 percent to state and
-local park and recreation resources. .

" Research Programs. The 1989 Budget Act appropnated
$42.6 million from the Research Account to expand the cancer
registry in the DHS and support research at the University of
California. The 1990-Budget Bill proposes $31 9 m1lhon to con-
tinue these expenditures.

Reserves. The budget proposes carrying over into 1991-92 a
5 percent reserve in all accounts plus $29.3 million in additional
reserves. Of these additional reserves, $28 9 mllhon are in the
Health Educat1on Account

STATUS REPORT ON AB 75 PROGRAMS

A _Below We describe each program established by AB 75 and
providea status report Generally, thethree agencies lnvolved are
y makmg good progress in 1mplement1ng AB 75

Callforma Healthcare for Indigents Program (CHIP)

" Assembly Bill 75 approprlated $386.7 million'in 1989-90 and
$315.8 million in 1990-91 to support the CHIP. In addition, the
1990 Budget Bill proposes an augmentation of $34.6 m1ll1on for
the program. Assembly Bill 75 requires that CHIP funds be

. - distributed to counties operating MISPs based on specified per-
. centage shares. The department reports that it is implementing
~the. program and that approximately one-half (or about
$170 million) of funds appropriated for the current year have
.- been distributed. The department released guidelines for expen-

- diture of program funds to counties in December 1989..

The Hospztal Seérvices Account funds ($200 million in 1989-90
and $188.8 million in"1990-91) are to be divided into county
‘hospital and’ noncounty ‘hospital portions within each county
 based on each group’s share of uncompensated care costs. The
" county hospital portion may be used for county hospital services
or noncounty hospital services, as determined by the county. Fifty
s percent of the nencounty hospital portion are to be allocated
directly to those hospitals based on uncompensated care data. The
remaining 50 percentis available to maintain access to emergency
care and to purchase other necessary hospital-services for medi-
cally 1nd1gent persons.

- The Physzczan Services Account funds ($41 1 million in1989-
: 90 and $38.4 million in 1990-91) will pay for unreimbursed
physician services. Counties must use at least.50 percent of the
available funds to pay for unreimbursed emergency services. The
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measure - caps' these reimbursements at 50 percent of the
physician’s losses. Counties may use the remaining funds to pay
for new contracts with phys1c1ans to provide emergency, obstetnc,
and pediatric services in noncounty fac111t1es where service access
is limited.

The Unallocated Account funds ($95.3 million in 1989-90
and $88.7 million in 1990-91) are available at the county’s discre-
tion to provide health services for patients unable to pay and
services that are not covered by private insurance or by fully or
partially federal-funded programs.

County Capital Outlay

The act allocated $82.3 million in 1989-90 to fund capital
outlay at county health facilities. Ninety percent of the available
funds goes to Medically Indigent Services Program (MISP) coun-

~ ties; the remaining 10 percent goes to County Medical Services
Program (CMSP) counties. The act permits counties to use a
portion of their allocations to replenish specified reserve funds.

The DHS reports that expenditure applications and guide-
lines currently are being developed but that no funds have yet
been distributed.

Uncompensated Care Assistance

The act provided $37 million in 1989-90 for uncompensated
care at county and noncounty hospitals, to be allocated to hospi-
tals based on financial data reported to the Office of Statewide
Health Planning and Development (OSHPD). In addition, AB 75

‘allocated $24.9 million in 1989-90 to MISP counties for uncom-

pensated physician services. Counties must use at least 50 per-
cent of their allocation for unreimbursed emergency services. The
measure caps these reimbursements at 50 percent of the physi-
cian’s losses. Up to 50 percent of each county’s allocation may be
used for new contracts with private phys101ans to provide emer-
gency, obstetric, and pediatric services in noncounty facilities
where service access is limited.

The DHS and the OSHPD report that all funds for uncompen-
sated care assistance have been dlstnbuted

County Data Systems

The act allocated $10 million in 1989-90 to develop and
implement county medically indigent care reporting systems. To
receive funding, counties must submit applications to the DHS.

"The department reports that it is currently developing criteria for
distributing the funds. The department indicates it plans to
disburse all funds on May 1.
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Clinics

The measure appropriated $19.7 million in 1989-90 and $18.3
million in 1990-91 for medical services and preventive services,
including smoking prevention and cessation health education,
rendered by primary care clinics to persons with incomes at or
below 200 percent of the federal poverty level. Clinics serving
medically underserved areas or populations have priority for
funds. Up to $10 million of the 1989-90 funds may support clinic
capital outlay grants.

The department reports that all staff budgeted to implement
the program in the current year have been hired. The department
has issued requests for application to counties for funds appropri-
ated by the act. However, no funds have yet been distributed.

Children’s Hospitals

Assembly Bill 75 appropriated $2 million in 1989-90 and $1.9
million in 1990-91 for distribution to seven children’s hospitals
based on their share of the uncompensated care costs of all

_children’s hospitals in the state. The department has issued
applications to the hospitals for their use in requesting current-
year funds, and expects to disburse the funds in February.

Rural Health Services

Assembly Bill 75 provided $7 million in 1989-90-and $6.5
million in 1990-91 for services in CMSP counties. Funds from the
Hospital Services Account are to be distributed to hospitals based
on their share of the county’s uncompensated care costs. Funds
from the Physician Services Account are to support unreimbursed
medlcally necessary emergency, obstetric, and pediatric physi-
cian services. Funds from the Unallocated Account are to support
expanded emergency medical transportation and public health
services.

The department has set up claiming procedures and is holding
workshops to assist providers in claiming additional funds. The
department indicates-it will begin distributing these funds in
early February. .

County Medical Services Program (CMSP) Expansion:

The act allocated $10 million in 1989-90 and $9.9 million in
1990-91 to expand the scope of services under CMSP and to
compensate hospitals and other emergency providers for emer-
gency services rendered to out-of-county indigent patients. The
department reports that in both 1989-90 and 1990-91 it is using
$5 million of the funds to expand services (particularly dental
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services) covered under the CMSP and the remaining $5 million
toreimburse providers for out-of-county care. The expanded scope
of services took effect January 1,1990. The department has set up
claiming procedures for out- of-county care costs and is holding
Workshops to assist providers in claiming these funds.

Child Health and Dlsablllty
Prevention (CHDP) Program Expansmn

The act allocated $19.7 million in 1989 90 and $19.4 million
in 1990-91 to extend CHDP Program eligibility to additional
children. This program provides medical examinations to chil-
dren. The act also adds an anti-tobacco educatlon component in
the CHDP medical exammatlon

The department reports that it has (1) h1red five of the six
positions provided for program implementation, (2) developed its
revised plan requirements for county plans and provider billing,
and (3) received revised plans for some counties requesting
Proposition 99 funds. The department also reports that it is
'Worklng with local nonprofit agencies to determine how these

* agencies can provide smoking education materials to local health
departments in order to prevent the departments from hav1ng to
develop duplicative materials.

Health Education Programs

* QOversight, Data, Analyszs The act created the Tobacco
Education Oversight Committee to advise the DHS and the State
‘Departmient of Education_on C&T-funded tobacco education pro-
~grams. The act requires the committee to develop a comprehen-
sive master plan for statewide tobacco education programs. To
fund the committee’s expenses the act appropnated $2.3 million
“in 1989-90.

The DHS reports that it has selected a contractor to conduct
abaseline survey that Wlll be used to evaluate the effectiveness of
: the educatlon programs.

Media Campalgn The act prov1ded $14 3 m1lhon in both
1989-90 and 1990-91 for a public information campaign. The
measure specifies that programs directed at children ages 6 to 14
have priority for funding and that the media used for the cam-
paigns shall be effective in reaching this target population. The
department reports that it will begin contract negotlatlons in
February.

Competitive Grants. The act provi”de'd‘, $41.6 million in
. 1989-90 and $11.4 million in 1990-91 for a grant program admini-
stered by the DHS to fund health education and promotion
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activities designed to reduce tobacco use and tobacco-related
diseases among target groups. The act allows nonprofit organiza-
tions, including school districts, to receive grants under this
program for efforts to reduce tobacco.use. In school districts, these
must be nonclassroom, district-wide programs. The department
indicates it intends to issue requests for proposals by March, but
it does not expect to encumber these funds until June.

High-Risk Programs. The act appropriated $35.6 million in
1989-90 and $35.4 million in 1990-91 for allocation to designated
local lead agencies for tobacco use prevention and reduction
programs for high-risk population groups. To receive funds, local
lead agencies must submit 16cal program plans to the DHS for
review and approval.

. The department reports thatit hasissued guidélines required
by the act and has begun holding workshops to assist counties in
developing their plans.

School Programs. The act provided $32.6 million in 1989-
90 and another $32.6 million in 1990-91 for a grants program
administered by the State Department of Education (SDE) to fund
health education and tobacco information activities designed to
reduce tobacco use among school children. (This annual amount
does not include $2.5 million for local assistance to county boards
of education provided in the 1989 Budget Act and proposed in the
1990 Budget Bill.) The SDE has indicated that these funds—
which it expects to allocate to districts in February—will be used
for both program planning and program implementation pur-
poses.

Assembly Bill 75 also directed the SDE to prepare guidelines
on the use of these funds that require districts to select one or more
model program designs. The SDE issued guidelines in November
1989; however, the guidelines do not require the use of model
programs. This situation may have resulted because of the SDE’s
inability to fill several staff positions. The SDE indicates that once
these positions are filled, it will proceed to develop a list of model
program designs. It is unclear whether the SDE intends to revise
these guidelines to (1) make the use of these models mandatory—
as envisioned by the legislation—or (2) otherwise include refer-
ence to these models when district plans are reviewed by county
offices of education.

Expansion of Medi-Cal Perinatal Services

Assembly Bill 75 allocated $19.9 million in 1989-90 and $19.8
million in 1990-91 to extend coverage for perinatal services under
the Medi-Cal Program to pregnant women with family incomes
between 185 percent and 200 percent of the federal poverty level
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and their infants up to one year of age. The act required the DHS
to conduct outreach activities to increase participation and access
to these services.

The department reports that it 1mp1emented expanded eligi-
bility for pregnancy-related sérvices beginning October 1, 1989.
The department’s plan to use C&T funds for perinatal outreach
has two components. First, it plans to use funds appropriated by
AB 75 to permit counties to station eligibility workers at locations
other than welfare offices. Second, the department is developing
a request for proposals to hire a pubhc relations contractor to (1)
develop a campaign to encourage providers to participate in Medi-
Cal and (2) develop and implement a statewide campalgn to
inform women about Medi-Cal coverage of perinatal services and
to encourage them to receive early prenatal care.

