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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 1992
Budget Actand inother legislation. Itseekstoaccomplish this by
(1) providing perspectives on the state’s fiscal condition and the
budget proposed by the Governor for 1992-93 and (2) identifying
some of the major issues now facing the Legislature. Assuch, this
document is intended to complement the Analysis of the 1992-93
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 programs and activities funded in the Governor’s
Budget. In contrast, this document presents a broader fiscal
overview and discusses significant fiscal and policy issues which
either cut across program or agency lines, or do not necessarily
fall under the jurisdiction of a single fiscal subcommittee of the
Legislature.

The 1992-93 Budget: Perspectives and Issues is divided into
five parts:

e Part One, “State Fiscal Picture,” provides an overall
perspective on the serious fiscal problem currently con-
fronting the Legislature.

= Part Two, “Perspectives on the Economy,” describes the
currenteconomicsituation and the administration’s fore-
cast for the budget year.

= PartThree, “Perspectives on State Revenues,” provides a
review of the revenue projections in the budget and an
assessment of their reliability.

= Part Four, “Perspectives on State Expenditures,” pro-
vides an overview of the state spending plan for 1992-93
and evaluates the major expenditure proposals in the
budget.

= PartFive, “State-County Partnership Issues,”consists of
three pieces dealing with the state-county relationship:
(1) the major program realignment which occurred in
1991, (2) trial court funding “realignment” (which also
occurred last year), and (3) child support enforcement.
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State Fiscal Picture

The outlook for the 1992-93 budget is dominated by the
continued poor performance of the state and national economies.
Even if recovery from the recession is now underway, as antici-
pated by the 1992-93 Governor’s Budget, state revenues will not
be sufficient to both pay off the accumulated budget deficits and
fund state servicesatcurrentlevels. Further delaysin the timing
of the state’s recovery will compound the problem faced by the
Legislature in crafting a budget for 1992-93.

The Governor’s Budget realistically addresses only a portion
of the state’s budget problem. Although it would make some
significant reductions in major state programs, it relies upon
optimistic assumptions as to the availability of federal and other
funds to bring the budget into balance, and does not offer an
adequate reserve fund to protect the budget against unanticipated
changes.

As it develops a more realistic strategy for resolving the
state’s budget problems, the Legislature needs to focus on the
state’s long-run needs. California’s state and local governments
face rapidly changing conditions that necessitate improvements
in the effectiveness and coordination of their services. These
improvements will help to ensure that the state’s diverse citi-
zenry will continue to enjoy a high quality of life and a healthy
economy in the future.






State Fiscal Picture

Just six months after acting to close a $14.3 billion gap in the
1991-92 budget, the Legislatureisfaced with acurrent-year deficit
and another budget-year funding gap. The extended recession has
undermined the 1991-92 budget estimates, which assumed that
the recovery would begin in mid-1991. If no action is taken, the
state will end the current year with a General Fund deficit of $2.8
billion, and will be at least $6 billion short of the amount needed
to pay off that deficit, maintain state services at their current
levels, and establish a prudent reserve.

The 1992-93 Governor’s Budget proposes a number of signifi-
cant spending reductions and other budget actions to close the
budget gap. It also continues the administration’s emphasis on
“prevention” programs, which are intended to reduce state expen-
ditures in the long run. However, because of its reliance on
optimistic budgetassumptions, it represents arisky strategy that
virtually assures a 1992-93 deficit.

As a result of the deficiencies in the Governor’s Budget, the
Legislature must begin its deliberations by identifying the types
of changes needed to place the budget on a more sound footing.
Among these changes, the Legislature mustdetermine how it will
provide a more sufficient level of protection for the budget plan,
and ensure that it adequately addresses the needs of the state in
the years to come.

Inthis part, we review the nature of the state’s budget funding
gap, both inthe absence of corrective action and assuming that the
Governor’s plan is adopted as proposed. We summarize the
budget’s major proposals and examine their impact on the differ-
ent program areas. Next, we provide our overall assessment of
the Governor’'s Budget, in terms of the extent to which it
adequately addresses the fiscal problem facing the state in 1992-
93 and beyond. Finally, we discuss the additional steps that need
to be taken to arrive at a fiscally sound 1992-93 budget.

THE1992-93BUDGET PROBLEM

Current-Year Situation Has Deteriorated

The 1991-92 budget adopted last July was designed to resolve
a massive two-year budget gap that had grown from $7 billion as
identified in the Governor's January 1991 budget proposal to $14.3
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billion by May. Part of that gap was due to an underlying
structural budget problem — the growth of spending for some of
the state’s major state programs was outpacing normal ongoing
revenue growth. However, the gap was primarily due to the
national recession that started in mid-1990.

The 1991-92 budget plan was based on the assumption that the
recession had ended, and that a resumption of economic growth
would enable the state toend 1991-92 with a reserve of $1.2 billion.
Instead, the recession has continued, and the state once again
faces a large gap between estimated revenues and expenditures.

Figure 1 compares the July 1991 budget estimates with those
released in the 1992-93 Governor’s Budget, adjusted to exclude
the roughly $1 billion of spending reductions and revenue en-
hancements proposed by the budget to mitigate the current-year
deficit. As these data show, the budget anticipates that, absent
any corrective action, the Special Fund for Economic Uncertain-
ties (the General Fund reserve) will end 1991-92 with an accumu-
lated deficit of about $2.8 billion, rather than the $1.2 billion
allocated in July. This represents a deterioration of $4 billion in
the state’s fiscal condition since the enactment of the 1991-92
budget plan in July.

1991-92 General Fund Condition
Deteriorates Since July 1991

(inbillions)
Estimate Date
July January
1991 1992 Change
Carryover of 1990-91 deficit -$1.7 -$1.7
Revenues and transfers 46.3 43.32 -$3.0
Total resources $44.6 $41.6 -$3.0
Expenditures 43.4 44.4b $1.0
Reserve® $1.2 -$2.8 -$4.0
2 Governor’'s Budget estimate adjusted to remove $307 million of proposed
1991-92 revenue enhancements and transfers.
b Governor's Budget estimate adjusted to restore $732 million of proposed
savings and funding shifts.
¢ Special Fund for Economic Uncertainties.
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Recession Dominates Budget-Year Outlook

Although the administration anticipates that an economic
recovery will be underway by early 1992, the outlook for the
budget year continues to be heavily influenced by the recession’s
impact. As shown in Figure 2, the Department of Finance’s
revenue estimates have declined dramatically since the onset of
the recession in July 1990, and the declines have affected both
current- and budget-year revenues by similar amounts. Over the
three-year period between 1990-91 and 1992-93, the figure shows
that, cumulatively, General Fund revenue estimates have de-
clined by roughly $20 billion. Thus, the recession clearly has had
an enormous impact on the state’s fiscal condition and is the
primary cause of the fiscal difficulties anticipated for 1992-93.

The administration anticipates that General Fund revenues
will grow from $43.6 billion in the current year to $45.7 billion in
1992-93, an increase of 4.7 percent. However, when 1991-92 and
1992-93 revenues are adjusted to exclude the effects of the
Governor’s proposed revenue enhancements and a one-time

Estimates of General Fund
Revenues Have Declined Significantly

(inbillions)
Date of Forecast
$50

July 1990
48

January 1991
46
44+

July 1991
427

January 1992
407
38
36

I

1990-91 1991-92 1992-93

Source: July 1990 forecast is LAO extrapolation of Department of Finance 1990-91
estimates. All other figures reflect LAO adjustments to the department's
estimates in order to remove the effects of revenue changes enacted in 1991
and 1992.
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accrual accounting gain in the current year, the underlying
increase in revenue is about 8 percent. These estimates reflect
the Department of Finance's assumption that revenues will
“rebound” from their low recession levels during the expected
recovery, consistent with the state’s experience in prior reces-
sions.

While the recession has significantly reduced revenues, ithas
had the opposite impact on certain state spending programs.
Caseloads in the state’s health and welfare programs, for ex-
ample, have been growing more rapidly as people lose their jobs
or cannot find employment and must seek assistance. Other
spending pressures are independent of the economy. For ex-
ample, education spending increases to keep pace with the school-
age population, which is growing almost twice as fast as the
overall population.

Our latest projections indicate that baseline spending in 1992-
93 would require $47.1 billion, an increase of $2.7 billion over
current-year spending (excluding changes proposed in the bud-
get), and $3.3 billion more than the amount of spending actually
proposed in the budget for 1992-93.

1992-93 Budget Gap: $6 Billion

Asshown in Figure 3, we estimate that the 1992-93 budget gap
totals $6 billion. Thisamountconsists of the $2.8 billion carryover
deficit from 1991-92, the $2 billion shortfall between baseline

1992-93 Budget Gap?@

(inbillions)
Pay off deficit from 1991-92 $2.8
1992-93 baseline spending $47.1
1992-93 estimated revenueP -45.2
Operating shortfall - $2.0
Restore reserve $1.2

Total budget gap $6.0

a8 Excludes Governor's Budget proposals. Detail does not add to total due to
rounding.

b Based on administration’s revenue forecast.
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spending and estimated revenue, and the $1.2 billion needed to
restore the General Fund reserve to a level comparable to that
approved in the 1991-92 budget plan. This estimate relies upon
the administration’s estimates of current- and budget-year Gen-
eral Fund revenues, adjusted to eliminate the revenue enhance-
ments proposed in the budget. Because, as we discuss later, it is
likely that these estimates will be revised downwards as the year
progresses, this estimate of the budget gap should be regarded as
a conservative one.

A Growing Long-Term Problem

Figure 4 presents our estimates of the annual operating
shortfall between baseline spending and baseline revenues over
the period 1991-92 through 1995-96. In preparing these estimates,
we have again assumed that the administration’s economic
forecastfor 1992 and 1993 is correct, and have extended it through
1995-96, assuming a continued moderate economic expansion. As
the figure shows, the state’s operating shortfall widens considerably
duringthis period and, by 1995-96, has increased to approximately
$8 billion.

The operating shortfall widens considerably in 1993-94 for

Budget Funding Gap Grows Over Time
1991-92 through 1995-96

(inbillions)

- == Baseline Budget

= EXisting Law Revenues

$65

91-92 92-93 93-94 94-95 95-96
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several reasons. First, revenue growth is restrained by the
expiration of the state’'scurrenttemporary 1/2-cent sales tax rate,
and because deductions for business’ net operating losses will
once again become available (they were suspended for the 1991
and 1992 tax years). Spending growth, however, accelerates.
Education spendingrises rapidly asincreased per capitapersonal
income begins to push up the K-14 funding requirement under
Proposition 98. Increased state General Fund costs for retire-
ment contributions also add significantly to the gap in that year,
because the state’s special retirement funding offsets will have
been fully consumed by that time.

After 1993-94, the gap continues to widen because of the
ongoingdisparity between baseline spending growth and the rate
of revenue growth. Our estimates indicate that this widening of
the gap can be attributed primarily to expected cost increases for
the trial court funding program, corrections programs, debt
service on general obligation bonds, and the Medi-Cal program.
Expected state cost increases for welfare programs actually
mitigate these cost increases to some extent, because provisions
of state law have suspended cost-of-living adjustments for these
programs through 1995-96.

THE GOVERNOR'SBUDGET PROPOSAL

Figure 5 shows the Governor’s proposed levels of spending

Governor’s Budget
General Fund Condition

(dollarsin millions)

Percent
1991-92 1992-93 Change
Prior-year balance -$1,258.9 -$1,343.8
Revenuesand
transfers 43,633.3 45,673.1 4.7%
Total resources $42,374.4 | $44,329.3 4.6%
Expenditures $43,718.2 | $43,817.0 0.2%
Fund balance -$1,343.8 $512.3
Reserved -1,781.3 105.4
Otherobligations 437.5 406.9
2 Special Fund for Economic Uncertainties.
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and revenue for 1991-92 and 1992-93 and the resulting condition
of the General Fund. Estimated General Fund revenues increase
by 4.7 percent over the current year, but the additional revenue
is needed to pay off the 1991-92 carryover deficit. Total spending
isessentially unchanged at $43.8 billion, which isonly $99 million
more than estimated current-year spending. On its own terms,
the budget is balanced, but only by the slimmest of margins. At
the end of 1992-93, the budget estimates that the balance in the
General Fund reserve would be only $105 million — or about 0.2
percent of 1992-93 estimated revenues.

HOW THE BUDGET RESOLVES THE SPENDING GAP

Figure 6 shows how the budget proposes to resolve the $6
billion budget funding gap that we identified above. The largest
contribution to resolving the gap comes from program reductions,
which provide a total savings of $2.8 billion (net of about $100
million in new spending proposals). The largest component of
these savings is from the Governor’s proposals to reduce welfare
costs for Aid to Families with Dependent Children (AFDC).
Shifting program costs to others — primarily to local govern-
ments and the federal government — provides $1.2 billion, and
increased revenues and transfers to the General Fund provide
$0.8 billion. These proposals sum to $4.8 billion. The remaining
$1.2 billion of the spending gap is absorbed by not restoring the
reserve.

About $1 billion of the budget’s gap-closing solutions would be
realized in 1991-92. This reduces the deficit carried over from
1991-92 into 1992-93, from $2.8 billion to $1.8 billion.

Major Policy Proposals

The budget proposes a number of major policy changes,
particularly in the welfare and health areas.

Welfare Proposal. The budget proposes enactment of the
AFDC provisions of the Governor’s welfare initiative in time for
those provisions to be implemented by March 1,1992. The budget
includes net savings of $72 million in 1991-92 and $638 millionin
1992-93 due to these AFDC changes. Figure 7 shows the major
AFDC program changes proposed by the Governor.

Medi-Cal Reductions. The budget proposes the elimination
of several federally optional services, including adult dental care,
psychology, chiropractic and podiatric services, and occupational
therapy, for a General Fund savings of $109 million. Payment for
hospital stays would be limited to 60 days per year for a savings
of $61 million, and other limits on provider rates and payments




14 / Part I: State Fiscal Picture

Budget's Proposed Resolution
of the 1992-93 Spending Gap?@
(inbillions)
Program Reductions
AFDC: Welfare proposals $0.7
State employees: No COLA, reduce pay and health benefits 0.5
Eliminate renters’ credit 0.4
UC/CSU: Eliminate COLAs and other adjustments 0.3
Proposition 98: Reduce 1991-92 funding 0.2
Medi-Cal: Limit optional benefits, inpatient days and rates 0.2
Defer lease revenue bond payments 0.1
Other 0.5
New program proposals 0.1
Subtotal $2.8
Funding Shifts
To local governments $0.5
To federal government 0.5
To Proposition 99 (Medi-Cal) 0.1
To fees _0.1
Subtotal $1.2
Increased Revenues
Transfers from special funds and bond funds $0.5
Eliminate health care tax credit 0.1
Increased audit and collection efforts 0.2
Other 0.1
Subtotal $0.8
Reserves
Reduce reserve level $1.2
2 Estimates include impacts in both 1991-92 and 1992-93. Detail may not add to totals
due to rounding.

would save an additional $65 million.

Proposition 98. The budget meets the minimum funding
requirement for K-12 education and the Community Colleges
under Proposition 98. However, the budget does propose two
adjustments that affect the state’s costs.
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Governor’s Welfare Proposal
Budget Estimates of Impact on General Fund?
(inmillions)
Savings 1991-92 1992-93
Reduce maximum grant by 10 percent? $81 $287
Transitional grant: Reduce grant by additional
15 percent after 6 months on aidP - 252
No grant increase for additional children while on aidP - 16
Residency: Limit grant to home-state amount for 1 yearb 2 15
Eliminate pregnancy benefits 6 38
Estimated savings from reduction in dependency - 70
Subtotals, Savings W M
Costs
County and state administration $12 $11
Job Club employment workshops - 15
Child care for children of teens attending school _ 6 15
Subtotals, Costs $18 $41
Net savings in budget $72 $638
@ Detail may not add to totals due to rounding.
b Federalwaiver needed.

First, the budget proposes a$183 million reductionincurrent-
year expenditures to take advantage of a decline in the minimum
funding requirements of Proposition 98. The shortfall incurrent-
year revenues has reduced the 1991-92 minimum payment rela-
tive to the amount appropriated in the budget. The state would
not actually reduce allocations to school districts in the current
year. Instead, this would be implemented by “loaning” the $183
million to school districts in the current year but counting it
toward the 1992-93 minimum guarantee.

Second, the budget proposes enactment of legislation to
reallocate an estimated $347 million of property tax revenue away
from enterprise special districts (such as water and sanitation
districts) to school districts. These fundswould reduce the state’s
funding obligation under Proposition 98. In effect, this proposal
shifts $347 million of education costs from the state General Fund
to the residents of these special districts, who will be asked to
offset the property tax losses with increased user charges and
special assessments.
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Renters’ Credit. Therenters’ taxcreditwould be eliminated
startingin 1992, for asavingsof $376 million. In 1991, legislation
limited eligibility for the credit to renters with incomes of less
than $41,000 (joint) or $20,500 (single).

New Programs. The budget proposes a limited amount of
additional spending for new programs — about $100 million. It
also proposes new programs that are funded by redirection of
existing funds and by reallocations within the Proposition 98
minimum funding guarantee. These proposals generally con-
tinue the Governor's emphasis on prevention programs and
include the following:

Check-Up ($20 million). Establishment of a subsidized
insurance program to provide access to basic health
services for low-income infants and preschoolers.

Healthy Start and Early Mental Health ($30 mil-
lion). Expansion of these programs, which seek to
prevent and treat health and mental health problems
among schoolchildren.

Parole Failure Prevention ($13.5million). Augmenta-
tion to provide shelter, employment preparation, drug
treatment and other services to parolees in order to
prevent parole violations and reincarcerations.

DOESTHEBUDGET WORK?

In evaluating how well this budget works as a fiscal plan for
the state, we have asked four questions:

What are the risks? How likely is the budget to perform
asplanned?

Is the size of the reserve commensurate with the amount
of risk?

Does the budget take steps to resolve long-standing fiscal
problems?

Does the budget resolve the state’s structural budget
problem?

MAJORDOWNSIDE RISKS

The budget contains major downside risks, which generally
fall into the following categories:

Optimistic Revenue Estimate. We conclude that the
state’s economic recovery will be delayed until mid-1992
and reduce state revenues by at least $2 billion. An
extension of the recession through 1992 could reduce
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current- and budget-year revenue by at least $3 billion.

Uncertainty of Federal Waivers and Their Timing.
Several of the Governor’'s major AFDC proposals require
waivers of federal requirements before they can be imple-
mented. Inaddition to the risk that some waivers may be
denied, the time needed to obtain waiversis likely to delay
implementation beyond the dates assumed in the budget.

Speculative Sources of Funding. The receipt of some
funds included in the budget is highly speculative. For
example, it is unlikely that the state will receive $404
million of federal SLIAG grants that the budget relies
upon to offset General Fund costs.

Questionable Fund Diversions. Some proposed uses of
funds may be prohibited by the provisions of initiatives
(for instance, the proposed use of Proposition 99 funds),
and others involve policy changes that the Legislature
may not find acceptable (for example, the use of State
Highway Account and Transportation Planning and De-
velopment Account monies to repay the General Fund for
debt service).

Uncertain Timing of Legislation and Other Actions.
Many of the budget proposals require legislation (for
example, elimination of the renters’ credit) and/or regu-
latory and administrative actions (for example, savings
associated with refinancing lease-revenue bonds) inorder

Identified General Fund Risks
1992-93 Budget
(inmillions)
Amount?

Economic recovery — delayed until 1993 $3,000
PERS: Availability of special retirement funds 760
AFDC: Inability to implement proposals 530
SLIAG: Availability of federal funds in doubt 404
Medi-Cal: Proposition 99 perinatal program funding 123
Medi-Cal: Court decision on dental costs 76
Lease-revenue bonds: Treasurer may decline to refinance 60
Elk Hills Oil Revenues: No transfer is likely 45

Total $4,998

2 Reflects 1991-92 and 1992-93 amounts combined.
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to be implemented and achieve savings. The budget's
accelerated schedule for these savings is optimistic.

Figure 8 summarizes the major budget risks that we have
identified to date and their potential General Fund impact, which
totals up to $5 billion. The risks in Figure 8 do not include any
possible losses due to potential delays in the enactment or
implementation of budget proposals by state agencies (such as the
5 percent pay cut that the budget assumes was effective on
January 1, 1992).

Budget Reserveis Inadequate

The variety and magnitude of the spending and revenue risks
in this budget would necessitate a reserve substantially more
than the budget’'s $105 million level to cover what are almost
certain to be significant revenue shortfalls or spending increases.
In fact, given these risks, a reserve of more than $2 billion could
be technically justified even thoughitis practically unattainable.
If, on the other hand, the Legislature adopts a budget plan with
far fewer downside risks, a reserve somewhat below the custom-
ary 3 percent of expenditure level is reasonable on a temporary
basis.

Budget Does Not Address Some Long-Standing Problems

The budget does not attempt to resolve a number of large
outstanding fiscal problems and, in some cases, exacerbates
them. For example:

= Deteriorating Fiscal Conditionof Local Governments.
The fiscal condition of local governments also has been
deteriorating during recent years. Local revenues have
been reduced by the recession, and state allocations of
realignment revenues to counties will fall short of last
year’s estimates by at least $150 million. The budget
increases the local fiscal burden by shifting about $500
million of state costs to local entities— primarily counties
and enterprise special districts.

= Unaddressed Infrastructure Needs. The backlog of
unfunded infrastructure needs continues to grow. The
budget provides no funding for state/local partnership
transportation projects, which will cause further delaysin
meeting these infrastructure needs. In addition, the
budget ignores the state’s policy to own, rather than
lease, most of its office space. The cost of leasing office
space now exceeds $200 million per year, and is expected
to exceed $500 million by 1995-96.
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e Growing Pension Liabilities. The state continues to
accumulate large unfunded liabilities in its pension pro-
grams (particularly in the State Teachers’ Retirement
System and the Judges’ Retirement System), and no
action is proposed to curb the state's exposure to these
future costs.

Long-Term Gap Remains

To what extent do the Governor's budget proposals help
address the growing long-term gap between baseline spending
and revenues, and by how much do they reduce that long-term
budgetgap? Inorder toexamine thisissue, we projected the effect
of the budget proposals on baseline spending and revenues
through 1995-96. Many of the Governor’s budget proposals, such
as the AFDC and Medi-Cal reductions, do have an ongoing effect
that grows with time. They reduce the size of the ongoing gap, but
they do not eliminate it. By 1995-96, the budget proposals still
resultinagap of $4 billion, a reduction by one-half of the baseline
funding gap of $8 billion.

Budget Needs More Work

On the basis of the concerns outlined above, we conclude that
the Governor’s Budget is, for all practical purposes, unbalanced
and incomplete. Additional steps to reduce spending, increase
revenues, and to bring the rates of growth of revenues and
spending into balance are needed.

HOW DOES THE BUDGET “STACK UP”
AGAINSTBUDGETBALANCING PRINCIPLES?

In our December Policy Brief, entitled The State's Fiscal
Problem, we presented six fiscal principles that should guide
budget decisions under current conditions. Below, we evaluate
how the Governor’s Budget measures up to these principles.

Make Significant Reductions in Major Programs

The budget does propose significantand specific reductions to
the AFDC program and in Medi-Cal to a lesser extent. Savings
alsoareachieved in higher education (UC and CSU), but primarily
by limiting enrollment at CSU, not providing salary increases,
and by shifting more costs to fees, rather than by making specific
programdecisions. This leaves the Master Plan goals in place, but
the institutions’ ability to meet them in doubt. The budget,
however, does not make any significant reductions in K-14
education or in corrections, consistent with the Governor’s
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priorities. Together, these two areas account for almost one-half
of the General Fund budget, so that leaving them intact signifi-
cantly increases the amount of reductions that must be made in
other programs.

Restructure Programs

The budget proposes to restructure the AFDC program by
instituting various changes in grant levels and authorizing new
sanctions and incentives for various categories of recipients. The
budget contains few other significant restructuring proposals.

Make Choices Rather Than “Across-the-Board” Cuts

The budget clearly reflects policy choices that target reduc-
tions at specific programs. Furthermore, the budget proposes to
suspend the “trigger” mechanism that would require automatic
across-the-board cuts in many programs. However, in building
the budget, most departments were required to absorb some
costs, such as merit salary increases and equipment price in-
creases, by making offsetting reductions. These reductions
reflect priorities within departments, but do not reflect any
overall budget priority.

UseOne-Time Solutions Appropriately

One-time savings or revenue increases can be used appropri-
ately to finance one-time costs, such as paying off the 1991-92
deficitand restoring the reserve. The budget includes roughly $1
billion in one-time savings or revenues. Additional one-time
solutionsof up to roughly $2 billion could be used appropriately to
pay off the deficit and to establish a prudent reserve. However,
one-time solutions should not be used to address ongoing short-
fallsinthe budget because thiswould worsen the state’s long-term
fiscal imbalance.

Avoid Short-Term Savings that Increase Long-Term Costs

The budget generally avoids this pitfall, but there are a few
exceptions. The budget proposes to refinance lease-revenue
bonds to achieve a savings of $60 million in bond payments
through 1992-93. Thisimmediate savings, however, would result
in anongoing annual cost of $20 million for increased debt service
on the replacement bonds, which would more than offset the
short-term savings. The budget also defers various equipment
purchases and maintenance expenses, which could result in
higher future costs.
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Examine Tax Base and Coverage

The budget eliminates the small business health care credit
(which has never been implemented) and the renters’ credit
(although this is treated as an expenditure savings). Otherwise,
the budget does not contain any proposals for expanding the tax
base or the coverage of the state’s tax system.

CHALLENGESFORTHELEGISLATURE

Challenges for the Legislature

Fill in the gaps left by the administration’s budget plan:

« Make additional significant reductions in major programs.
¢ Increase reserve to prudentlevel commensurate with risks.
¢ Restructure major programs to enhance long-run effectiveness.

Act early to mitigate the current-year deficit and resolve the budget-year
shortfall

« Openupthe entire budget for review, reduce or eliminate activities that are
low-priority or are not cost-effective.

* Review tax expenditure programs on the same basis as regular spending
programs, and examine the coverage of the state’s tax base.

Ensurethat alonger-run perspective and avision of Californiafor the year
2000 and beyond remains present in budget deliberations by asking:

« How does the state ensure quality governmental services in the most
effective manner?

« How can the ability of the state and local governments to deal with the
problems of the future be improved?

* What steps need to be taken to ensure healthy economic growth in the
future?

The budget presented by the Governor leaves a great deal of
difficult work to be done by the Legislature. Spending cuts and/
or revenue increases will be needed in order to fill the gaps in the
Governor’s plan. Furthermore, additional actions will be needed
to provide a higher reserve level which takes into account the
risks assumed in a final budget plan. Also, more should be done
totarget the state’s limited funds at the highest priority programs
inall of the major program areas. Finally, the Legislature should
reevaluate tax expenditures and the coverage of the state’s tax
system for options to increase revenues, and weigh these against

—spending reductions Figure 9 summarizes thesechattenges—
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While dealing with the immediate task of crafting abudget for
1992-93, the Legislature also will need to keep its eyes on the
state’s long-run needs. California and its economy are changing
rapidly. The state and local governments must improve their
effectiveness and cooperation in order to provide the services and
facilities needed to meet these changing conditions, provide for
healthy economic growth, and maintain a high quality of life for
the state’s diverse population.
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Part I

Perspectives on the Economy

This part provides a discussion of the outlook for the state’s
economy in 1992 and 1993. Our discussion of the state’s economic
outlook begins with adescription of the currenteconomic climate.
We review the performance of the economy over the last year in
comparison to what had been expected at the time the budget was
adopted last July. We then describe the forecast upon which the
1992-93 Governor’s Budget was predicated. Finally, we present
our views as to the reliability of this forecast, including a
discussion of how economic data released, subsequent to the
preparation of the forecast, affect its overall viability.

The major findings of this part include:

The 1991 economic recession in California was more
severe than had been anticipated by the administration.
What had been forecast to be amodest downturn actually
appears to be the longest recession since the 1930s, and
the most severe recession in terms of job losses since
World War I1.

The administration expects the California economy to
begin its recovery from the recession in early 1992,
although economic growth will be more modest than has
been the state’s experience in its recovery from prior
recessions.

Therearesignificantdownside risks to the administration’s
economic forecast. Generally, most of the risks point to
a delay in the recovery, as opposed to further declines in
the state’s economy. The Legislature should anticipate a
later recovery in making its plans to balance the budget.






Perspectives on the Economy

The expected performance of the state’s economy is the major
factor determining the level of state revenues. Economic factors
such as the level and rate of growth in jobs and income are
translated into estimates of tax revenue to be received by the
state, so that changes in the forecast for economic activity in the
state will often have dramatic effects on the level of expected tax
revenues.

THE CURRENT ECONOMIC CLIMATE

The current economic climate is very negative, with both the
national and state economies still deeply mired in continuing
recession. Job losses and low levels of consumer confidence are
the dominant story in today's economic headlines, although
record-low interest rates and inflation offer hope that recovery is
imminent. The key questionsat thistime are how long itwill take
for the state’s economy to begin expanding once again, and how
strong the expansion is likely to be.

1991 Recession More Severe Than Expected

Last July, the Department of Finance (DOF) anticipated that
the state’s economy would pull out of its mild recession and begin
amodesteconomicupturninthe second halfof 1991. Thisupturn
was expected to grow stronger during 1992. The budget for the
current fiscal year (1991-92) was adopted based on this forecast.

However, by late summer the DOF announced disturbing
new data which showed that job losses among wage and salary
workers had been much larger than previously reported. (See the
box on the next page for a more detailed discussion of this issue.)
This information changed the perception of the current recession
— it has been much deeper and more severe than originally
estimated.

Last May, the DOF estimated that California would gain
63,000 jobs during 1991. By late summer, it was evident that job
losses had been more severe than expected and that the recession
wasn't ending. As a result, the DOF changed its employment
estimates from a modest increase to a loss of over 400,000 jobs
during 1991. That, inturn, led toa $20 billion downward revision



28 / Part Il: Perspectives on the Economy

in the estimate of personal income — from $650 billion to $630
billion. As the incomes of Californians declined, so did the level
of taxable sales, which was reduced by $12 billion. These changes
not only lowered the 1991 economic base, but they also reduced
the expected level of economic activity during 1992. Thus, the
revenue trend line for both the current and budget years had to
be lowered because of these economic changes.

NEW FORECAST —WEAK UPTURN
FOLLOWEDBY MODERATE GROWTH IN 1993

Figure 1 summarizes the DOF’s current economic forecast.
As these data show, the forecast predicts a weak upturn in the
California economy during 1992, with somewhat stronger, but
still moderate, growth in 1993. It also indicates that the 1991
recession was probably more severe in California than in the

Problems in Measuring

Obtaining timely and accurate information on employment is
critical for an understanding of the economy and trends in state
revenues. Therearetwo sources of information which are used to
measure the number of wage and salary jobs in California.