Mental Health

The act appropriated $25 million in 1990-91 for local mental

" health services. In addition, the 1990 Budget Bill proposes an

©atgmentation of $10 million for this purpose. The 1989 Budget

Act'included a $25 million appropriation from the C&T Fund for

mental  health services in 1989-90. In the current year,

$12.5 million was allocated to counties on the basis of the pov-

erty/population formula and $12.5 million was allocated to coun-

- ties as a cost-of-living adjustment. Assembly Bill 75 does not
specify how the funds will be allocated in 1990-91.

OUTSTANDING ISSUES
Assembly Bill 75 Will Sunset in June 1991

Assembly Bill 75 sunsets in June 1991. Consequently, the
Legislature faces decisions regarding how to allocate Proposition
99 funds from the four accounts affected by AB 75 beginning in
1991-92. One option is to use the funds to provide health coverage
to uninsured Californians. Both the Governor and legislative
leaders have expressed their intent to develop legislation 1mp1e-
menting such a program.

Proposed Budget Augmentations Compete
With Health Insurance Program for Interest Funds

As indicated earlier, the amount of funds currently projected
to be available for expenditure in 1989-90.and 1990-91 exceeds by
$37.2 million the amount anticipated when the Legislature
enacted AB 75, due to the net effect of reductions in surtax

‘revenues and accounting for interest income. '
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The Governor’s Budget projects that as a result of these
changes, $30.5 million in additional funds will be available in the
four accounts affected by AB 75. The Governor’s Budget also
identifies an additional $14.1 million available as a result of (1)

~ spending $12.8 million that was not allocated by AB 75 (that is,

reducing the carry-over reserve) and (2) reducing anticipated

funding for administration. Thus, the budget identifies a total of

~ $44.6 million in additional funds available for expenditure in the
four accounts affected by AB 75.

The budget proposes to use these monies to fund augmenta-
tions to local mental health programs ($10 million) and the CHIP
($34.6 million). The budget does not propose to fund the Major
Medical Insurance Program established by Ch 1168/89 (AB 60,
Isenberg). Chapter 1168 specified that the program should be
funded first by transferring $30 million from accrued interest

, earnmgs and, if necessary, from unspent balances in the Physi-
cian Services, Hospital Services, and Unallocated Accounts.
However, the act did not explicitly require a transfer of interest
earnings to occur in 1988-89, 1989-90, or 1990-91. Béginning in

- 1991-92, the act requires the transfer of $30 million annually
from the “Unallocated Account to the Major Medical Insurance
Fund for the purpose of funding the program.

Accordingly, the Legislature faces some choices. It must

" decide whether it will fund the Major Medical Insurance Program

at the intended level, agree to the augmentations proposed by the

Governor, or use the funds available for dlfferent purposes en-
tirely.

No Justification Submitted for Department Support Funding

The budget proposes $7.4 million from various accounts of the
C&T Fund for support costs in the departments associated with
implementing AB 75. Of this amount, the budget proposes
$5.9 million for the DHS, $900,000 for the SDE, and $450,000 for
the OSHPD.

At the time we prepared our analysis, the DHS and the
OSHPD had not submitted justification for their proposed sup-
port expenditures. Specifically, the departments had not provided
(1) fiscal details of their proposals, (2) information on activities
proposed, or (3) estimated workload. Therefore, we have withheld
recommendation on the budget proposals until the departments
submit the necessary information. (Please see Items 4140 and
4260 in the Analysis of the 1990-91 Budget Bill.)
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Allocation Method Not Specified
for Mental Health and CHIP Funds

The budget proposes an augmentation of $10 million from the
C&T Fund for these mental health programs. This brings total
C&T funding for local programs to $35 million for 1990-91.
However, AB 75 does not specify and the Department of Mental
Health has not specified how these funds would be allocated to
counties. Similarly,” the budget proposes an additional
$34.6 million for the CHIP. Assembly Bill 75 does not specify and
the DHS has not specified how these funds will be allocated.
(Please see Items 4260 and 4440 in the Analysis for additional
discussion of these issues.)

Concerns Over Clinics Program Implementation.

In the process of implementing AB 75, the department has
established a statewide uniform reimbursement rate for outpa-
tient visits ($65) and case management services ($6.50). It has
also issued a request for application (RFA) to over 500 clinics in
late December. The RFA consists of two parts: part I for funding
expanded services and part II for funding clinic modernization or
capacity expansion.

We are concerned that the implementation activities cur-
rently underway by the department may reduce program effec-
tiveness. Specifically:

o The department has not established specific funding
priorities.

e The department has not provided any documentation
supporting the statewide uniform rates it has developed.

¢ The RFA specifies that a clinic may only receive as much
in modernization or capacity expansion funds as it re-
ceives in expanded services funds. This precludes clinics
from submitting proposals that would expand access but
do not comply with this criterion.

(Please see Item 4260 in the Analysis for further discussion of
this issue.)




Variations In County Fiscal _.Capécity

How and Why Does Fiscal Capacity Vary Among the State’s
Counties? What Options Does the Legislature Have for
Improving It? :
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In September 1989, Butte County officials announced that
the county could not balance its 1989-90 budget, and therefore
planned to seek bankruptcy protection in federal court. While
subsequent state relief and budgetary reductions by the county
allowed it to finance projected 1989-90 expenditures, these ac-
tions did not provide a long-term solution to the county’s fiscal
dilemma. Butte County officials currently are projecting an $8

. million_deficit for 1990-91. (Please see our recent Policy Brief
»County Fzscal Dzstress A Look at Butte County for more 1nforma-
tion. ) : :

While 1t is temptmg to 1solate Butte Countyasa lone example
of a California county in fiscal straits, our analysis indicates that
many other counties are experiencing serious fiscal difficulties.
Furthermore, our review 1ndlcates that this is not merely a rural
county problem.

The state has a clear interest in maintaining the fiscal
viability of county governments. They are the entities which serve
all Californians through programs of statewide interest (such as
health, corrections, and welfare programs). In addition, they
provide to residents of unincorporated areas such local services as
sheriffand library services. In this piece, we examine county fiscal
capac1ty—the ability of counties to respond to these needs.

First, we describe the county-state relatlonshlp and discuss
our framework foridentifying variations in county fiscal capacity.
Second, we provide our findings regarding the fiscal capacity of
counties, and discuss some of the counties which rate below
average in this regard. Third, we identify the primary factors that
contribute to low fiscal capacity. Finally, we offer several alterna-
tives.that the Legislature may wish to use to improve the fiscal
capacity of California’s counties.

BACKGROUND: A FRAMEWORK FOR -
COMPARING COUNTY FISCAL CAPACITY

For the purposes of this analysis, we define county fiscal ca-
pac1ty broadly as the ab111ty of a county to meet whatever public
service needs may arise in its community with the resources it has
available to it. Low fiscal capacity leads to fiscal distress when the
imbalance between resources and responsibilities leads the county
to have severe difﬁculty addressing service needs.

The Dual Role of Countles

Counties in California play a dual role in prov1d1ng services to
their residents. First, counties are charged with the responsibility
to administer a variety of programs required by state law. These
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state-required programs include welfare (such as Aid to Families
with Dependent Children—AFDC—and: general - assistance),
county health services, In-Home Supportive Services (IHSS),

_ community mental health, corrections and the trial courts. Sec-
ond, the counties administer a variety of local programs. These
1nc1ude some programs of state interest, such as publichealth and
social services, and others of pnmarlly_ local import, such as the
municipal- type services provided to residents of unincorporated
areas (for example, fire and sheriff services).

The state provides substantial fundmg for many, but not all,
of its required programs. In many cases, specific county contribu-
tions are also required. Such programs include AFDC, county
health services, community mental health, IHSS and the trial
courts. The counties bear the primary fiscal responsibility for
other state-required programs, because the state in these cases
does not provide funding specifically for these purposes. Such
programs include general relief, probation, indigent legal de-

. fense, and corrections.

County Revenue Sources

Counties pay for their share of state-required program costs
and for local programs out of the revenue they have available for
general county purposes. County general purpose revenue (GPR)
comes from a variety of sources, including the property tax, state

" general purpose subventions (such as vehicle license fees), and
the sales tax. Due to the constraints imposed by Proposition 13,
counties have very limited power to increase GPR. For example,
counties cannot increase their property tax rate, and must get
voter approval to increase other taxes.

As service demands or costs grow over time, state-required
programs and local programs compete for the growth in the
existing GPR base. Because counties have relatively limited
control over the costs of state-required programs, these programs
may absorb an increasing share of GPR over time. Thus, the GPR
available for local purposes may decline over time, requiring
counties to restrict spending on local programs.

Fiscal Capacity Indicators

Based upon our review of county financial' data, we have
identified three useful indicators of the fiscal capacity of counties:

o . Local Purpose Revenues (LPR). The first indicator is
the total GPR available for local purposes, after expendi-
tures on state-required programs are accounted for. We
refer to this residual as local purpose revenue, or LPR.
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- This measure shows the residual fiscal capacity of coun-
. ties to meet local needs after meeting state requirements.

. Change in LPR Another 1mportant indicator ‘is the

" change in LPR over time. A decline in LPR shows that a

' county’s revenues are not growing at the same pace asthe

costs of state-reqmred programs, and suggests that the

,county may be faced with difficult trade offs between
state programs and local semce levels '

o Proportion of GPR Dedwated to State-Requlred Pro-
" _grams. A third indicator is the percentage of total GPR
. spent on state-reqmred programs. The advantage of this
measure is that it enables one to compare the relative load
_ that various counties carry in the ﬁnancmg of state-

, requlred programs.

For purposes of this analysis, all of these measures are
computed on a per capita basis, unless otherwise indicated.

Our review of county fiscal capacity is based on county reve-
nue and expenditures from 1984-85 to 1987-88 (the latter is the
most recent year for which complete data are available). We

. obtained data on county:financial transactions from the State

i -Controller’s Office, the Department of Mental Health, the Depart-

" ment of Health Services, and the Department of Social Services.

. Our analysis.excludes San Francisco because, as a city/county, it

- i§ not directly-comparable to other counties. For example, San

- Francisco’s charter city powers allow it greater ability to raise
- local revenues. : :

FINDINGS REGARDING COUNTY FISCAL CAPACITY

Statewide, the capacity of county governments to meet local
needs with local revenues did not keep pace with the growth in
population and the cost ofliving over the period 1984-85 through
1987-88. On a statewide basis, county LPR increased 12.percent
during this period.: After adjusting: for population:growth and

- inflation, however, LPR declined-6.5 percent over the period.

Counties also bore an increasing share of costs for state-re-
quired programs. In 1984-85, counties used approximately 50
percent of their general purpose revenues to support state-re-
quired programs. By 1987-88, this share had increased to 55
percent. This trend is attributable to the fact that, statewide, the
cost increases in state-required programs outpaced local revenue

*‘growth. Between 1984-85 and 1987-88, the costs of state-required
_ programs increased 40 percent whlle general purpose revenue
1ncreased by only 26 percent
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Variations in County Fiscal Capacity

The statewide trends mask considerable variation in fiscal ca-
pacity among counties. The counties vary in terms of their total
LPR, as well as in the growth or decline of this fundmg base over
time.

As Figure1 shows, in 1987-88, the average county had LPR of
$108 per capita. However, county LPR ranged from Solano County,
with only $57, to Sierra County, with $599. Alpine County is an
outlier in this comparison, with LPR of $1,837. Alpine County
exhibits much higher per capita LPR because it receives a rela-
tively large share of the local property tax (68 percent), has an
extremely small population, and spends relatlvely lower amounts
for state-required programs.

The counties also show considerable variation as to changesin
their LPR over time. For example, Solano County experienced a
33 percent decline in LPR between 1984-85 and 1987-88, while
Alameda County experienced a 50 percent increase during the
same period. In all, 23 counties experienced a decline in LPR
during this period, while 14 of these counties experienced a
double-digit decline in this revenue. In contrast, 34 counties
experienced an increase in LPR, with 20 of these counties experi-
encing a double-digit increase in this revenue.

Figure 2 identifies the counties which experienced a double-
digit decline in LPR between 1984-85 and 1987-88. These counties
are of interest because they appear to have shifted a relatively
large share of general purpose revenue from local purposes to
support state-required programs. It is interesting to note that
many of these counties are clustered in the northern central
valley.

County Fiscal Capacity and Fiscal Distress

It is difficult to determine whether a county is experiencing
fiscal distress based purely on these measures of fiscal capacity.
Clearly, a county with low fiscal capacity is more likely to experi-
ence fiscal distress; however, the level of distress depends on the
unique circumstances of each county. For example, a county
which has a high level of LPR may be better equipped to sustain
adecline in LPR without serious detriment toitsresidents. On the
other hand, if the residents demand a high level of local services,
the county may face practical difficulty in limiting services, and
residents may feel deprived if traditionally local resources are
shifted to support. state-required programs. Conversely, a county
with high growth in LPR may still have difficulty “making ends
meet” if the absolute level of such resources was low to begin with.
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Figure 1
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Figure 2

Counties Experiencing Double-Digit
Decline in Local Purpose Revenues

1984-85 to 1987-88

Source: Legistative Analyst's estimate.
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Counties are particularly likely to face fiscal distress when
they experience both alow level of LPR, and a decline in that level.
For example, Butte County experienced a double-digit decline in
LPR between 1984-85 and 1987-88. At the same time, Butte
County had the fifth-lowest per capita LPR in the state in 1987-
88. Butte County also spends less than the state average (meas-
ured on a per-capita basis) for a variety of local programs,
including general administration, public health, social services,
and recreation/cultural programs. Thus, the county has less
flexibility to implement local service reductions in response to the
increasing expenditures required in state-required programs. As
Figure 3 shows, 10 counties are characterized by.both a below-
average amount of LPR, and a decline in LPR between 1984 85
and 1987-88. ‘

Figure 3
Counties Characterized by Both

Below-Average and Declining LPR
1987-88
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San Bernardino
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Santa Clara

Source: Legislative Analyst estimaies

Low Fiscal :QapéEity—Not Just a Rural County Problem

In the past, rural counties have appeared to be particularly
plagued by the gap between resource availability and service .
requirements, and state programs have been established to ad-
dress the unique problems of such counties. For example, the
Homicide Trials Program primarily benefits small rural counties.
The 1990-91 Governor’s Budget also reflects the perception that
low fiscal capacity is a particularly rural problem, and calls for a
“Rural County Review” to examine the situation. Our analys1s
indicates, however, that the problem of low fiscal capacity is not
merely a rural county problem.
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Figure 4 provides information about changes in LPR for small
rural, medium-sized, and large counties. Small rural counties are
defined as'those with populations under 100,000, medium-sized
countiesashaving populations between 100,000 and 350,000, and

~ large counties as those with populations in excess of 350,000. In
each category of county size the figures indicate that there are
counties with.improving as well as declining fiscal capacity. For
example, among -small rural counties (upper panel), change in
LPR varies from a 31 percent decline (Lake County) to a 38
percent increase (Inyo County). Among medium-sized counties
(middle panel), it varies from a 33 percent decline (Solano County)
to a 36 percent increase (Monterey County). Among large counties
(lower panel), San Joaquin experienced a 16 percent decline in
LPR, while Alameda County experienced a 50 percent increase.

Further, some of the larger counties which show declines in
LPR also have a relatively low base amount of LPR (please refer
toFigurel). These countiesinclude Santa Clara, San Bernardino,
and Fresno. Thus, these data indicate that the problems of low
and declining fiscal capacity are not confined to the rural counties.

The Role of State Fiscal Relief in Preventing Fiscal Decline

In 1987-88, the state established one-time block grants for
county fiscal reliefunder Chapter 1286, Statutes of 1987 (AB 650,
Costa). This program provided $110 million to California’s coun-
ties. Of the total, $89 million was allocated to counties based on
their relative shares of certain county health services grants,
discretionary COLAs, and population. An additional $21 million
was allocated based on-a “revenue stabilization” formula estab-
lished by Chapter 1286. Specifically, these grants were intended
to stabilize the percentage of county GPR expended for the county
share of costs in AFDC (exclusive of Foster Care), the THSS
program, the Community Mental Health program, and the Food
Stamps program: In addition to the grants provided under Chap-
ter 1286, several rural counties received state grants in 1987-88
for the reimbursement of certain homicide trial costs ($2 million)
and for marijuana eradication ($2.8 million).

Our analysis indicates that the fiscal relief provided in 1987-
88 reduced the magnitude of the fiscal decline experienced by
counties between 1984-85 and 1987-88. In the absence of this
relief, counties would have experienced a 10 percent decline in
inflation-adjusted LPR, rather than the 6.5 percent decline they
did experience. Thus, state fiscal relief appeared to have a mar-
ginal positive effect on overall county fiscal capacity in 1987-88.

The state fiscal relief provided in 1987-88 played a more
important role in improving the fiscal capacity of the smaller
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Figure 4

County Percentage Changes in Local Purpose Revenue
1984-85 to 1987-88
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counties. These counties were the primary recipients of the $21
million in revenue stabilization grants, as well as the grants for
homicide trials reimbursement and marijuana eradication. In
1987-88, small rural counties received $16 per capita in this state
fiscal relief, compared to $5 per capita received by medium-sized
counties, and $3 per capita received by large counties. In the
absence of this relief, small rural counties would have experienced
a 5 percent decline in LPR, rather than the 3 percent increase that
actually occurred.

It is important to note that, following 1987-88, counties did
not receive large block grants for fiscal relief. In 1988-89 and
subsequent years, however, counties did begin to receive new
state assistance under the Trial Court Funding Program. Al-
though information is not yet available to measure the impact of
this program on individual counties, it is unlikely to provide the
same level of relief to counties with low fiscal capacity. This is
because the Trial Court Funding program provides its assistance
in proportion to the number of judges in each county, and this
bears little relatlonshlp to relative ﬁscal capac1ty

FACTORS CONTRIBUTING TO LOW FISCAL CAPACITY

The specific factors contributing to low fiscal capacity vary
considerably from county to county. For example, Butte County
has experienced a decline in LPR primarily because of slow
growth in local revenue sources. In contrast, San Bernardino
County’s declining LPR appears to stem primarily from dramatic
growth in expenditures for state-required programs. Between
1984-85 and 1987-88, San Bernardino’s expenditures for state-
required programs grew at almost double the statewide pace—77
percent compared to 40 percent. Generally speaking, however,
low fiscal capac1ty stems from some combination of limited reve-
nue growth and increasing expenditures for state-required pro-
grams. As discussed below, counties have only limited control over
these factors. .

Limited or Low-Growth in Revenue

Our analysis suggests that a number of counties were charac-
terized by low GPR, or by low growth in GPR, during the study
period. Figure 5 shows the 10 counties with the lowest total GPR
per capita in 1987-88 (upper panel), and the 10 with the lowest
growth (or actual declines) in GPR between 1984-85 and 1987-88
(lower panel). The counties with low-growth or declining GPR
include primarily smaller counties. There are, however, several
large counties with low absolute levels of GPR (San Diego, Or-
ange, San Bernardino, and Riverside Counties). Only one county—
Yolo—was in the bo’ctom 10 both in terms of absolute level and
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Figure 5 ‘ ,
Counties With Low or Low-Growth GPR
1984-85 to 1987-88 : S
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changes to GPR during the study period. As discussed.below, a
variety of factors are responsible for a county experiencing a low
level of GPR, or low growth in that base.

Economic Characteristics. The county’s characteristics,
such as its economicbase and the pace and pattern of development
within itsboundaries, are critical factors in determining GPR. For
example, counties with primarily agricultural economies tend to
have lower property values and retail sales and, therefore, more
limited revenue. Even if a county has a growing economy, it will
receive only limited fiscal benefit from this growth if commercial
or industrial growth occurs within city boundaries.

Actions of Other Entities Within the County. The actions
of overlying governmental entities can have an important effect
on county resources. For example, Yolo County’s decline in GPR
during the study period is largely attributable to the incorpora-
tion of the City of West Sacramento in January 1987. While a
county may experience some reduction in service responsibilities

~ as a result of incorporation, these reductions are not always

commensurate with its loss of revenues. In addition, city redevel-
opment policies can have an effect on county revenue. This is
because current law allows redevelopment agencies toretain most
of the increased property tax revenues (tax 1ncrement) occurring
within a redevelopment project area.