First, the Employment Development Department (EDD) con-
ducts a monthly job survey which covers about 37,000, or 5
percent, of all employers. Most large- and medium-sized employ-
ersarecovered by this survey. Fewer of thesmall and newer firms,
however, are covered. This monthly survey is the official state
series on employment statistics. Once a year, these survey
results are updated by tying them to quarterly payroll reports.
Second, the EDD collects quarterly payroll and employment re-
ports from all employers. Once a year, these quarterly data are
rigorously reviewed and acount of total employment by sector are
published by thedepartment. That publication takes place after the
close of the year. To obtain information on employment trends
between annual updates, the DOF prepares its own monthly esti-
mates on employment. This “interim series” isbased onthe EDD’s
quarterly reports.

These two sources —the EDD survey estimates and the DOF
interim series —do not always provide comparableinformation on
the number of jobs and, therefore, trends in the economy. During
periods of economic expansion, the EDD survey method can
underestimate the growth in employment. During recessions, the
oppositecan occur (thatis,employmenttotals are overestimated).
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nation, although the national job loss of 0.8 percent s likely to be
revised downward significantly this summer. Based on the DOF
forecast, job growth in the nation will be somewhat higher than
in Californiaduring 1992, but by 1993 California should outpace
the nation.

Personal Income Growth Slows

Figure 2 shows historical growth trends in California personal
income, both in current and real (inflation-adjusted) dollars.
From 1985 to 1990, personal income grew at an annual rate of 8
percent in current dollars and 4 percent in real dollars. In 1991,
however, current-dollar growth dropped to a meager 1.8 percent.
After adjusting for inflation, personal income actually declined 2.1
percent last year. By contrast, during the 1982 recession, there
wasasmall, butstill positive, growth inreal personal income. The

The Number of Jobs

For example, during the 1970 and 1982 recessions, the EDD
surveys overstated the number of jobs compared to the quarterly
payrollreports. Based onthe quarterly reports, itappears that the
survey data are again resulting in an overstatement of job levels.
The EDD'’s official estimate of employment for 1991is 365,000jobs
higherthan the DOF’'s budget estimate. The disparities are prima-
rily in estimates of construction, trade, and service employment.
These disparities give vastly different pictures of what happened
to the economy last year. According to the EDD’s numbers,
Californialostonly 43,000jobsin 1991, which translatesinto avery
mild downturn. By contrast, the DOF budget estimates show a
408,000 job loss. In percentage terms, the DOF figure is almost
double the loss experienced during the severe 1982 recession,
and it is the largest drop in employment since 1945.

These divergent employment numbers partially explain why
thereis so much confusion over thedepth ofthe currentrecession
andthedirection of theeconomy. Other states also are finding wide
disparities between their survey and payroll reports. As aresult,
current forecasts of the gross domestic product (GDP) and per-
sonal income, which are partially based on employment survey
estimates, understate the magnitude of the current recession.

By March 1992, the EDD will publish its reconciled estimate of
1991 employment, presumably eliminating this wide gap in Califor-
nia employment estimates. Reconciliation of national employ-
ment estimates will not occur until this summer.
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1991 through 1993

Department of Finance Economic
Outlook for California and Nation

1991 1992 1993

California Economic Indicators Estimated Projected Projected
Percent change in:

Personal income 1.8% 4.9% 6.9%

Wage and salary employment -3.2 0.6 2.7

Consumer Price Index 4.2 4.2 3.7
Unemployment rate (%) 7.7 7.6 6.7
Residential building permits

(thousands) 109 133 197
New car registrations

(thousands) 1,315 1,380 1,496
National Economic Indicators
Percent change in:

Real GNP -0.6% 1.5% 2.7%

Personal income 3.4 4.8 5.8

Wage and salary employment -0.8 1.0 1.6

Consumer Price Index 4.2 3.6 3.5
Unemployment rate (%) 6.7 6.7 6.2
Housing starts (millions) 0.98 1.11 1.38
New car sales (millions) 8.4 8.8 10.2

DOF'’s estimates of income growth rates for 1992 and 1993 are
positive, but below the growth trends of the late 1980s.

Job Losses to Be Recouped By 1993

During the late 1980s, about 400,000 new jobs were created
each year in California. By 1990, this growth rate had slowed to
300,000 new jobs. Figure 3 shows that the DOF estimates that
Californialost over 400,000 jobs in 1991, and that it will take two
years to make up that loss. In 1992, job growth is expected to be
only 73,000, or less than 1 percent. In 1993, 342,000 additional
jobs are expected, but that will only bring employment back to its

1990 level.

Figure 4 shows the quarterly pattern of the anticipated
increases in employment. The DOF expects the upturn to start
in the first quarter of 1992 and then gain strength during the
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Annual Growth in California Personal Income
1981 through 1993
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Projected Upturn in California Employment
1991 through 1993

Job growth from
prior quarter (in thousands)
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Source: Department of Finance.

second half of the year. This assumption is critical to the
department’s revenue forecast, as it results in a substantial
growth in personal income for 1992 — and therefore higher tax
revenues for 1992-93.

Figure 5 shows the California job gains and losses by type of
industry. Itindicates that 1991 losses were heaviest in construc-
tion, manufacturing, and trade. The DOF estimates that by 1993
only 30 percent of the construction jobs lost the prior two years
will be replaced, and that an even smaller percentage (18 percent)
of the manufacturing jobs will be recaptured. Because of projected
large gains in service employment, however, total employment is
expected to return to its 1990 level by 1993.

Housing Starts to Rebound

Figure 6 shows the number of new housing units constructed
in California and in the nation. The growth in housing units was
especially strong after the 1982 recession. Nationally, they grew
fromaboutamillionunitsin 1982 toan average of 1.7 million from
1983 through 1986, when the rate dropped to about 1.4 million.

Similarly, California had six years in the 1980s when the
number of new housing units was over 200,000. In fact, the




Part Il: Perspectives on the Economy /33

By Industry
1991 through 1993

(inthousands)

California Employment Gains and Losses

1991 1992 1993

Industry (estimated) (projected) (projected)
Construction -106 -16 +36
Manufacturing -103 -16 +22
Transportation, utilities -11 -3 +6
Trade -126 +22 +82
Finance, insurance, and real estate -20 -2 +9
Services -68 +86 +165
Mining -2 +1 +2

Government:

Federal -13 — -3
State and local +40 +3 +20
Totals -408 +73 +342

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

average from 1984 to 1989 was 255,000 units per year. The
housing “boom” of the 1980s held up longer in California than it
did nationally. During 1991, new housing increased modestly on
anational basis, but continued to decline in California (see bottom
part of Figure 6). The DOF forecasts that California’s rebound in
housingwill outpace the nation’s. From 1991t01993, itestimates
an 80 percent increase in California versus a 40 percent increase
nationally.

Car Salesto Accelerate

As shown in Figure 7, car sales both in California and
nationally grew at double-digit rates during the first two years
following the 1982 recession. From 1986 through 1990, California
saleswerefairly steady, averaging ahealthy 1.4 million unitseach
year, while national sales peaked at the beginning and then
steadily declined. During 1991, car sales dropped by 9 percentin
California, and by close to 12 percent nationally. The DOF expects
the rebound in California car sales to be very strong, reaching a
peak in 1993 that is above the level of the late 1980s. Because
national sales dropped further, the DOF expects abigger percent-
age increase, but its level in 1993 would still be below previous
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New Housing Units in California and the United States
1980 through 1993

= California (left axis)

= = =+ United States (right axis)

Annual Units

(in thousands) (in millions)
300 1.8

250 1.6

200 i 1.4
150 1.2

100 1.0

Monthly Units - 1991

(in thousands) (in millions)
140 11
130+

+1.0
120+
110+ 0.9
100

0.8

Source: Department of Finance.




Part Il: Perspectives on the Economy /35

New Car Sales®
1980 through 1993

(inmillions)
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peaks.

HOW RELIABLE IS THE ECONOMIC FORECAST?

Any economic forecast is subject to considerable error, but
particularly so at turning points in the business cycle. Both
California and the nation are now at such a juncture, but at this
time it is unclear how long the transition from recession to
recovery will take. Thus, the basic concern about the
administration’seconomic forecast centersonitsassumed timing
of the recovery, as opposed to the direction in which the economy
is headed.

The most common method used to evaluate an economic
forecast is to compare it with other forecasts. When the budget’s
economic forecast was prepared in November 1991, the
administration’s national forecast was somewhat more pessi-
mistic than the consensus of other forecasters. Since that time,
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most other forecasters have lowered their estimates and are now
more in line with the department. Certain forecasters, however,
such as First Interstate Bank and Bank of America, have higher
state personal income growth figures for 1992. Both of them
relied upon the EDD’s employment figures for last year which
were substantially higher and, therefore, not comparable to, the
DOF's“interim” series. Most other forecasts, with the University
of California at Los Angeles (UCLA) being a strong exception,
called for the upturn to start at least by the middle of 1992, and
then to gain strength in the following year. The DOF's forecast
calls for an upturn to start in the first part of the year and then
gain momentum in the second half. The UCLA forecast, by
contrast, was more pessimistic and stated the upturn would be
delayed until the start of 1993.

Since these forecasts were made, the economy has turned
softer. For example, California employment was weaker in the
fourth quarter of 1991 than anticipated, and it now looks like the
total job loss last year was 460,000, rather than 408,000.

Downside Risks to the Economic Outlook

The budget clearly states that there are downside risks to its
economic forecast. Some of the major ones are:

= Californiaemployment remains stagnant.
= Consumer confidence remains depressed.
= Tight credit holds back business expansions.

< Delays in action on the federal budget and tax changes
defer economic activity.

e Cutbacks in defense orders increase.

Most of the risks point to a possible delay in the recovery,
rather than a further decline in the economy. Therefore, the
main issue is one of timing, rather than what direction the
economy will take. From a revenue estimating viewpoint, the
timing issue is crucial. The DOF anticipated an early upturn,
which would help boost 1991-92 and 1992-93 revenues. To date,
this upturn has not occurred. As aresult, the Legislature should
anticipate a later recovery — with lower revenues — when
making itsinitial plansto balance the budget. By May, we should
have aclearer picture of how deep the 1991 recession actually was
and whether the anticipated recovery has begun.
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Perspectives on State Revenues

This section reviews the budget’s estimates of state revenues,
including our evaluation of the reliability of the revenue forecast.
We firstdiscuss the General Fund revenue forecast, and then turn
to a discussion of the special fund revenue forecast.

The major findings of this part include:

The administration’s economic assumptions lead to a
relatively strong forecast for state revenues. Our assess-
ment of the budget’s revenue forecast is that the Legisla-
ture should anticipate downward revisions of $1 billion in
each of the current and budget years. This is because the
recession appears to have had agreater effect on revenues
attributable to 1991 economic activity than anticipated in
the forecast, and because the economy does not appear to
be recovering as quickly as forecast, thereby reducing the
levels of economic activity and state revenues that can be
expected for 1992.

Inthe longer run, low levels of interest rates and inflation,
and the declines in consumer and business debt, should
provide a solid basis for an economic upturn.






Perspectives on State Revenues

State revenues are divided into two general categories:
General Fund revenues and special fund revenues. Figure 1
summarizes the relative size of these revenue categories and
their major components. As the figure shows, total state rev-
enues are expected to total $58 billion in 1992-93, which is an
increase of $3.1 billion, or 5.7 percent, over total state revenue
collectionsin 1991-92.

State Revenues in 1992-93
(inbillions)
General Fund Total State Revenues Special Fund
Revenues $58billion Revenues
Personal Income Motor Vehicle-Related
Taxes $19.5 Taxes $7.1
Sales and Use Tobacco-Related
Taxes 16.9 Taxes 0.5
Bank and Corporation Sales and Use
Taxes 5.4 Taxes 1.7
All Other 3.9 All Other
Total $45.7 Total $12.42
@Detail does not add to totals due to rounding.
Source: 1992-93 Governor's Budget.

THE FORECAST FOR GENERAL FUND REVENUES

General Fund revenues account for approximately 80 percent
of all state revenue collections. As Figure 1 indicates, the budget
estimates that these collections will total approximately $45.7
billion in 1992-93, and will be derived primarily from three tax
sources: the personal income tax, the sales and use tax, and the
bank and corporation tax. Figure 2 presents the department’s
forecast for General Fund revenues, by source, for the prior,
current, and budget years.
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(dollarsin millions)

General Fund Revenues
1990-91 through 1992-93

Change
Actual Estimated Projected 1991-92 to 1992-93
Source of Revenue 1990-91 1991-92 1992-93 Amount Percent
Taxes
Personal income $16,849 ($18,133 |$19,522 | $1,389 7.7%
Sales and use 13,303 | 16,188 | 16,859 671 4.1
Bank and corporation 4,508 5,017 5,420 403 8.0
Insurance 1,286 1,195 1,217 22 1.8
Estate, inheritance and gift 499 489 540 51| 10.4
Cigarette and tobacco 146 168 188 20| 11.9
Alcoholic beverage 130 332 313 -19| -5.7
Horseracing 106 94 87 -7 -7.5
Subtotals $36,827 $41,616 $44,146 $2,530 6.1%
Other sources
Interest on investments $383 $224 $242 $18 8.0%
Transfers 413 843 368 -475 | -56.4
Abandoned property 254 150 95 -55 | -36.7
Trial court funding — 436 508 72 | 16.5
Other revenues 337 364 314 -50 | -13.7
Subtotals $1,387 $2,017 $1,527 -$490 -24.3%

Totals, General Fund $38,214 $43,633 $45,673 $2,040 4.7%

Figure 2 shows that General Fund revenues in the current
year (1991-92) are expected to total $43.6 billion, which is an
increase of $5.4 billion over the prior year. This increase is
entirely attributable to 1991 legislation which added $6.5 billion
to current-year revenue collections. Without this legislation,
state General Fund revenues would have fallen by $1.1 billion in
1991-92. Onlyonceinthelast50years (in 1987-88) have revenues
actually declined from their prior-year level.

General Fund revenues are expected to grow by approxi-
mately 4.7 percent ($2 billion) in 1992-93 (see Figure 2). This is
a relatively modest rate of growth by historical standards, as
General Fund revenue growth has averaged approximately 8
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percent per year over the last decade. The 4.7 percent rate of
growth, however, is artificially low because of the second-year
impact of the switch to accrual accounting. Excluding this factor
and the effect of the budget’s proposed revenue enhancements,
the increase in underlying revenue is about 8 percent.

Impact of 1991 Legislation

Figure 3 summarizes the effect of the 1991 tax legislation on
anticipated revenue collections for 1991-92 and 1992-93. These
changesare measured fromthe 1990-91 base level of revenues. As
the figure indicates, these tax changes fall into three categories:

e Tax increases, including increased sales, personal in-
come and alcoholic beverage tax rates, the phase-out of
personal income tax exemptions for higher-income tax-
payers, the elimination of sales and use tax exemptions,
andchangesincorporate accounting rules. Thesechanges
add $4.2 billion to estimated current-year revenues and
$4.6 billion to estimated budget-year revenues.

= Accrual accounting, which allows the state to treat
taxes as revenue at the time they are earned, as opposed
to at the time they are actually received. Thischange, the
effectofwhichislargely one-time, will add approximately

General Fund Revenue Changes
inbillions
( ) Changes from 1990-91 Base
$6+ 1991-92 1992-
93
Baseline revenues -$1.1 $2.5
4 1991 tax changes 4.2 4.6
1991 Accruals 1.7 0.2
5 Transfers and other
0-
Bl 1991-92
[ ] 1992-93
-2
Baseline Tax Accruals  Transfers
revenues changes
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$1.7 billion to current-year revenues and $0.2 billion in
the budget year.

Transfersand Other Miscellaneous Changes. Trans-
fers essentially represent idle special fund resources
which are redirected for General Fund purposes by legis-
lative action in the budget. Other miscellaneous changes
primarily include the variousfee, fine, and penalty assess-
ment revenues which must now be remitted to the state
by county governments as part of the trial court realign-
ment legislation enacted in 1991. (See Part V of this
document for a discussion of this legislation.) These
changes account for approximately $600 million of the
current-year revenue increase and $100 million of the
budget-year revenue increase.

As noted earlier, these revenue changes more than offset the
$1.1 billion decline in “baseline” revenues that would have
otherwise occurred in the current year.

Revenue Enhancements Proposedinthe Budget

The Governor's Budget proposes an additional series of
transfers and revenue changes which are anticipated to increase
General Fund revenues by $307 million in the current year, and
by $514 million in the budget year. These include:

Repeal of Small Business Health Tax Credit. State
law will allow, beginning January 1, 1993, small employ-
ers to take a tax credit for part of their costs for providing
health insurance coverage to their employees. The
maximum credit is equal to the greater of $25 per
employee per month, or 25 percent of the amount paid per
month per employee. The budget proposes that this
credit, which has never gone into effect, be repealed in its
entirety, thereby avoiding a revenue loss of $110 million
in the budget year.

Assumption of City Cigarette Tax Revenues. The
state’s cigarette tax revenues (exclusive of those associ-
ated with Proposition 99) have traditionally been shared
between the state (70 percent) and the cities and counties
(30 percent). Last year’s trial court funding legislation
redirected all of the counties’ share of these revenues, and
about one-half of the cities’ share, to the state General
Fund. The budget proposes to redirect the remaining
portion of the cities’ revenues ($26 million) to the General
Fundin 1992-93.
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= Additional Tax Auditand Collections Activities. The
budget proposes to augment the budgets of the state’s two
tax agencies to enable them to conduct additional audits
and collections efforts. These efforts are expected to
generate an additional $32 million in 1991-92 and $125
million in 1992-93.

e Transfer of Lease-Payment Bond Debt Service Re-
serves. The budget anticipates that about $1.2 billion in
existing lease-payment bonds will be refinanced in the
current year, thereby “freeing up” approximately $130
million in debt service reserve funds for transfer to the
General Fund.

e Transferof Tidelands Oil Settlement Revenues. The
recent settlement of an anti-trust lawsuit resulted in
additional revenues to the Special Account for Capital
Outlay. The budget proposes that $120 million of these
funds be transferred to the General Fund in 1991-92.

e Transfer of Funds to Reimburse Rail Bond Debt
Service Costs. The budget proposes to transfer funds
from the State Highway Account ($85 million) and the
Transportation Planning and Development Account ($11
million) in 1992-93 to repay the General Fund for debt
service costs associated with rail bonds authorized by
Propositions 108 and 116.

INDIVIDUAL GENERAL FUND REVENUE SOURCES
The Forecast for Personal Income Taxes

Background. The personal income tax (PIT) is the single
largest General Fund revenue source, accounting for over 40
percent of the total. The tax is imposed on income using a
progressive tax rate schedule ranging from 1 percent to 11
percent, and includes a variety of income exclusions, deductions,
and credits.

The PIT Forecast. Asshown in Figure 4, PIT revenues are
projected tototal $18.1billionin1991-92 and $19.5billionin 1992-
93, which represents an increase of $1.4 billion, or 7.7 percent,
over the projected current-year level. If the effects of the 1991 tax
legislation and the one-time accrual accounting change are
excluded, however, the department’s projection for 1992-93 rep-
resents an increase of almost 11 percent.

Figure 5 shows the major components of the PIT base. It
indicates that almost two-thirds of income tax liabilities are
derived from wage and salary income. Business income, such as
income earned by partnerships and proprietorships, comprises
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Personal Income Tax Changes

(dollarsin millions)
Change
1991-92 1992-93 Amount Percent
Baseline revenues $16,427 | $18,216 | $1,789 | 10.9%
1991 tax changes
Added tax brackets 1,060 849 -211 | -20.0
Federal conformity 277 259 -18 -6.5
Accelerated collections 115 9 -106 | -92.2
Net operating losses (NOL) 79 39 -40 | -50.6
Accrual accounting 175 150 -25 | -15.3%
Subtotals, 1991 tax changes $1,706  $1,306 -$400 -24.4%

ota $18 $19 N 89 %
Personal Income Tax Liabilities
By Source of Income
Salaries Business

and Wages

Capital Gains

Interest and
dividends

Other
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about 13 percent. Capital gains income, which is one of the more
volatile elements of the tax base, accounts for about 8 percent of
total collections.

Figure 6 presents the department’s estimates of changes in
these major components of personal income over the three-year
period 1991 through 1993. These datashow thatdeclinesinall the
major components of income contributed to the depressed overall
levels of personal income in 1991, and thus the drop in 1991-92
baseline tax revenues mentioned earlier. The figure also indi-
cates that a significant rebound in business income and capital
gainsisexpectedtolead the recoveryin1992. Theseincreasesare

Changes in Income Tax Liabilities
1991 through 1993

Income Year
1991 ) 1992 1993
Source of Income
Salaries and wages -2.6% 6.3% 9.3%
Interest and dividends -1.2 5.2 7.5
Business -2.5 15.7 12.0
Capital gains 0.0 17.2 10.0

Totals

Source: Department of Finance

largely responsible for the projected 10.9 percent increase in
baseline revenues for 1992-93. Finally, wage and salary income
is not expected to show substantial gains until 1993.

The Forecast for Sales and Use Taxes

Background. Sales and use taxes are the second largest
source of General Fund revenues, comprising about 37 percent of
the total. Sales and use tax revenues are derived from a 5.5
percent levy on taxable sales. This tax rate was increased by 0.75
percent, from 4.75 percent to 5.5 percent, by 1991 legislation,
including a 0.5 percent temporary levy which will expire on June
30, 1993. That legislation also expanded the tax base to include
such items as candy, snack foods, newspapers, certain aircraft
fuel, and bottled water. In addition to the 5.5 percent state
General Fund tax rate, the state in 1991 began to impose a new
0.5 percent special fund levy to finance health and welfare
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program costs shifted to county governments under the 1991
program realignment legislation.

Local governments also levy sales and use taxes, which are
collected by the state but not treated as state revenues. These
include the basic 1.25 percent Bradley-Burns tax rate levied by
cities and counties, and a variety of other optional 0.5 percent or
0.25 percent tax rates for transportation, education, and general
local government purposes. These local government tax rates
may not exceed 2.75 percent in the aggregate, so the maximum
permissible combined state and local tax rate in the state is now
8.75 percent.

1991 Taxable Sales Were Dismal. Figure 7 traces the

Annual Growth in Taxable Sales
1981 through 1993°

I current dollars
[ ] constant dollars

15%-

10

81 83 85 87 89 91 93

2Excludes impact of 1991 legislation.

annual growth in taxable sales over the last decade. Itshows that
current-dollar sales (excluding the tax base broadeners men-
tioned above) were down by 5.5 percentin 1991. When the effects
of inflation are taken into account, however, the decline is
significantly larger — 8.3 percent. Thatdecline is more than twice
as large as the decline experienced in the 1981-82 recession.
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Change in Taxable Sales
During the Last Two Recessions

Percent change
in constant dollars

20%

15 |:| 1981-82 Recession
- 1990-92 Recession

10 4

-10

1 2 3 4 5 6 7 8 9 10

Quarters following onset of recession

Source: Department of Finance.

Figure 8 compares the quarterly pattern of sales tax receipts
during the current recession and the 1981-82 recession. As this
figure shows, the drop in taxable sales has been deeper and has
lasted longer during the current recession than during the 1981-
82 recession. In addition, the figure shows that the growth in
taxable sales following the end of the current recession is
expected to be more modest than was the case following the
earlier recession.

The current recession has depressed virtually all sectors of
taxable sales. Those suffering the largest declines were motor
vehicle dealers and building supply sellers. These two sectors
account for about one-fourth of all taxable sales. They are
expected to show strong growth as the economy recovers from
the recession.

The steep decline in taxable sales in the current recession
produced a correspondingly steep decline in state sales tax
revenues. Baseline revenues in 1991-92 declined by about $600
million from the 1990-91 levels. To place this in perspective, a
significant year-to-year decline in sales tax revenues has oc-
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Sales Tax Changes
1991-92 and 1992-93

(dollarsin millions)

Change
1991-92 1992-93 Amount Percent
Baseline revenues $12,722 | $13,888 | $1,166 9.2%
1991 tax changes
New tax rates $1,800 2,275 475 | 26.4
Base expansions 421 548 127 | 30.2
Accrual accounting 1,245 148 | -1,097 | -88.1

Subtotals, 1991 tax changes $3,466 $2,971 -$495 -14.3%

ota $16,188 $16,8 $6 4 0

curred only once before in the 59-year history of the sales tax —
in 1938-39.

1991 Tax Changes Boost Collections. Figure 9 shows that
the 1991 sales taxchangeswill increase current-year revenues by
$3.5 billion. About one-half of this increase is attributable to the
higher tax rate, while the shift to accrual accounting is respon-
sible for about one-third of the gain. The tax base broadeners
account for the remainder of the total increase. The size of the
revenue gain attributable to these tax changes declines in 1992-
93 to about $3 billion, primarily because the accrual accounting
change is largely a one-time gain. These data also show that the
department is forecasting a 9.2 percent increase in baseline
revenues for 1992-93, which would restore the level of real taxable
sales to about the same level they were prior to the onset of the
current recession.

The Forecast for Bank and Corporation Taxes

Bank and corporation taxes, the third largest source of
General Fund revenues, are derived primarily from a 9.3 percent
levy on the taxable profits of corporations doing business in
California. These revenues are projected to total $5 billion in
1991-92 and $5.4 billion in 1992-93, which is an increase of 8
percent over the projected current-year level.

Forecast Callsfor Moderate Growth in Profits. Figure 10
compares the growth rates of U.S. corporate profits to those in
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Figure 10

Annual Growth in Taxable Corporate Profits
1981 through 1993
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California over the last decade. As this figure indicates, the
departmentexpects Californiaprofitstoincrease by 9.7 percentin
1992 and 8.1 percentin 1993. The U.S. profits, on the other hand,
are expected to decline by 1.5 percent in 1992 before rebounding
at a rate of 23 percent in 1993. Although there is historically a
high degree of correlation between Californiaand U.S. profits, the
figure shows that California profits have tended to be less volatile
than U.S. profits. Asaresult, California’s profits did not decline
as far during the recession and are projected to grow less rapidly
than the nation’s as the economy emerges from the recession.

1991 Tax Changes Boost Corporate Taxes. Figure 11
shows that the 1991 tax legislation is expected to add approxi-
mately $476 million to corporate tax collections in 1991-92 , and
another $290 million in 1992-93. The bulk of this revenue was
provided by 1991 legislation suspending corporate net operating
loss (NOL.) deductions, which otherwise would have been used to
offset current income. Instead, these corporations will accumu-
late these losses and use them to offset income in years after 1992.
Thissuspension of NOL deductionsis expected toadd $178 million
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Figure 11

Bank and Corporation Tax Changes
1991-92 and 1992-93
(dollarsin millions)
Change
1991-92  1992-93 Amount Percent
Baseline revenues $4,541 | $5,130 $589 13.0%
1991 tax changes
Net operating losses $178 $362 $184 | 103.4
Federal conformity 22 20 -2 9.1
Accrual accounting 276 -92 -368 [-133.3
Subtotals, 1991 tax changes $476 $290 -$186 -39.1%
ota $5,0 $5,420 $40 8.0%

Figure 12

Revenue Impact of Suspending and Extending
Net Operating Loss Provisions
1991-92 through 1995-96
(inmillions)
$400+ [ ] Suspension
Il Extension
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0
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Source: Department of Finance.
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inthe currentyearand $362 millionin 1992-93, which is substan-
tially less than originally anticipated due to lower profit expecta-
tions since the time the changes were adopted.

The 1991 legislation also extended the 1992 sunset date for
NOL deductions until 1997, so that corporations may take tax
deductions beginning in 1993 for both losses generated prior to
1993, and losses generated after that date. Figure 12 shows that
once the suspension is lifted, state revenue losses from NOL
deductions will grow very rapidly, reaching over $500 million in
1995-96.

The switch to accrual accounting, discussed earlier, also has
a significant impact on bank and corporation tax revenues. This
change is expected to add $276 million in the current fiscal year,
but reduce the level of reported income by $92 million in 1992-93.
Minor revenue gains are expected from federal conformity provi-
sionsadopted in 1991, which are primarily changes in accounting
rules. As shown in Figure 11, after accounting for the revenue
effects of the 1991 legislation, baseline revenues are expected to
increase by 13 percent in 1992-93.

Other General Fund Revenues

Other General Fund revenues are projected to decline by $403
millionin 1992-93, from $4.3 billion to approximately $3.9 billion.
This decline is primarily attributable to an extraordinarily high
level of special fund transfers in the current year, which were
undertaken to help balance the 1991-92 budget. The budget
proposes approximately $368 million in special fund transfers for
1992-93, which is less than one-half the level of transfers made in
1991-92.

RELIABILITY OF THE REVENUE FORECAST

California’s economy has now been in the grips of recession
for 19 months, the longest economic downturnsince the 1930s. In
termsof job losses and the impact on state revenues, this has been
the most severe recession since World War 1. From June 1990
through December 1991, over 600,000 jobs were lost in California.
Since January of 1991, when the Governor’s Budget for 1991-92
was first introduced, General Fund revenue estimates for the
current fiscal year have been reduced by approximately $7.5
billion, or 17 percent, and all indications are that further declines
must be expected. Obviously, the economy’s steep decline was not
anticipated by the department’s forecasts last year.

In 1992, accurately forecasting state revenues will be made
more difficult because the state’'s economy appears to be at a
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turning point. Forecasting is most difficult at the peak or trough
of an economic cycle, when economic trends are changing direc-
tion. Prospects are that, in the near-term, economic conditions
will be flat, rather than continuing to deteriorate. In the longer
term, however, the reduction in interest rates, the low level of
inflation, and the declines in business and consumer debt should
provide a solid basis for the beginnings of an economic upturn.

During this period between recession and recovery, the
Legislature should be cognizant of the three major areas of risk
associated with the department’s forecast of revenues. They are:

Was the Recession Deeper Than Estimated by the
Department? Some early indications provided by em-
ploymentand tax collection data, which became available
subsequent to the release of the department’s forecast,
imply that the recession may have been deeper than
estimated. The depth of the recession has adirectbearing
on the amount of personal income and corporate taxes
that will be paid when final tax returns are filed in March
and April. It also would tend to influence the levels of
personal income and corporate profits forecast for 1992
and 1993.

Will the Recovery Be Delayed? The department’s
forecast assumes that the trough of the recession has
already been reached. It forecasts that minor increases
in employment will take place in the first two quarters of
1992, with more significant increases beginning thereaf-
ter. To the extent that job losses continue in early 1992,
revenues in both the current and budget years would be
adversely affected.

Will the Recovery Be As Strong As Forecast? To the
extent that the recovery is more modest than forecast by
the department, return to pre-recession levels of eco-
nomic activity will take longer than anticipated. This
would primarily affect revenues for the budget year.