State Policies. State policies also can affect county resource
availability. One of the most important of these is the allocation
of county property tax revenues established by state law. Under
the AB 8 property tax allocation formula (enacted following the
voters’ approval of Proposition 13), the share of the property tax
allocated to each local agency is based on its share of the total
amount of property taxes collected in the county during the three
fiscal years prior to 1978-79. Many counties imposed low property
tax rates during this period and, therefore, currently receive a
relatively low share of countywide property tax revenues. While
counties receive on average 33 percent of total property tax
revenues, county shares range from 18 percent in Orange County
to 68 percent in Alpine County.

As discussed above, counties have extremely limited access to
independent revenue sources. One potential revenue source for
smaller counties is the sales tax. Chapter 1257, Statutes of 1988
and Chapter 277, Statutes of 1989 (both AB 999, Farr), allow
counties with populations under 350,000 to increase sales taxes

* by one-half cent, subject to voter approval. Counties have had

difficulty, however, obtaining voter approval for general sales tax
increases. In all, 16 county measures have sought sales tax
increases under these provisions. Only two of thesé measures
have succeeded (in San Benito and Monterey Counties).
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High or Rapidly Increasing Costs for
State-Required Programs

Our analysis indicates that a number of counties expend a
disproportionate amount per capita for state-required programs.
Figure 6 shows the 10 counties with the highest per capita
expenditures for state-required programs (upper panel), and the
10 with the highest growth in per-capita expenditures for state-
required programs (lower panel). While many of thé counties with
high or increasing costs for state-required programs are small
rural counties, several larger counties are also included (Alameda,
Sacramento and San Bernardino Counties). Three counties show -
both extremely high and rapidly increasing costs for state-re-
quired programs (Trinity, Sierra and Mariposa Counties). Of

- these, only two are characterized by declining LPR (Mariposa and
Sierra Counties). Trinity County did not experience a decline in
LPR primarily because its increase in GPR outpaced cost in-
creases during this period.

A variety of factors contribute to a county experiencing high
or rapidly increasing expenditures for state-required programs.

Population Characteristics. Counties face high costs for
state-required programs in large part because of local population
characteristics. For example, in 1987-88, AFDC caseloads ranged
from six cases per thousand residents in Marin County, to 50 cases
per 1,000 in Del Norte and Yuba Counties. Counties also have
differing populations in need of specialized services; such as
elderly individuals or recent immigrants.

Local Program Choices. Counties can exert some influence
over program costs through decisions regarding program admini-
stration, access to services and service levels. The ability of
counties to determine eligibility and service levels varies, how-
ever, from program to program and from county to county. For
example, counties have extremely limited control over expendi-
tures in AFDC because the eligibility criteria and grant levels are
established by the state and federal government. Counties gener-
ally have more control over general assistance expenditures
because the state does not impose specific standards in this
program. County decisions regarding law enforcement also have
a substantial impact on their costs for administration of the courts
and correctional facilities.

Court Actions. In many counties, the courts have estab-
lished guidelines for state-required programs which restrict the
county’s ability to control program costs. For example, a number
of counties face court-imposed minimum eligibility standards and
grant levels for general assistance. The courts also have imposed
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Figure 6

g _Cdbn't»i'-'é;s‘i with High or Increasing
Costs for State-Required Programs
1984-85 to 1987-88
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population caps on correctional facilities in 19 counties, requiring
those counties to incur increased costs for staffing and operatmns
of new or expanded correctional facilities.

Actions of Other Governments. The actions of other gov-
ernmental entities also affect county expenditures for required
programs. For example, the state is constitutionally required to
reimburse counties for the costs of new programs or higher levels
of service imposed after 1975. This requirement specifically does
not apply, however, in the case of county program costs resulting
from changes in crimes and infractions. Thus, county court and
correctional costs are sensitive to state criminal justice policies. In
addition, the law enforcement actions of cities, whose police
departments operate independently of counties, can increase
county costs by placing demands on the courts and jail facilities.

Variations in State Funding Affect Fiscal Capacity

As we discussed above, targeted state fiscal relief played arole
in mitigating fiscal decline in 1987-88. Ironically, differences in
state grants also may contribute to county fiscal disparities.
Figure 7 illustrates the per capita state assistance provided to
counties in 1987-88. This measure includes general purpose state
subventions as well as state grants for programs such as mental
health, county health services, and social service administration.
It excludes payments for programs providing direct grant pay-
ments to individuals (such as the Supplemental Security Income/
State Supplementary Program and AFDC). It also excludes state
payments for social service program costs that are primarily
caseload driven. We exclude these caseload-driven payments
because they are directly related to the service population and,
therefore, would distort county-by-county comparisons.

As Figure 7 demonstrates, state assistance payments vary
considerably, from $100 per capita in Ventura County, to $300 per
capitain Colusa County. Tothe extent that these variations donot
accurately reflect variations in county service requirements or
fiscal need, they may contribute to county fiscal strain.

Our analysisindicates that this may in fact be the case, for two
reasons. First, funding for many programs is allocated in propor-
tion to each county’s relative level of expenditure during a “base
year.” For example, the subvention for county public health
services is based partially on the level of “net county costs” for
health programs during the 1877-78 fiscal year. Counties which
chose to provide higher levels of service that year, at county
expense, are now rewarded by higher allocations of state funds
than counties that were providing lower levels of services at that
time. As these allocations are fixed, they donot respond to changes
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Figure 7
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in service demands over time. Second, some programs, such as the
state’s alcohol and drug programs, provide a minimum amount of
assistance regardless of population, This results in a higher per
capita allocation of program funds for the less- populous rural
counties.

These differences in state funding levels can have the effect of
requiring counties to bear differing burdens for state programs.
For example, state payments for community mental health under
the Short/Doyle Act vary considerably from county to county.
Until recently, these grant levels had not been adjusted to better
reflect current county populations in need of these services.
Counties which receive relatively low grant levels may find it
necessary to increase expenditures to respond to their increasing
service needs. As a result, they may bear a higher share of
program costs than counties receiving higher levels of state
assistance. This differential in county costs for state-required
programs is responsible for some of the difference in LPR between
counties shown in our data. .

CONCLUSIONS

In sum, while county fiscal capacity varies considerably
throughout the state, our analysis indicates that a number of
counties are characterized by low fiscal capacity. Low fiscal
capacity is not confined to small rural counties, as a number of the
larger counties also are characterized by low or declining LPR.
While the specific contributing factors vary from county to county,
low-capacity counties generally experience some combination of
limited revenue, low growth in revenue, and/or high or increasing
costs for state-required programs. In addition, the state may
contribute to fiscal disparities to the extent that the state aid it
provides does not reflect current county fiscal conditions.

Low fiscal capacity can have many negative ramifications. As
we describe in The 1989-90 Budget: Perspectives and Issues
(please see p. 348), low fiscal capacity may require counties to
restrict local services, or result in counties having difficulty
meeting statewide obj ectives in programs-of state interest. It also
results in pressure toincreaselocal revenue, and this may have an
undue influence on local land use decisions. Moreover, counties’
revenue constraints may hamper their ability to respond to future
infrastructure needs and to facilitate local economic development.
Fiscally distressed counties also may have difficulty providing
adequate funding levels for state programs with matching re-
quirements, which can result in them not meeting state objec-
tives. For example, some counties may not have the fiscal re-
sources to aggressively pursue child support collections, which
may result in higher net state costs for AFDC. At the extreme, a
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county may consider bankruptcy action in federal court. Given the
lack of precedence and the complex issues involved, the state
would face considerable uncertainty as to the outcome of such an
action.

How Can the Legislature lrhproveyc‘ounty Fiscal Conditions?

The fiscal difficulties faced by counties are long-term and
structural in nature. They result from the programmatic relation-
ship between the state and counties, as well as the revenue
constraints imposed by Proposition 13. Given the complexity of
factors involved, and the diversity of California’s counties, it will
not be an easy task to find long-term solutions to county fiscal
distress. In the short term, however, the Legislature should take
into account the fiscal difficulties faced by counties when consid-
ering the Governor’s budget proposals, many of which may have
a negative impact on counties (see Flgure 8 for the major propos-
als).

In addition, the Legislature will need to examine its options
for providing short-term fiscal relief, as well as investigate longer-
term solutions to the county fiscal dilemma. Figure 9 summarizes
some of the alternatives for providing fiscal relief to counties.
Three of these options are shorter-term in nature, and could be
implemented in the budget year. These include the provision of
targeted relief, reduction in county match requirements for state-
required programs (or increased funding levels), and the realloca-
tion of program funding (or allocation of future funding) based on
measures of current program service requirements.

Our analysis indicates that increased funding and expanded
program coverage for the existing County Revenue Stabilization
program is an effective means of providing targeted fiscal relief to
counties. This is because the statutorily determined grants pro-
vided by this program are designed to reflect the impact of state-
program requirements on the revenue available for local pur-
poses. The Governor’s Budget proposes to provide $15 million for
this program. Our analysis indicates, however, that to fully
“stabilize” revenues in the manner contemplated by the statutory
formulas would require considerably more than this amount
(please see our discussion of this program in the Analysis of the
1990-91 Budget Bill, Item 9210).

While these options may close the gap between revenue and
responsibilities in the short term, they are unlikely to solve the
long-term structural budget problem experienced by counties. In
the longer term, the Legislature should examine more permanent
solutions to the county fiscal dilemma. As Figure 9 indicates,

“potential longer-term options include modification of the current
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Figure 8 -
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Figure 9 .
Legislative Options for Improving
County Fiscal Conditions

Provide additional targeted relief (for example,
increase funding provided under the revenue
stabilization program).

Reduce county match requirements or increase
overall funding levels in state programs.

Reallocate state program funding, or allocate future
increases in funding, based on measures of current
program requirements. (Note: Current law requires

increases in funding for community mental health to
be allocated based on an “equity” formula.)

Modify county property tax allocations. J

Provide additional independent revenue sources
(for example, extend AB 999 to large counties).