General Conclusion — $2 Billion Shortfall is Likely

Based upon the most recent economic information available,
we conclude that the department’s revenue estimates are overly
optimistic. Specifically:

Weak Recent Tax Collections. The performance of
state revenue collections for the month of January brought
disturbing news in the form of significantly lower-than-
expected PIT declarations. These payments, which were
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$293 million below forecast, indicate that taxpayers’
incomes from capital gains and business income in the fall
of 1991 were below anticipated levels. The department
expected that these January payments would be higher
than the prior year's level, due to the new higher-income
tax brackets adopted in 1991. Instead, these payments
were 13 percent below the prior-year level. To some
extent, these losses may have been offset by higher-than-
expected, year-end withholding payments that were
received in December. Because corporate estimated tax
payments were also weak, these data provide a strong
indication that the department’s estimates of 1991
economic activity are overstated.

< Employment Losses Continue. The latest estimates of
state employment levels are approximately 60,000 jobs
lower than the levels assumed in the budget forecast for
the current time period. As a result, there is no evidence
at this time that the early upturn anticipated by the
department has begun.

e Trial CourtRevenues Not Materializing. The budget
anticipates receipt of $436 million in 1991-92 and $508
million in 1992-93 from the trial court funding realign-
ment legislation enacted in 1991. This legislation re-
quires counties to transfer significant portions of the fee,
fine, and penalty assessment revenue they receive from
trial court operations to the state. In addition, the
legislation imposed higher fees and penalties which also
must be remitted by the counties to the state. Actual
collections through the end of January show a disturbing
trend—only $77 million has been remitted to date. Some
of this shortfall may be due to cash-flow factors, but we
expect that current- and budget-year receipts will fall
significantly short of the amount expected.

On the basis of these findings, we conclude that the
department’s revenue estimates are likely to overstate actual
collections by approximately $1 billion in each of the current and
budget years. These losses assume a delay in the recovery until
mid-1992, and could increase to the extent that the recovery is
delayed until later in the year. Thus, for the Legislature’s initial
planning purposes, we conclude that revenue collections for the
two-year period will be approximately $2 billion below the amount
forecast in the Governor’s Budget.
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Special Fund Revenues
1990-91 through 1992-93
(dollarsin millions)
Change
Actual Estimated Projected 1991-92 to 1992-93
Source of Revenue 1990-91 1991-92 1992-93 Amount Percent
Motor Vehicle Revenues
License fees (in lieu) $2,215| $2,975 | $3,124| $149| 5.0%
Registration,
weight and other fees 1,296 1,426 1,527 101 7.1
Fuel taxes 1,988 2,481 2,489 8| 0.3
Subtotals $5,499 $6,882 $7,140 $258 3.7%
Other sources
Sales and use taxes $536 | $1,477 | $1,726| $249 | 16.9%
Cigarette taxes 600 540 496 -44 | -8.2
Interest on investments 269 251 260 9 3.6
Oil and gas revenues 101 171 56 -115 |-67.3
Beverage container fees 267 291 378 87 | 30.0
All other 1,538 1,671 2,315 644 | 38.5
Subtotals $3,311 $4,401 $5,231 3$830 18.9%
otal, Specia d $8,810 $ 83 $ $1,088 9.6%

THE FORECAST FOR SPECIAL FUND REVENUES

Figure 13 presents the department’s forecast for special fund
revenues in the prior, current, and budget years. These data
indicate that special fund revenues are projected to total $11.3
billionin1991-92 and $12.4 billionin 1992-93, which isan increase
of $1.1 billion or 9.6 percent. These revenue levels reflect
additional legislative changes enacted in 1991 related to program
realignment, including the new 0.5 percent state sales tax rate
and a revision to the depreciation schedule which is used to
determine Vehicle License Fee (VLF) payments. Motor vehicle
registration and driver’s license fees alsowere increased, with the
revenues dedicated for existing motor vehicle-related law
enforcementactivities. Finally, the figure also shows the fuel tax
rate and other fee revenue increases attributable to Proposition
111(1990).

Figure 14 indicates that about 58 percent ($7.1 billion) of all
special fund revenues are motor-vehicle related. These sources
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Figure 14

1992-93 Special Fund Revenues
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include the VLF ($3.1billion), fuel taxes ($2.5 billion), and vehicle
registration, weight, and other vehicle fees ($1.5 billion). Sales
and use taxes and Proposition 99 cigarette taxes account for about
18 percent of total revenues. A wide variety of other minor
revenue sources account for the remaining $3 billion of special
fund revenues.

How Are Special Fund Revenues Used?

Special Fund revenues are used for a variety of purposes, and
most of them are dedicated to specific uses. For example:

< Motor-vehicle related revenues are used for various pro-
grams, many of which are related to transportation. Over
one-half of these revenues are transferred to local govern-
ments for use in a variety of programs, including street
and road maintenance and mass transit purposes. The
remainder is used for state programs relating to transpor-
tation and vehicle use, including support of the Depart-
ment of Motor Vehicles (DMV), the California Highway
Patrol (CHP), the Departmentof Transportation (Caltrans),
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Figure 15

Motor Vehicle Fee Revenues
1991-92 and 1992-93

(dollarsin millions)

Change
1991-92 1992-93 Amount Percent
Vehicle license fees
Local discretionary revenues $2,263 | $2,368 $105 4.6%
Local realignment revenues 712 756 44 6.2
Subtotals $2,975 $3,124 $149 5.0%
Other fees
Motor vehicle registration $760 $833 $73 9.6%
Driver's licenses 100 112 12 12.0
Weight fees 527 541 14 2.7
Other fees 39 41 2 5.1
Subtotals $1,426  $1,527 $101 7.1%
Totals $4,401 $4,651 $250 5.7%

and the Air Resources Board (ARB).

= Revenues raised by the tobacco-related taxes imposed by
Proposition 99 are distributed tovarious state accounts, to
be used for health and natural resources-related purposes.

= Oil and gas revenues are used primarily to fund capital
outlay projects, although they have been increasingly
used for General Fund purposes in recent years.

Motor Vehicle Fee Revenues Show Modest Gains

Motor vehicle fees will total approximately $4.7 billion in
1992-93, an increase of $250 million, or 5.7 percent, over esti-
mated current-year revenues. Figure 15 shows that the largest
component of these fees is the VLF, most of which is subvened to
cities and counties for their General Fund purposes. The new
depreciation schedule adopted in 1991 is expected to raise $712
millionin 1991-92 and $756 million in 1992-93, and these revenues
will be subvened to counties for program realignment purposes.

Motor vehicle registration fees were increased by $5 per
registration, effective January 1, 1992. This change will provide
about $60 million of additional revenue in 1992-93. The Governor
also is proposing to extend the existing $1 per vehicle temporary
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Motor Vehicle Fuel Revenues
1991-92 and 1992-93

(dollarsin millions)

Change
1991-92 1992-93 Amount Percent

Pre-Proposition 111

Gasoline $1,182 | $1,193 $11 0.9%
Diesel fuel 153 166 13 8.5
Subtotals $1,335 $1,359 $24 1.8%
Proposition 111 revenues
Gasoline $842 $982 $140 16.6%
Diesel fuel 107 133 26 24.3
Subtotals $949  $1,115 $166 17.5%
Accrual Accounting
Gasoline $175 $12 | -$163 | -93.1%
Diesel fuel 22 3 -19 -86.4
Subtotals $197 $15 -$182 -92.4%
Totals $2,481  $2,489 $8 0.3%

surcharge, raising another $13 million in 1992-93. These rev-
enues are deposited in the Motor Vehicle Account (MVA).

Driver’s license fees were increased by $2, effective January
1,1992. Thischange will produce an additional $12 million for the
MVAduring 1992-93.

Motor Vehicle Fuel Taxes Show No Growth

Figure 16 indicates that the budget forecasts virtually no
change in fuel tax receipts. The flat forecast is, however, the
combined resultofsignificantincreasesin Proposition 111 fuel tax
revenues offset by the second-year effect of the switch to accrual
accounting.

As shown in Figure 16, baseline gasoline tax revenues are
expected to increase by less than 1 percent, while diesel fuel tax
revenues are expected to grow by 8.5 percent. Diesel fuel
revenues fell by over 7 percent in 1990-91, largely reflecting the
recession’s impact on the trucking industry.
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Proposition 111 increased fuel tax rates by 5 cents per gallon,
effective August 1, 1990, with an additional 1 cent-per-gallon
increase occurring in each of the next four years on January 1.
Figure 16 shows that these rate increases will add $166 million to
revenue collections for 1992-93.

Realignment Revenuesto Rebound

The realignment legislation adopted in 1991 imposed a new
0.5 percent sales tax and increased the VLF depreciation sched-
ule, as discussed above. These revenues are deposited in the
Local Revenue Fund and subvened to counties to fund the health
and welfare costs transferred to them from the state. As shown
in Figure 17, the department estimates that realignment rev-
enues will total $2,062 million in the current year, which is about
$150 million less than the amount anticipated when the realign-
ment legislation was enacted. Revenues for 1992-93, however,
are expected to be $2,336 million, an increase of $274 million or
13 percent. Thisamountis sufficient to fund all of the allocations
of incremental or “growth” revenues anticipated by the 1991
legislation. (For afurther discussion of the realignment program,
please see Part V of this document.)

Figure 17

Local Revenue Fund Revenues
1991-92 and 1992-93

(dollarsin millions)

Change
1991-92 1992-93 Amount Percent
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Part IV

Perspectives on State Expenditures

This section reviews the budget’s overall spending plan. We
begin with a discussion of the budget proposal in the context of
recent trends in state spending. Our major findings include the
following:

The budget proposes an increase of $1.9 billion, or 3.5
percent, instate spendingin 1992-93 compared with 1991-
92 spending (adjusted for a one-time accounting change).

State spending as a percentage of personal income has
increased, especially in the current year. The budget
would reverse thistrend in 1992-93, based on its economic
assumptions.

Among the programs with significant portions of total
state spending, those with above average spending growth
since 1986-87 are Corrections; Business, Transportation
and Housing; Health; and Welfare. The rate of spending
growth for both K-12 and Higher Education has been less
than the overall average.

Spending from special funds has been growing more than
twice as fast as General Fund spending.

We thendiscuss the following major expenditure proposalsin
the 1992-93 budget and present a number of issues that each of
them raises for legislative consideration:

Welfare reform.
Medi-Cal reductions.

Renters’ tax credit repeal.
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= State employee compensation savings.

< Higher education savings.

= Proposition 98 education funding.

= Enterprise special district tax shift to schools.
= Lease-payment bond refinancing.

e The “trigger” — including an overview of the
implementation of the trigger reductions and other
unallocated reductions in the current year.




An Overview of State
Expenditure Trends

Figure 1 shows state expenditures from 1982-83 through
1992-93 from the General Fund and special funds in both “current
dollars” (amounts as they appear in the budget) and “constant
dollars” (currentdollars adjusted for the effects of inflation). This
adjustment relies upon the Gross National Product (GNP) im-
plicit price deflator for state and local government purchases of
goods and services. The GNP deflator is a good general measure
of price increases for the types of goods and services that state and
local governments buy, and it allows comparisons of the “purchas-
ing power” of state spending over time.

State Spending®
Current and Constant Dollars
1982-83 through 1992-93b

(inbillions)

Current Dollars

$60- [ ] Special Funds Projected
[ ] General Fund —
Constant

7 1982-83 Dollars

— | Total Spending

40+ — — —
— General Fund
1 Spending

[ —— —_—

\[\/

20+

83 84 8 86 87 88 89 90 91 92 093

2 Excludes bond funds and federal funds.
b Data is for fiscal years ending in years shown.
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Proposed 1992-93 total state spending (in current dollars) is
$56.3 billion, an increase of $0.9 billion, or 1.6 percent, compared
with estimated spending in 1991-92. Almost 90 percent of the
additional spending would be from special funds; General Fund
spending would remain essentially flat.

The comparison of spending between 1991-92 and 1992-93 is
distorted, however, by an accounting change implemented in the
current year for the Medi-Cal program. This change accrues
charges for Medi-Cal services that have been provided before the
end of the fiscal year, but which have not yet been paid. Previ-
ously, Medi-Cal spending was counted on a cash basis. The effect
of this accounting change is to inflate General Fund spending by
$1 billion on a one-time basis in 1991-92. After eliminating the
distortion caused by this accrual accounting adjustment, total
spending increases by $1.9 billion, or 3.5 percent, in 1992-93, and
General Fund spending increases by $1.1 billion, or 2.6 percent.
Spending growth, however, would not be sufficient to fully offset
the anticipated rate of inflation, which the budget estimates will
be 4.1 percentin 1992-93. Consequently, total 1992-93 spending
in constant dollars would decline slightly (by about 0.5 percent).
Taking population growth intoaccount, per capitaspendingwould
decline by 2.8 percent in constant dollars.

The budget proposal represents a significant slowdown in
spending growth compared with trends over the period illustrated
in Figure 1. During this period, spending has more than doubled,
growing at an annual rate of 8.5 percent. After adjusting for
inflation, spending still grew at an annual rate of 4.1 percent.

Spending in Relation to the State’s Economy. Figure 2
shows for the same period how state spending varies as a
percentage of total California personal income (which is an
indicator of the size of the state’'s economy). From 1982-83
through 1990-91, Figure 2 shows that total state spending in-
creased slowly as a percentage of personal income — from 7.3
percentto 7.8 percent. Growth inspecial fund spending accounted
for all of this increase, since General Fund spending as a percent-
age of personal income remained the same in 1990-91 as in 1982-
83 (6.4 percent).

The current year, however, has seen a sharp rise in total
spending as a percentage of personal income, which has grown
from 7.8 percent in 1990-91 to 8.6 percent in 1991-92 (8.4 percent
excluding the Medi-Cal accrual adjustment). This rapid growth
results from the combination of two factors. First, tax increases,
fund transfers, and accounting changes enacted to help solve the
1991-92 budget funding gap provided a total of $9.1 billion of
additional resources (as then estimated) to sustain spending
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State Spending As a
Percentage of Personal Income
1982-83 through 1992-93
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growth in 1991-92. Second, the recession has greatly reduced
growth in personal income compared with pastyears. In 1992-93,
however, budget projections indicate that state spending will
decrease as a percentage of personal income because proposed
spending grows very little while personal income resumes mod-
erate growth, based on the budget’s assumption of an economic
recovery in early 1992.

State Spending by Program Area

Figure 3 shows the distribution of the proposed $56.3 billion
0f 1992-93 state spending among the state’s major program areas.
Both General Fund and special fund expenditures are included in
order to provide a meaningful comparison among program areas,
since special funds provide the bulk of the support in some areas
(suchastransportation). Also, funding shifts between the General
Fund and special funds would distort comparisons that did not
include all state funds (for example, the current-year shift of a
portion of health and welfare spending to a special fund for state-
local program realignment).

The program area groupings used in Figure 3 reflect the
traditional groupings used in the Governor’s Budget, with two
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Total State Spending
By Major Program
1992-93

Resources/ N
Environment Total spending
Other programs $56.3 billion

Legislative, Judicial,
and Executive

Business,
Transportation )
and Housing K-12 Education

Youth & Adult
Corrections

Welfare
Higher Education

Health

modifications. Specifically, spending on health and welfare
programs has been divided to show spending in each of these two
major program areas. Also, the category “other programs”
combines spending in the General Governmentand the State and
Consumer Services categories, since both include a wide range of
general governmental activities.

Figure 3showsthat K-12 education receives the largest share
of proposed state spending from all funds — 32 percent. When
higher education is included, the share rises to 43 percent. The
next largest shares of spending are for health programs (15
percent) and welfare programs (14 percent).

Spending From Bond Proceeds and Federal Funds. Debt
service on general obligation bonds and on lease-payment bonds
is included in spending for the appropriate programmatic areas,
as are direct expenditures on capital outlay projects from the
General Fund or special funds. This gives a more complete
picture of the current allocation of spending among programs.
Spending from bond proceeds has not been included in these
figures, however, because bond proceeds do not represent a
current state cost. Instead, the cost of bond programs is reflected
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when the debt-service payments are made. The budget estimates
that the state will spend $4.1 billion of bond proceeds in 1992-93,
aboutone-halfof which will be for educational facilities. The state
also proposes to spend $25.2 billion of federal funds in 1992-93.
The largest portions of these funds are for federal contributions
to health and welfare programs ($15.9 billion), education ($5.9
billion), and transportation ($1.8 billion).

Spending Growth by Program

Figure 4 compares the annual growth rate of state spending
for each program area during the period 1986-87 through 1992-93
with the overall rate of growth in expenditures from state funds.
The figure shows that the two areas with the most rapid growth
were Legislative, Judicial, and Executive programs and Natural
Resources and Environmental Protection programs. However,
these two areas represent only 6.4 percent of state spending in
1992-93. Increased spending for Natural Resources and Environ-
mental Protection programs reflects the rapid growth in fee-
supported programs, such as beverage container recycling and

Comparison of Annual Growth
Rates
For Major State Program Areas
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All State Funds@ Growth rate

of total spending (7.2%
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waste management. It also reflects the recent reorganization
that created the California Environmental Protection Agency,
which shifted into the Environmental Protection category spend-
ing on certain programs that previously had been included in the
Health and General Government categories. The reason for the
high growth in spending on Legislative, Judicial, and Executive
activities is that the state took over a major role in funding trial
courts during this period.

Among the larger program areas, the most rapid growth
(more than 11 percent annually) occurred for Youth and Adult
Corrections and for Business, Transportation and Housing. The
growth of corrections spending reflects increases in the inmate
population and the cost of paying off bonds used to finance prison
construction. Growth in spending for Business, Transportation
and Housing programs primarily is due to increased transporta-
tion spending financed by the gasoline tax increases authorized by
Proposition 111, and to the implementation of a new residential
earthquake insurance program financed by a surcharge on insur-
ance premiums.

As shown in Figure 4, spending on Health and Welfare
programs (including state-local realignment funds) between 1986-
87and 1992-93 hasbeen growing atannual rates of 9.3 percentand
7.9 percent, respectively, compared with overall annual state
spending growth of 7.2 percent. Moreover, spending growth in
Health and Welfare programs has a significant effect on budget
totals, since these programs account for 28 percent of total 1992-
93 state spending. In contrast, spending on both K-12 Education
and Higher Education has grown more slowly than overall
spending. The very low rate of growth of spending on other
government programs is somewhat misleading because it re-
flects, in part, the budgeting practice of counting in this category
all of the statewide savings that have not yet been allocated to
specific programs, such as savings from proposed salary reduc-
tions and reduced retirement contributions. The low growth rate
also reflects the proposed elimination of the renters’ tax credit,
which is a tax relief program included in General Government
spending.

Comparison of General Fund
and Special Fund Spending

Of the $56.3 billion of total proposed state spending in 1992-
93, the budget indicates that the General Fund will provide $43.8
billion, or 78 percent, while special funds will provide the remain-
ing $12.5 billion.

General Fund Spending. The budget proposes to increase
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General Fund spending in 1992-93 by 2.6 percent (after adjusting
for the Medi-Cal accrual change). In contrast, General Fund
spending grew at an annual rate of 6.8 percent between 1986-87
and 1991-92. We estimate that General Fund spending would
have to grow by an additional $3.3 billion in 1992-93 in order to
maintain current levels of state-supported services. Conse-
guently, the budget reflects a significant reduction in the level of
services to be provided from the General Fund.

Special Fund Spending. The budget's proposed $12.5
billion of special fund expenditures represents an increase of $808
million, or 6.9 percent, compared with estimated spending from
special funds in the current year. This increase is roughly the
amount needed to offset inflation and population growth in 1992-
93.

The Growing Importance of Special Funds. The budget
projects that special funds will provide 22 percent of total state
spending in 1992-93. In contrast, special funds provided only 15
percent of total state spending in 1986-87. Figure 5 compares the
annual growth rates of spending from the General Fund and from
special funds during the period 1986-87 through 1992-93, both in

Annual Growth Rates of General Fund
And Special Fund Spending
1986-87 through 1992-93

15%+
12
9 |
. | |
3 N .
Special Funds
General Fund

Current dollars Constant dollars
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current dollars and in constant (inflation-adjusted) dollars. As
shown in the figure, General Fund spending has grown at an
annual rate of 5.7 percent. Adjusted for inflation, however,
General Fund spending has grown by only 1.2 percent annually,
which is less than the annual rate of population growth during
this period (2.4 percent). Spending from special funds, however,
has grown at an annual rate of 14 percent in current dollars, or
9.3 percent in constant dollars. Consequently, rapid growth in
special fund spending has enabled total annual spending to grow
at 7.2 percent, while General Fund spending growth has been
very modest.

Figure 6 shows the major increases in special fund spending
programs that have taken place since 1986-87, and the amount of
spending attributable to them in 1992-93. All of these spending
increases are financed by increased taxes or new fees that are
dedicated tospecificuses. The $4.8 billion of new spending shown
in Figure 6 represents more than two-thirds of the total increase
in special fund expenditures from 1986-87 to 1992-93.

Major Increases in Spending
From Special Funds Since 1986-87

(inmillions)

Amountin 1992-93

New tax revenues dedicated to state/local

realignment of health and welfare programs $2,336
Increased gasoline tax money for

transportation authorized by Proposition 111 1,116
Cigarette and tobacco surtax dedicated

primarily to health programs by Proposition 99 524
Beverage container recycling fees 350
Residential earthquake insurance surcharges 311
Underground storage tank cleanup fees 77
Waste management fees 74

Total $4,788




Major Expenditure Proposals
in the 1992-93 Budget

Asdiscussed in Part One, the prolonged recession and result-
ing revenue shortfall have placed the state in adeficitsituationin
the current year and severely reduced anticipated revenues in
1992-93. In light of these fiscal restraints, the budget's General
Fund expenditure proposals are predominantly spending reduc-
tions or shifts of program costs to other funding sources. Figure
7 lists the major budget-balancing expenditure proposals in the
budget and indicates whether legislation or federal action is
needed to implement them, as well as the timing assumed by the
budget. The amounts of savings shown in Figure 7 are budget
estimates.

In this section, we discuss several of the most significant
spending proposals inthe budget. For more information on many
of these major spending proposals and our findings and recom-
mendations concerning them, please see the corresponding por-
tion of the Analysis of the 1992-93 Budget Bill.

WELFARE REFORM

Caseloadsin Aid to Families with Dependent Children (AFDC)
have been rising rapidly in recent years. The budget estimates
that the number of people assisted will increase by 11 percentin
the current year. Spending on AFDC will total $5.9 billion ($2.9
billion General Fund), an estimated increase of only 1 percent.
One major reason for the slower growth of spending is that a 4.4
percent reduction in the maximum aid payment (MAP) was
adopted as partofthe 1991-92 budget package. Another reasonis
that some funding for AFDC was shifted to counties under the
realignment of state-local health and welfare programs.

Our analysis of the AFDC budget proposal in 1tem 5180 of the
Analysis of the 1992-93 Budget Bill discusses some of the factors
that have contributed to the recent caseload growth and that
make estimating future caseload and spending growth difficult.
These factors include:

e The Economy. Unemployment caused by the recession
hasincreased AFDC caseloads, but the specific portion of
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Summary of Major Budget-Balancing
Proposals in the 1992-93 Governor’s Budget
(dollars in millions)
Federal
Legislation  Action Effective Savings

Proposal Required? Required? Date 1991-92 1992-93
Welfare Reform

10 percent grant reduction yes yes 3/1/92 $71  $282

Transitional grant reduction yes yes 3/1/92 — 245

Additional children on aid yes yes 3/1/92 — 16

Out-of-state resident limits yes yes 3/1/92 1 13

Eliminate pregnancy benefits yes no 3/1/92 6 40
Other Social Services

SSI/SSP Food Stamp cash-out yes no 711/92 — 73

IHSS service level reduction yes no 711/92 — 47

County administration COLA no no 7/1/92 — 20

Foster Care COLA yes no 711/92 — 4
Medi-Cal

60-day inpatient limit yes no 711/92 — 61

Long-term care reimbursements yes no 8/1/92 — 28

Eliminate optional benefits yes no 6/1/92 8 101

Use Prop 99 for perinatal services yes no 7/1/91 60 63

Crossover claims no no 10/1/92 — 31
Other Health

Shift costs to SLIAG funds no yes 7/1/91 185 218
Education

Reduce 1991-92 funding level yes no 6/30/92 183 —

Shift local property taxes to schools  yes no 6/30/92 — 347

Increase UC student fees no no 711192 — 60

UC/CSU COLAs no no 711/92 — 343
Judicial

Freeze trial court funding no no 711/92 — 143
Transportation

Reimburse debt-service costs budget no 711/92 — 96
Tax Relief

Eliminate Renters’ Credit yes no 12/31/92 — 376
Shared Revenues

Eliminate City Cigarette Tax Funds yes no 6/30/92 — 27
Employee Compensation

5 percent salary rollback yes no 1/1/92 74 148

Health benefit contribution rollback yes no 6/30/92 — 54
Debt Service

Refinance lease-payment bonds no no 1/1/92 145 45
Tax Expenditures

Repeal health insurance tax credit yes no 12/31/92 — 110
Transfers

Elk Hills settlement yes yes  6/30/93 — 45

SAFCO settlement funds budget no 6/30/92 120 —




Major Expenditure Proposals in the 1992-93 Budget / 75

the caseload growth thatis due to this factor is uncertain.
To some extent, the current caseload growth will moder-
ate when the economy improves. However, structural
changes also have occurred in the job market, which
make the extent of a recovery’s effect on caseload uncer-
tain.

e Undocumented and Newly Legalized Persons. Chil-
dren born in the U.S. are eligible for AFDC assistance,
although their parents may be undocumented or recently
legalized immigrants who are not eligible. This “citizen
children” portion of the caseload has been growing rapid-
ly. Legalized immigrants, themselves, will become eli-
gible for AFDC benefits in 1992-93, when their five-year
exclusion period ends.

= Growth in Disabled SSI/SSP Caseload. The state’s
other major welfare program, SSI/SSP, provides grants to
poor elderly or disabled persons. The SSI/SSP disability
caseload has been growing at 7 percent annually, and
many of these adults have children who qualify for AFDC
grants.

Proposal

The Governor has proposed an initiative measure for the
November ballot entitled the “Government Accountability and
Taxpayer Protection Act of 1992,” which would make significant
changes in the AFDC program. The budget proposes statutory
enactment of these same AFDC provisions in time for imple-
mentation on March 1, 1992, so that savings would begin in the
current year.

Figure 7 lists the major AFDC grant changes proposed by the
Governor, and the budget’s estimate of the net General Fund
savings of each. The budget estimates savings of $78 million in
1991-92 and $596 million in 1992-93 due to these AFDC changes.
Most of the Governor’s proposed changes could not be imple-
mented without waivers of existing requirements from the fed-
eral government, as noted in Figure 7. The major proposals are
summarized below.

GrantReductions. Thebudget proposesa10-percentreduc-
tion inthe MAP for the first six months thatafamilyisonaid, and
anadditional reduction of 15 percentin the MAP after six months
for families with an able-bodied adult. (These cuts would be in
addition to the 4.4 percent MAP reduction in the current year.)
However, the “need standard,” which is the basis for determining
grantamounts up to the MAP would not be changed. Consequent-
ly, the MAP reduction would have the most impact on those
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recipients who currently receive the full MAP — primarily
nonworking recipients. Benefit amounts for recipients who
receive less than the MAP (for example, those with earnings that
reduce their aid amount) would be less affected or not affected at
all. The 10 percent reduction would reduce the monthly MAP for
a family of three (currently $663) by $66, partially offset by an
increase in food stamps of $20 (provided by the federal govern-
ment) due to the reduced grant size. The 15 percent reduction
would reduce the MAP by an additional $90, partially offset by a
$27 increase in food stamps.

Maximum Family Grant. The Governor’'s proposal would
eliminate increases in the MAP (which varies with family size) for
children conceived while a family is on aid.

Residency Requirement. The proposal would limitgrantsto
persons who move to California from other states. During their
first 12 months of residence, they would receive the lesser of their
California grant or the MAP amount in their former state.

Elimination of Pregnancy Benefits. The budget proposes
to eliminate all AFDC pregnancy-related payments. This would
eliminate grants currently provided to pregnantwomen who have
no other children but who would qualify for regular AFDC grants
if they did, aswell as an additional $70 monthly grant provided to
these women and to other pregnant women who are regular
AFDC recipients.

Requirements for Teen Parents. The budget calls for the
establishment of a new Cal Learn program for teen parents on
AFDC. Monthly grantswould be increased or decreased by $50 for
parents under age 19, based on their school attendance. Teen
parents under age 18 would be required to live with their parents,
guardian or an adult relative in most cases in order to receive
AFDC.

Job Club. The budget proposes to spend $15 million (plus
matching federal funds) for a new program (not included in the
initiative measure) to fund workshops on basic job skills that
AFDC recipients could attend on a voluntary basis during their
initial sixmonthson aid. The budget also earmarks $4 millionin
employment training funds and federal funds to help welfare
recipients find jobs.

In addition to the direct savings due to grant reductions and
elimination of benefits, the budget also includes a net savings of
$75 million in 1992-93 from a reduction in welfare dependency.
The administration assumes that the job clubs and increased
work incentives due to the proposed changes in the grant program
will enable more welfare recipients to obtain employment and
reduce or eliminate their dependence on aid.
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Issuesfor Legislative Consideration

The goals of the budget proposal are to achieve current and
future savings and to enhance the self-reliance of AFDC recipients
sothey can find jobs, improve their living standard, and contribute
to the state’'s economic growth. The budget proposes to accom-
plish these goals by (1) reducing the size of grants, (2) increasing
incentives and opportunities for AFDC recipients to work or
continue their education, and (3) removing perceived incentives
inthe current system for women on aid to have more children and
for AFDC recipients to move to California. However, the proposal
raises several significant issues.

Impact on Families. Will the reduced grant amounts be
adequate to cover the basic living costs of families, especially in
high-cost urban areas?

Effectivenessof Work Incentives. Will the grantreductions
and the job clubs program provide adequate incentives and
opportunities for employment to AFDC recipients in order to
achieve the dependency savings that is assumed in the budget?
Also, employment may not be feasible or cost-effective for many
recipients (for example, women with several young children
requiring child care). Our AFDC budget analysis evaluates the
work incentives in the budget proposal and presents several
alternative approaches to increasing work incentives that better
reflect the job readiness of AFDC parents.

Consistency Among Welfare Programs. The budget does
not propose any reduction in state benefits to the poor elderly,
blind or disabled under the SSI/SSP program (other than a shift
from cash to food stamps for a portion of the benefit). Presumably,
one reason for this different treatment is a presumption that SS1/
SSP recipients are not able to work and so cannot supplement
their benefits with earnings. However, some SSI/SSP recipients
are able towork, at leaston alimited basis, and program revisions
to increase work incentives for those SSI/SSP recipients also
could be explored.

Timing and Feasibility. Asshown in Figure 7, many of the
proposed AFDC changes require waivers of existing federal
requirements. They also require enactment of state legislation to
authorize the changes and administrative and regulatory actions
to implement them. The budget assumes implementation of the
basic grant reductions by March 1, 1992, and implementation of
all of the proposals by July 1, 1992. This schedule appears to be
too optimistic, given the number of steps involved, the complexity
of some of the issues, and administrative requirements. Further-
more, courtchallenges could impose unanticipated delays. Conse-
guently, the Legislature should take these factors into accountin
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estimating the realistic level of savings that adoption of the AFDC
proposals could achieve during the current and budget years.