Realign state/local program responsibilities. J

county property tax allocations, provision of additional indepen-
dent revenue sources, or the realignment of relative state and
local program responsibilities. These options should be consid-
ered, however, in the context of the overall county-state relation-
ship and the programmatic goals of the state social service system.
As such, these options merit additional study prior to state action.
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Proposition 103--One Year Later

‘What Hés Been Done to Implement Pfdposition 103 During

the Last Year and What Issues Are Still Outstanding?
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Almost 14 months ago, California voters approved Proposi-
tion 103, which required insurance premium rate rollbacks, ongo-
ing regulation of rates for all property/casualty insurance compa-
nies, and changes in the way individual premiums are set for
automobile insurance. Last year we examined Proposition 103
(please see “Insurance Reform,” The 1989-90 Budget: Perspectives
and Issues, page 289) in order to assess the effects of the initiative
on the automobile insuranceé market. We concluded then that:

o Thefull effects of Proposition 103 on buyers of insurance
(prices and availability) and sellers of insurance (profita-
bility and regulatory environment) would be known only
after the measure is fully implemented.

o Theinsurance industry exhibits many characteristics ofa
competitive industry and we were unaware of evidence of
persistently high or “excessive” profits on an industry-
wide basis. :

e Costsofinsurance claims are a key factor in explaining in-
creasing premiums.

During the last year, a number of events related to the im-
plementation of the initiative have occurred, most involving the
Department of Insurance and its Commissioner. However, for
many reasons the full implications of Proposition 103 still are not
yet known. (For a discussion of the budget implications of delays

" by the department, please see our Analysis of the 1990-91 Budget
Bill, pages 238-40.) Given the far-reaching implications for

"insurance buyers and sellers of these implementation activities,
in this analysis we update where things currently stand and
identify the key issues that are being dealt with. Our analysis
again focuses on automobile insurance since that remains the
segment receiving the greatest amount of attention.

- First, we discuss the status of the 20 percent rollbacks speci-
fiedin the proposition. Second, we examine the implications of the
Commissioner’s reg‘ulatlons governing “rating methodology”™—
the way insurance companies price insurance to groups of drivers.
Third, we review the issues under consideration during the
“generic” rulemaking hearings currently underway. (The purpose
of these hearings is to determine the appropriate overall level of
revenues that insurance companies should be permitted to real-
ize.) Finally, we examine two issues not directly addressed by
Proposition 103 but that have an important impact on the overall
level of automobile insurance rates—the ass1gned risk plan and
factors affecting the cost of claims.
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BACKGROUND

Figure 1 provides a summary of the major provisions of Propo-
sition 103, taking into ac¢ount the Supreme Court’s May 1989 de-
cision regardmg the initiative: Wh11e the court upheld most of the
provisions of Proposition 103, it modified the measure in several
important ways: The most s1gmﬁcant change was the determina-
tion that companies-are-entitled:to a fair and reasonable profit.
Additionally, the court ruled that during the period from Novem-
ber 8, 1988 through November 7, 1989, companies could change
premiums upon filing a notice with the Department of Insurance
(this is known as a “file and use” system). Finally, the court ruled
unconstitutional the creatmn of a nonproﬁt consumer advocacy
corporation.

Flgure 2 provides a ‘chronology of the significant events asso-
ciated with the implementation of the initiative since its passage.
Several areas of activity are especially noteworthy: (1) the Su-
preme -Court decision (referenced above), (2) the 20 percent
rollbacks, (3) the Commissioner’s rating methodology . regula-
tions, (4) consolidated hearings that deal with generic issues, and
5) the assigned risk plan premium rate increase dec1s1on

Supreme Court Decision. The court’s ﬁndmg that compa-
nies are entitled to a fair and reasonable return is particularly im-

- portant because it overturned the “substantially threatened with
' insolvency” standard found in the initiative. The court found that

the solvency standard was “confiscatory” in accordance with a
long chain of U.S.Supreme Court rulings regarding the right of
companies subject to regulation to earn “normal” profits. (The
term “normal” profits essentially meansthat companies should be
allowed to both cover their costs and also have a profit margin left
over equivalent to what could be earned elsewhere in the econ-
omy.) While this ruling applied specifically to the rollbacks, it also

‘has applicability to future “prior approval” rate filings. Thus,

determination of appropriate profit levels is one of the key deci-
sions driving the implementation proceedings discussed below.

" 20 Percent Rollbacks. Proposition'103 requires insurance
companies to reduce their premiums by 20 percent. Once the court
upheld this provision, the Commissioner issued regulations speci-

fying the data required from companies in order to request

exemptions from the rollbacks. The resultmg exemption requests,

“which virtually all insurance companies filed by the June 5,1989

deadline, were then reviewed by the department. Based on that
review, the Commissioner ordered hearings for seven of the
largest insurers to determine whether they should be required to
roll back rates. These hearings were originally expected to be the
primary forum for developing the basic regulations that would
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Figure 1
Provisions of Proposition 103 as

Upheld by the California Supreme Court?®..

Rate Changes:

Initial rollback 3 20% below rates in effect on November 8, 1987 for
all policies written or renewed after November 8,
1988, subject to a “fair-and reasonable” return on

) -investment standard

Additional O “File and use” rates until November 8, 1989

changes (3 Additional 20% reduction in auto insurance rates for
all “good drivers” beginning November 8, 1989

O Primary consideration given to driving record, miles
driven, and years of driving experience, in that order

3 Secondary consideration given to other factors as
determined by the Commissioner

Factors for
Establishing
Rate Classes

Consumer (O Requires Department of Insurance to provide
Assistance comparative rate information for consumers upon

request

# These provisions generally apply to all lines of insurance covered by Proposmon 103
(including auto, fire and liability).
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Figure 2

Major Milestones in the
Implementation of Proposition 103
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denied a reasonable return and that companies can use a “file and use”

-accepts many exemption requests, and rejects exemption requests of 7

| Rating Methodology Heanngs

nitiative Passe
Proposmon 103, approved by voters.

Rollbacks Put on Hold

Except for the.rollbacks, the state Supreme Court allows Proposition 103
to take effect pending formal review

The court, however, rules thatrollbacks can be exempted if companies are

process for rate increases until November 8, 1989.

Rollback Exemption Filings Deadline

Deadline for filing rollback exemption petitions. Virtually ali companies file
for partial or total exemptions. )

Implementation Hearings

The Commissioner holds public hearings on general implementation
issues.

Rollback Exemption Decision :
The Commissioner announces the 11.2 percent profit rate standard,

large.insurers.

The Commissioner holds a series of public hearings to help determme the
methods by which insurers could set individual premlum rates.

Interim Rate Increase Freeze

The Commissioner imposes a six-month rate freeze in response to almost
500 “file-and-use” requests and to provide time to develop prior approval
and rating methodalogy regulations.

Generic Issues Consolidated Hearmg
(GICH), Rating Methodology Phase

The Commissioner initiates a series of hearings to determme generic
regulations for rating methodology.

Rating Methodology Rules

The Commissioner releases emergency regulations governing ratlng
methodology: Key provisions required reduced emphasis on territory in
setting individual rates and imposed a cap on future rate increases.

Assigned Risk Pool Decision

The Commissioner denies the assigned risk pool rate increase request
because -it does not consider the new rating- methodology rules and
insurance affordability. -

GICH, General Regulation Phase

The Commissioner initiates a series of hearings to determme generic
regulations for rollbacks and prior approval regulation process.
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govern the industry under Proposmon 103 However the hear-
ings have never been held. o L :

Rating Methodology Deczswn Durmg the t1me that the de-
partment was reviewing the rollback exemption requests, it was
also attempting to write the regulations that would govern the
way insurers developed individual rates for automobile insurance
(referred to as the “rating methodology”), Proposition 103 man-
dates specific individual characteristics that must be given prece-
dence in the development of rates. The weighting of the manda-
tory factors is quite different from that used by the insurance
industry prior to enactment of the initiative. The regulations were
announced by the Commissioner in December of 1989 followmg
hearmgs in August and November of 1989.

Generic Rulemakmg Proceedmgs. There are two main
elements to the department’s new regulatory program: (1) the
rollbacks and (2) the “prior.approval” regulatory program man-
dated to begin in November of 1989. Under prior approval,
insurance companies must obtain approval of proposed rates
before they can use them. As we indicated above, the Commis-

_sioner attempted to use the seven-company rollback hearings as
away to develop the regulations that would be needed to admini-
ster the prior approval regulatory program. Once it became clear
that this approach to the development of regulations would not
work, the Commissioner called for a set of hearings that began in
December 1989. These hearings—called the generic issues con-
solidated hearings (GICH)—are expected to.provide the data and
concepts needed to develop the basic regulatory structure to be
used by the department. The hearmgs are expected tolastintothe
spring of 1990. .

Asstgned Risk Pool Ratefiling. California, like most states,
has provisions for the use of a pooling arrangement to allocate
“bad” risk and otherwise uninsurable drivers among automobile
insurers. The California arrangement is known as the California
Automobile Assigned Risk Plan (CAARP) and is managed by the
insurance industry. The CAARP’s rates have long been deter-
mined using a form of prior approval regulatlon In recent years,
the CAARP rate increase requests have been large and the
Commissioner (as well as her predecessor) has systematically
authorized smaller increases than have been requested Holding
down CAARP rates relative to rate increases in the regular
market has resulted in both increasing enrollments, and increas-
ing deficits in the plan. While Propos1t10n 103 does not directly
address the CAARP, there are issues (related to the role and
purpose of CAARP) raised by a December 1989 CAARP rate

. increase decision that affect the regulation of insurance compa-
nies pursuant to Proposition 103 :
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WHAT IS HAPPENING WITH THE
20 PERCENT RATE ROLLBACKS?

Under the provisions of Proposition 103 as enacted by the
voters, insurance companies were required to reduce rates to a
level 20 percent below the rates in effect on November 8, 1987

- unless the company was substantially threatened with insolvency.
As noted earlier, the Supreme Court ruled that the threat of
insolvency was too strict a standard and replaced it with the fair
and reasonable return standard common to other regulated indus-

* tries. As noted earlier, this standard means that a company is
* entitled to a “normal” profit rate.

Exemption Filings

Once the court upheld the central provisions of Proposition
103, implementation of the initiative began. Within a week after
the court ruling, the Commissioner released regulations specify-
ing: (1) how insurance companies were to file for exemptions from
the rollbacks and (2) the information and data needed in order to
support an exemption filing. About 450 insurance companies—
virtually the entire industry—filed a total of more than 4,000
individual line-of-business (such as automobile, homeowners,
commercial liability) exemption requests. These requests were
examined by the department and the Commissioner’s initial
rulings were announced August 1.

At the same time, the Commissioner announced the profita-
bility standard the department would use for evaluating the ex-
emption filings. The department adopted a profit rate of 11.2 per-
cent as the basis for determining whether company profits were
excessive. Using that standard, the Commissioner agreed with a
significant number of the exemption requests, withheld on many
others, and found that seven of the largest insurers (including
State Farm, Allstate, USAA and California State Automobile
Association) would be subject to rollbacks of varying amounts.
Rollbacks were ordered for a number of insurance lines—includ-
ing automobile insurance. The largest percentage-of-premium
rollbacks, however, generally were ordered for earthquake,
homeowners, and inland marine insurance. Only relatively small
rollbacks (less than 6 percent) were ordered for private passenger
automobile insurance (with one exception, USAA, which was

_ ordered to reduce rates by about 16 percent). Each of the seven
companies that was ordered to roll back rates petitioned for a
hearing.
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Rolliback Hearings

The purpose of the hearing procéss was to determine whether
the department’s analysis of and conclusions regarding the ex-
emption filing was justified. The usual practice in regulatory
agencies is to have an already established set of basic regulations

- to govern the industry. Rather than issue these regulations prior
to beginning the rollback hearings, however, the Commissioner
chose to use the individual company hearings themselves as the
forum for developing basic regulations. Among the basic issues
that the hearings needed to resolve were: (1) the methods for
calculating both actual and allowable profits, (2) the method for
allocating owners’ equity (insurance regulators and companies
call this “surplus”) between lines of business, and (3) the general
regulatory approach (discussed below).

The Commissioner’s approach to developing regulations
quickly became bogged down by challenges from the companies.
These challenges delayed the start of the hearings (in fact, these
hearings have not yet been rescheduled) and led the Commis-
sioner to propose a set of consolidated hearings to produce a set of
generic regulations to govern both the rollbacks and future prior
approval regulation. The generic issues consolidated hearings
which resulted from this decision are dis¢ussed later.

Summary Regarding Rollbacks

‘ Virtually all insurers filed for exemptions from the rollbacks
for automobile insurance (and many other lines, as well). The
Commissioner ordered rollbacks for a number of the largest
insurers, which then requested hearings. These hearings were to
be the forum for developing basic regulations governing the
industry. Problems with this approach, however, put the roll-
backs “on hold” indefinitely.

WHAT ARE THE IMPLICATIONS OF THE
RATING METHODOLOGY REGULATIONS?

In December of 1989 the Commissioner released regulatmns
on the subject of “rating methodology.” This section discusses the
possible effects of those regulations. - :

Why Is Rating Methodology Important?

Rating methodology refers to the techniques used by insur-
ance companies to determine premium rates for individual policy-
holders. Because development of truly unique rates for each
individual would be too costly and because probabilities of claims
occurring must be used, insurance companies typically assign
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~ each policyholder to a group of individuals that exhibit similar
degrees of risk for incurring claims costs. This process is 1mpor-
tant to the financial viability of a company. Therefore, companies
use statistical techniques, usually under the dlrectmn of an
experienced actuary, to evaluate various individual characteris-
tics that would allow the company to determine a driver’s approxi-
mate degree of risk.

Among the characteristics reviewed are: driving records,
‘number of years of driving, use. of vehicle, miles driven, geo-
graphic location of drivers, and automobile characteristics (such
as make and model of vehicle, engine size, safety features, and
company experience with the vehicle). The companies assign
Welghts toeach 51gmﬁcant factor, which are then used in calculat-
ing actual premlums In the past, the most significant weight (up
to 50 percent) was given to “territory” (that is, where a person lives
based on groups of zip codes). However, there has been disagree-
. ment about the proper relatlve weighing between territory and
other factors.

What Are the Regulations Proposed by the Commissioner?

The rating methodology regulations describe both the manda-
tory and the optional factors insurers can use, and the relative
weighting of these factors. The regulations also provided a cap on
rate increases.

Mandated Factors Given Precedence. Proposition 103
identified three factors that must be considered before any op-
tional factors could be used when developing premiums. These
mandated factors are (1) driving record (inchiding both traffic vio-
lations and at-fault accidents), (2) number of miles driven annu-
ally, and (3) number of years of driving experience. The Commis-

-gioner ruled that the second factor (miles driven) could have no
more weight than the first factor (driving record), and that the
third factor (years of driving experience) could have no more
weight than the second factor.

Optional Factors Specified. The Commissioner banned the
use of territory, gender, age, sex and certain other factors when
making individual rates. In their place, the Commissioner identi-
fied 22 optional factors that could be used by companies to help set
premiums after the mandated factors are considered. All of these
optional factors affect the cost of paying a claim (such as cost of
repairs, theft rates, litigation rates, average medical costs in an
area; and vehicle characteristics—including safety features).
Additionally, some factors are also territory-related (such as

- population density and vehicle density). Before any optional
factor is used, however, companies must show that it bears a
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substantial relationship to the risk of loss. Significantly, the
Commissioner also ruled that the combined weight of all of the
optional factors could have no more weight than the third most
important mandated factor listed above. This effectively limits
the total weight of all optional factors to less than 25 percent.

Cap on Rate Increases. As we discuss below, it is likely that

any given individual’s premium rates under the Proposition 103
rating methodology will be different from what they are now.
Arguing that Proposition 103 called for lower—not higher—rates,
.the Commissioner ruled that no rate could be increased in any
year by more than the California Consumer Price Index (CCPI).

How Will These Regulations Affect the Price of Auto Insurance?

The rating methodology is the basis for all individual pre-
mium rates. Substantially changing the existing rating method-
ology is likely to have significant effects on the rates some
individuals pay. We have identified two such effects: (1) poten-
tially substantial cross-subsidies between different groups of
insurers (due to the reduced weighting of the optional factors),
and (2) overall limitation of premium increases to less-than-
actual increases in the cost of providing coverage. -

Cross-Subsidies. Cross-subsidies occur when one group of
consumers is charged a premium that exceeds the cost of provid-
ing coverage to that group, while another group of consumers is
charged a premium that is below the cost of providing that group’s
coverage. The group that pays insurance premiums that are in
excess of the cost of providing coverage, in effect, helps to pay for
(that is, subsidize) the below-cost coverage provided to the other
group.

There is wide agreement among actuaries that territory (as a
surrogate for certain of the optional factors discussed above)
should have a greater weight than is allowed by Proposition 103.
The greater the difference between the true weight of the optional
factors and the allowed weight, the greater the extent of the cross-
subsidy between consumers. '

Figure 3 shows the department’s rough estimate.of county-by-
county average premium changes that would result by reducing
the importance of territory as a rating factor under the proposed

“regulations. We must caution the reader that it is impossible to
predict the precise impact of the proposed changes for any given
policyholder. Nonetheless, the figure provides an indication of the
general magnitude of the premium changes. It indicates that
drivers in all but three counties would experience premium
increases and that the increases would be quite large in some
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counties (primarily rural counties). The figure also provides a
breakout of premium changes for selected locations within Los
Angeles County. It shows that even within the county that would,
on average, benefit the most from the change in methodology,
there are still many drivers:who ‘would. expenence prenuum
increases. . , :

CCPI Cap. The CCPI cap was 1mposed by the Comm1ss1oner
primarily to limit premium increases in counties adversely af-
fected by the new rating methodology. A cap on premium in-
creases could, however, threaten an insurance company’s profita-
bility in several ways:

¢ Inresponse to the changesin rating methodology, compa-
nies probably would need to increase premiums in some
parts of the state by many times the CCPI (which in the
current yearis expected tobe in the range of 4 to 5 percent)
in order to compensate for mandated decreases in premi-
ums elsewhere if they were to maintain their current level

of profitability.

¢ Many of the underlying costs of providing insurance are
increasing more rapidly than the CCPI. If the cap pre-
vented companies from recovering these increasing costs
in future rate proceedings (using the prior approval proc-
ess specified in Proposition 103), then company profits
would decline; potentially resulting in some firms with-
drawing from the market.

Summary Regarding the Rating Methodology

Proposition 103 required changes in the way individual rates
are set. Except for the rate cap, the Commissioner’s regulations
follow the basic requirements mandated by the initiative. These
regulations do, however, result in potentially significant subsi-
dies to certain buyers of insurance at the expense of other buyers
of insurance. Additionally, the rate cap could make it difficult for
insurers to earn a “fair and reasonable” profit Wlthout challenging
the legality of the cap.

WHAT ARE THE KEY REGULATORY
ISSUES STILL TO BE RESOLVED?

As we indicated above, the Commissioner originally attempted
to develop regulations for the industry using individual company
rollback hearings. It quickly became apparent that this process
would not work, so the Commissioner next proposed a separate set
of hearings (announced in October of 1989) to determine generic
rules for regulating the industry. The first phase of the GICH
ended with the promulgation of the rating methodology regula-
tions discussed above. The second phase, currently underway, is
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expected to end in March of 1990 and to result in regulations
governing both the rollbacks and future prior approval rate
filings. This section presents an overview of the more fundamen-
tal issues that must be resolved before regulation can begin.

What Regulatory Approach Should Be Taken?

The first step in developing a regulatory process is establish-
ing the kind of oversight ofinsurance companies to be exercised by
the department. This issue must be resolved before the other
issues under consideration during the GICH can be addressed.
Since regulation generally is used to approximate the results one
would expect to find in a competitive market, the choice of
regulatory approach should be guided by (1) the degree to which
the industry is already subject to competitive forces, (2) the extent
to which “excessive” profits exist, and (3) the degree to which the
initiative allows competitive forces to be considered in regulatory
proceedings.

Degree of Competition. Last year (please see The 1989-90
Budget Perspectives and Issues, pages 293-294) we examined the
insurance industry and found that competitive elements are
present. Specifically, we found that there are many companies
selhng insurance and there is significant freedom of “entry and
exit” in the industry. Additionally, a survey of industry studies
(produced by academics, consultants, and government agencies)
indicates that most experts agree that the insurance industry
generally exhibits competitive characteristics.

~ Profitability. In last year’s review we also examined a num-
* ber of automobile insurance profitability studies. We found that
these studies do not support the view that the industry has been
earning excessive profits. This industry has a history of volatile
profitability, and in any given year some companies could be
earning larger profits than would be normal for the long-run.
However, over time, the industry as a whole appears to exhibit
competitive performance. During the past year, we examined
additional studies and have been unable to: find evidence of
persistent excess profits. The department’s review of rollback
exemption filings (discussed above) provides additional support to
the view that automobile insurance profits have not been exces-
s1ve

Consideration of Competttwn. While the evidence sug-
gests that competitive elements are present, the Commissioner
may be prevented from considering these elements in the regula-
tory program. One of the stated purposes of Proposition 103 is ...to
encourage a competitive insurance marketplace....” Elsewhere in
the initiative, however, the Commissioner is instructed to give
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..no consideration to the degree of competition...” when approv-

‘ mg insurance rates. If, in fact, the industry is competltlve and the

" Commissioner must ignore that fact, an 1nappropnate type of
regulatory overs1ght could result.