MEDI-CAL

The California Medical Assistance Program is ajoint federal-
state program which is intended to assure the provision of
necessary health services to public assistance recipients and to
other individuals who cannot afford to pay for these services
themselves. Federal laws establish a set of minimum eligibility
criteria and the basic scope of benefits to be provided, and the
states may provide for additional categories of eligibility and
benefits at their discretion. Funding for most services provided
under California’s program is split equally between the state and
federal governments.

Proposal

The budget proposes to eliminate some existing optional
benefits, limit hospital stays, reduce certain provider payments,
and shift some costs from the General Fund to Proposition 99
funds. Each of these changes is discussed below.

Eliminate Some Optional Benefits ($109 million).
California’'s Medi-Cal program currently provides recipients with
many services that are not required by federal law, although the
federal government does provide matching funds to states that
choose to offer them. The budget proposes to eliminate the
following optional services starting June 1, 1992, for a savings of
$7.6 million in 1991-92 and $101 million in 1992-93:

e Adultdental care.

= Chiropractic, acupuncture, podiatric, outpatient psycho-
logical, and occupational therapy services.

= Services provided at independent rehabilitation centers
and blood banks.

= Certain medical supplies.

LimitHospital Stays ($61 million). The budget proposes to
limit Medi-Cal payments for in-patient hospital stays to a maxi-
mum of 60 days each year for most recipients. This limit would
save $61 million, according to budget estimates.

Reduce Some Provider Payments ($65 million). Some
rates paid for long-term care would be reduced, for an estimated
savings of $28 million. Currently, all long-term care facilities in
each “peer group” of facilities are reimbursed at the group’s
median cost. The budget proposes to pay a lower rate to facilities
whose costs are less than the median. In addition, provider
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payments will be reduced for some hospitals that serve beneficia-
ries who are eligible for benefits under both Medi-Cal and
Medicare (the federal health program serving the elderly and
disabled). Rates for hospital inpatient services vary between the
two programs. The budget proposes to save $31 million by
implementing administrative procedures to compare rates for
these “crossover” beneficiaries to ensure that the combined Medi-
Cal and Medicare payments do not exceed the Medi-Cal rate.
Finally, the budget proposes to save $6.2 million by reducing the
mark-up allowed on certain medical supplies, and by obtaining
lower prices on high-volume drugs that are available from com-
peting manufacturers.

Shift Costto Proposition 99 Funds ($123 million). Since
1989-90, pregnantwomen with incomes of up to 185 percent of the
federal poverty level have qualified for perinatal benefits under
Medi-Cal. Originally a state option, eligibility for these women
andinfantsis now federally required. Programs supported by the
Cigarette and Tobacco Products Surtax established by Proposi-
tion 99 provide perinatal services to women with higher incomes
(up to 250 percent of the poverty level). The budget proposes to
shift $123 million of the cost of the “185 percent” perinatal
program from the General Fund to Proposition 99 funds ($60
million in 1991-92 and $63 million in 1992-93).

IssuesforLegislative Consideration

The Medi-Cal proposals raise the following issues for consid-
eration:

Potential for Cost Shifting. In some cases, savings to the
Medi-Cal program could result in shifting costs to other Medi-Cal
services or to other health programs. For example, the limit on
Medi-Cal payment for inpatient hospital days would force hospi-
tals, including county hospitals, to absorb the cost of more
extended stays for patients who require longer inpatient care.
Elimination of adult dental care could result in untreated dental
problems that later require more expensive emergency medical
treatment. The Legislature should examine the cost-shifting
potential for the optional services proposed to be eliminated, in
order to determine the actual savings that can be expected and
alternatives for preventing shifts to services with greater costs.

Loss of Federal Matching Funds. Medi-Cal savings also
reduce federal matching funds. Thiscould be aparticular problem
in any instances in which Medi-Cal limitations shift costs to
programs that are supported only by state or local funds, such as
indigent health care.
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Access to Care. Reducing payments to providers could limit
the ability or willingness of some to accept Medi-Cal patients. This
could reduce access to care for beneficiaries and also could shift
additional costs to counties, which are the providers of last resort.

Questionable Use of Proposition 99 Funds. The provisions
of Proposition 99 (1) restrict the use of moniesin the Cigarette and
Tobacco Products Surtax accounts and (2) prohibit the use of some
of these funds to match federal funds. The Legislative Counsel
advises that the budget proposal violates both of these require-
ments, and consequently, voter approval of a ballot measure to
amend Proposition 99 will be necessary before this proposal can
be implemented.

RENTERS’ TAX CREDIT

The renters’ credit is a personal income tax credit that is
available to qualifying Californians who are not homeowners.
Unlike other tax credits, however, the renters’ credit is fully
refundable — meaning that renters are entitled to the full
amount of the credit, even if their tax liability is less than the
amount of the credit. Persons who have no tax liability may file
aseparate claimfor the credit. For budgeting purposes, the entire
cost of the credit, including the revenue loss, is counted as
spending.

From 1979 through 1989, the amount of the credit was $137
(joint) or $60 (single). In 1990, the maximum credit was reduced
t0$120. Aspartofthe 1991-92 budget package, Ch117/91 (SB 169,
Alquist) limited eligibility (until 1996) for the credit to renters
with incomes less than $41,000 (joint) or $20,500 (single). Previ-
ously, there had been no income test for the credit. The budget
estimates that almost two-thirds of the cost of the credit currently
isfor the “refundable” portion (payments in excess of tax liability).

Thecredit'srationale isthatitcomplements the homeowners’
property tax exemption by offsetting a portion of the property tax
burden that landlords pass through in rents to tenants. Article
X111, section 3(k), of the California Constitution entitles home-
owners to a property tax exemption worth about $75 annually
(state subventions offset this local revenue loss), and it requires
the Legislature to increase the amount of the renters’ income tax
credit if it increases the homeowners’ exemption above this
amount. However, the State Constitution does not specifically
require the continuation of the renters’ credit.

Proposal

The Governor’s Budget proposes that the renters’ tax credit
be completely eliminated, effective for the 1992 income year, for
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an estimated savings of $376 millionin 1992-93. (Anappropriation
of $30 million is proposed in 1992-93, however, to pay any
remaining claims for 1991.)

Issuesfor Legislative Consideration
This proposal raises the following policy issues.

Relationship With Homeowners’ Tax Relief. Historically,
the renters’ program has been tied to the Homeowners' Property
Tax Relief program. The budget proposal “unlinks” the two
because the homeowners’ property tax exemption would remain
in place (a constitutional amendment would be needed to elimi-
nate it).

Distribution of Tax Burden. Since the renters’ credit
benefits only persons with low or modest incomes, its elimination
would make California’s personal income tax less progressive;
that is, lower-income persons would pay a higher percentage of
their incomes in taxes.

STATE EMPLOYEE COMPENSATION SAVINGS

Traditionally, the budget includes funds for cost-of-living
adjustments (COLAs) for state employees. In addition, under
existing law, the state generally covers cost increases for em-
ployee health benefits. Specific pay and benefit changes for most
state employees, however, are negotiated between the Depart-
ment of Personnel Administration and the employee organiza-
tions in collective bargaining. Agreements that result from this
bargaining are embodied in memoranda of understanding (MOUSs)
that, when ratified by the Legislature, become contracts between
the state and the employee groups.

In addition to COLAs, state civil service employees are
entitled to a one-step (generally about 5 percent) merit increase
each year until they reach the top step in the salary range of their
job class (most classes have four or five steps). Compensation for
faculty and other employees of state higher education institutions
(suchasthe University of Californiaand California State Univer-
sity) is addressed separately in the budgets of those institutions.

In order to help resolve the 1991-92 funding gap, the 1991
Budget Act did not provide any salary COLA or any funds for
health benefit costincreases (the latter currently estimated at $58
million from the General Fund). Moreover, the Budget Act
included an unallocated General Fund reduction of $351 million
in Control Section 3.90 to reflect anticipated savings from staff
reductions and salary cuts, and from increasing the employee
share of benefit costs. However, the courts have held that the
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administration may not reduce pay or benefits for represented
employees in the absence of legislation specifically authorizing
the cuts or of MOUs agreeing to the cuts.

Asof February 1992, none of the employee collective bargain-
ing units had agreed to the salary reductions or benefit rollbacks.
As a result, the salary and benefit cuts have been implemented
only for managers and supervisors to date, and most of the savings
that have been realized have been achieved through departmen-
tal spending reduction plans that have eliminated positions and
shifted some costs to other funding sources. Even with these
actions, $118 million of the budgeted savings remains unrealized.

Proposal

In addition to providing no COLA for 1992-93, the budget
assumes General Fund savings of $221 million (including $74
million in the current year), based on extending the 5 percent
salary cut to all employees as of January 1, 1992. Special funds
also would realize savings totaling $97 million. In addition, the
budget proposes to roll back state health benefit contributions in
1992-93 to their 1990-91 level and to freeze dental contributions
at 1991-92 levels, for a General Fund savings of $54 million.
Although the budget’s savings estimates were calculated using
these specific proposals, the budget document indicates that the
administration is willing to explore alternative ways to improve
the cost-effectiveness of employee salary and benefit programs.

Issuesfor Legislative Consideration

Realistically, some employee compensation and benefit sav-
ingswillalmost certainly be apart of the adopted 1992-93 budget.
However, the specific proposals in the budget raise several issues,
and there are many alternative ways to achieve savings in these
areas that the Legislature may wish to consider.

Implementation Questions. The proposed salary and ben-
efit cuts raise a number of issues. If the pay cut were applied
uniformly to the existing pay classifications, employees at less
than the maximum step in their class would not have their
currentsalary reduced, since their meritincrease would offset the
pay cut. However, employees who currently are at the top step
would have their pay cut. In addition, pay cuts would make the
state a less competitive employer in high-cost urban areas, but
would not have as much impact in many rural areas where jobs
are scarcer and usually pay less.

Alternative Ways to Achieve Savings. There are at least
three primary alternatives to the proposed salary and benefit
rollback, as follows:
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< Furloughs. Rather than reduce salary rates, employees
could be furloughed. Employees might be furloughed one
or two days per month or, alternatively, for two or three
weeks during the year. This approach also would reduce
the total salaries of state employees, but they would
receive time off in return. However, the additional time
off would reduce levels of service to some extent and may
not be feasible in some cases, such as for 24-hour care
facilities that require specific levels of staffing.

= Flexibility. Allowing employees more flexibility in the
selection of benefits, such as by offering a “cafeteria plan,”
might provide employees with more value at lower cost to
the state.

< Reducethe Number of Employees. Rather than reduc-
ing the salaries and benefits of all state employees, the
Legislature could achieve savings by eliminating lower-
priority programs and the positions currently in those
programs. Thiswould help maintain employee productiv-
ity in high-priority programs, but it could require layoffs
in terminated programs.

HIGHEREDUCATION

California’s system of public higher education is the largestin
the nation and serves approximately two million students. This
systemisseparated into three distinct segments—the University
of California (UC) with 9 campuses, the California State Univer-
sity (CSU) with 20 campuses, and the California Community
Colleges (CCC) with 107 campuses. The UC awards bachelors
degrees and a full range of graduate and professional degrees. It
generally accepts students in the top eighth of their high school
class. The CSU primarily awardsbachelors degrees and generally
accepts students in the upper third of their high school class. The
CCCoffer basicskillsandcitizenship instruction, and avariety of
academic and occupational programs.

Proposal

General Fund support for the UC and the CSU will total $3.8
billion in 1992-93, an increase of 1.4 percent compared with the
current year. We estimate that this amount is $343 million less
than the amount needed to fully fund salary and price increases,
and to replace instructional equipment.

About $93 million of the $219 million funding shortfall for the
CSU would be covered by a student fee increase that has been
tentatively adopted by the CSU trustees. This fee increase was
not assumed in the budget, but was put forth as an option for the
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trustees to consider. The UC'’s shortfall of $124 million would be
$60 million larger if not for a student fee increase assumed in the
budget and recently adopted by the UC Regents.

We estimate that the number of students that can be served
at the CSU in 1992-93 will fall 12,000 short of projected full
enrollment under the state’s Master Plan for Higher Education.
Despite the UC's budget shortfall, however, the system will be
able to serve all Master Plan-eligible undergraduates and in-
crease graduate enrollments in 1992-93.

The budget provides full funding for community colleges
consistent with Proposition 98 requirements.

IssuesforLegislative Consideration

The budget proposal and actions by the UC Regents and the
CSU trustees have relied in large part on student fee increases to
mitigate the need for additional General Fund support. Thereare
many other approaches, however, for the Legislature to consider.
For instance, the Legislature could reevaluate the enrollment
goals set forth in the Master Plan. Reduced enrollment goals
would allow the CSU and the UC to provide a high-quality
education to a smaller number of students than contemplated in
the Master Plan without augmenting their budgets. Below, we
identify other restructuring ideas for the Legislature to consider
that would not require changing Master Plan goals.

Redirect UC Faculty Workload to Teaching. Research
and other activities outside of regular teaching occupy a signifi-
cant amount of faculty time at the UC. Requesting UC faculty to
reduce the time spent on these activities in order to increase the
number of courses taught from the current five courses to six
could resultinannual savings of approximately $47 million. (The
CSU administration and California Faculty Association are cur-
rently planning to reduce faculty teaching workload by one unit
per year in 1992-93. This workload reduction would exacerbate
the course selection problem currently facing students.)

Make More Effective Use of Community Colleges. It
currently costs the state considerably more to educate a student
at the UC and the CSU than at a community college. A policy
whereby the UC and the CSU would admit qualified freshmen but
redirect a portion of them, on a voluntary basis, to enroll in a
specific community college would allow the state to provide a
given level of enrollment at less cost.

PROPOSITION 98

Proposition 98 established minimum funding levels that the
state must provide for K-14 education in each year. Generally,
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thisis determined based on one of three so-called “tests.” Specifi-
cally, the minimum funding level is equal to the greater of:

e Testl—Percentage of General Fund Revenues. This
is defined as the 1986-87 percentage of General Fund tax
revenues provided K-14 education — about 40 percent.

e Test2—Maintenanceof Prior-Year Funding Levels.
This is defined as the prior-year level of total funding for
K-14 education from state and local tax sources, adjusted
for enrollment growth and for growth in per capita
personal income.

Inlow revenue years, defined asyears in which General Fund
revenue growth, measured on a per capitabasis, is more than one-
half percentage point below the growth in per capita personal
income, the minimum funding guarantee is based on:

e Test 3— Adjustment Based on Available Revenues.
This is defined as the prior-year level of total funding for
K-14 education from state and local tax sources, adjusted
for enrollment growth and for growth in per capita
General Fund tax revenues, plus one-half of 1 percent of
the prior-year level. However, the per-pupil funding
increase that results from this formula must be at least
equal to the increase in per capita expenditures for all
other General Fund-supported programs. This per-pupil
funding floor (the so-called “equal pain, equal gain” provi-
sion) was intended to ensure that K-14 education is
treated no worse, in years of low revenue growth, than
are other segments of the General Fund budget.

Other provisions of Proposition 98 allow the minimum fund-
ing level to be suspended by the Legislature and establish
“maintenance factors,” which provide for restoration of funding
levels in years following suspension or low revenue growth.
These provisions ensure that any reductions in K-14 funding
levels below those called for by the Test 1 or Test 2 formulas are
only temporary in nature. For a more complete discussion of
these provisions and additional background on Proposition 98
funding levels, please see the Overview of K-12 Education in the
Analysis of the 1992-93 Budget Bill.

Proposal

The Governor’s Budget proposes full funding for Proposition
98, albeit at a slightly reduced level for the current year relative
to the amount approved in the 1991 Budget Act. As aresultof a
decline in state revenues, funding for the current year would be
reduced from $18.4 billion to $18.2 billion, to generate savings of
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$183 million in 1991-92. Budget-year funding would amount to
$18.5 billion from the General Fund, based on the Test 2 formula
described above, and assuming that the Governor’s proposal to
transfer property tax revenues to the schools from enterprise
special districts is approved by the Legislature. (For a review of
this proposal, please see the discussion of enterprise special
districts, which is the next budget proposal that we discussin this
part.)

Current Year. The reduction in current-year funding pro-
posed by the budget is made possible by a $2.8 billion reductionin
current-year tax revenues. This revenue reduction has the effect
of lowering the amount of funding required under Proposition 98.
Because of the current-year revenue shortfall, the 1991-92 budget
appropriation now exceeds the minimum funding requirement by
$183 million. This amount is proposed to be “loaned” to school
districts in the current year (when it would be spent by the
districts), but counted towards the state’s 1992-93 funding guar-
antee.

In1990-91, revenue reductions occurring after the adoption of
the budget reduced the minimum required funding level below
the amount appropriated in the budget, and the Legislature
“shifted” these excess appropriations forward across fiscal years to
help fund the 1991-92 funding guarantee. That shiftissimilar to
the one proposed in the budget.

Budget Year. The budget indicates that the 1992-93 mini-
mum funding level is determined on the basis of Test 2. In
combination with restoration payments carried over from 1991-
92, this results in a total state funding requirement of $18.5
billion, an increase of $283 million, or 1.5 percent, over the
proposed current-year level of state support. However, when
local funding is included, the total amount of the Proposition 98
guarantee amounts to $25.4 billion in 1992-93, which is an
increase of $842 million, or 3.4 percent. The relatively low rate
of growth in the total guarantee reflects a negative adjustment for
per capita personal income: -0.95 percent.

Issuesfor Legislative Consideration

Our analysis indicates that there are several issues that the
Legislature may wish toconsider in evaluating the administration’s
proposal for funding the Proposition 98 guarantee. These include:

Revenue Estimates May Decline Further. Earlier in this
document, we present our evaluation of the administration’s
estimates of current- and budget-year revenues. As that discus-
sion concludes, there is a significant risk of further declines in
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revenue for both years, and such declines could lower the
minimum required funding level in both 1991-92 and 1992-93.

= 1991-92. Reductionsinthe revenue estimates for 1991-92
would directly affect the amount of funding required by
Proposition 98 for 1991-92. We estimate that each $100
million of revenue reduction reduces the funding require-
ment by $57 million.

e 1992-93. Reductionsin the revenue estimates for 1992-93
will lower Proposition 98 requirements only to the extent
that they exceed $1.5 billion. Assuming that the current
year funding level is reduced by $183 million as proposed
in the budget, a revenue reduction in excess of approxi-
mately $1.7 billion could eliminate the 1992-93 restora-
tion payment requirement, for a savings of $240 million.
Revenue reductions of $2.2 billion or more would resultin
a switch to the Test 3 formula, and further reduce the
guarantee amount.

Revenue reductions do not, by themselves, require K-14
spending reductions. The Legislature could, however, consider
reductions in K-14 appropriations in line with reductions in the
Proposition 98 minimum funding requirements in order to help
accommodate the impact of revenue reductions in other, non-K-
14 education portions of the budget.

Accrual Accounting Adjustment Could Increase Flex-
ibility. Even if further revenue reductions do not materialize,
the Legislature may wish to spread the required expenditure
reductions beyond the program areas chosen by the administra-
tion in its proposals to balance the budget. One option for
accomplishing this is to change the way that revenues generated
in 1991-92 by a switch to accrual accounting are treated for
purposes of Proposition 98.

State General Fund revenues were augmented in the 1991-92
year by changing the way that the state accounts for revenues.
Specifically, this change allows the state to count revenues as
“received” when they are earned instead of at the time they are
physically received by tax collection agencies. The effect of this
change isaone-time increase in 1991-92 General Fund revenues
of $1.7 billion.

When the 1991-92 budget was enacted in July of 1991, the
Legislature never explicitly addressed the issue of whether these
one-time revenues should count as General Fund tax revenuesin
determining the level of the guarantee. There was no need to
decide the issue because, at the level of revenues anticipated at
the time, excluding or including them had no impact on the
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amount of the 1991-92 guarantee. The revenue reductions
identified in the budget, however, have altered this situation, so
that the treatment of the accrual revenues could make a signifi-
cant difference in the computation of the current-year funding
guarantee.

We estimate that excluding the one-time accrual revenues —
which would require the enactment of legislation —would reduce
the 1991-92 guarantee by $945 million. This amount would be in
addition to any savings occasioned by further reductions in the
estimates 0f 1991-92 General Fund revenues. Capturing the full
amount of these savings in 1991-92 could be extremely difficult,
because it would likely cause severe financial problems for school
districts that have few options to reduce their expendituresin the
current year. The Legislature could, however, increase the
amount of funds that may otherwise be shifted from 1991-92 to
1992-93 by up to $945 million. Thiswould increase the amount of
one-time savings in the education area available to address
spending pressures in other areas of the budget, but it also would
reduce the amount of K-14 spending proposed for 1992-93.

ENTERPRISE SPECIAL DISTRICTS

According to the State Controller’s Office, there are 5,195
special districts in California. The Controller divides these
districts into two categories: nonenterprise districts (3,654) and
enterprisedistricts (1,541). Nonenterprise districts provide many
types of governmental services (for instance, fire protection and
street lighting) and pay for their activities with local property tax
revenues, user charges, and property assessments. Enterprise
districts, on the other hand, are operated like businesses. They
provide services — such as waste disposal and water delivery —
that can be charged to specific households or businesses. Enter-
prise districts receive 95 percent of their total revenues from user
charges and about 4 percent from property taxes; however, the
mix of these revenue sources varies markedly between districts.

Proposal

The budget proposes to redirect $347 million of property tax
revenuein 1992-93 from special districtswith enterprise activities
to K-14 school and community college districts. The net effect of
this redirection would be to reduce state General Fund expendi-
tures for education, thereby freeing money for other General
Fund programs.

Under existing law, airport, electric, harbor and port, waste,
and water enterprise districts will receive about $347 million in
local property tax revenues in 1992-93. The distribution of these
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revenues among districts is shown in Figure 8. The Governor
proposes to modify the existing statutory property tax allocation
formula (AB 8) to permanently redirect these special districts’
property tax revenues to K-14 school districts. (Property taxes
levied in excess of the 1 percent rate for general obligation bonds
would be exempt from the transfer.) Although K-14 school
districts would receive a greater share of local property taxes
under this proposal, total revenues for K-14 education would not
increase. Under the terms of Proposition 98 (Tests 2 and 3),
increases in K-14 districts’ property tax revenues decrease the
state’s funding obligation for K-14 education onadollar-for-dollar
basis. This proposed shift of property tax revenue, therefore,
would resultin $347 million in revenue losses to enterprise special
districts and $347 million in savings to the state’s General Fund.
Enterprisedistricts could potentially offset property tax losses by
increasing user fees and/or property assessments — or by lower-
ing costs.

Issuesfor Legislative Consideration

Our review indicates that the concept of redirecting property
tax revenues away from enterprise districts has merit. From an
economic standpoint, it is generally more efficient and equitable
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to finance enterprise services from user fees rather than general
taxes, such as the property tax. The Governor's proposal,
however, poses several significant policy questions for the Legis-
lature to consider.

Impact on Service Delivery. As Figure 9 indicates, the
majority (70 percent) of enterprise special districts do not receive
any property taxes, or depend on these taxes for less than 10
percent of their total revenues. These districts, therefore, are
unlikely to be significantly affected by the proposed redirection of
property taxes.

A minority of districts, however, depend on property tax
revenues extensively to provide services. For example, property
taxes represent more than a quarter of all revenues to 177
districts — and more than one-half of all revenues to 46 districts.
Atthetimethisanalysiswas prepared, itwas notclear (1) whether
these property tax-dependent districts have the legal and/or
practical ability to raise fees (or lower costs) in time to offset the
proposed revenue loss or (2) the extent to which they rely upon
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property taxes to repay long-term debt (other than general
obligation bonds). If these districts cannot act quickly to replace
their lost property tax revenues, the districts and their creditors
may face significant financial uncertainty — and businesses and
residents could risk disruptions in important services.

If the Legislature is inclined to approve the proposed shift, it
may wish to consider options for mitigating the negative effects of
the revenue loss to districts. For example, the Legislature may
wish to provide a minimum amount of property tax revenues to
districtswhich otherwise would be unable to repay long-term debt
or meet service-related contractual obligations, such as the
delivery of water. Alternatively, the Legislature could specify
that the transfer of property taxes be phased inover several years
— with no district losing property taxes representing more than
25 percent of its total revenues in the first year. We estimate that
this approach would redirect about $277 million, instead of $347
million, of property tax revenue to K-14 districts in 1992-93.

Who Should Benefit From the Redirection of Property
Tax? Property taxes traditionally have been considered to be a
local tax. Revenues from property taxes are allocated to local
agencies — counties, cities, K-14 districts, redevelopment agen-
cies, and special districts. While the concept of redirecting
property tax revenues from enterprise special districts has merit,
it is not clear why the state should be the beneficiary of this
transfer of local funds—rather than local agencies. Although the
state is facing considerable fiscal troubles, many local agencies,
particularly counties, are experiencing fiscal crises analogous to
the state’s.

How Accurate is the Budget’'s Estimate of Savings? Our
analysis indicates that the total amount of revenues to be
transferred from enterprise districts to K-14 school and commu-
nity college districts may be significantly more — or less — than
the budgeted amount. The reasons for this uncertainty are
twofold.

= Reliance on Two-Year Old Data. The administration
relied upon self-reported, unaudited, two-year old datain
making its estimate. The administration assumes that
the number and territorial boundaries of these enterprise
districts have remained the same since 1989-90 (district
dissolutions or city annexations of district territory gen-
erally reduce district property tax allocations). Finally,
the administration further assumes that, on average,
property tax revenues in the enterprise districts have
grown at the same rate as property tax revenues gener-
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ally. While these assumptions represent the best data
available, the resulting estimate of $347 million may have
a significant margin of error.

e Homeowners’ Property Tax Relief (HOPTR) Not
Counted. Our analysisindicates that the budget does not
account for the transfer of about $9 million in HOPTR
funds from enterprise districts to K-14 school districts.
The HOPTR funds are state reimbursements for taxes
lost to local agencies due to the homeowners’ exemption.
If enterprise districts do not receive property taxes, the
districts will no longer be eligible for HOPTR funds.
These tax relief funds would be credited, instead, to K-14
districts. The budget, however, does not reflect this
transfer of HOPTR funds to K-14 school and community
college districts.

Given the above, the $347 million estimate may well under-
state or overstate the transfer of revenues between enterprise
districts and K-14 school and community college districts, but it
appears to be reasonable given the data limitations noted above.

LEASE-PAYMENT BOND REFINANCING

The state has generally used two types of debt instruments to
finance its long-term capital outlay requirements. General obli-
gation bonds are voter-approved bonds backed by the full faith and
credit of the state, and the annual debt service on these bonds is
paid from a continuous statutory appropriation. Lease-payment
bondsare authorized by the Legislature in statute, and are backed
only by the projects they are used to finance. The debt service on
these bondsisessentially paid from annual budget act appropria-
tions to the departments or agencies that use the facilities
financed from these bonds.

The budgetindicates that the state’s debtservice paymentsin
1992-93for general obligation bondswill amount to approximately
$1.5 billion. Debt service for lease-payment bonds will be consid-
erably less, but still a substantial amount at approximately $213
million.

Proposal

The 1992-93 Governor’s Budget indicates that the administra-
tion will attempt to carry out a refinancing of nine outstanding
lease-payment bond issues, including eight issued by the State
Public Works Board and one issued by the Los Angeles State
Building Authority. The nine issues have bonds outstanding in
the approximate principal amount of $1.25 billion. The proposed
refinancing would resultin two forms of “cash-flow” savings to the
state:
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e Released Debt-Service Reserve Funds ($130 million),
which represent cash presently held in reserve as security
under the terms of the outstanding bonds. These funds
are proposed to be transferred to the General Fund in
1991-92.

e Deferral of Debt-Service Payment Obligations ($60
million), whichrepresentsthe amountof state funds that
would be required toservice thedebtin 1991-92 and 1992-
93 on these outstanding bonds in the absence of the
refunding proposal. These savingswould be generated by
structuring the replacement bond issue so that no debt-
service payments are required until mid-1993.

According to the State Treasurer’s Office, the state would need to
issue atotal of $1.5billionin new bonds to replace the $1.25 billion
inoutstanding lease-payment bonds. Debt-service requirements
would increase over the life of the bond issue by a total of $312
million. No legislative action is required to implement the
refinancing proposal; however, the State Treasurer mustagree to
carry it out.

Issuesfor Legislative Consideration

The administration’s refinancing proposal raises serious fis-
cal and policy questions for the Legislature to consider. Although
legislative action is not required for its implementation, the
proposal has consequences that the Legislature should address.

Increased Long-Term Costs. As noted above, the State
Treasurer’s fiscal analysis of the refinancing proposal indicates
that the state’s debt-service costs over the next 20 years would be
increased by $312 million. This exceeds the total short-term
savings of $190 million anticipated by the budget, and results in
aloss in present value terms of approximately $18 million. This
type of transaction would thus exacerbate the state’s long-term
fiscal imbalance.

Potential Market Impacts. According to the State
Treasurer’s Office, this proposal also could have negative conse-
guences for future state bond issues. These include the potential
impact on borrowing costs that could result from an additional
sale of $1.5 billion of state bonds in the marketplace. Further-
more, the proposal could have negative effects upon investor
perception of the state’s fiscal management practices because it
amounts to a reliance on long-term debt financing to support
current state operational expenditures.
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THE“TRIGGER”

Background. Chapter 458, Statutes of 1990 (AB 2348, Willie
Brown), established a “trigger” mechanism that automatically
reduces appropriations when anticipated General Fund revenues
fall more than one-half percent short of the amount required to
fund a “workload” budget. Chapter 458 requires the Director of
Finance to estimate revenues and workload budget requirements
by May 21 each year inorder to determine whether the trigger will
be “pulled.” Unless the Commission on State Finance refuses to
certify the general accuracy of the Director’s calculations, Gen-
eral Fund appropriations for the new fiscal year are reduced on
July 1.

Generally, the trigger reduces appropriations by the percent-
age by which revenues fall short of a workload budget, up to a
maximum of 4 percent. However, constitutionally required
spending— Proposition 98 spending, debt service, mandates, and
homeowners’ tax relief — is exempt from trigger reductions.
Exempt spending makes up a substantial portion of the budget
(almost one-half). For the state’'s major entitlement programs
(including AFDC and Medi-Cal), the trigger reduction cannot
exceed the amount of any statutory cost-of-living adjustment
(COLA).

Existing law (Ch 1209/90 — AB 756, Isenberg) defines the
workload budget as the budget-year cost of currently authorized
services adjusted for changes in enrollment, caseload, or popula-
tion. Inaddition, adjustments are made for statutory COLAS, new
laws, constitutional requirements, court or federal mandates,
general price increases, merit salary adjustments, and some
additional technical factors.