What Ratemakmg Approach Is Appropnate? Some
participants in the GICH argue that insurance companies require
very close scrutiny during rate review because the industry has
been exempt from antitrust oversight for many years (the initia-
tive removed these exemptions). The regulatory approach ‘pro-
posed by this group would include: (1) a formal public utility rate-

of-return ratemaking proceeding (perhaps some variation of the

way in which the California Public Utilities Commission—CPUC—

regulates electric or gas utilities), (2) a close and detailed review

- of all company records, and (3) so- -called “social” regulation (use of

the regulatory process to achieve specified public pohcy goalssuch

asincome redlstrlbutlon caps on certam expenses or good service
incentives”).

Other participants in the GICH argue that insurance compa-
mes exist within a basically competitive environment, thus re-
quiring relatively less intrusive oversight by the department
(such as the way the CPUC regulates the trucking 1ndustry) The

~ regulatory approach proposed by this group would give the de-

‘partment much more discretion about the intensity of individual

. company reviews. In essence, this approach would include more

emphasis on ‘general policies to guidereviews and the useofbands

of rate flexibility within which companies could set the1r preml-
ums without 1n-depth review. :

There are many regulatory approaches that would fit within
these two relative extremes. It is not clear at this time, however,
‘what regulatory approach the Commissioner W111 choose.

. Aswenoted last year, reg'ulatlon of the insurance industry,
like any industry, should proceed from a neutral perspective and
focus on the underlying economic realities of the industry. In our
view, the available evidence on the competitive forces in the

" s Industry suggests that a less zntruswe regulatory approach is
warranted

How Wwill Profits Be Measured?

The court ruled that insurance companies are entitled to a fair
and reasonable return. This requirement establishes the impor-
tance. of profit calculation in-the regulatory process since the
regulator must know both the standard to be used to determine
allowed profits and the method for calculating actual company
profits. There are many technical factors that must be resolved in
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order that these calculations are performed in a manner that is
consistent with good economic analysis. The principal issues are:

e How to Measure Profits? In prior-approval ratemak-
ing, profits must be determined so the regulator can
determine whether proposed premiums are too high or too
low to allow firms to earn an adequate rate of return.
Several major issues need to be resolved before actual
regulation can proceed in an appropriate manner. These
include determination of: (1) the appropriate accounting
standards to use in measuring profits, (2) rules for allocat-
ing “owner’s equity” and overhead costs between lines of
insurance when computing their profitability, and (3) the
appropriate time frame for calculating profit rates (for
example, should the focus be on past or projected future
profits).

¢ ' How to Establish the Level of Allowable Profits? In
order to determine whether an individual company is
earning a fair and reasonable return, the regulator also
must define a standard (so-called allowable profits) against
which to compare a company’s actual profits. Some of the
issues yet to be resolved include: (1) whether different
standards should be used for rollback and for future rate
proceedings, (2) whether allowable profits should be an
. industry average versus company or line-of-business av-
erages, and (3) what an adequate profit return is in order
for an insurance company to remain economically viable
over time. ' '

" What Is a Fair and Reasonable Profit Rate? A fair and
reasonable profit rate is that which is sufficient to attract needed
financial capital to an industry and keep it there. Stated another
way, it would be the profit rate that would make investors earn as
much by investingin an insurance company as they would in other
industries having a similar degree of risk. This suggests that
proper regulation of the insurance industry requires ongoing
adjustments of the allowable profit rate because economic forces
change from year to year and would affect investment decisions.
Addjti()nally, since'premiums in regulatory proceedings are set
for the coming year, it isimportant that allowable profits take into
account future (that is, prospectlve) profits, rather than simply on
how companies have performed in the past.

As noted earlier, the Commissioner adopted an allowed profit
rateof11.2 percent for use during the department’s reviews of the
rollback  exemption filings. This profit rate was arrived at by
taking a 15-year average of industry-wide return on equity—
1nc1ud1ng all investment income.
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The department’sdecision to use return on equity as a meas-
ure of allowable profits is appropriate. It is not clear to us,
however, whether the department’s approach in arriving at the
. 11.2 percent figure gives:

~#: Adequate consideration to the longer-run proﬁtablhty re-
qmrements of the industry;-

o .The proper recognition to future economic conditions; and

‘» Proper consideration to differénces in the riskiness of
~" " individual lines-of- busmess

The department’s methodology in arriving at this standard cur-
rently is under review as part of the GICH.

How Will Reserves, Surplus, and ExpenSes Be Measured?

Once the regulatory approach and a method. for measuring
profits are determined, another set of issues must be resolved.
These issues generally relate to the treatment of certain critical
accounting variables such as loss reserves, surplus, and expenses.

" Loss Reserves and Surplus. Loss reserves (funds set aside
to pay claims) and surplus (under reg'ulatory accounting rules
surplus is roughly equivalent to owners’ equity) represent large
pots of money which, some parties allege, could be subject to
manipulation by the companies to the detriment of pohcyholders

* Specifically, these parties contend that insurance companies
frequently place more funds into loss reserves and surplus thanis
required on actuarial grounds. If true, the premiums paid by
-consumers would be higher than they otherwise would be while
reserves and surplus are being built up. On the other hand,

- regulators (and good business practice) require compames to set
aside an appropriate level of funds to assure that monies are
available to pay off all claims. Specifically, unduly holding down
the size of reserves and surplus could increase the danger that a
company might be unable to pay off claims in a timely fashion or
might not be able to survive a large catastrophe.

Allocation of Surplus. Accounting issues have been raised

B regardmg the allocation of surplus among the lines-of-business
" for the purposes of determining the profitability of individual
lines. Companies typically do not organize their accounting rec-
ords in a way that directly allows for a line-of-business division of
the surplus; consequently, some method must be devised for doing
the allocation. Since surplus is treated as backing for premiums
written (much the same way ‘as banks hold loan reserves), a

- ‘natural method for alloeating surplus among lines would be touse
the degree of risk faced by each line-of-business. This kind of
allocation, however, is apparently very difficult to accomplish.




Proposition 103--One Year Later / 361

Hence, some other method for allocating the surplus must be
devised.

The'departme'nt proposes to use so called “premium-to-sur-
plus morms” to allocate surplus among lines-of-business. A pre-

- mium-to-surplus norm represents the number of dollars of premi-
*ums a company can write for each dollar of surplus held. Some

parties have proposed the use-of premium-to-surplus ratios that
were developed by regulators as “rules-of-thumb” to trigger closer
examination of companies during solvency reviews. Hence, these
norms represent the limit beyond which a company is thought to
become' sufficiently risky to merit closer evaluation. While this
approach has some surface appeal because the norms are easy to
use, the department has provided little analytical support for the
use of these norms. There are atleast two problems with their use:

o Norms, in effect, establish a standard for the “correct”
level ‘of surplus and make no allowance for operating
differences between companies. -

e Companies that choose to hold “extra” surplus (to reduce

‘ ‘their exposure tolarge unanticipated losses) would be dis-

advantaged by having to accept alower proﬁt rate. This is

because regulators would not permit premium increases
large enough to mamtam this excess. '

Should Companies Be Held to Efficiency Standards?
Some participants in the GICH argue that expenses also should be

. evaluated using industry norms. Thus, all companies would, in

effect, be reviewed based on the behavior of the “average” or,

' alternatively, the lowest-cost (the most efficient) company. Use of

norms or “efficiency standards” are proposed as a way to force less
efficient (higher cost) companies to improve their performance.
Other participants argue that each company must be reviewed
based on its individual choices regarding the level of expenses it
incurs. This view is based on the notion that companies in the

- industry are diverse in many ways, and thus face different costs.

Hence, norms could reduce incentives to innovate by forcing all

. companies to become more alike.

Should Certain Expenses Be Excluded or Capped? Some
participants argue that certain expense items should be capped or
excluded when setting rates and computing profits. These items

include political contributions, executive salaries, image adver-
~ tising, and bad faith judgments. Other participants argue that the

department does not need to cap or exclude any expense catego-
ries because the market would exert discipline over management
to contain these, and all other, costs. In January of this year, the
Commissioner announced her intent to use such caps and exclu-
sions.
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Summary Regarding the Key Regulatory Issues

There are many genericissues yet tobe resolved before Propo-
sition 103 can be implemented fully. The previous discussion
touched on only the more important and, perhaps, contentious
issues. The GICH process is only the beginning. Once the Commis-
sionerissues her genericregulations sometime in spring 1990, she
must then apply.them to individual company rollback and prior
approval rate filings. It is not yet clear how difficult it will be to
make the generic rules workable in the context of everyday
company regulation: Most observers expect challenges both tothe
generic regulations and to their application to individual compa-
nies. Resolving those challenges likely will take some time.

OTHER KEY ISSUES RELATED TO PROPOSITION 103

While we have focused above on the implementation of Propo-
sition 103 during the last year, there are two closely related
insurance issues that are deserving of the Legislature’s attention.
These include:

e Therole of the California Automobile Assigned Risk Plan
(CAARP).

¢ How to gain control over the rising cost that companies
incur in order to provide insurance.

What Is the Purpose of CAARP?

We recommend that the Legislature review the statutes
establishing the California Automobile Assigned Risk Plan
to clarify the Legislature’s intent whether (1) the CAARP
was established as a self-supporting pool, (2) its purpose is
to insure only bad drivers, and (3) it is to subsidize insur-
ance to low-income drivers.

CAARP Deficits Are Large and Growing. As described
earlier,the CAARP was established to provide insurance for “bad”
drivers (that is, drivers with extremely poor driving records). In
recent years the number of policyholders insured through CAARP
has been growing rapidly because of the plan's relatively low
rates. As recently as 1986 the CAARP provided insurance cover-
age for about 423,000 drivers (approximately 3 percent of all
insured drivers in California). The department estimates that at
the end of 1989 about 1.2 million drivers were in CAARP (more

~ than 10 percent of all insured drivers), and it further estimates
that the enrollment could reach about 1.5 million by the end of
1990. In recent years, the relatively low rates have caused the
plan to change so that many, perhaps most, of the drivers cur-
rently insured through the CAARP would be considered "good"
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drivers under Proposition 103 (that is, no more than one moving
violation during the previous three years). As mentioned above,
. these drivers appearto be choosing the CAARP, in part, because:
(1) it offers lower premiums for basic coverage than does the
regular market and (2) insurers providing regular coverage are
reluctant to serve some of these customers. Currently, this prac-
" tice is limited primarily to Los Angeles County but could become
“a concern in other urban areas in the future.