The Trigger and Other Unallocated Reductionsin 1991-
92. The trigger was pulled in 1991-92, but, rather than have the
trigger operate automatically, the 1991 Budget Act contained
specific trigger reductions in most General Fund appropriations.
These trigger reductions totaled $802 million, consisting of
$243 million from the suspension or reduction of COLAs, $210
million from eliminating funds for price increases and merit
salary adjustments, and $349 million from other unallocated
reductions in appropriations specified in the budget.

In addition to the trigger cuts, departments were required to
take additional unallocated reductions totaling more than $300
million:

= About$233 million of the employee compensation savings
required by Section 3.90 has been distributed among
departments for them to allocate by reducing positions or
other means.
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= Section 1.20of the 1991 Budget Act increased the amount
of the original unallocated reductions reflected in the
budget, for a General Fund savings of $37 million.

 Departments must redirect approximately $46 million of
General Fund support within their budgets to cover
additional health benefit costs for rank and file employees
that the Governor vetoed in the budget.

Together with the unallocated portion of the trigger reduc-
tions (all but the COLA-related reductions), state departments
and programs are absorbing a total of about $875 million of
unallocated reductions in the current year.

Trigger Reductions Varied Widely. The amount of the
trigger reduction applied to each department or program was
calculated by the Department of Finance, based on its estimate of
aworkload budget for that department or program and a variety
of technical considerations. The actual reductions varied consid-
erably in percentage terms. For example, the trigger reduction
amount was 1.4 percent of the General Fund support appropria-
tion for the Department of Parks and Recreation, but 3 percent of
General Fund support for the Department of Forestry and Fire
Protection. Some departments or programs, such as the Horse
Racing Board, which are not directly supported by the General
Fund, were not subject to trigger reductions, although reductions
in their costs would have benefitted the General Fund.

Implementation ofthe 1991-92 Unallocated Reductions

Most departments that are subject to the trigger reductions
and other unallocated cuts have prepared reduction plans to
implement those cuts. However, the specificity and completeness
of those plans varies greatly. For example, the State Water
Resources Control Board prepared a specific plan thateliminates
several programs. On the other hand, at the time that this review
was prepared, the Department of Food and Agriculture had no
specific proposal for achieving $4.3 million of its unallocated
reductions. Our review of the plans presented by the departments
indicates that a variety of approaches have been used to imple-
ment the cuts. We discuss these approaches below.

Eliminate Unnecessary Staff or Functions. In some
cases, departments have identified unneeded resources that they
can eliminate without adversely affecting programs. For ex-
ample, the Department of Mental Health plans to save $2.8
million by eliminating 53.9 personnel-years of staff budgeted for
patient care of mentally disordered offenders in state hospitals.
The department has determined that these positions are excess
to its actual staffing needs and that the reduction will have “no
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impact” on patient services. The Department of Mental Health
also will eliminate 51 administrative positions that are no longer
needed because of workload reductions due to the realignment of
state-local health and welfare programs. An unanticipated slow-
ing in the growth of the inmate population has enabled the
Department of Corrections to achieve almost $28 million of its
unallocated reductions without taking any action.

Use New Money. New funding sources, such as federal
grants, that were not included in the budget have enabled some
departments to absorb a portion of their cuts without reducing
programs. For example, the Department of Education replaced
$677,0000f its $7.2 million unallocated reduction with new federal
Child Care Block Grant funds.

Shift Costs to Others. Some General Fund savings were
achieved by shifting costs previously borne by the General Fund
to special funds, other agencies, or to local government. The
Department of Housing and Community Development, for ex-
ample, has shifted $322,000 from the General Fund to other
funding sources by allocating the costs of its policy development
and legislative units to all of its funding sources instead of
supporting them solely from the General Fund. The Department
of Education is reducing some special education assessment
services at the state diagnostic schools, which could require
school districts to obtain outside diagnostic services at district
expense. The Resources Agency has shifted mostofits unallocated
reduction to the departments within the agency by requiring
them to support agency staff with reimbursements.

Eliminate Programs. Although program reductions are
common, eliminating programs is a much less frequent response
tounallocated cuts. As discussed above, this approach was used,
in part, by the State Water Resources Control Board, which is
eliminating its review of leak tests conducted by owners of
landfills as well as its activities related to Proposition 65.

Reduce Program Services or Level of Effort. Thisisone
of the more frequent methods of implementing the unallocated
cuts, and often shows up in departmental plans as “miscellaneous
savings,” or simply “funding reductions.” Insome cases, however,
the reductions are specific. For example, the Department of
Justice is scaling back its “Crack Down on Cocaine” program and
the Youth Authority is reducing financial assistance available to
parolees. The Department of Health Services is eliminating
certain fraud-related investigations of drug utilization. The
Departmentof Alcoholic Beverage Control is reducing compliance
and enforcement efforts by closing five of its 23 district offices. In
some instances, these reductions may simply eliminate low-
priority program components or force programs to operate more
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efficiently. In other cases, however, program services may be
reduced significantly or programs may be reduced to a “caretaker”
status.

Defer Costs. Some departments have identified deferrals of
spending within their unallocated reduction plans. The Military
Department, for example, plans to defer maintenance of armor-
ies, and it and many other departments are deferring equipment
purchases. Insome cases, deferrals can increase costs in the long
run, such as when lack of maintenance requires major repairs
later on. Deferrals can make sense if permanent reductions
require additional time to implement. However, they may just
postpone real decision making. Given the tight budget situation
for 1992-93, many of the cost deferrals identified in the current
year will be further extended.

Avoid Layoffs. Another frequent approach is to avoid the
need for layoffs by using hiring freezes, or by reducing equipment
and contract budgets. The Department of Social Services has
identified savings of $5.3 million in the current year, for example,
from a hiring freeze. This approach generates savings with the
leastimpact on existing staff, but with the disadvantage that there
is little or no control over programmatic impacts. Savings will be
generated wherever vacancies occur, rather than in those areas
with the lowest priority. Likewise, across-the-board equipment
and contracting reductions may create significant problems for
some programs or activities while hardly affecting others. Thus
far, departments have succeeded in avoiding major layoffs to meet
their reductions. As of January 1992, layoffs totaled only 125
employees statewide, one-half of whom were in the Military
Department.

Proposal

The budget proposes to suspend operation of the trigger in
1992-93 (thisisdonein Section 1.25 of the 1992 Budget Bill). The
Governor’s Budget Summary presents the following justification
for suspension:

After many successive years of “unallocated” or “across-the-
board” cuts, most state programs and departments have made
substantial reductions in the level of services. Further reductions
of this sort will simply reduce the effectiveness of remaining
programs.

How Much Would the Trigger Save in 1992-93? We
estimate that the trigger reductions would total $823 million, or
just slightly more than the amount of trigger reductions in the
current year.
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Issuesfor Legislative Consideration

Our review of the executive branch’s implementation of the
1991-92 unallocated reductions supports the following findings,
which the Legislature should consider in evaluating the
administration’s proposal to suspend the trigger for 1992-93.

Many Program Reductions and Some Eliminations
Occurred. Clearly, most departments could not absorb
the reductions by merely trimming “fat”; instead, most
reduced services or scaled back programs and, in some
cases, eliminated programs.

PrioritiesWere Primarily Determined at the Depart-
mental Level. Most of the decisions concerning how to
implement the unallocated reductions were made at the
department level, with some input from agency secretar-
ies. As a result, there was little coordination and no
overall strategy.

Effects Are Spread Throughout State Government.
The trigger reductions and other unallocated cuts were
applied to most departments supported by the General
Fund. Departments tended to spread the reductions
around internally, rather than eliminate major programs,
in part because there was no change in their statutory
program requirements.

Some Reductions May Have Hidden Costs. Reductions
at the Department of Health Services will result in the
loss of $4.5 million of federal matching funds, for example,
and deferring necessary maintenance and equipment
purchases could increase future costs.

The Full Impact of the Cuts Cannot Be Determined.
Some of the cuts have not been identified yet, but those
that have include general hiring freezes and other types
of broad reductions. Often, it will not be possible to
specifically identify the impact of these cuts.

In our December Policy Brief entitled The State’s Fiscal
Problem, we recommended that one of the principles that the
Legislature should use in resolving the 1992-93 budget problemis
to make choices, rather than across-the-board cuts, for essentially
the same reasons cited by the administration. We believe that the
findings above continue to support that recommendation. The
trigger mechanism is incompatible with the need for the Legisla-
ture to make broad priority choices this year in order to balance
the budget while maintaining the state’s most important pro-
grams and services.




The 1991-92 State and

Local Program Realignment
Overview and Current Issues

What Steps Should the Legislature Take to Ensure the
Effective Implementation of Realignment?

Summary

The 1991 realignment legislation represents a fundamental
change in the state and county fiscal relationship. This legislation
included three major components: (1) program transfers from the
state to the counties, (2) changes in state/county cost-sharing
ratios for nine social services and health programs, including
AFDC, and (3) an increase in the state sales tax and the vehicle
license fee earmarked for support of the programs. Thus, the
legislation did not give counties discretion to use these revenues
for any local purpose, nor did it make the realigned programs
discretionary.

The legislation includes a number of programmatic and fiscal
reforms. It also addressed the state’s budget gap to some extent.
In the near term, this was due primarily to the revenue increase
to support the county’s share of realigned program costs. In the
longer term, the legislation’s reforms could result in a more
significant contribution to closing the state’s structural budget
gap than would have been achieved through a tax increase alone.

The Legislature will face several significant issues related to
realignment in the current legislative session and in later years.
These include (1) a net $130 million revenue shortfall for the
counties in the current year, (2) pending court cases that could
trigger the legislation’s “poison pill” provisions, (3) the implemen-
tation of performance-based contracts for county mental health
programs, (4) the state’s role with regard to IHSS service
reductions, (5) the need to establish a fund reserve to ensure the
long-term viability of realignment, and (6) the state’s future
oversight role for the realigned programs.

Finally, we believe the Legislature should consider extending
some of the concepts that underlie this legislation to other
program areas as one strategy to address the state’s current
budget gap.
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INTRODUCTION

The state and local program realignment legislation enacted
in 1991 represents a fundamental change in the state and county
fiscal relationship. Inthispiece, we (1) provide backgroundon the
evolution of the legislation, (2) review its primary components, (3)
assess its likely programmatic and fiscal effects, and (4) identify
realignment-related implementation and policy issues we believe
the Legislature will face in the current legislative session and in
later years. Finally, we identify program areas where we believe
the Legislature might effectively extend some of the legislation’s
features to enact further reforms.

BACKGROUND

In January 1991, the Governor proposed a transfer of
responsibility for community-based mental health programs and
the AB 8 county health services program from the state to
counties as part of a “realignment” of state and local programs.
The administration proposed to eliminate a total of about $900
million in General Fund supportfor these services, and to provide
counties with roughly equivalent additional revenues from an
increase in the alcohol tax and the vehicle license fee (VLF). This
proposal was a major component of the administration’s initial
plantoaddressthe significant funding gap that faced the state for
1991-92.

The administration’s rationale for its proposal to transfer
program responsibility included the following:

= Authorizing legislation did not require extensive state
oversightof the two programs as compared to most others
in the health and welfare area.

< Funding for mental health local assistance had histori-
cally been considered “discretionary” expenditures, and
had been reduced significantly in years where the state
faced a major budget shortfall.

< Allowing local governments greater flexibility in deter-
mining program structure and ultimate funding levels
would improve program services and their responsive-
ness to local concerns.

= The specified funding sources would provide a stable and
growing revenue base to support the programs over the
long term.

In responding to the administration’s initial proposal, the
Legislature endorsed a number of these principles, but raised
several concerns:
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= Providing countiescomplete discretion over mental health
expenditures could have jeopardized over $300 millionin
federal funding for substance abuse and mental health
treatment services annually, due to certain federal re-
guirements.

= The administration’s proposal for mental health would
have potentially shifted significant costs to other, prima-
rily state-funded programs (such as AFDC-Foster Care
and the state hospitals) that were generally more costly
and less consistent with the programmatic goal of mental
health legislation (that is, that persons should receive
services in the least restrictive settings).

= There were other health and welfare programs adminis-
tered as a “partnership” between the state and the coun-
tiesthatcouldbe incorporated intoarealignment package
to give counties more flexibility and a greater fiscal stake
in the programs. Incorporating such programs would
recognize programmatic linkages among various health
andwelfare programs, thereby adopting a “system-build-
ing” approach to programmatic reform.

< Realignment legislation needed to be structured in such
away as to limit intercounty migration — the movement
of individuals to counties that provide relatively higher
levels of services. Such migration could become more
severe to the extent that service level variations became
more extreme.

LEGISLATIVEACTION: THE 1991-92 REALIGNMENT

Based on the concerns raised in the realignment hearings
(including those noted above), the Legislature saw advantages in
a modified and significantly expanded version of the
administration’s original proposal. Through a task force, the
Legislature and the administration jointly developed three pieces
of legislation — Ch 87/91 (AB 758, Bates), Ch 89/91 (AB 1288,
Bronzan),and Ch91/91 (AB 948, Bronzan),2which affected a total
of 18 programs (16 in the health and welfare area).

Thislegislation included three major components: (1) program
transfers from the state to the counties, (2) changes in state/
county cost-sharing ratios for certain social services and health
programs, and (3) an increase in the state sales tax and the VLF
earmarked for supporting the increased financial obligations of
counties. Figure 1 summarizes the major components of the 1991-
92 realignment, as well as the amount of 1991-92 General Fund

2 Subsequent to the passage of the 1991-92 budget plan, Chapter 89 was amended by “technical
cleanup” legislation, Ch 611/91 (AB 1491, Bronzan).
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expenditures transferred to counties and funded by the revenue
increases.P

The realignment measures eliminated a total of $1.7 billionin
projected General Fund expenditures for the transferred pro-
grams, and increased net county sharing ratio costs by approxi-
mately $469 million. As Figure 1 indicates, these actions in-
creased county expenditure requirements by a total of $2.2 billion
for the current year. The Legislature also enacted an increase in
the VLF (through a modified depreciation schedule) and state
sales tax (1/2 cent) that was projected to raise $2.2 billion in
revenues for 1991-92, and additional amounts in future years to
cover caseload and other costs in the realigned programs.

Program Transfers

The realignment legislation transferred some degree of addi-
tional responsibility to counties for:

e Community-Based Mental Health Services. These
services, which are administered by county departments
of mental health, include short-and long-term treatment,
case management, and other services to seriously men-
tally ill children and adults. Previously, these services
were funded 90 percent state, 10 percent counties and, in
most cases, by additional county funds.

= State Hospital Services for County Patients. The
state hospitals, administered by the state Department of
Mental Health, provide inpatient care to seriously men-
tally ill persons placed by counties, the courts, and other
state departments. They were previously funded 85
percent state, 15 percent counties.

= Institutions for Mental Diseases (IMDs). IMDs, ad-
ministered by independent contractors, generally provide
short-term nursing level care to the seriously mentally
ill. Theywere previously funded by the state and, in some
cases, by additional payments from counties.

= AB 8 County Health Programs. Under this program,
counties carry out public and indigent health services.
Indigent health services include direct patient care ser-
vices, such asclinicvisitsor inpatient care. Public health
activities include services that are generally preventive
innature or thatlimitthe spread of disease, although they
may also encompass certain services provided directly to
patients, such as immunizations.

b A portion of expenditures displayed in Figure 1 for the Medically Indigent Services Program
reflects the earmarking of $116 million in revenues to replace funding that was anticipated to be
lost in 1992-93 due to the expiration of funding under the federal Immigration Reform and
Cantrol Act




The 1991-92 State and Local Program Realignment / 107

Components of State and Local Program Realignment
1991-92
(inmillions)
1991.92

Transferred Programs TR
Mental Health $750
e Community-based Mental Health Programs 452
e State Hospital Services for County Patients 210
e Institutions for Mental Diseases (IMDs) 88
Public Health $506
e AB 8 County Health Services 503
e Local Health Services (LHS) 3
Indigent Health $435
e Medically Indigent Services Program (MISP) 348
e County Medical Services Program (CMSP) 87
Local Block Grants $52
* County Stabilization Subventions 15
e County Juvenile Justice Subventions 37
oy Gosh S THin =

Ratio Changes
Health
e California Childrens' Services 75125 50/ 50 $30
Social Services $441
* AFDC - Foster Care (AFDC-FC) 95/5 40/ 60 363
e Child Welfare Services (CWS) 76124 70/ 30 42
e In-Home Supportive Services (IHSS) 97/3 65/35 235
e County Services Block Grant (CSBG) 84/16 70/ 30 13
* Adoption Assistance Program 100/0 75125 12
* Greater Avenues for Independence

(GAIN) Program 100/0 70/ 30 26
e AFDC - Family Group and

Unemployed Parent (AFDC FG & U) 89/11 95/5 -155
e County Administration (AFDC-FC, FG, U,

foodstamps) 50 /50 70/30 -95
Additional County Expenditures (Net) $2,212
Additional County Revenues e ESTIVATE
» State Sales Tax $1,422 $1,350
e Vehicle License Fee (VLF) 769 712

$2,191 $2,062
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e The Medically Indigent Services Program (MISP).
Under the MISP, larger counties provide indigent patient
care to persons not eligible for the state Medi-Cal Pro-
gram.

= County Medical Services Program (CMSP). Under
the CMSP, the state generally provides indigent patient
caretopersonsinsmaller countieswho are noteligible for
the state Medi-Cal Program.

e Local Health Services (LHS) Program. This program
provides public health staff to small rural counties.

In addition, the realignment package included revenues to
offset the Budget Act elimination of two block grants. These were
the County Justice Subvention Program (CJSP), which provided
assistance to counties for local juvenile justice programs, and the
County Revenue Stabilization Program (CRSP), which provided
assistance tostabilize the fiscal condition of smaller counties. The
legislation provided funding equal to the block grant amounts
proposed in the Governor’s Budget and gave counties discretion
to use these funds for juvenile justice, health, mental health, or
social services programs.

County Cost-Sharing Ratio Changes

Realignment increased the county share of nonfederal costs
for certain health and social services programs, and reduced the
county share for others, as detailed in Figure 1. Specifically, the
legislation increased the counties’ share of the following pro-
grams:

e CaliforniaChildren’s Services (CCS) Program. The
CCSProgram provides medical diagnosis, treatment, and
therapy to financially eligible children with specific dis-
abilities.

e AFDC-Foster Care. This program pays for the care
provided to (1) dependent children who are removed from
their homes due to child abuse and neglect and (2) wards
of the court who have committed offenses.

e Child Welfare Services (CWS) Program. The CWS
Program investigates allegations of child abuse and ne-
glect, and provides services to abused and neglected
children in foster care and their families.

e In-Home Supportive Services (IHSS). This program
provides assistance to eligible aged, blind, and disabled
persons who are unable to remain safely in their own
homes without assistance.
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e CountyServicesBlock Grant (CSBG). CSBG fundscan
be used for various social services, including adult protec-
tive services and programs to provide information and
referrals.

= Adoption Assistance Program. Thisprogram provides
monthly grants to parents who adopt “difficult-to-place”
children.

= Greater Avenuesfor Independence (GAIN) Program.
Under the GAIN Program, AFDC (Family Group and
Unemployed Parent) recipients receive education and job
training services in order to help them find jobs and
become financially independent.

The legislation also reduced the county share of grant costsin
the AFDC Family Group and Unemployed Parent Programs, and
for county administration of social services programs.

Revenueand Transfer Provisions

The legislation established a Local Revenue Fund, intowhich
the additional revenues attributable to the increase in the sales
tax are deposited, and established several provisions to govern
their expenditure. The State Constitution requires that VLF
proceeds be subveneddirectly to counties and does not allow them
to be earmarked for specific purposes. In order to expend the
realignment sales tax revenues, however, the legislation requires
counties to deposit into the health accounts of the Local Revenue
Fund an amount equal to the increase in VLF funds they receive.
Accordingly, counties will use the VLF funding to support health
programs.

The legislation allocates both VLF and state sales tax funds
among the counties, generally according to the amount of funding
counties would have received in 1991-92 had prior law for the
various programs continued. The flow of revenues to the pro-
grams encompassed in the legislation is shown in Figure 2.

As the figure shows, the legislation authorizes counties to
transfer up to (1) 10 percent of funding from one major program
area to another (for example, from mental health programs to
social services programs) and (2) an additional 10 percent from
health programs to the entitlement-driven programs if increased
caseload costs exceed the amount of revenues available in the
social services account.

Finally, the legislation establishes a schedule for allocating
future increases in revenue collections attributable to the VLF
and sales tax increases among the programs and across counties.
For this purpose, the legislation anticipates approximately $114
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1992-93

Proposed Allocation of Realignment Funds

Local Revenue Fund
$2.3 billion (est.)

Vehicle License Fee (VLF)
and VLF Growth Accounts

Sales Tax Account

Sales Tax Growth Account

s 1.5 billion 114 million
$756 million $ $
| 1
County Medical Health Comrn_u_nlty Health |
h W CMSP ($10 million)
Services Program .
B County Health Services
W CMSP B VISP -
B Local Health Services Indlggrjt Health
I - ($4 million)
207 million
County Health @ ) CMSP
Services
@ ($3 million) ™
B ABS8 -
W MISP Social Services
B AFDC/GAIN
B |HSS
W CCS Caseload 1993-94:
M Child Welfare Services 30 percent of growth LJ
@ B Adoptions Assistance account revenues
_— 1992-93: ($32 million)
($517 million)
1
Mental Health
B Local Programs
B State Hospitals
N IMDs Mental Health
($3 million) B
I ($742 million)
Mental Health State Hospitals
Facilities ($6 million)

@ Counties may transfer 10 percent General Growth
annually among the three program (up to $50 million)
areas.

@ Counties may transfer an additional Additional Equity
10 percent from the Health account Allocations -
if necessary to fund social services i
caseload growth. (up to $6.6 million)
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million in additional sales tax revenue in 1992-93, and allocates it
for specified purposes, as shown in Figure 2. Ingeneral, however,
the legislation does not establish priorities for these allocations if
actual revenue growth is below the amount anticipated. (This
issue is discussed further below.)

“Poison Pill” Provisions

Inaddition to the various fiscal and programmatic provisions
described above, the individual realignment statutes each contain
“poison pill” provisions that would render them inoperative under
specified circumstances. These provisions fall into three catego-
ries:

Reimbursable Mandate Claims. If, as a result of the
provisions of the realignment legislation itself, (1) the Commis-
sion on State Mandates adopts a statewide cost estimate or (2) an
appellate court makes a final determination that upholds a
reimbursable mandate, the general provisions governing realign-
ment would become inoperative.

Constitutional Issues. If a final appellate court decision
finds that the provisions of realignment requiring counties to
deposit funds equal to their share of the VLF increase into the
realignment funding accounts violate the constitutional require-
mentthat VLF proceeds be subvened directly to counties, the VLF
increase would be repealed.

Similarly, if a final appellate court decision finds that rev-
enues raised pursuant to the realignment portion of the 1991-92
sales tax increase (1/2 cent out of the 1-1/4 cent increase) count
against the Proposition 98 funding guarantee, the realignment
portion of the sales tax increase would be repealed.

Court Cases Related to Medically Indigent Adults. Ifa
final appellate court decision finds that the 1982 legislation that
transferred responsibility from the state to the counties for
providing services to medically indigent adults constitutes a
reimbursable mandate, the VLF increase, which supports the
realigned health programs, would become inoperative.

If any of these provisions take effect, the affected statute
would become inoperative within 30 to 90 days, depending on the
provision.

IMPACT OF THE REALIGNMENT

The realignment legislation encompasses a number of policy
changes thatwere intended to achieve various programmatic and
fiscal reforms. The legislation’s major fiscal and policy features
are summarized in Figure 3.
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Inthis section, we review the specific policy changes in health,
mental health, and social services programs and the potential
programmatic effects of the legislation’s revenue and transfer
provisions. In addition, we discuss the short- and long-term
implications of the legislation’s fiscal provisions on state and
county governments. Our review is based in part on our field
visits to 10 counties and discussions with staff in several other
counties.

Policy Changes to Expand County
Flexibility and Service Coordination

Indigent and Public Health. For the indigent and public
health programs, the legislation makes limited programmatic
changes. The AB 8 program originally was established by Ch 282/
79 (Leroy Greene) to provide block grants to counties for funding
inpatient and outpatient services and public health programs.
Thislegislation was one partof the state’s response to the passage
of Proposition 13. Previously, these services had been funded at
the county level. Thus, the state’s oversight and policy direction
has historically been limited.

Under the realignment legislation, both the AB 8 and MISP
statutes were eliminated, allowing counties to use funding previ-
ously allocated for these programs for indigent and public health
generally. The near-term effect of this change is not as dramatic
as it may appear, for the following reasons:

= Counties that wish to receive Proposition 99 funds must
continue to maintain specified expenditure and service
levels, or “maintenance of effort.” (We discuss this issue
in more detail below.)

= Counties had previously been able to use AB 8 funds for
either public or indigent health purposes. Furthermore,
based on our field visits, it does not appear that counties
will use MISP funds (which were previously restricted to
indigent health services) for public health to any signifi-
cantdegree inthe near term. However, this could change
in future years.

For the CMSP, specific statutes defining the program were
retained and/or modified; and the state continues to have fiscal
responsibility for the program'’s costs, to the extent these costs
exceed limits specified in the legislation. (These dollar limits are
based on the projected revenue growth for the CMSP counties.)
Accordingly, the state continues to have funding responsibility to
meet increases in the need for indigent health services in smaller
counties. (We discuss CMSP costs further in our Analysis of the
1992-93 Budget Bill, Department of Health Services, Item 4260.)
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Major Fiscal and Policy
Changes in the 1991-92 Realignment

Reflects a “ System-Building” Approach

= Establishes incentives for programmatic coordination among 16
health and welfare programs by (1) authorizing funding transfers
across programs and (2) changes in cost-sharing ratios for some
programs.

= Establishes incentives for innovation by (1) authorizing funding

transfers across programs and (2) providing a fixed amount for
realigned entittement programs.

Establishes Mechanisms for Cost
Control in Major Entitlement Programs

= Increases county share of costs for California Children’s Services
(CCS), AFDC-Foster Care, Child Welfare Services, In-Home
Supportive Services (IHSS), and other social services entitlement
programs.

= Establishes new county administration funding structure for CCS that
provides incentives for case management and cost control.

Provides Greater Flexibility to Counties

= Gives counties authority to make resource-allocation decisions in
mental health by determining state hospital and IMD usage.

= Authorizes funding transfers across programs.
= Authorizes counties to reduce IHSS expenditures through 1993-94.

Emphasizes Performance-Based Oversight

= Directs the DMH to develop “outcome measures” and requires
“performance-based contracts” for local mental health programs.

= Establishes data task force to recommend future reporting
requirements for both health and mental health programs.

Contributes to Addressing State's Budget Gap

= Provides $2 billion in revenues for existing health and welfare
programs.

= Establishes two fiscal incentives to reduce long-term growth in
entittlement program expenditures:

(1) Increases county share of costs for entitlement services.
(2) Provides incentives for case management in CCS.
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Mental Health. For mental health programs, the legislation
made a number of major policy changes. First, the legislation
provided counties additional flexibility regarding the use of funds
that support services for county patients. These include services
provided through the state hospitals, IMDs, and community-
based programs. The legislation authorizes counties, beginning
in 1992-93, to increase or decrease their use of state hospital beds
by up to 10 percent annually. In addition, the legislation autho-
rizes counties to use funds previously budgeted for the purchase
of IMD services for any mental health purpose, again beginning
in 1992-93.

These changes provide counties with the authority to make
resource allocation decisions regarding mental health services
based on counties’ assessments of programmatic effectiveness.
Previously, counties were required to use state hospital and IMD
services whether or not they considered these services to be more
valuable than community-based alternatives.

Finally, the legislation expressed intent that the most seri-
ously mentally ill be given priority for receiving mental health
services provided by counties. Under prior law, the legislative
mandate was quite broad and could be interpreted to cover less
seriously ill persons.

Changesin State Administration

The legislation also made changes in the responsibilities of
the state Department of Mental Health (DMH) and, to a much
lesser extent, the Department of Health Services (DHS). We
discuss these changes below.

Department of Mental Health. Under the legislation, the
department is charged with the development (in collaboration
with counties and others) of performance outcome measures and
with integrating those measures into its current data system.
The legislation directs the department to negotiate performance-
based contracts with counties in future years on the basis of these
outcome measures.

The DMH also continues to have responsibility to:
= Review county expenditure plans (though in less detail).
= Provide technical assistance to counties.

< Ensure compliance with federal ADAMH and Medicaid
requirements.

= Manage the state hospital system, which serves county
and judicially committed clients and clients of the Depart-
ments of Corrections and the Youth Authority.
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< Administeradditional programs, including the Condition-
al Release Program, local assistance for services to special
education pupils, the Primary Intervention Program, and
pilot projects for coordinated service delivery for children
and adults (more commonly known as the AB 377 and AB
3777 programs, respectively).

In other areas, the department’s responsibility for oversight
of county programs generally is limited to aspects that involve
compliance with federal law.

Itis difficult to assess the ultimate effect of these changes on
the DMH’srole inthe state’s mental health system. However, the
legislation clearly continues a state/county partnership regarding
mental health programs and, as a result of the provisions regard-
ing outcome measures and performance-based contracts, may
potentially result in oversight of local mental health programs
similar to that for the existing AB 377 and AB 3777 pilot programs.
In these pilot programs, the department’s responsibility is to
monitor counties’ successes in achieving specified outcomes for
clients receiving mental health services (such as the extent to
which state hospital and AFDC-Foster Care group home place-
mentsfor children are avoided). The realignmentlegislation does
not, however, authorize the department to implement specific
sanctions if county performance falls short of the specified perfor-
mance objectives.

Departmentof Health Services. With certain minor excep-
tions, the realignment legislation did not explicitly change the
department’s responsibilities regarding oversight of public and
indigent health programs. The department, however, has con-
solidated its public and indigent health units and eliminated
several monitoring and technical assistance positions as partofits
allocationofvarious budget reductions, stating that these changes
are“duetorealignment.” The DHS realignment-related workload
will depend in large part on its eventual data monitoring duties,
which are one subject of the Health and Welfare Agency data task
force meetings we discuss later. (Also, please see the Analysis of
the 1992-93 Budget Bill, Item 4260.)

The realignment legislation increased DHS responsibilities
related tothe administration of the CCS Program. Thisisbecause
the legislation requires the department to (1) implement and
maintain oversight over a new county administration system
(which we discuss below) and (2) develop program changes that
would expand eligibility or benefits through consultation with the
counties.
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Policy Changes to Facilitate Cost Control

AFDC-Foster Care. The Legislature increased county cost-
sharing ratios for AFDC-Foster Care to provide an incentive to
contain rapid expenditure growth in the program, and in recogni-
tion of the link between the program and children’s mental health
services. The Legislature sought to avoid placements of seriously
emotionally disturbedchildrenin AFDC-Foster Care group homes
who could be more appropriately served through community
mental health programs. Without a change in the AFDC-Foster
Care county sharing ratio, counties’ own costs for foster care
group home placements would in many cases have been signifi-
cantly less than the costs counties would incur to provide services
through their mental health programs, even though the total
costs (state and local) for group home placements frequently
would have been higher.