The CAARP adnnmstrators estlmate and department staff
~ concur, that in 1989 the expected cost,of claims and expenses
" associated with settling those claims from the CAARP policies
exceeded premium revenues by at least $600 million. The depart-
ment staff estimate that the deficit could reach $1 billion in 1990
_given present trends. The funds needed to cover these deficits
¢ome from the premiums paid by drivers purchasing insurance in
the regular market. In effect, the regular market is subs1d1z1ng
insurarice coverage for both the good and bad drivers in CAARP.

Those subsidized drivers, however are not necessarlly low-in-
come individuals: ‘

1989 CAARP Rate Proceedmg In February 1989 the CAARP
_administrators filed a request for an approx1mate1y 112 percent
_ increase in the average assigned risk pool premium. Actuarial
estimates done by the industry and confirmed by department
actuaries indicate that this increase in average rates is required
iriorder for the plan tocover its costs. The request was then set for
hearmgs ‘which focused ona number of issues 1nclud1ng

¢ Whether concerns about the ab111ty of drivers to afford in-
surance should affect the CAARP premiums, and

o Whether passing the CAARP deficits through to not-

CAARP pohcyholders would establish “unfairly dlscrlml-

~ natory” premium rates for the regular market (because of
‘the cross- subs1d1es) :

On December 4,: 1989, the pres1dmg Adm1n1strat1ve Law
Judge (ALJ) found that the CAARP rate increase request was
justified because disallowing the request would result in a subsidy
‘of CAARP policyholders by non-CAARP policyholders (the regu-
-lar'market). This subsidy would violate provisions of Proposition
103 which mandate that voluntary market premiiims canriot be
unfairly dlscrlmlnatory Thus,the ALJ concluded that the current
CAARP rate’ structure is 1nadequate and the premium increase is

. justified.

: ‘The Commlssmner in her de01s1on filed December 18 1989
disagreed with the ALJ (whose findings' are- advisory only) and
denied the CAARP rate request on the grounds that it did not
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. adequately take into consideration affordability concerns raised
during the hearings. Additionally, she found that the CAARP
administrators did not adequately justify their premium increase
request since they failed to consider changes in rating methodol-
ogy mandated by Proposition 103. The deficits identified in the
premium increase request could be.partially offset by these
changes. The Commissioner ordered the CAARP administrators
to submit a rating plan within 60 days that includes two rate tiers:
(1) alower, subsidized tier for low-income drivers and (2) a second,
nonsubsidized tier for other CAARP policyholders. The decision,
however, did not address whether lower-mcome bad dnvers
should be subsidized.

.. Summary Regarding CAARP. Proposition 103 does not di-
rectly address the CAARP. The relationship between the initia-
tive and the CAARP ratefiling became more explicit, however,
when parties to the proceeding raised issues regarding the pur-
.pose of the CAARP and its use as a means to redistribute the cost
of insurance among policyholders. Nevertheless, significant ques-
tions remain regarding (1) whether the CAARP was established
as a self-supporting pool, (2) whether its purpose was to insure

- only bad drivers, and (3) whether it is to subsidize insurance to
low-income drivers. Because CAARP was created by statute,
" these are basic policy issues which the Legislature can address.

- Therefore, we recommend that the Legislature review the
statutes establishing the CAARP and enact whatever changes are
appropriate to clarify the Legislature’s intent regarding the above
issues. This would provide the necessary guidance to the Commis-
sioner in regulating the CAARP.

How Can the Cost Side of Insurance Be Addressed"

Proposition 103 prlmarlly focuses on: (1) i improving competi-
tion (such as requiring the department to provide comparative
premium quotes, subjecting companies to antitrust statutes, and
removing some restrictions on who can sell insurance policies),
and (2) regulating premiums charged by insurance companies.
The costs of providing coverage and paying claims is not directly
addressed by the initiative. Yet, as we concluded last year, these
costs play an important role in the high and rapidly increasing
cost of insurance in California. .

There are many factors that make up the cost of insurance.
These include repair costs, medical costs, theft, fraud, type of car
insured, legal fees, wage loss, pain and suffering, selling expenses
and'operating expenses. Individual companies can directly affect
some of these cost components. Other cost componénts are not so
easily controlled by either insurance companies or drivers.
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Because theré are many factors that affect insurance costs, a

““variety of different approaches must be pursued to control costs.

The followmg are most often 1dent1ﬁed as ways to gain some

“control over insurarice costs.’

Double Payments. Currently, individuals involved in an
auto-related personal injury lawsuit may-receive awards which
include medical costs even though they have already received
payment from their medical or disability insurer. This is because

-~ under the “collateral source rule,” juries must ignore such pay-
‘ments when determmmg awards. The problemisthat the medical
“or disability insurer has no direct way of knowing about the

lawsuit-award (the second payment). One way of addressing the

‘problem of double payments is to require notification of medical

and other insurance companies of these awards. They could then
recover their costs by placing a lien on the award. This kind of

© insurance coordination. currently exists for workers’ compensa-

tion insurance. Eliminating double payments could reduce the
incentive for individuals to bring suit hoping to profit from an
award by pocketing that part of the payment representing eco-
nomic damages already paid by other insurers. Department staff
feel it is a significant cause of litigation in some areas of the state.
It is difficult to estimate the extra costs due to double payments.
However, one actuarial consulting firm estimated in a recent
study that double recoveries could have increased the cost of
automobile insurance in California by between $176 million and

' $374 m11110n in 1989.

Fraud. Insurance fraud (including faked accidents, faked
injuries, false repair cost estimates and other false statements) is
often mentmned as_a significant factor affecting the cost of
insurance. Many kinds of fraud are difficult and costly to investi-
gate and prosecute; therefore, it is often cheaper to pay suspect
claims than to pursue them. Chapter 1609, Statutes of 1988 (SB

' 2344, Lockyer) established a surcharge on insurance polzczes that

Would be used by local prosecutors and the department to inves-
tigate and prosecute fraud cases. Chapter 1119, Statutes of 1989

/(SB 1103, Robbins) increased the surcharge and applied it to

insured vehzcles, in order to double the amount of money available
for fraud investigations and prosecutions. This increased atten-
tion by investigators and prosecutors should help to reduce the
1nc1dence of these crimes, thereby helpmg to reduce premlum

. costs.

Theft Prevention and Stolen Vehicle Tracking Equip-
ment. Some insurance companies give premium discounts for the
use of theft prevention equipment (in fact, some companies make
the use of this equipment a condition of coverage for certain high-

" theft-rate vehicles). Technology currently exists that may make it
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feasible for police to track stolen vehicles, though installing and
operating the equipment is costly.. Greater use of these devices
and greater incentives for the use of theft prevention devicescould
help reduce the cost of comprehensive insurance coverage if this
equipment proves to be cost effective.

No Fault Insurance. Nofault insurance removestheneed to
determine fault before insurance claims are paid to injured par-
ties. The U.S. Department of Transportation reviewed no fault
plans and concluded that well-designed plans could help to limit
the rate of growth in costs. They concluded, however, that even

. with good plans it is unlikely that insurance costs-would decrease
in absolute terms since reduced litigation costs would be offset by
larger average payments to injured parties. Clearly, these plans
would trade more frequent and higher average payouts to injured
parties for the loss of the right of a party to bring personal injury
suits (except for very serious injury or for death). No fault plans
sometimes are criticized for reducing economic incentives to be a
good driver. While this:could occur, insurance companies could
take account of accidents by increasing premiums for the parties
cited in accidents. Thus, some incentive to avoid acmdents would
continue to be reflected in insurance premiums.

As far as we know, there is no strong emp1r1ca1 record for or
against the ability of no fault to control auto insurance costs.
Given the cost constraining potential of ‘a well-designed and
implemented plan, however, no fault deserves more in-depth
study to determine if an economlcally beneﬁc1al plan can be
devised. :

Improved Informatwn. One of the basic reqmrements of
competitive markets is that consumers must have enough com-
parative product information to make informed decisions. Better
decisionmaking and more effective shopping could . put pressure
on insurance compames to be more efficient and innovative, thus
holding premium costs below what they otherwise would be.
Proposition 103 mandatesthat the department make available to
the public an extensive comparative premium data base. (This
databaseis expected tobe available later in 1990.) This'data base
should help consumers become more eﬁ'ectlve shoppers '

Another area in which the information available to consumers
might be improved is in reporting of complaints. Many consumers
base insurance purchase decisions on service provided by insur-
ers, Currently, it is difficult for consumers to obtain information
about the behavior and service quality of insurance companies at
the time they make purchase decisions. Improved monitoring and
frequent, periodic reporting of complaints received by the depart-
ment (cross-referenced by company, by type of complaint and by
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manner resolved) could provide important information to: (1)
consumers, when shopping for insurance; (2) consumer groups,
when evaluating companies; and (3) the Attorney General and
local prosecutors, for use during consumer protection investiga-
tions. Regular reporting also could encourage companies, brokers
and agents to improve their performance.

SUMMARY AND CONCLUSIONS

Our analysis of the past year’s effort by the department to im-
plement Proposition 103 suggests that considerable time will pass
before the regulatory process has been fully developed and imple-
mented. The department has proceeded slowly in developing the
basic regulations needed to govern the industry. Thus, there are
many procedures needed to regulate the industry that have not
yet been developed. In effect, while much activity can be identified
over the past year, the public is in essentially the same place as
when the initiative passed. The GICH process, however, offers
some expectation that basic regulations ultimately will be formu-
lated.

As we discussed above, one of the stated purposes of Proposi-
tion 103 is to encourage a competitive insurance marketplace. Our
analysis of the industry suggests that competitive elements are
present in this industry and that it is not clear that California’s
high insurance rates are due to a noncompetitive insurance
industry. Consequently, we feel that the insurance industry may
not require a very intrusive regulatory approach in order to
adequately guard against noncompetitive performance. What-
ever approach is used should take account of a company’s current
and projected financial position.

With regard to issues related to Proposition 103, we recom-
mend that the Legislature review the statutes establishing CAARP
to clarify the Legislature’s intent regarding the plan’s purpose. In
addition, we recommend that the Legislature continue to review
the factors that affect the costs of insurance.
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