AFDC-Family Group and Unemployed Persons (FG&U)
Program. The legislation reduced county costs for the AFDC-
FG&U Program in recognition of the fact that the ability of
counties to control expenditures in this program is limited
because the program’s costs generally are driven by changes in
the state’s economy and population.

Accordingly, through increased sharing ratios for AFDC-
Foster Care, the legislation gives counties a relatively higher
fiscal stake in the cost of services that they may be able to control
and, with regard to AFDC-FG&U, attempts to reduce their costs
for services that are largely driven by forces beyond their control.

California Children’s Services. The legislation estab-
lishes a new system for funding CCS county administrative costs
beginning in 1992-93 that is designed to provide incentives for
reducing program costs through (1) improved case management
and (2) improved collections of federal and third-party payor funds.
The previous system effectively discouraged such activities. This
new system, in combination with increased county cost-sharing
ratios, provides incentives for containing expenditure growth in
the program.

In-Home Supportive Services. The legislation changed the
entitlement nature of the IHSS Program by limiting costs to the
Budget Act appropriation and authorizing counties to reduce
IHSS services through 1993-94. The legislation also significantly
increased the county share of costs for IHSS services. While the
primary effect of these changes will be service reductions, they
may also provide a strong incentive for counties to provide IHSS
services more efficiently.
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Revenueand Transfer Provisions

The legislation establishes a number of requirements on
counties regarding the use of funds deposited into the Local
Revenue Fund, including that they may only be used for the
activities provided under the various indigent and public health,
mental health, juvenile justice, and caseload-driven social ser-
vices programs that were the subject of realignment. Accord-
ingly, the realignment ultimately enacted did not give counties
discretion to use these additional revenues for any local purpose,
nor did it make the programs encompassed in the legislation
discretionary.

The legislation established three separate accounts for pro-
gram funding and established limits on transfers, to ensure that
(1) entitlement program cost increases would not resultin cuts to
health and mental health programs beyond the specified transfer
percentagesinany givenyear, (2) state and federal maintenance-
of-effort provisions for health and mental health programs could
be tracked to ensure compliance, and (3) some level of service for
each of the program areas would be provided in every county.

Finally, the Legislature sought to provide counties with a
fiscal incentive to manage costs in entitlement programs. The
legislation does so by establishing a defined revenue source to
fund the counties’ share of entitlement costs, and by effectively
requiring either (1) transfers of funding from health and mental
health programs or (2) additional county expenditures, if costs in
the entitlement programs exceed the amount of revenues allo-
cated to fund them.

Implications for the State’s Budget Gap

The realignment legislation was a major component of the
solution to the $14 billion budget funding gap the state faced in
1991-92. Ofthe approximately $7 billion in additional tax revenue
increases enacted as part of the state’s spending plan for the year,
approximately $2 billion was for additional revenues to support
the programs encompassed in the realignment legislation. Inthe
shorter term, this increase, dedicated to offset the county’s
additional share of realigned program costs, was the primary
contribution of the legislation in addressing the 1991-92 funding
gap.

In the longer term, however, the legislation’s cost-sharing
ratio changes could have an additional effect on addressing the
state’sunderlyingstructural funding gap. First, tothe extentthat
service costs in the realigned programs continue to grow at a rate
in excess of the state’s revenue growth, a significantly higher




118/ Part V: State-County Partnership Issues

portion of these costs will be absorbed by the counties. Second, the
ratio changes may result in improved efficiencies and greater
effectiveness in delivering and managing entitlement program
services. As discussed above, the provisions that may have this
“behavioral” effect include:

Strongfiscal incentives to better coordinate service deliv-
ery for individuals whose need for more expensive entitle-
ment services (such as AFDC-Foster Care) may be re-
duced through other services included in the legislation
(such as community mental health). For many counties,
such “targeting” will be critical.

Strong fiscal incentives for counties to engage in case
management and be innovative in structuring their pro-
grams, potentially reducing long-term costs for both the
state and the counties.

Thus, as aresult of county sharing ratio changes, the realign-
ment legislation could result in a more significant contribution to
closing the state’s budget gap than would have been achieved
through a tax increase alone.

Fiscal Impact on Counties: Fund Condition

Aswe discussed earlier, the VLF and sales tax increases were
projected to raise approximately $2.2 billion in additional rev-
enues, which would fully offset anticipated county costs under
realignment for 1991-92. Due to the lingering recession, how-
ever, counties face a major shortfall in the current year:

Revenues. Actual revenue collections to date have been
significantly less than the administration’s original pro-
jections. The administration currently anticipates rev-
enue collections of $2,062 million in the current year, or
about $150 million (7 percent) less than the amount
originally estimated.

Expenditures. The administration’s latest estimates of
county expenditure requirements for entitlement pro-
grams during the current year, however, have decreased
only slightly, by $18 million (or 1 percent).

Shortfall. We estimate that the resulting shortfall for
counties in 1991-92 is slightly over $130 million. (Note,
however, that the administration’s expenditure estimate
assumes a March 1 enactment of the Governor's welfare
reform initiative. If the initiative’s proposed AFDC cost
reductionsare notimplemented or are implemented later
in the year, the county shortfall would increase slightly.)
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For 1992-93, the budget projects that total realignment
revenues will increase by $274 million (or 13 percent) to a total of
$2.3 billion, which would fully restore the originally anticipated
current-year funding level and provide $114 million to fund the
legislation’sgrowth allocation provisions. However, given current
estimates of economic recovery, these estimates appear to be
somewhat optimistic.

Whatever the ultimate growth in realignment revenues, we
estimate the counties will need to spend an additional $200 million
in 1992-93 simply to offset current-year reductions due to the
revenue shortfall and fund their share of projected caseload and
state hospital rate increases for 1992-93. Thus, counties will have,
to the extent the administration’s revenue forecast proves accu-
rate, up to$74 million in additional funds during 1992-93 to make
“discretionary” cost adjustments, such as for indigentand mental
health services.

Current-Year Implications for Counties. For the coun-
ties, a shortfall of the magnitude estimated for the current
year ($130 million) has serious implications: the need for most
counties to make up the shortfall through use of their general
purpose revenues and service reductions.

The realignment legislation provided counties with various
optionsfor dealing with shortfalls. Under the legislation, counties
may:

= Transfer up to 10 percent of funding from the health or
mental health accounts that could be used to offset
entitlement caseload costs.

= Ifnecessary, transfer sales tax revenue growth allocated
to other programs to fund caseload costs.

= If necessary, transfer up to an additional 10 percent of
funding from health programs to fund caseload costs.

< Reduce IHSS expenditures.

< Reduceindigent health, public health, and mental health
expenditures.

However, a Proposition 99 maintenance-of-effort require-
ment significantly constrains county options. Proposition 99,
passed by voters in 1988, established a surtax on cigarettes and
tobacco products and specified that the surtax funds “shall be used
to supplement existing levels of service” for indigent and mental
health programs, “and not to fund existing levels of service” based
on 1988-89 expenditure amounts.
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Chapter 1170, Statutes of 1991 (SB 99, Watson), defined
“existing levels of service” for these programs to be the amount
each county was projected to receive from the realignment revenue
sources. Although Chapter 1170 adjusts these amounts for future
revenue increases, it did not adjust required health expenditures
in the event of a revenue shortfall. Thus, the maintenance-of-
effortlevel required by Chapter 1170 effectively requires counties
to make up the full amount of the current-year shortfall in the
health account (projected at $70 million) from their general
purpose revenues if they wish to continue receiving Proposition
99 funds. The major Proposition 99 funds at stake are $215 million
in 1991-92 for the larger counties for the California Healthcare for
Indigents Program.

For the remaining $60 million current-year shortfall in the
Local Revenue Fund, counties musteither (1) “backfill” from their
general purpose revenues to maintain services or (2) implement
service reductionsin health, community mental health,and IHSS
programs. During our county visits, almost all the counties
mentioned that they plan to transfer funds from the health
account to the social services account for caseload costs, if
necessary. It was unclear, however, how many of the counties
would actually choose to make such transfers given the Proposi-
tion 99 implications discussed above. Thus, it is too soon to tell
what changes in indigent and public health services might occur
as a result.

Inthe long run, however, anumber of the smaller counties we
visited indicated that they might choose to forego Proposition 99
fundsinorder togain additional flexibility to transfer their health
account funds to social services programs.

IMPLEMENTATION: LEGISLATIVE
OVERSIGHT ISSUES FOR 1991-92 AND 1992-93

The realignment legislation established a number of imple-
mentation steps, reporting requirements, and evaluations of
programmatic impacts that will occur in 1991-92 and in subse-
guent years. The more significant implementation steps and
reporting requirements are summarized in Figure 4, and the
evaluation requirements are shown in Figure 5.

In this section, we review issues related to these implemen-
tation steps that are of particular importance from a legislative
oversight perspective. Specifically, we discuss (1) future data
reporting requirements, (2) alternatives to the proposed IHSS “A
through E” cuts, (3) county authority over state hospitals and
IMDs, and (4) the status of the legislation’s “poison pill” provi-
sions.
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What Happens Next?
Implementation Steps and Reporting
Requirements Through 1992-93

Date

Responsible
Organization

Implementation Step or
Reporting Requirement

(January 10, 1992)

Department of
Mental Health

Reportonrealignmentlegislation’s
impacton departmental responsibilities
and duties

Agency IHSS Task
Force

(January 15, 1992)| Departmentofthe Presentrecommendations for
Youth Authority improving coordination of, and
Task Force achieving savings in, services for
youthful offenders
(January 31, 1992)| Healthand Welfare Recommend alternatives to targeted

IHSS Program reductions (“A through
E cuts”) in case of funding deficiency

Local Health Officers

April1,1992 Healthand Welfare Recommend county datareporting
Agency Data Task requirements for all programs subject
Force torealignment
July 1, 1992 Departmentof Implement revised state/county funding
Health Services match system for California Children’s
Services Program county
administration
July 1, 1992 Department of Develop plan for statewide data system
Mental Health toinclude performance outcome
measures for mental health services
July 1, 1992 County Departments | Assume responsibility formanagement
and annually of Mental Health and reimbursement of Institutions for
thereafter Mental Diseases, and implement
negotiated contracts for state hospital
services
April1,1993 Department of Presentreview of all public health
Health Servicesand | statutesand recommend appropriate

changes
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Figure 5

What Happens Next?
Realignment Evaluation Requirements

Date
Health

Responsible
Organization

Requirement

Mental Health

March 15,1992

February 1992 Legislative Analyst Reportonrealignmentlegislation’s
impacton California Children’s
Services Program

May 15, 1992; Legislative Analyst Presentreport summarizing county

April 1,1993; health service plans and site visits

and April 1994

April 15,1992 Department of Report on county health services,

and annually Health Services including fiscal and programmatic

thereafter impactofrealignment

Organization of
Mental Health
Advisory Boards

Reportonrealignment’'simpacton
local mental health programs and
recommend future role and structure
of advisory boards

January 15,1993

All Programs

April1,1992

California Council
on Mental Health

Health and Welfare
Agency Data Task
Force

Reportonimpact of realignmenton
local mental health services, and
review budgets of various departments
providing mental health and related
services

Recommend plan for evaluation of
realignmentlegislation and identify
necessary county data reporting
requirements

June 30,1992

Legislative Analyst
Auditor General

Present plan for evaluation of various
issues, including the programmatic
impactofrealignment
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County DataReporting Requirements

Prior to the 1991-92 realignment, counties were subject to a
number of data reporting requirements to assist the state in its
oversight of county mental health, indigent health, and public
health programs. The realignment legislation generally contin-
ued these requirements for 1991-92, and directed the Health and
Welfare Agency to convene a task force of administration, county,
advocacy group, and legislative staff representatives to identify
reporting requirements that should be retained or modified, and
those which should be repealed.

In addition, the Legislature expressed its intent that (1) the
state implement a data system for mental health programs that
will measure performance outcomes and (2) any new require-
ments, such as those which would focus on performance out-
comes, should not resultinincreased county costs as compared to
current law. Thus, modifications to, or repeal of, existing
requirements will be necessary if both goals are to be realized.
The task force is due to report its findings to the Legislature in
April, and the Department of Mental Health (DMH) is to present
a plan for incorporating performance outcome measures into its
datasystemin July. (Because the legislation generally made only
cost-sharing ratio changes for social services programs, related
data reporting requirements were not addressed in the legisla-
tion.)

State/County Responsibilities. Inourview, decisions regard-
ing the types of data counties will be required to collect and
provide to the state reflect the inherent tensions of programs
administered through a state/county partnership, such as the
desire for both state oversightand local flexibility. We believe the
Legislature’sactions regarding data requirements are important
because they (1) affect both the focus and the scope of the state’s
oversight capacity and (2) will structure policy debates for years
tocome. The Legislature may elect to make changes in any of the
programs encompassed in the legislation. Below, we discuss the
two program areas — health and mental health — that are the
specific charge of the Health and Welfare Agency task force.

Mental Health. Many of the existing data requirements for
mental health programs are linked to federal conditions for
participation in the Short-Doyle/Medi-Cal Program. Accordingly,
if the Legislature continues to believe that both a performance-
driven data collection system and the principle of no additional
reporting costs are important, it will have few options and may
find that the two goals are mutually exclusive.

However, it is also important to note that federal require-
ments for data reporting are fairly broad. Thus, from our
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perspective, one option for the state to implement a performance-
driven data system withoutimposing additional costs on counties
is to identify opportunities to revise existing data collection and
reporting procedures that are linked to federal requirements so
that federal objectives can be met more simply and less expen-
sively. To do so will, in many cases, require federal approval
through the state plan review process. (Note, however, that itis
difficult to determine the degree of flexibility the state actually
has in revising federally related reporting requirements without
actually seeking approval to implement changes.)

To assist the Legislature in determining whether the task
force recommendations take full advantage of whatever flexibility
the state may have to modify procedures for federally linked data
requirements, we have suggested in task force meetings that the
task force include in its findings a review of reporting require-
ments in other states. We believe this review should focus on
areas where (1) other states have developed satisfactory data
procedures from a federal perspective and (2) modifications to
California’s procedures along similar lines would result in re-
duced state and county costs for data collection and reporting.
Evensignificant changesinexisting requirements, however, may
not be sufficient to offset the cost of establishing a performance-
drivensystem. Accordingly, itispossible that the Legislature will
face a choice between its two objectives.

Indigent and Public Health. Generally, the Legislature
has greater freedom to restructure indigent and public health
data requirements, with the exception of certain federally man-
dated disease monitoring. Our review indicates that some data—
particularly in the indigent health area — could be collected and
monitored in a more efficient manner. We also believe, however,
thatitwill beimportant for the Legislature to maintain the state’s
ability to monitor trends in county expenditure and service
delivery decisionsfor publicand indigent health. Inparticular, we
believe the state needs to continue its ability to ensure an
adequate degree of public health activities and services which may
have significant long-term fiscal and health consequences if they
are not maintained. As an example, if counties fail to ensure
adequate immunizations, measles or other epidemics could occur.

The IHSS “A through E” Program Reductions

The realignment legislation authorized a departure from the
IHSS Program’s entitlement status and specified the manner in
which potential service level reductions can be made.

Background. The IHSS Program provides assistance to
eligible aged, blind, and disabled persons who are unable to
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remain safely in their homes without assistance. While this
implies that the program prevents institutionalization (suchasin
nursing facilities), eligibility for the program is not based on the
individual's risk of institutionalization. Instead, an individual is
eligible for IHSS if he or she lives in his or her own home — or is
capable of safely doing so—if IHSSis provided, and meets specific
criteria related to eligibility for the Supplemental Security In-
come/State Supplementary Program (SSI/SSP) for the aged,
blind, and disabled.

The typesof services available through the IHSS Program are
domestic and related services, such as meal preparation and
cleanup; nonmedical personal services, such as bathing and
dressing; essential transportation; protective supervision, such
as observing the recipient’s behavior to safeguard against injury;
and paramedical services, which are performed under the direc-
tion of a licensed health care professional and are necessary to
maintain the recipient’s health.

The Governor's Budget proposes $744 million ($150 million
General Fund, $338 million federal funds, and $256 million county
funds) for the IHSS Program in 1992-93. According to the
Department of Social Services (DSS), the proposed expenditures
for the IHSS Program are $82 million ($47 million General
Fund and $36 million county funds) less than the amount needed
to fully fund the projected increases in caseload and the average
number of service hours per case.

The realignment legislation limits the state’s share of IHSS
coststotheannual Budget Actappropriationsin 1992-93 and 1993-
94. The measure also permits counties to reduce services (on the
basis of an assessment of each recipient) to stay within their
annual IHSS budget allocations in these years. The act further
provides that any such reductions must be made according to the
following priorities (known as the “A through E” program reduc-
tions):

A. Reduce the frequency of nonessential (that is, domestic
and related) services.

B. Eliminate these services.

C. Terminateordenyeligibility toindividualsrequiringonly
domestic services.

D. Terminate or deny eligibility to persons who would not
require institutionalization in the absence of services.

E. Reduce, on a per capita basis, the cost of services autho-
rized.
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If the Legislature approves the budget-year funding reflected
in the Governor's Budget, counties will be required to either (1)
make significant service reductions in the program according to
the “A through E” criteria or (2) transfer funds from their
realignment revenues (health or mental health subaccounts) or
from their general purpose funds to maintain the IHSS Program.

The realignment legislation also established a task force to
recommend IHSS program efficiencies and improvements. The
task force explored alternatives to the “A through E” criteria for
implementing service reductions, and recently submitted a re-
quired report to the Legislature.

In the report, the task force concludes that the “A through E”
program reductions are not a practical option because (1) to
implement service level reductions would require a case-by-case
review of current IHSS recipients and (2) such a review would be
administratively difficult and expensive. As an alternative, the
task force recommends replacing the “A through E” program
reductions with unallocated (across-the-board) reductions.

Comments. We believe that the Legislature should reevalu-
ate the task force’s conclusion to determine whether specific
groups or services should in fact be targeted in order to reduce
program costs. For instance, targeted reductions would be
preferable to unallocated across-the-board reductions to the
extentthat they resulted in fewer institutionalizations of program
recipients.

This is because long-term care services (typically Medi-Cal
nursing facility services) can be significantly more expensive than
those provided through the IHSS Program. Counties, however,
do not currently have a fiscal stake in the funding of long-term
care services, as these costs are covered entirely by state and
federal funds. A strategy that targets IHSS reductions to avoid,
wherever possible, the placement of recipients in nursing facili-
tiescould improve the quality of life for those patients and prevent
cost shiftsfrom the IHSS Program to the Medi-Cal long-term care
program. We note, in this respect, that the “A through E”
priorities, although they may be administratively burdensome,
are structured to avoid institutionalization.

In order to assist the Legislature in considering the proposed
service level reductions, we identify several options to control
program costs in our companion document to this publication, the
Analysis of the 1992-93 Budget Bill (Item 5180).

State Hospitals and IMDs

As noted above, realignment provides county departments of
mental health with significant additional flexibility regarding
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their use of state hospitalsand IMDs beginning in 1992-93. Under
the legislation, counties are specifically authorized to determine
both the number of state hospital bed-days they wish to purchase,
and the types of units (acute, subacute, etc.) in which their
patients are to be placed.® Counties are required to reimburse the
state for these services according to rates set by the department.
Under the legislation, the department and the counties may
negotiate otherissues related to state hospital services, including
procedures for admissions and discharges, pooled beds for agroup
of counties, potentially collaborative agreements for a unique
type of treatment program (such as one featuring an expanded
emphasis on vocational rehabilitation), or the number of treat-
ment hours to be provided to patients.

Comment. We believe these features of the realignment
legislation have the potential toimprove services for patients and
provide counties with the opportunity to determine an effective
and efficient allocation of treatment resources for their patients.
To ensure that the Legislature’s intent in enacting these provi-
sions is realized, we also believe it will be important for the
Legislature to review the department’s performance in negotiat-
ing the contracts to ensure responsiveness to the needs of
counties, particularly regarding the types of treatment services
the counties believe their patients require.

Related Issues

Inadditiontothe implementation steps and reporting require-
ments discussed above, there are additional issues that, in
general, are the subject of proposals in the Governor’'s Budgetand
that have implications for realignment. Please see the Analysis
of the 1992-93 Budget Bill for a discussion of the following issues:

= Public and indigent health budget for the Department of
Health Services (DHS) and the CCS Program (Item 4260).

e Support budget for the DMH (Item 4440).

< Implementation of Child Welfare Services case manage-
ment data system (Item 5180).

= Departmentof the Youth Authority reporton integrating
services to youthful offenders (Item 5460).

Status of “Poison Pills”

Aswe discussed earlier, the realignment legislation contains
several “poison pills,” including a provision that would render the

€ The legislation specifies that if county bed-day requests would, on net, reduce the total of number
of beds (a) in any given state hospital or (b) statewide by more than 10 percent, the requests are
subject to the approval of the department. Counties with a population of less than 125,000 are
exempt from this provision.
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VLF increase inoperative if an appellate court decision deter-
mines that the state must reimburse counties for the cost of
providingservicestomedically indigentadults (MIAs). Currently,
there are three lawsuits before the courts that are related to this
provision.

First, there are two cases, County of Los Angeles and County
of San Bernardino v. State of California et al. and County of San
Diego v. State of California et al., which seek a mandate claim
against the state for the cost of providing care to MIAs pursuant
to the 1982 statutes, which transferred the responsibility of
providing MIA care from the state to the counties. As of February
1992, the San Diego case was being heard in superior court, which
has made an interim ruling indicating that it may ultimately find
in favor of the county. The Los Angeles/San Bernardino case is
under appeal by the state after a superior court found in favor of
the counties. Afinal appellate court ruling in favor of the counties
in either case would trigger the poison pill provision of the
realignment legislation.

In addition to these two cases, San Bernardino County
recently filed a separate action in an appellate court against the
state (County of San Bernardino v. State of California et al.)
claiming that the realignment legislation’s mandate-related poi-
son pill provisions are themselves unconstitutional. San Bernar-
dino notes that under the State Constitution, the counties are
entitled to claim reimbursement for the cost of implementing a
state mandate. In its brief, the county argues that these poison
pill provisions serve as “punitive financial disincentives” that
would force the abandonment of the Los Angeles/San Bernardino
mandate claim. A decisionin favor of the county in this case would
not trigger the poison pill provisions of the realignment legisla-
tion. Rather, it would invalidate them. (At the time of this
analysis, an appellate court had rejected the claim not on its
merits butbecause it mustfirstgotoasuperior court. Apparently,
the claim will be filed shortly in a superior court.)

Of the three cases, the Los Angeles/San Bernardino case
alleging a mandate for indigent health services appears closest to
resolution, and could conceivably be scheduled for oral arguments
before the California Court of Appeals this spring, though re-
qguests by either party for postponement could easily delay a
resolution of the case beyond the current legislative session. If
the case is decided in favor of the counties, the Legislature would
be faced with decisions regarding (1) the expiration of the realign-
mentstatutes and (2) howtofundalikely General Fundobligation
for MI1A-related mandate costs in the range of $3 billion.
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ADDITIONAL POLICY ISSUES FOR THE LEGISLATURE

The 1991-92 realignment represents afundamental changein
the state/county partnership. The impact of this legislation
presentsanumber of issues thatwarrant further consideration by
the Legislature. In this section, we discuss issues related to (1)
the Local Revenue Fund condition, (2) the issue of varied funding
allocations among counties, and (3) the future role of the state in
overseeing programs encompassed in the legislation.

Issues Related to the Local Revenue Fund Condition

As a result of the precarious condition of the Local Revenue
Fund for 1991-92 and potentially in 1992-93, the Legislature
should address three issues: (1) the need for a Local Revenue
Fund reserve, (2) the definition of each county’s “base” allocation,
and (3) county match requirements. We discuss these issues
below.

Need for a Reserve. The funding shortfall in the currentand
budget years is causing numerous problems for counties, raising
the issue of whether counties need a reserve for “economic
uncertainties” similar to the state’s reserve. While counties
already have general purpose revenue reserves, realignment
transferred asubstantial amountof increased expenditure require-
ments to counties. In addition, the need for services provided
through the “realigned” programs generally increases during
periods when economic conditions are poor and, therefore, when
available revenues are most constrained.

Accordingly, we believe that action by the Legislature to
provide counties a reserve for economic uncertainties within the
Local Revenue Fund would mitigate the need for both (1) signifi-
cantreductionsinservice levelsin the realigned programs and (2)
demands on county general purpose revenues in future years
when realignment revenues may again fall short. Accordingly, we
believe a reserve would improve the prospects for the long-term
viability of realignment.

One approach to establishing a reserve would be to earmark
a share of realignment revenue growth over a period of several
years, to build a reserve of some level, potentially in the range of
$100 million (or 5 percent of revenues). Were a reserve of this
level available during 1991-92, the need for counties to make
significant service reductions in the realigned programs and to
backfill from their general purpose revenues would be greatly
reduced. Under any approach, the Legislature could specify that
access to the reserve would be dependent on a specific level of
weakness in the performance of realignment revenues.
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Definition of County “Base” Allocations. The legislation
establishes each county's share of the amount of revenues
collected in the current year as the county’s “base” allocation. All
revenue in excess of this amount will be allocated in 1992-93
according to the legislation’s growth allocation provisions. Given
the current-year shortfall, however, some counties have ex-
pressed concern that the existing base definition is defined
according to actual collections during the current year, rather
than the amounts that were anticipated (which more closely
relate to each county’s anticipated additional costs under the
legislation). They note that as a result of this definition and the
legislation’s growth allocation provisions, a significant share of
the 1992-93 revenue increase will be allocated only to certain
counties (those whose share of resources is less than their relative
need) before all counties have received at least the amounts
necessary to cover their current-year costs.

As with the “equity” issue we discuss shortly, this issue
presents the Legislature with a choice between (1) providing
fundingstability for all countiesor (2) equalizing individual county
shares of total resources relative to each county’s need.

County Match Requirements for Health Programs. Asa
conditionfor receiving funding under realignment, counties must
provide a match according to a schedule specified in the legisla-
tion. Thisrequirementcontinues the approach of prior law, which
required counties to provide some amount of locally generated
revenues to support health and mental health programs. This
amount was defined according to a percentage of state funding
provided. Forexample, counties generally were required to spend
on local mental health programs an amount equal to 10 percent
of the state funding they received.

In the realignment legislation, the match amounts for health
programs were specified in dollar terms, based on June 1991
Departmentof Finance estimates of anticipated sales taxand VLF
revenue collections. More recent estimates indicate that total
revenues for both the sales tax and VLF for 1991-92 are expected
to fall substantially below those projections. Because the legisla-
tion specifies the matching requirements as a fixed dollar amount,
rather than as a percentage of actual revenue collections, coun-
ties are required to spend in the current year an amount that is
significantly higher than their share would have been under prior
law.

Because the current-year shortfall was not anticipated, the
dollar amounts that define health program matching require-
ments under the legislation may not reflect the Legislature’s
intent. Ifthe Legislature wishes to continue the approach of prior
law (which determined county expenditure obligations for both
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health and mental health programs based on the amount of
funding provided by the state), it would need to amend the
realignment legislation to specify matching requirements for
health programs in percentage terms. The Legislature may also
need to establish a “floor” for the matching requirements to
ensure compliance with Proposition 99.

Issues Related to “Equity”

Prior to the enactment of realignment, “equity” in funding
healthand mental health allocations was generally defined as the
pointatwhich each county’s share of funds equaled the share they
would have received according to their population and the degree
of poverty in their county. Progress toward equity prior to
realignment was limited by constraints on available funding for
the programs. Accordingly, the realignment legislation continues
this approach by (1) allocating a portion of growth in Local
Revenue Fund revenues above the amount collected in 1991-92 to
those counties whose 1991-92 share of funding is “under-equity”
and (2) ensuring that no county’s allocation will be reduced below
the amount of revenues collected in 1991-92.

Based on the administration’s revenue projections for 1992-
93, itappears that approximately $54 million, or about 35 percent,
of the anticipated growth in revenues will be used for equity
purposes for both mental health and the AB 8 programs. Due to
the extremely wide variation in actual funding allocations as
compared to the amount counties would receive according to the
equity definition, thisamountwill not result in significant change.
Over the longer term, the realignment legislation’s current
formulas are unlikely to result in equity within the next several
decades.

To illustrate this point, achieving equity for mental health
programs alone would require roughly $800 million (or at least 50
times the amount of funding that is earmarked for distribution
according to the equity formula) to raise all counties to the funding
level of the county with the highest allocation according to the
equity definition. Equity could be achieved more quickly if the
“benchmark” were less than the amount allocated to the highest
county. This approach, however, would require a reallocation of
base allocations among the counties, which is not provided for in
the realignment legislation.

The equity issue presents the Legislature with a trade-off.
The Legislature’s choice is to (1) make more rapid progress
toward equity by reallocating base funding levels in mental health
and health programs or (2) provide stability in funding for
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individual counties, with equity adjustments occurring slowly
over a period of many, many years.

Future Role of the State

Althoughthe realignmentlegislation “transferred” authority
for implementing indigent health, public health, and mental
health programs to counties, it continued a significant oversight
and administrative role for the DHS and DMH. (Because the
legislation’s effect on social services programs generally was
confined to changes in county cost-sharing ratios, the legislation
did not significantly affect the role of the Department of Social
Services.)

The Legislature will consider three reports this spring that
will have major implications for the future role of the DMH and
DHS. These reports are:

e The plan completed in October 1991 by the AB 904 Task
Force regarding the governance and structure of
California’s mental health system.

= TheHealth and Welfare Data Task Force report (due this
April).

< Areportbythe DMH regarding the impact of realignment
on its responsibilities and workload (currently in draft
form).

As the Legislature considers various requests for changes,
including those which will be proposed in these reports, we believe
the principles we presented in response to the administration’s
original realignment proposal in January 1991 continue to pro-
vide a useful framework for the Legislature’s deliberations re-
garding the future role of the counties and the state and, more
specifically, of these two departments. Among these earlier
principles are the following:

< Make it Clear. The Legislature should ensure that its
emphasisonclear system goals and specific target popula-
tions is maintained.

= Ensure Accountability. The realignment legislation
places greater responsibility for resource allocation deci-
sions with the counties in both the health and mental
health areas, but continues certain state responsibilities.
The state can play animportantrole inensuring program
effectiveness by holding counties accountable for results.
Forinstance, strengthening the role of the DMH and DHS
by giving them the authority to contract with regional
service providersor other organizations when counties do
not achieve performance outcomes would help ensure
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accountability for results while preserving opportunities
for local innovation and flexibility.

< AllowFlexibility. Therealignmentlegislation removed
many barrierstoinnovation and efficiency, particularly in
the mental health and social services areas. Forexample,
the legislation allows counties to “buy” more community
mental health services and fewer state hospital services
if they wish. We believe the Legislature should ensure
that future proposals do not dilute this approach of
focusing on outcomes rather than on prescriptions for
specific methods of service delivery.

= Expect People to Work Together. The realignment
legislation does not generally require formal interagency
collaboration between state departments or within coun-
ties. However, due to the fiscal interactions between the
three program accounts and the state’s continued role in
expandingthe AB 377 and AB 3777 pilot projects in mental
health (which require formal interagency agreements),
we believe the legislation made significant progress at the
county level in this area. We believe that the Legislature
should continue to identify opportunities where inter-
agency collaborations at the state and county level might
be strengthened, consistent with the state’s fiscal stake in
improved programmatic outcomes.

e Get Results. Again, the focus on outcome measures,
their eventual integration into the existing data system,
and the implementation of performance-based contracts
are, from our perspective, among the more significant
reforms that were included in the 1991-92 realignment.
We believe the Legislature should, in its oversight capac-
ity, ensure that implementation of these management
approaches continue.

The realignment legislation continues some measure of
shared responsibility for the effectiveness of all programs encom-
passed withinit. Asthe Legislature reviews the administration’s
implementation of the legislation and makes decisions regarding
those issues which will come before it this spring and in later
years, it will continue to face the inherent tensions of imple-
menting programs through a state/county partnership. Fromour
perspective, the bottom line is that the state must strike abalance
between maintaining enough state-level accountability and over-
sighttoensure thatits key programmatic objectives are achieved,
without stifling innovation at the local level.
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EXPANDING THE CONCEPT

We believe that some of the policy changes reflected in the
1991-92 realignmentcollectively provide ablueprint for restructur-
ing state health programs, social services programs, and poten-
tially those in other areas. We believe the Legislature should
consider extending some of the concepts that underlie this
legislation to other program areas, with an eye toward opportu-
nities to more effectively and efficiently deliver services. The key
features of the legislation that could be applied in other programs
are shown in Figure 6.

We believe the Legislature could productively apply these
principles to achieve meaningful long-term policy reform and
potentially significant expenditure reductions for services that
are currently provided to many groups, including the following:

< Families who require a number of health, education, and
welfare services in order to reduce their dependence on
long-term state assistance (“multi-problem families”).

= Correctional institution parolees.

= Probationary youths.

Realignment Features That Provide a
Blueprint for Health and Welfare Reform

The establishment of clearly defined target
populations.

The use of mechanisms to facilitate
coordinated service delivery.

The creation of fiscal incentives that (1)
match program objectives and (2) assist the
state in achieving cost containment for the
most expensive services.

The development of management and
oversight that is driven by performance
outcomes, rather than through regulatory
detail.
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= Substance abusers.

= Pregnant teens and teenage parents.

= Persons at risk of placement in long-term care facilities.
= High school drop-outs.

Given the need for further responses to the state’s structural
budget gap, we recommend that the Legislature draw on the
elementsofthe 1991-92 legislationidentified in Figure 6 to reform
services that are provided to these and other appropriate groups.

CONCLUSION

In this review, we have described the major features of the
1991-92 realignment, presented some of the more significant
fiscal and policy implications of the legislation, highlighted major
issues that the Legislature will face in this legislative session and
in later years, and suggested those features of the 1991-92
realignmentwhich could be productively applied to other program
areas. We summarize our principal findings and recommenda-
tions in Figure 7.

In our view, the realignment legislation demonstrates the
potential for achieving fiscal solutions that enhance the
Legislature’s policy objectives. It does so by combining program
restructuring with budget balancing measures. While the major
fiscal impact of the legislation in the near term was to provide new
revenues dedicated for health, mental health, and social services
programs, the legislation may, in the long run, succeed in
bringing down the rate of expenditure growth in a major policy
area of the state’s budget. Thus, some elements of the legislation
may provide a road map for the Legislature as it attempts to
navigate the fiscal challenges of 1992-93.
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The 1991-92 Realignment:
Summary of Findings and Recommendations

Legislation Reflects a “ System-Building” Approach

= Recognizes programmatic links between 16 health and welfare
programs.

= Provides programmatic and funding flexibility.

= Establishes incentives for innovation.

Calls for Performance-Based Oversight

= Places resource allocation decisions at local level for mental health
and health programs.

= Scales back some regulatory functions of Departments of Health
Services and Mental Health.

= Seeks development of performance outcome measures and
performance-based contracts for mental health and indigent health
programs.

Legislationis Still Evolving

= |egislative oversight of implementation steps is vital to legislation’s
ultimate success.

e State and federal maintenance-of-effort requirements will determine
real funding flexibility.

= Some significant decisions have yet to occur, such as which data
reporting requirements will be continued.

Key Actions for the Legislature

= Providing greater financial stability, such as through a reserve,
would strengthen the long-term viability of realignment.

= Expanding requirements for formal interagency collaboration at the
state and local levels could enhance effectiveness.

Some Elements of the Legislation Provide a Blueprint for 1992-93

= Uses program restructuring to achieve fiscal benefits, including a
greater fiscal stake at the service delivery level.

= Includes major policy changes (especially in mental health area)
that improve local flexibility and may result in more efficient service
delivery.
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How Can the Program Be Made More Cost-Effective?

The child support enforcement program has as its primary
purpose the collection of child support payments for custodial
parents. In California, the program is administered by county
district attorneys, under the general supervision of the state.

Collections made on behalf of persons receiving AFDC offset
a portion of the public costs of the AFDC grants. As a result, the
program provides a significant savings — an estimated $106
million in 1991-92 — to the state through the reductions in AFDC
grant expenditures.

Because of the manner in which the enforcement program is
administered and funded, counties have a fiscal incentive to hold
spending down to relatively low levels, even though increased
spending is likely to be cost-beneficial from a statewide perspec-
tive. More specifically, we found evidence that marginal in-
creases in spending — particularly in relatively efficient counties
— are likely to result in net savings to the state as well as to the
state and the counties when viewed as a combined unit.

We conclude, therefore, that the child support enforcement
program could be improved by changing the existing set of
incentives that affect decision making on program funding. To
accomplish this, we present two options for the Legislature.
Under the first option, the responsibility for administration and
funding of the program would be transferred from the counties to
the state. In the second option, the state would provide a state-
funded incentive payment to augment program funding, based on
each county’s efficiency as measured by the ratio of the marginal
increase in child support collections to the marginal increase in
administrative costs.

2 This analysis was published in January 1992 as a separate paper.
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INTRODUCTION

In recent years, child support enforcement has attracted
considerable attention at the state and federal levels of govern-
ment. Thisis due, in part, to the program’s potential for shifting
a significant amount of the costs of public assistance provided to
custodial parents and their children from the government to the
noncustodial parents.

In this report, we describe the child support enforcement
program and its funding system, analyze the factors that deter-
mine program effectiveness and the fiscal impact of the program
on the state and the counties, and conclude with the presentation
of two options for improving the performance of the program.

BACKGROUND

All children are legally entitled to support from both parents.
Single parents seeking child support may do so through the courts
or through private agreements. Federal law requires the states
to provide child support enforcement services to anyone request-
ing these services, regardless of his or her income. In California,
the DSS oversees administration of the child supportenforcement
program, but the state has assigned to the county district attor-
neys the responsibility for local administration. Child support
enforcement services are provided to families receiving public
assistance through the AFDC Program and, on request, to non-
AFDC families.

The type of services provided will vary with the needs of the
family. In some cases, it is necessary to locate an absent parent,
establish paternity, establish a court order for support, enforce
the order, and collect and distribute payments. Inother cases, an
order has already been established — perhaps through divorce
proceedings — but it may still be necessary to locate the parent
and collect the required support. Currently, the county district
attorneys in California provide child support enforcement ser-
vices to about one million custodial parents, including both
welfare and nonwelfare cases.

From a fiscal as well as policy perspective, it is important to
note that almost all AFDC families have a living absent parent.
Only a small percentage of these absent parents, however, are
providing child support, and many of those who do so are not
current in their payments. This is particularly relevant to the
government because collections made by the state on behalf of
recipients of AFDC offset the governmental costs of the AFDC
grant, less $50 per month which is distributed directly to the
recipient.
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Fiscal Components

The child support enforcement program in California has
three fiscal components: (1) administrative costs, (2) welfare
recoupments, and (3) incentive payments.

Administrative Costs. The vast majority of administrative
funds for the program are spent by the counties. They will spend
about $236 million in the current year, with the federal govern-
ment picking up two-thirds of the costs and the counties almost all
of the remainder. (As discussed below, these county costs are, on
the whole, offset completely by other savings.) The state also has
administrative costs — about $22 million in 1991-92 — of which
the federal government paid about three-fourths and the state
one-fourth. (The federal government pays for 66 percent of most
costs and 90 percent of certain costs, including development of a
statewide automation project.)

Welfare Recoupments. As a result of the counties’ enforce-
ment efforts, increased support payments to AFDC families
reduce the grant expenditures. These savings are shared by the
federal, state, and county governments, according to how the cost
of AFDC grant payments are distributed among them —generally
50 percent federal, 47.5 percent state, and 2.5 percent county (in
accordance with recent “realignment” changes).

Incentive Payments. Counties receive incentive payments
from the state and the federal government designed to encourage
them to maximize collections. Generally, these incentive pay-
ments are based on each county’s child support collections. The
federal government allocates to the states an incentive payment
based on a percentage of AFDC and non-AFDC collections, with
the percentage (usually 6 percent to 6.5 percent for California)
varying according to the state’s ratio of collections to program
costs. In California, the state supplements these funds and
distributes the combined federal and state incentive payments to
counties based on a specified percentage of total AFDC and non-
AFDC collections.

Pursuant to Ch 1647/90 (AB 1033, Wright), the counties will
receive up to 11 percent of total collections in 1992-93, increasing
annually by 1 percent through 1995-96 (to a 14 percent maximum).
The actual amount that counties receive will consist of a mini-
mum “base” rate and an additional percentage dependingon their
compliance with state and federal regulations and performance
against certain benchmarks. Figure 1 summarizes this revised
system for distributing incentive payments.
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Combined State and Federal Child Support
Program Incentive Payments to Counties?
1992-93 through 1995-96

(inmillions)

Year Base Rate Compliance Rate Performance Rate Total
1992-93 9% 2% — 11%
1993-94 8 3 1% 12
1994-95 7 4 2 13
1995-96 6 5 3 14

a Applied to total child support collections (AFDC and non-AFDC).

Fiscal Impact of Program

Figure 2 summarizes the net fiscal impact of these various
components on each level of government in 1991-92. The figure
indicates that the impact varies significantly:

State. The state is the big winner (net General Fund savings
of $106 million), as it receives almost half of all welfare
recoupments, yet incurs relatively small costs (primarily for
incentive payments).

Child Support Enforcement Program
Net Fiscal Impact
1991-922

(inthousands)

General Federal County
Fund Funds Funds Total

Program costs
County administration $1,014  $158,981 $76,193  $236,188

State administration 5,257 16,815 — 22,072
Incentive payments 27,022 43,841 -70,913 —
Savings

Welfare recoupments-139,506 -143,186 -14,860 -297,552
Net fiscal impact -$106,163

2 Estimated.
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Federal Government. By contrast, the federal government
is the big fiscal loser, as it will spend $76 million more in 1991-92
in program costs than it will receive in the form of grant savings.

Counties. In the aggregate, California counties realize a
savings ($9.6 million) from the program. They will spend about
$76 million of their own money this year on enforcement efforts,
yet these costs will be more than offset by incentive paymentsand
recoupments. Itisimportant to note, however, that the net effect
of the program can vary significantly by county (as we discuss
below).

HOWDOES CALIFORNIA’S CHILD SUPPORT
ENFORCEMENT PROGRAM COMPAREWITHOTHER STATES?

A Comparison of Recoupment Rates

One way of assessing California’s performance in its child
support enforcement program is to compare it with other states.
The most comprehensive rating of this kind is published by the
Human Resources Subcommittee of the House Ways and Means
Committee. In its most recent “Child Support Enforcement
Report Card,” based on federal fiscal year (FFY) 1989 data,
California ranked 48th among the 50 states.

The Ways and Means Committee report relies on a variety of
measures to derive its ranking. Some of these measures, and the
reliability of the data on which they are based, have been subject
to criticism. While much of this criticism is justified, we believe
that one of these measures — the AFDC recoupment rate — can,
with one significant modification, provide a useful comparison of
the states’ performance in the AFDC component of their child
support programs.

The AFDC recoupment rate is the percentage of a state’s total
AFDC grants recovered through child support enforcement ser-
vices on behalf of AFDC recipients. We emphasize this measure
because (1) it is a direct measure of the output — collections — of
the program, whereas most of the other yardsticks are measures
of program inputs, (2) it reflects the direct fiscal savings to
government (especially for the state) that are derived from the
program, and (3) the data are reliable. (This measure does not,
however, measure the cost-effectiveness of enforcement efforts.
We discuss measures that do later in the piece.)

What Accounts for Superior Performance By Other States?

In FFY 89, the states’ recoupment rates ranged from a high
of 33.2 percent in Idaho to 3.8 percent in Arizona, with California
ranking 48that5.9 percent. One problem incomparing the states’
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AFDC recoupment rates, as the House Ways and Means Commit-
tee report does, is that the basis of the measure — AFDC grant
expenditures — is affected by the variation among the states in
average grant levels, a factor that is generally independent of the
other component of the recoupment measure, child support
collections. This places California at a disadvantage in such
comparisons because the state’s average AFDC grant is second
highest in the nation.

In order to compensate for this, we adjusted the states’
recoupment rates in FFY 89 to account for the differences in
average grants (using California as the reference point). As a
result, California’s ranking rises to 31st among the 50 states. As
Figure 3shows, Californiaranked 5thamong the 10 largest states
in FFY 89, after adjusting for the grant differentials. We note,
however, that the adjusted rate of Michigan (the highest-perform-
ing state) is still significantly higher than California’s — almost
twice as much.

AFDC Recoupment Rates of the 10 Largest States
Actual and Adjusted for AFDC Grant Differentials
Federal Fiscal Year 1989
Recoupment Average Adjusted
Rate Grant/Case Recoupment Rate?
Michigan 13.6% $482 10.7%
New Jersey 13.9 358 8.1
Pennsylvania 13.2 352 7.6
North Carolina 18.9 238 7.4
California 5.9 611 5.9
New York 6.0 532 5.2
Ohio 9.6 310 4.9
Florida 11.2 249 4.6
Illinois 5.3 317 2.7
Texas 9.4 169 2.6
@ Adjusted for differences in average grant, using California as the reference point.

Trying to account for other states’ superior performance is
made difficult by (1) our lack of detailed knowledge on the
operations of other states and (2) the lack of reliability, for
purposes of comparison, of some of the data reported by the states.
In an attempt to gain some insight in this area, we reviewed the
child support enforcement programs in Wisconsin and Michigan,
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two states that have recoupment rates that are almost twice that
of California, after adjusting for grant differentials.

With respect to administrative procedures (such as specific
enforcement techniques and the level of automation), we cannot
point to anything that might have led to the higher recoupment
rates reported by Wisconsin and Michigan. As to organizational
structure, Wisconsin permits each county to selectitsadminister-
ing agency at the local level, but state officials believe that the
resulting lack of uniformity is disadvantageous rather than
beneficial. Michigan has a more uniform local organizational
structure, butdivides functional and funding responsibility at the
local level along three lines: the state-funded county departments
of social services, county-funded prosecuting attorneys, and county-
funded “Friends of the Court.”

The Friend of the Court in Michigan is a court-appointed
employee who works exclusively on child support cases and is
empowered to conduct hearings and recommend awards based on
the state guideline. Program administrators believe that this
helps to expedite the process. In California, courtcommissioners
and referees can perform a similar function, but the use of these
personnel for child support cases is not widespread. Currently,
three counties — Los Angeles, Orange, and Santa Clara— use at
least one commissioner or referee exclusively for child support.

Expenditure data indicate that both Wisconsin and Michigan
allocate relatively more resources (in relation to their AFDC
cases and expenditures) to the AFDC component of their child
support programs than does California. This may be animportant
factor in explaining the differences in performance. We can
hypothesize that the additional resources translate into lower
caseloads for local case workers, but caseload data are not
sufficiently reliable to verify this. From an organizational stand-
point, itis also important to recognize that in Michigan the state
has more (although not total) control over funding decisions for
administration of the program than does the state in California.

DIFFERENCES IN PERFORMANCE
AMONG CALIFORNIA’S COUNTIES

Just as the states differ significantly in their performance, so
do California’s 58 counties. Figure 4 ranks the counties by their
AFDC recoupmentratesin 1990-91, after adjusting for differences
in their average AFDC grant levels per case. (While maximum
AFDC grants are the same statewide for a given family size,
counties can have different average grant levels due to different
average family sizes and income levels.) As the figure shows, the
adjusted recoupment rates ranged from 17.7 percent in Napa
County to 3.6 percent in Mono and Los Angeles Counties.




160 / Part V: State-County Partnership Issues

Child Support Enforcement Program
AFDC Recoupment Rates?

1990-91
County County
Napa 17.7% Santa Cruz 9.8%
Ventura 15.2 Tehama 9.7
El Dorado 15.1 San Francisco 9.5
Plumas 14.6 Stanislaus 9.4
Inyo 14.5 Marin 9.4
Sierra 14.4 Contra Costa 9.1
Santa Barbara 13.8 San Mateo 8.7
Sonoma 13.7 Orange 8.6
Sutter 13.2 Santa Clara 8.2
San Luis Obispo 13.2 Trinity 8.1
Colusa 13.0 Calaveras 7.9
Merced 12.5 Tulare 7.8
Shasta 12.4 Solano 7.6
Yolo 12.4 Alpine 7.5
Kings 12.4 Kern 7.4
Mariposa 12.3 Lake 7.3
Nevada 12.2 Imperial 7.3
Placer 12.0 Riverside 7.2
Monterey 11.9 Lassen 7.1
Del Norte 11.6 Alameda 6.9
Mendocino 11.4 San Bernardino 6.7
Tuolumne 11.2 San Joaquin 6.3
San Benito 11.1 Modoc 6.1
Glenn 10.8 Yuba 6.0
Siskiyou 10.7 San Diego 5.9
Humboldt 10.6 Amador 5.1
Butte 10.4 Sacramento 4.3
Madera 10.4 Mono 3.6
Fresno 9.9 Los Angeles 3.6

reference point.

a Adjusted for AFDC average grant differentials, using the unweighted statewide average as the
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“Administrative Effort” Explains
Much ofthe Intercounty Differences

In an effort to account for these differences, we updated,
refined, and expanded a statistical analysis of dataon child support
enforcement that we presented in the Analysis of the 1990 Budget
Bill (please see pp. 707-710). Inthatanalysis, we devised amethod
of measuring a county’s “administrative effort,” expressed as the
ratio of total spending on the child support program to total
expenditures for AFDC-Family Group (AFDC-FG) grants. We
chose AFDC-FG grant expenditures as the base because it pro-
vided a way to differentiate between the counties in terms of the
scope of their task in collecting child support for AFDC families.
We found that administrative effort was an important factor in
determining the counties’ performance, explaining 40 percent of
the variation among the countiesin their AFDC recoupmentrates
in 1988-89.

Inupdating and modifying thisanalysis, we used 1990-91 data
and revised our measure of administrative effort by substituting
administrative spending on the AFDC component of the program
for total administrative spending, so that both variables —
administrative effort and recoupment rate — correspond to the
AFDC part of the program. We also adjusted recoupment rates
and administrative effort to compensate for the differences be-
tween the counties in their average AFDC grants per case. The
results confirmed our earlier finding: administrative effort
explained 44 percent of the variation in recoupment rates.®

We also tested avariety of other variables in order to see if we
could add to the explanation of variation in recoupment rates and
to determine if administrative effort remained an important
variable when controlling for the effects of other factors. These
included several demographic variables that, according to some
program administrators, might have an effect on the ability to
collect child support: unemployment rate, percentage of out-of-
wedlock births, degree of urbanization, percentage of Blacks and
Hispanics in the AFDC caseload, percentage of AFDC recipients
inthe county’s population, and the growth trend of AFDC cases in
the county. The results showed that these variables either were
statistically insignificantor added very little to the explanation of
variation in recoupment rates. Administrative effort, however,
retained its explanatory power when including these other vari-
ables in the analysis.

The importance of administrative effort is illustrated in
Figure 5, which shows that counties in the top quartile in

b |n this and subsequent regression analyses, we excluded the 10 smallest counties because
they are susceptible to volatile changes that can distort the results. For example, if a county
has an unusually high level of administrative spending in a particular year, compared to all other
counties, it will have a disproportionately strong influence on the results of the analysis.
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Figure 5

Child Support Enforcement Program
Administrative Effort of High- and Low-Performing Counties
1990-91

High-Performing Counties Low-Performing Counties
(Top Quartile) (Bottom Quartile)
AFDC AFDC

Recoup- Adminis- Recoup- Adminis-

ment trative ment trative

County Rate? Effort? County Rate? Effort?

Napa 17.7% 7.9% | Lake 7.3% 3.7%
Ventura 15.2 9.0 Imperial 7.3 2.8
El Dorado 15.1 10.5 Riverside 7.2 3.6
Plumas 14.6 8.0 Lassen 7.1 1.7
Inyo 14.5 9.0 Alameda 6.9 3.0
Sierra 14.4 16.6 San Bernardino 6.7 1.9
Santa Barbara 13.8 8.3 San Joaquin 6.3 1.6
Sonoma 13.7 6.2 Modoc 6.1 6.6
Sutter 13.2 8.8 Yuba 6.0 2.6
San Luis Obispo 13.2 5.9 San Diego 5.9 24
Colusa 13.0 5.6 Amador 51 7.7
Merced 12.5 25 Sacramento 4.3 2.3
Shasta 12.4 4.9 Mono 3.6 3.1
Yolo 12.4 4.3 Los Angeles 3.6 1.9
Unweighted _ Unweighted _

average 13.9% 7.7% average 5.9% 3.2%

@ Adjusted for differentials in average grants.

recoupment rates expended, on average, 2.4 times as much
administrative effort as did the counties in the bottom quartile.

Other Factors

If administrative effort — an indication of the level of re-
sources allocated to the program — explains about half of the
variation in recoupment rates, what accounts for the other half?
Statistical analysis of the demographicvariablesyields very little.
We suspect, however, that managerial ability plays an important
role. We do not have a good way to measure this trait, although
there is a commonly used measure of efficiency of operations —
the ratio of child support collections to program costs — which
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Child Support Enforcement Program

AFDC Collections per Dollar of AFDC

Administrative Expenditures

1990-91

Collections/ Collections/

County Costs County Costs
Merced $4.92 Sonoma $2.21
Mendocino 4.63 Kern 2.15
Lassen 4.08 Mariposa 2.03
Humboldt 4.07 Riverside 2.01
San Joaquin 3.88 Trinity 1.96
San Bernardino 3.59 Lake 1.96
Madera 3.46 Santa Cruz 1.93
Fresno 3.21 Sacramento 1.89
Tuolumne 3.21 Placer 1.88
Monterey 3.07 Los Angeles 1.85
Tulare 2.96 Plumas 1.84
Yolo 2.85 Orange 1.78
Butte 2.82 Contra Costa 1.73
Kings 2.82 Del Norte 1.69
Siskiyou 2.60 Ventura 1.69
Imperial 2.58 Santa Barbara 1.67
Tehama 2.55 San Francisco 1.62
Shasta 2.54 Santa Clara 1.61
San Diego 2.51 Inyo 1.60
Solano 2.47 Nevada 1.51
San Benito 2.40 Sutter 1.50
Stanislaus 2.36 El Dorado 1.43
Yuba 2.34 San Mateo 1.34
Colusa 2.33 Mono 1.13
Glenn 2.29 Modoc 0.92
Alameda 2.28 Sierra 0.87
Calaveras 2.26 Marin 0.84
Napa 2.25 Amador 0.66
San Luis Obispo 2.24 Alpine 0.28

reflects one aspect of managerial ability. Figure 6 ranks the
counties on the basis of their AFDC collections per dollar of
administrative expenditures in the AFDC component of the
programin 1990-91.

Two caveats about the figure are important. First, the ratios
representareturnonadollar of administrative spending fromall
levels of government. They do not tell you what a particular level
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(say, the county) receives for a dollar of spending. (This is
discussed in the next section.) Second, the ratios are average, not
marginal figures. For instance, in Merced County the average
return from every dollar in public spending on enforcement was
$4.92, which may suggest that each additional enforcementdollar
would return as much. However, itis likely that the county’s first
dollars spent on enforcement were aimed at the most productive
cases and that subsequent spending returned lessand less. It may
be, for instance, that the last dollar spent on enforcement
returned less than a dollar, meaning that it was not a good
investment from a fiscal perspective.

WOULDADDITIONAL SPENDING ON CHILD
SUPPORT ENFORCEMENT BE COST-EFFECTIVE?

Up to this point, we have emphasized recoupment rates as an
indication of program performance. Asameasure of child support
collections, recoupment rates are particularly important to the
federal and state governments, which primarily benefit from the
offsets to their AFDC grant expenditures. We need to consider,
however, the public costs of operating the program as well as the
AFDC grant savings. As we have seen, there is a strong
relationship between collections, as indicated by recoupment
rates, and program costs, as reflected in our index of administra-
tive effort. We turn now to an analysis of how these variables
interact to produce the net fiscal impact of the program on the
government, particularly the state and the counties.

Clearly, the state is the primary fiscal beneficiary from
additional spending on child support enforcement. This occurs
because administrative costs are borne almost entirely by the
federal and county governments and yet the state and federal
governments share most of the benefits from additional AFDC
collections through offsets to AFDC grants (even after accounting
for the incentive payments). The effect on the counties, however,
is less clear. On the whole, the program has yielded net savings
tothe countiesin pastyears, butthishasnot necessarily beentrue
for all counties. Furthermore, even in those counties that made
money overall, their spending “at the margin” may not have a
return large enough to cover these costs.

We examined the statewide totals for changes in collections
and expenditures between 1987-88 and 1990-91 and found that —
at the margin — an additional dollar of expenditures (from all
sources) was accompanied by an increase of $3 in total collections
(divided about equally between AFDC and non-AFDC collections).
Based on these data, we developed three hypothetical scenarios
that most counties are probably facing: marginal collections/
marginal costs ratios of $2/$1, $3/$1, and $4/$1. Figure 7 shows
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Figure 7

Net Costs (Savings) From $1 Increase in Spending
Under Three Marginal Collections/Costs® Scenarios

Federal County
Scenario 1: Collections/Costs Ratio = $2/$1
Expenditures:

State County/State

Administration $.66 $.34 — $.34
Incentive payments .13 — $.07 .07
Revenues:
Incentive payments — (.20) — (-20)
AFDC grant savings (.50) (.02) (.48) (.50)
Net fiscal impact $.29 $.12 ($.41) ($.29)

Scenario 2: Collections/Costs Ratio = $3/$1

Expenditures:

Administration $.66 $.34 — $.34

Incentive payments .20 — $.10 .10
Revenues:

Incentive payments — (-30) — (-30)
AFDC grant savings (.75) (.04) (.72) (.75)

Net fiscal impact $.11 — ($.61) ($.61)

Scenario 3: Collections/Costs Ratio = $4/$1

Expenditures:

Administration $.66 $.34 — $.34

Incentive payments .26 — $.14 .14
Revenues:

Incentive payments — (.40) — (.40)
AFDC grant savings (1.00) (.05) (.95) (1.00)

Net fiscal impact ($.08) ($.11) ($.81) ($.92)

2 Ratio of increase in AFDC and non-AFDC collections (net of $50 disregard
payments) to increase in total administrative costs.

the net fiscal impact on the state, the county, and the state and

county combined as total enforcement expenditures are increased
by each $1 under these three scenarios.

As the figure shows, the state and the combined state and
county governments benefit from additional spending under all
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three scenarios (that s, all the “net fiscal impact” numbers in the
last two columns are in parentheses — meaning savings). For
instance, the state makes money under all three scenarios (either
41 cents, 61 cents, or 81 cents on each additional dollar’s worth of
enforcement effort). The county, however, shows a clear fiscal
benefit only in the case where the marginal collections to mar-
ginal costs ratio is above the $3 to $1 ratio. If a county based its
decisions solely on fiscal grounds and found itself in the situation
where the ratiowasatthe $2to$1 level, itwould rationally decide
not to make the additional expenditure. It is important to note
that, from afiscal perspective, such a decision would be suboptimal
from the combined state/county perspective. This is because the
state and counties combined make a net savings of 29 cents on
each additional enforcement dollar expended.

Clearly, counties do not always base decisions on the level of
child supportenforcementsolely according to their calculations of
the fiscal impact. It would be surprising, however, if these key
fiscal considerations were notimportantinthe counties’ decision-
making process. In this connection, we note that program
administrators frequently told us that they were encouraged or
instructed to operate a “no-cost” program.

Net Fiscal Impact on Counties

In order to gain additional insight into explaining a county’s
willingness to commit resources to its child support enforcement
program, we reviewed the program’s fiscal impact on the counties
in 1990-91. Figure 8 ranks the counties on the basis of their
“profitability” — net revenues or costs as a percent of the county’s
share of expenditures. Itshows, for instance, that Lassen County
made money equal to 130 percent of the amount it spent on child
supportenforcement, whereas Alpine County had net costs equal
to 81 percent of its enforcement expenditures.

In analyzing the counties’ “profitability,” there is a fairly
strong inverse relationship between net profitability and adminis-
trative effort. This relationship suggests that, in spite of the
existing set of incentive payments designed to encourage collec-
tions, counties apparently do not have a strong fiscal incentive to
commit relatively high levels of resources to the program.c

A review of the counties in terms of their combined state/
county profitability indicates that all but one of the counties
realized a net savings. Thus, even relatively inefficient counties
contributed to the state’s net savings from the program.

¢ The amount of profit a county can divert to its general fund is limited to its savings in AFDC
grant expenditures. State law requires the counties to spend their incentive payments on the
child support program. (An Auditor General report in 1989, however, indicated that counties
were not properly restricting their excess revenue.)
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Child Support Enforcement Program

Net County Costs (Revenues) as Percent of County Expenditures
1990-91

County County

Lassen (130.2%)| Contra Costa (10.5%)
Merced (122.4) Lake (10.2)
Humboldt (110.4) Sonoma (9.8)
Mendocino (105.0) Mariposa (8.8)
San Bernardino (88.4) Solano (5.4)
San Joaquin (82.4) Plumas (3.6)
Madera (73.4) Del Norte (1.3)
Napa (73.3) Santa Cruz 2.9
San Diego (57.6) Sacramento 4.0
Fresno (56.6) Orange 5.0
Tuolumne (54.9) Mono 6.3
Siskiyou (38.7) Placer 6.6
Imperial (38.1) Trinity 7.9
Butte (37.6) Los Angeles 9.0
Yolo (37.4) Ventura 12.1
Tulare (36.3) San Luis Obispo 12.8
San Benito (36.2) Nevada 18.6
Kings (36.0) Santa Barbara 19.0
Shasta (34.2) Sutter 20.2
Calaveras (33.6) Inyo 22.1
Tehama (31.5) Santa Clara 25.9
Yuba (23.8) El Dorado 26.1
Stanislaus (21.7) San Mateo 28.4
Glenn (20.2) San Francisco 30.0
Colusa (18.6) Amador 30.5
Kern (17.9) Sierra 31.2
Monterey (16.5) Modoc 35.0
Riverside (16.1) Marin 41.4
Alameda (10.8) Alpine 81.4
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We can get abetteridea of the program’s potential for yielding
additional savings by returning to our analysis of marginal
increases in collections and costs. If we assume a $3 to $1 ratio
of marginal collections to marginal costs, the combined state and
county savings (in AFDC grant offsets and federal incentive
payments) amount to about $2.70 for every $1 of state/county
administrative costs. Thus, for every $10 million in additional
enforcement spending, the state and counties would make $27
million, for a net savings of $17 million.

HOW CAN THE STATE IMPROVE ITS
CHILD SUPPORT ENFORCEMENT PROGRAM?

In the preceding analysis, we found that additional spending
is likely to lead to more effectiveness in the child support program
and additional savings to the state. There is also evidence,
however, that — from the counties’ fiscal perspective — these
additional commitments often do not benefit the county, which
has control over program funding decisions. If anything, the
existing funding system seems to provide an incentive for counties
to hold spending down. We conclude, therefore, that it would be
in the interest of the state if the Legislature were to initiate
changes in the program in order to effect an increase in its cost-
effectiveness. In this section, we present two alternatives for
revising the state’s system of administering and funding the child
support enforcement program.

Option 1: State Administration of the Child Support Program

Under thisoption, legislation would be enacted to provide that
the state assume administrative control of the program, thereby
making the state rather than the counties responsible for the
decisions that affect program performance. Assumption of control
of the program’s funding would eliminate the problems discussed
above that can result when the agency that has control over
resource allocation decisions views these decisions from a fiscal
perspective which differs substantially from the state’s. Thus, the
state would be able to allocate resources to the program according
to a statewide perspective, based on the Legislature’'s policy
decisions with respect to fiscal and other benefits associated with
the delivery of child support enforcement services to AFDC and
non-AFDC parents.

Ifthe Legislature should decide to adopt this policy, we believe
thatitwould be prudent to proceed by funding an implementation
study to address the many implementation issues that would have
to be resolved prior to state assumption of the program. We
estimate that such a study would cost from $75,000 to $100,000.
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Option 2: Collections/Costs Incentive Payment

Under this option, the state would add an additional state-
funded incentive payment toaugment program funding, based on
each county'’s efficiency as measured by the ratio of the marginal
increase in child support collections to the marginal increase in
administrative costs. This would add funds where they would
generate the greatest increase in collections. The incentive
payment should be provided on the condition that it supplement,
and not supplant, existing expenditures by the county. In
addition, the payment should be “matched” by an increase in
county expenditures.®

There are many different formulas that could be devised to
provide these additional incentive payments to counties. Inorder
to implement this option, the Legislature would have to explore
these alternatives carefully prior to selecting a specific approach.

CONCLUSION

Child support enforcement is, of course, more than simply a
means of raising revenue for the state. The provision of an
adequate level of support for children stands as the fundamental
rationale for the program. Nevertheless, focusingon the program'’s
netfiscal impacts can lead both toimproved program effectiveness
and additional savings to the state.

The existing system of administering and funding the child
support enforcement program provides a set of fiscal incentives
which result in decisions that are counter-productive from a
statewide perspective. We believe that this problem can best be
addressed by adopting one of the options that we present for
revising the manner in which the program is funded. The first
option — state administration — would permit the greatest
degree of state control and facilitate an optimal allocation of
resources to maximize net revenues. The second option — a new
incentive payment — would facilitate the efficient use of limited
resources that might be made available for program expansion.

Under either option, however, the state should commit to a
higher level of investmentin the child support program, adifficult
course to take in the midst of a period of tight fiscal constraints.
We believe, however, that such an investment would ultimately
lead to a significant increase in savings to the state and thereby
prove to be cost-effective in the long run.

d This process would be dynamic rather than static. As noted above, we would expect the
county’s collections to costs ratio to decline as expenditures increase.
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What Steps Should the Legislature Take to Ensure the

Effective Implementation of the Trial Court Funding
“Realignment”?

Summary

Last summer, the Legislature enacted several major bills to
provide additional state funding for support of trial courts and to
require courts to make a number of reforms. The measures, which
had multiple purposes, expressed the Legislature’s intent to fund
an increasing share of court operating costs over the next five
years. The additional costs to the state were projected to be more
than offset by increases in General Fund revenues during this
period. Based on collections to date, however, revenues may not
approach the levels anticipated.

A number of short-term problems (such as delays in develop-
ment of accounting guidelines) have hindered implementation of
the realignment, mostly due to enactment of legislation after the
fiscal year began. The realignment has, however, also raised a
number of policy issues, such as the management and control of
local court personnel and the need for clarification of judicial roles.
The Legislature will need to address these issues as it considers
providing additional funds for trial court operations in the budget
year and beyond.

The California Constitution establishes a system of trial and
appellate courts and delineates the jurisdiction of each court over
judicial matters. The state has traditionally funded the operations
of the Supreme Court and the courts of appeal from the General
Fundand, until recently, counties have been primarily responsible
for financing the operations of the trial courts — the superior,
municipal, and justice courts. That tradition was fundamentally
changed in 1985 when legislation was enacted to require the state
to assume the primary responsibility for funding the costs of trial
court operations through a system of block grants.
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The enactment of Ch 90/91 (AB 1297, Isenberg) — the Trial
Court Realignment and Efficiency Act of 1991 — made additional
significant changes to the state’s financial responsibility for trial
court operations. Through Chapter 90 and related statutes, the
Legislature expressed its intent to support an increasing share of
trial courts costs.

In thisanalysis, we (1) review the short-term implementation
issues surrounding Chapter 90 and the related measures, and (2)
identify a number of policy issues that the Legislature will need to
address as it considers providing additional support for the trial
courts for the budget year and beyond. We discuss the 1992-93
Governor’s Budget proposals for trial court funding in detail in our
companion document, Analysis of the 1992-93 Budget Bill (please
see Item 0450).

BACKGROUND—STATE FUNDING FORTRIAL COURTS

In 1985, the Legislature established the Trial Court Funding
Program to promote a more uniform level of judicial services
throughout California and to relieve some of the fiscal pressures
on county governments. The program provided participating
counties funding for both specific operating costs (such as salaries
and benefits for selected judges) and general operating costs (such
as ancillary court personnel and services).

The programwas originally established by Ch 1607/85 (AB 19,
Robinson), the Trial Court Funding Act of 1985, but was not made
operative until theenactmentof Ch 1211/87 (SB 709, Lockyer) two
years later. The statutes required the state to assume the primary
responsibility for funding the operations of the courts through
block grants for certain judicial positions and increased state
participation in funding of judges’ salaries and benefits. As a
means of offsetting the state’s additional costs, participating
counties were required to turn over to the state their share of
certain court-related revenues (fines, fees, and forfeitures) and to
forgo reimbursement for mandates related to trial court opera-
tions.

In 1988, the Legislature enacted the Brown-Presley Trial
Court Funding Act (Ch944/88 — AB 1197, Willie Brown, and Ch
945/88 — SB 612, Presley). These measures made several signifi-
cant changes to the Trial Court Funding Program, including
changing the amount of the block grants and eliminating the
existing revenue recapture provisions.
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OVERVIEW OF THE TRIAL COURT
REALIGNMENT AND EFFICIENCY ACT OF 1991

The Trial Court Realignment and Efficiency Act of 1991
repealed several of the provisions of the Brown-Presley Trial
Court Funding Actand made additional significant changes to the
Trial Court Funding Program. Although Chapter 90 was the
principal piece of legislation, several other related measures
(especially Ch189/91 — AB 544, Isenberg, and Ch 331/91 — SB
21, no author) made changes as well. Figure 1 lists the trial court
funding-related legislation enacted in 1991.

Reform Had Many Purposes

Chapter 90 and the related legislation had several different
purposes, some of which were expressed in legislative intent.
These included: (1) helping the Governor and the Legislature close
the 1991-92 state budget gap and providing net revenues to the
General Fund through 1995-96, (2) relieving fiscal pressures on
counties by having the state assume a larger role in court funding,
and (3) improving access to justice and the uniformity of judicial
services throughout the state by providing additional court fund-
ing and enacting a number of reforms.

These purposes were addressed by:
= Increasing state funding for trial court operations.
= Generating additional revenues for the state.

= Establishing mechanismstoimprove collections of unpaid
fines, forfeitures, and penalties.

< Enacting a variety of reforms in the trial courts that are
designed to increase efficiency and reduce costs for sup-
port of the trial courts in the long run.

Increased State Funding for Trial Courts

Chapter 90 continues the state’s commitment to state funding
for trial court operations that began in 1985. Specifically, the
measure increases total state funding for trial courts by about $225
million in 1991-92. Prior to enactment of Chapter 90, the state
supported about 38 percent of trial court operating costs. Chapter
90 expresses the Legislature’s intent to fund 50 percent of the
statewide costs for trial court operations in 1991-92 and increase
the funding 5 percent per year until the state reaches 70 percent
funding in 1995-96. The Governor’s Budget, however, proposes to
freeze trial court expenditures at the current-year level (see our
Analysis for more details). Thiswould resultin the state funding
about 45 percent of these costs in the budget year.
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1991 Legislation Relating to Trial Court Funding

Measure Author Topic Effective Date

AB 1297 Isenberg Increased trial court funding, June 30, 1991
(Ch 90/91) realignment of court-related
revenues, court reforms.

AB 544 Isenberg Court reforms and revenue July 29, 1991
(Ch 189/91) transfers.
SB 21 no author Appropriations for trial August 5, 1991
(Ch 331/91) court funding, fines and

fees transfers.
AB 2142 Frazee Distribution and uses of October 14, 1991
(Ch 1168/91) certain fines and fees,

restricted application of
certain fees.

AB 1485 Committee  Court staffing and the com- January 1, 1992
(Ch 716/91) on Judiciary pensation of certain court

personnel.
AB 195 Bentley Requirements for Judicial January 1, 1992
(Ch 613/91) Council reporting, compensa-

tion for municipal and justice
court judges, extension of
authority to hear guilty pleas
in non-capital felony cases.

AB 1826 Bentley Permit certain misdemeanors January 1, 1992
(Ch 598/91) to be treated as infractions.

SB 526 Killea Authorization for the State January 1, 1992
(Ch 976/91) Controller to recover unpaid

penalty assessments.

Transfers of Local Court Revenues

Prior to Chapter 90, court-related fine and forfeiture revenues
were divided between counties and cities, based on the location of
the violation of law that resulted in the fine. Inorder to offset the
additional costs of state funding for the trial courts, the realign-
ment measures transfer a large share of local revenues to the
General Fund.

Specifically, the measures:

< Require cities to transfer 50 percent and counties 75
percent of their non-parking fines to the state.
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< Increase existing penalty assessments on criminal and
traffic offenses.

e Transfer traffic school fees to the state.

These provisions were estimated to result in revenues of $462
million in 1991-92.

In addition, other court-related revenue enhancements were
enacted in Chapter 331 in order to backfill for a $205 million
reduction taken in the program’s base funding level in the 1991
Budget Act.

Enhanced Collection Efforts

Chapters 90 and 189 establish a number of new mechanisms
to assist local governments in collecting unpaid fines, forfeitures,
and penalties. These changes were partially designed to generate
revenues to the state to cover the costs of additional state funding
for trial courtoperations. The mechanismsinclude income taxand
lottery intercepts, wage garnishment, use of private collection
agencies, holds on vehicle registration and driver’s license renew-
als, and use of credit cards and personal checks for payment of fines
and penalties.

In order to provide an additional incentive for persons to pay
their unpaid motor vehicle fines and penalties, Chapter 331
established an amnesty program in effect between February and
April of 1992, and allows offenders to pay a reduced fine for each
violation, except for offenses involving driving under the influence
of alcohol or drugs.

These provisions were estimated to result in $55 million in
General Fund revenues in 1991-92.

Trial Court Reforms

Chapter 90 includes a number of reforms to increase the
efficiency of the trial courts. These reforms are designed to reduce
the long-term costs of trial court operations, improve the unifor-
mity of judicial services throughout the state, and improve the
public’s access to the judicial system.

The mostsignificant reform requires superior, municipal, and
justice courts to coordinate their operations. Chapter 90 requires
each court to develop a coordination plan to achieve efficiencies
through the maximum utilization of court resources. Plans must
consider a number of specific items, including the following:

< Assignment of any judge to hear any type of case, regard-
less of the jurisdictional or geographical boundaries.
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= Using lower level judges to hear and try matters (such as
amunicipal courtjudge handlingacase insuperior court).

= Sharingand mergingofcourtsupportstaffwithinoracross
county boundaries.

= Using alternative dispute resolution programs, such as
arbitration.

= Unifying the trial courts within a county to the maximum
extent permitted by the California Constitution.

Although nosavings were estimated from these reformsinthe
current year, Chapter 90 requires trial courts, on a statewide
basis, to reduce their operating costs at least 3 percentin 1992-93,
an additional 2 percent in 1993-94, and an additional 2 percentin
1994-95. Coordination plans must be submitted to the Judicial
Council by March 1, 1992 and approved by the council by July 1,
1992. It is not clear how these reductions will be calculated or
whether they will be achieved.

In addition, Chapter 90 requires trial courts to implement
reforms to reduce court case backlogs. Specifically, the measure
requires municipal and justice courts to establish delay reduction
programs similar to programs already implemented in superior
courts that were established by the Trial Court Delay Reduction
Actof1986 (Ch 1335/86— AB 3300, Willie Brown). These programs
set specific guidelines and standards for courts to resolve criminal
and civil cases as expeditiously as possible.

The legislation also recognizes that inefficiencies exist be-
cause of the lack of automation in some courts. As a result,
Chapter 90 allows counties to retain 2 percent of all fines from
criminal convictions, including traffic cases, for the development
of automated accounting and case management systems within
the municipal and justice courts.

Net Fiscal Impact on State

Enactment of Chapter 90 and the related legislation was one
of several actions taken by the Legislature and the Governor to
close the $14 billion budget gap for 1991-92. At the time of
enactment, the Department of Finance (DOF) estimated that the
measures would resultinadditional state revenues of $517 million
and additional costs of $225 million, for anet savings to the General
Fund of $292 million, as shown in Figure 2. (The amounts shown
in Figure 2 do not include any of the revenue enhancements
enacted in Chapter 331 to fill the $205 million “hole” in the base
funding in the 1991 Budget Act.)
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Trial Court “Realignment”
1991-92 Fiscal Effect?

(inmillions)
Revenues
Transfers to the state:
75 percent of county revenues $208.0
50 percent of city revenues 77.0
Enhanced collections $55.0
Penalty assessment increases 79.0
Traffic school fee transfers 98.0
Total, Revenues $517.0
Costs
Trial courts $221.6
Judicial Council administration 2.6
Judicial Retirement System 0.9
Total, Costs $225.1
e d 0 $29 0

2Based on Department of Finance June 1991 estimates.

The DOF's long-term projections showed that even with the
increasing state funding for trial court operations, the measures
would resultinannual net savings to the state until 1995-96. After
thattime, the DOF estimated that the program would resultin net
costs.

TRIAL COURT FUNDING REVENUE

Asindicated above, revenues provided through Chapter 90 and
the related legislation were estimated to generate revenues to the
state in excess of costs of almost $300 million in the current year.
It now appears, however, that the net savings will be far less than
that amount.

DOF Has Revised Its Estimates

The DOF estimated in June 1991 that increases in court-
related revenues would generate about $592 million to the Gen-
eral Fundin 1991-92 and $668 millionin 1992-93. (The $592 million
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estimate differs from the revenue total shown in Figure 2 —$517
million — as the former includes some additional court-related
revenue increases that were added tofill the $205 million “hole” in
basefunding.) In November 1991, the DOF adjusted the estimates
downward to $436 million in 1991-92 and $509 million in 1992-93,
a difference of $315 million over the two-year period. (These are
the figures assumed in the Governor's Budget.) These adjust-
ments resulted primarily from additional review of actual local
fine, fee, and forfeiture data from previous years that indicated
that the original estimates were overstated.

Figure 3 shows these estimates, by revenue source, for both
1991-92 and 1992-93. Inaddition, it shows actual collections from
these sources as of January 31.

Trial Court Funding
General Fund Revenue Collections
1991-92 and 1992-93

(inmillions)
1991-92 1992-93
Actual
Original  Revised Collections| Original Revised
Projection Projection (as of |Projection Projection
Revenue Source (June 1991)(Nov. 1991) Jan. 31) |(June 1991) (Nov.
1991)
Fines and Forfeitures
Counties $208.0 | $156.0 | $18.8 $224.1 | $165.4
Cities 77.0 74.0 9.6 82.9 78.4
Other? 55.0 20.0 0.1 81.0 40.0
Penalty assessmentsP 79.0 57.0 30.3 96.0 75.0
Traffic school fees® 128.0 102.0 15.3 139.0 111.0

2 Includes increase in fines resulting from enhanced collection efforts, amnesty program (in
effect February through April 1992), and state parking violations.

b General Fund portion.
€ Includes both $24 fee and state portion of fees based on amount of fine.

d Includes administrative fees for persons convicted of crimes, $1 surcharge on parking
violations, and surcharge on document recordings.

Detalls do not add 10 totals due 1o rounding.
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Current-Year Revenues Well-Below Projections

As Figure 3 shows, of the $436 million in court-related
revenues estimated in the revised 1991-92 projection, the state has
actually received only about $77.3 million (approximately 18
percent of the estimated total), with over half the fiscal year
elapsed. Only the revenue transfers from increased penalty
assessments have met expectations.

Figure 4 shows the revised DOF projection of court-related
revenue transfers to the General Fund against actual revenues
collected by the State Controller’'s Office (SCO) onamonthly basis.
As the figure shows, the DOF estimated that after cities and
counties had three to four months to implement the necessary
changes, the state would receive asignificantincrease in revenues
during December 1991, and in January and February 1992, before
leveling off at a more moderate amount for the remainder of 1991-
922.

Trial Court Funding Revenue Collections
1991-92

(inmillions)
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Our analysis of revenue transfers to the General Fund indi-
cates that court-related revenues for 1991-92 could be up to $250
million less than DOF’s revised projection.
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Budget-Year Projections

INn1992-93, DOF projects that court-related revenues will total
approximately $509 million, which is 17 percent above current-
year collections. Since 1982-83, court-related revenues have
increased an average of 8.5 percent per year, half the rate of the
projected budget-year increase. Given the lower current-year
base and the optimistic budget-year growth assumptions, we
believe that the budget-year projection is also overstated.

Net Fiscal Benefits to State Now in Question

Given that trial court-related revenue collections appear
unlikely to meet expectations in the current year, it is likely that
the trial court funding realignment will result in much lower
General Fundsavingsinthecurrentandbudgetyears. Inaddition,
the realignment may become a net cost to the state before 1995-96,
rather than after thatyear, aswas originally projected by the DOF-.

IMPLEMENTATION ISSUES

Chapter 90 was enacted as an urgency measure on the lastday
of the 1990-91 fiscal year. Chapters 189 and 331, which were also
urgency measures, were not enacted until July 27 and August 5,
respectively. Because these measures became law after the new
fiscal year started, state and local agencies were required to
institute the changes quickly without full understanding of the
statutes or the Legislature’s expectations.

Not surprisingly, there have been some problems—primarily
short-term ones — in implementing the trial court funding
realignment changes. In this section, we describe some of these
problems and identify actions the Legislature can take to help
resolve them.

Accounting Guidelines Were Delayed

Current law requires the SCO to coordinate the transfer and
distribution of revenues between the state and local governments.
Chapters 90, 189, and 331 require the SCO and county auditors to
establish new guidelines and accounts for the transfer of new
court-related revenues from the counties to the state.

Due to the timing of the measures, the SCO’s guidelines were
not distributed to the counties until October. As a result some
counties were still using the remittance guidelines established
under the Brown-Presley Trial Court Funding Act as late as
December, or stopped remitting revenues altogether.




Trial Court Funding “Realignment” / 147

Revenues that are improperly transferred to the SCO are
placed in a temporary account until the remitting county can be
contacted and the revenues sorted into the proper accounts. This
can cause a one- to two-month delay in properly accounting for the
revenues. Inour view, thisdelay is part of the reason that General
Fund collections are lagging to date.

Revenues Not Remitted from Local Governments

Chapters 90 and 189 establish a “cap” on the total amount of
fines and forfeitures citiesand countiescanretainin 1991-92. The
cap allows cities to retain an amount equal to 50 percent and
counties 25 percent of the total fines and forfeitures each entity
collected in 1990-91, plus 5 percent. Any amount above these
“caps” must be transferred to the state General Fund. The statutes
also require cities and counties to transfer the state’s share of the
collections on a monthly basis.

Our review of local revenue transfer practices indicates that
many cities and counties have not remitted the state’s share of
their court-related revenues in a timely manner. The lack of
familiarity has caused some delays that have or will be corrected.
However, we also found that many cities and counties are filling
their total annual caps before remitting any of the state’s share of
collections to the SCO. This practice, which is contrary to the
SCO'’s county guidelines, not only delays state General Fund
revenue collections, it also creates a disincentive for counties to
vigorously continue their efforts to collect outstanding fines and
forfeitures once they have filled their caps.

Delay in Revenue Transfers Will Need to Be Addressed by
the Legislature. We believe that the Legislature should address
the issue of cities and counties delaying the transfer of the state’s
share of court-related revenues. Specifically, the Legislature
should provide fiscal disincentives for cities and counties to delay
the transfer. For example, the state could offset trial courtfunding
payments to counties by the estimated amount of collections that
the state should have received.

Judicial Reaction to Penalty Increases

Chapters 90, 189, and 331 require judges to implement in-
creases to schedules for the assessment of fines and penalties.
Most of the increases were implemented within the municipal and
justice courts’ penalty schedules.

Trial court judges and staff are now becoming more familiar
with the new fines and penalty assessment schedules. We believe
that any administrative problems with the implementation of the
basic fine and penalty schedules should soon be corrected.
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There are, however, a number of reasons why judges have
been slow to implement the increases in contested matters within
their courts.

= Manyjudgeshaveindicated that they believe that thefines
and penalties are now excessive.

= Foravarietyof reasons, including the current condition of
the state’s economy and the high rate of unemployment,
it appears that many judges are reducing some portion of
the base fine and penalty amount for those persons who
make an appearance in court. (Judges may do so based on
the defendant’s ability to pay.) As a result, many court
personnel have indicated that the number of persons
requesting an appearance in court has increased signifi-
cantly since the new schedules have been implemented,
with a corresponding impact on projected revenues.

= Manyjudgesfeel that they have been placed in the position
of being a “revenue generator” for the state and have
voiced opposition to this role, even though they have
always performed this function for local governments.

Legislature May Need to Tie Additional Funding to
Revenue Results. As the state is now more dependent on the
revenues generated by the trial courts than prior to enactment of
Chapter 90, it is critical to the success of the overall trial court
realignment program that judges assess and the state receive its
expected revenues from increased fines and penalties.

POLICY ISSUES RELATED TO STATE
SUPPORT OF THE TRIAL COURTS

In this section, we identify four policy issues that the Legisla-
ture will need to address in order to meet the objectives of
realignment. We believe that, as it considers these issues, the
Legislature should keep certain state-local fiscal reform principles
in mind, such as paying attention to incentives and linking
program control to funding. (We reviewed these and other state-
county partnership principles in detail in The 1991-92 Budget:
Perspectives and Issues, please see page 173.) The Judicial Council
will provide the Legislature with reports throughout the next year
which should assist the Legislature in its consideration of these
issues.

State Funding for “Court Operations”

Prior to the enactment of Chapter 90, the operating budgets
for the trial courts were administered through the individual
county’s budgetary process. (The state simply provided counties
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with funds to pay judicial salaries and block grants to assist them
in paying for court operating costs.) As a result, there are
disparities among counties in the manner of accounting for trial
court operating budgets. Consequently, there is no definitive
figure for the total statewide cost of trial court operations. Thisis
acritical issue because the state will pay for a fixed percentage of
court costs. Without adequate estimates of current and past
statewide costs, itis difficult for the Legislature to make informed
budget decisions on trial court funding.

In the past, estimates of trial court operating expenditures
have been provided by the Judicial Council, based on information
provided by a sample of counties using Rule 810 of the California
Rules of Court as aguideline. Rule 810 specifies a number of trial
court operational cost items, including judicial and nonjudicial
salaries, servicesand supplies, costs for collective bargaining, and
indirect costs. Cost accounting for salaries is relatively straight
forward, but the costs for services and supplies and indirect costs
have been difficult to estimate satisfactorily. Estimating county
expenditures for “indirect costs” has created the largest problem
in reaching a total statewide cost estimate.

Judicial Council is Studying the Issue. Chapter 90
requires the Judicial Council to report to the Legislature by
November 1 of each year the expenditures for each superior,
municipal, and justice court, and the statewide totals. Inorder to
assist with this report, the Judicial Council has formed a commit-
tee comprised of trial court judges, court administrators, and staff
from the Administrative Office of the Courts to address these
guestions.

The Legislature will need to conduct its own independent
review of the council’s report and enact legislation to statutorily
define which items will be included in trial court operating costs.

Distribution of Funds to Counties

Chapter 189 repealed the provisions of law that specified the
distribution of state monies to counties for support of trial courts.
Thus, there is currently no statutory direction on how funds
provided in the annual Budget Act (including $565 million requested
in the Governor’s Budget) should be distributed.

Chapter 90 requires the Judicial Council to report to the
Legislature by March 1, 1992, on the most efficient and cost-
effective process for including trial court expenditures in the
annual Budget Act and an equitable formula for allocating state
funds. At the time this analysis was prepared, the council had
developed adraft proposal and was seeking comments from judges,
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court administrators, county officials, and other interested par-
ties.

Under the draft proposal, each trial court would develop its
own budget, which would be reviewed by a regional board selected
by the courts. Individual court budgets would be compiled and
approved by a state board of trial judges. Following approval by the
Chief Justice of the California Supreme Court (the chair of the
Judicial Council), a statewide trial court budget would be submit-
ted to the Legislature and the DOF for inclusion in the annual
Budget Act. Thisisafundamental change from the existing budget
process, inwhich the DOF develops the trial court funding budget.

The draft also provides that, following enactment of the
Budget Act, state fundingwould be allocated to support 100 percent
of specified court functions. Total state funding, however, would
still have to be within the state’s funding percentage. Future state
funding would support additional functions each year as the state
increased its share of trial court operating costs.

Legislature Should Consider Objectivesin Developinga
Distribution Formula. Ultimately, the Legislature will need to
develop a specific methodology for distributing the trial court
monies, either through the annual Budget Act or in separate
legislation.

In considering how to distribute the funds, the Legislature
should attempt to link the distribution to the objectives of the
realignment. For example, in order to ensure access to and
uniformity of justice, the Legislature may wish to provide funds to
cover a minimal level of services to all counties.

Inaddition, the Legislature should pay particular attention to
establishing incentives that will help meet the objectives of
realignment. For example, the Legislature may wish to reward
counties that are particularly successful at coordinating their
operations and reducing case backlogs.

Management of Local Court Personnel

In addition to judges, trial courts employ thousands of nonju-
dicial personnel (such as attorneys, administrators, and clerical
staff) to operate the court system. As the state takes on an
increasingly larger percentage of total statewide operating costs
fortrial courts, itwill have to address anumber of issues regarding
management and control of these personnel, including staffing
levels, compensation, and workplace conditions.

It will be particularly important for the Legislature to link
control of the courtemployees with funding. Inthe absence of such
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a link, the state would be allowing a different level of government
to set state funding priorities. For example, counties may have
less incentive to manage salary and benefit levels for court
employees as the state moves to support 70 percent of total court
costs. The Legislature may need to consider a variety of options,
such as specifying that salary and benefit increases be in line with
similar increases provided to state employees.

Judicial Council to Report in July. The Legislature
recognized the importance of these issues in Chapter 90 by
requiring the Judicial Council to report to the Legislature by July
1,1992, onthedisposition of county employees currently employed
in the trial courts.

Clarification of Judicial Roles

Our review indicates that some of the Legislature’s purposes
in enacting Chapter 90 (particularly improving access to and
uniformity of justice) may be hindered by the existing roles of
judicial officers in California.

Administrative Authority atthe State Level isLimited. In
order to fulfill the Legislature’s objectives for realignment, some
statewide oversight of trial courts is necessary. However, cur-
rently there is limited oversight and authority at the state level.
Article VI of the California Constitution establishes the judicial
authority for all trial courts judges and the method by which they
are selected. Because trial court judges are elected by the voters
within the jurisdictional boundaries of the court, judges have
expressed a greater sense of responsibility and affinity to their
constituents than to the state as a whole. This local tie also gives
trial court judges a certain degree of freedom from legislative and
judiciary intervention with respect to their respective court
operations.

In addition, although the Chief Justice of the California
Supreme Court is the state’s chief judicial officer and chair of the
Judicial Council, the Constitution provides only limited authority
to the Chief Justice in the administration and operations of the
trial courts. For example, the Chief Justice has no budgetary
authority over trial courts.

In our view, in order for the Legislature to ensure the many
purposes of the realignment are met, it may be necessary to
provide additional authority for administration of trial courts at
the state level. For instance, the Chief Justice or Judicial Council
could be given additional authority to ensure that a single entity
is ultimately responsible for implementing the coordination re-
quirements.
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Reforms May Blur Distinctions Between Trial Court
Judges. Chapter 90 requires each court to submit to the Judicial
Council a court coordination plan which considers a number of
efficiencies, including the use of lower-level judges to hear and try
matters, and the cross-assignment of judges to hear matters
within the jurisdiction of another court. For example, this would
allow municipal and justice court judges to hear and try felony
cases that would normally be heard by a superior court judge.

If all trial court judges have the ability to do essentially the
samework, distinctions of rank and status become blurred and the
necessity for three levels of trial courts may cease to exist. As a
result, the Legislature may need to consider whether the distinc-
tions in status and rank of judicial officers are worth preserving.

CONCLUSION

Our analysis indicates that, although there have been imple-
mentation problems, the foundations have been laid for many of
the reforms envisioned by the Legislature in the trial court
funding realignment.

It seems clear that the realignment will fall short of one of its
original objectives—helping close the 1991-92 budgetgap. Dueto
revenue shortfalls, the net fiscal benefit from realignment will be
much less than projected.

Although itistooearly to determine whether the realignment
will meet some of its other objectives, it is clear that the Legisla-
ture will need to consider and take action on a number of policy
issues. The Judicial Council will provide the Legislature with
several reports during the next year that should assist the
Legislature in addressing these issues.




