INTRODUCTION
I

he purpose of this document is to assist the Legislature in setting its

priorities and reflecting these priorities in the 1995 Budget Bill and
in other legislation. It seeks to accomplish this by (1) providing perspec-
tives on the state's fiscal condition and the budget proposed by the Gover-
nor for 1995-96 and (2) identifying some of the major issues now facing
the Legislature. As such, this document is intended to complement the
Analysis of the 1995-96 Budget Bill, which contains our review of the Gover-
nor's Budget.

The Analysis continues to report the results of our detailed examination
of state programs and activities. 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 1995-96 Budget: Perspectives and Issues is divided into six parts:

® PartOne, “State Fiscal Picture,” provides an overall perspective on
the fiscal problem currently confronting the Legislature.

® Part Two, “Perspectives on the Economy,” describes the current
economic situation and the administration's and our forecast for
the budget year.

® Part Three, “Perspectives on State Revenues,” provides areview of
the revenue projections in the budget and compares them with our
assessment of revenues.
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® PartFour, “Perspectives on State Expenditures,” provides an over-
view of the state spending plan for 1995-96 and evaluates the major
expenditure proposals in the budget.

® Part Five, "Major Issues Facing the Legislature," (1) examines the
Governor's proposed 15 percent income tax cut, (2) analyzes the
Governor's proposed plan to realign various services between
counties and the state, and (3) describes problems with the state's
civil service system and offers principles for guiding reform ef-
forts.

® PartSix, "Options for Balancing the 1995-96 Budget," provides a list
of spending and tax expenditure reductions that the Legislature
can consider in fashioning a balanced budget for the coming year.




STATE FISCAL PICTURE
E—

he plan adopted last July to pay off the 1993-94 budget deficit over a two-

year period and achieve a balanced budget by the end of 1995-96 is now
out of balance, by about $2 billion. The Governor proposes to eliminate the
budget gap and end 1995-96 with a small surplus by taking several steps.
These include $1.4 billion of program reductions (primarily welfare grant
reductions) and other savings, and shifting $0.9 billion of costs to the federal
government and localities (through a state/county restructuring proposal).
The Governor's budget plan also proposes a phased-in 15 percent reduction
in income tax rates, in combination with leaving high-income tax brackets in
place that are scheduled to expire in 1996. The budget's estimated net revenue
loss from this tax proposal is $225 million in 1995-96 and a cumulative
$7.6 billion over four years.

Because the budget proposal does not include a meaningful reserve,
it could easily be thrown out of balance by any significant increase in
costs or shortfall in revenue. We have identified a number of major bud-
get risks, totaling several billion dollars, that could jeopardize achieving
abalanced budgetin 1995-96. These risks include pending budget-related
litigation and reliance on future federal actions.

Although California's economy is growing once more, and the budget
situation has improved, the long-term outlook indicates that if the Legis-
lature chooses to fund the Governor's spending priorities for education
and corrections and adopt his tax cut proposal, substantial ongoing re-
ductions will be necessary elsewhere in the budget. The Governor has
proposed major reductions in welfare and health programs that (in com-
bination with his other proposals) could yield sufficient savings to finance
his budget plan through the end of the decade. However, our projections
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indicate that the budget situation is likely to remain precarious through-
out this period, even with the magnitude of savings proposed by the
Governor. Consequently, it appears unlikely that the state would have
sufficient funds to create a meaningful reserve or to expand, restore or
create new programs without making corresponding reductions else-
where in the budget. Furthermore, the budget would remain highly
vulnerable to risks and contingencies.

In this part we assess the state's current fiscal condition and outlook,
and analyze the Governor's proposals to address the budget gap for 1995-
96. We also examine the implications of the Governor's proposals over the
next few years.

THE 1995-96 BUDGET PROBLEM

The 1994-95 budget plan adopted last July was intended to pay off
prior-year deficits over a two-year period and achieve a balanced budget
in 1995-96. That two-year plan has fallen out of balance, requiring signifi-
cant budgetary adjustments to be made in order to achieve a balanced
budget by the end of 1995-96.

The state's economic performance during 1994 is not to blame for the
deterioration of the July budget plan. In fact, the state is experiencing a
modest revenue increase due to improved economic growth, and caseload
growth is moderating as well. Rather, the current budget problem reflects
the large gap between the July plan's assumption that the state would
receive $3.6 billion of federal funds for immigrant costs through 1995-96,
and actual federal appropriations and authorizations to date, which will
provide only about $300 million.

The Economic Outlook

The nation's economy experienced the best of both worlds in 1994—
reasonably good growth with relatively modest inflation. Real Gross
Domestic Product (GDP) rose by about 4 percent, and inflation was
3 percent. Labor markets reflected the strength in the economy, as the
unemployment rate dropped to around 6 percent.

The Department of Finance (DOF) expects economic growth to slow to
2.5 percent in 1995 and 2.2 percent in 1996, with inflation in the mid-3-
percent range in both years. Other elements of the forecast are for a slow-
ing housing market, continuing gains in business investment, and ongo-
ing strength in foreign trade. The DOF forecast is in general agreement
with the consensus of other forecasters, although it is somewhat weaker
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for 1995 and stronger for 1996.

California’s Economy Is Clearly Recovering. California's economy is
strongly influenced by national economic performance. However, its
unique characteristics also mean that its performance can differ signifi-
cantly from the nation's. The state's recession was worse and its recovery
has been slower than the nation's. For example, California experienced
relatively sluggish economic performance through the early part of 1994,
and has not yet regained its prerecession employment level, as has the
nation. A variety of indicators suggest, however, that the state's economy
is now on a sustained recovery path.

The DOF projects that state personal income will increase by
6.6 percentin 1995 and 6 percentin 1996. Employment growth is expected
to be in the range of 2 percent to 3 percent annually, and moderate
growth is predicted for corporate profits and taxable sales. The depart-
ment's forecast of ongoing expansion is shared by us and by other fore-
casters as well.

Even though continued expansion is expected, the strength of the
state's economy will be limited by continued cutbacks in defense spend-
ing, military base closures, and industry restructuring. It also will depend
on the strength of the export market and whether further interest rate
increases occur, which could depress the recovering housing market.

Employment Still Below Prior Peak. California employment is pro-
jected to finally get back to its prerecession level in the last half of 1996.
Employment began declining in early 1990 and hit a low point in the first
quarter of 1993. Job losses totaled nearly 700,000 during this period. Since
then, employment has increased steadily, having risen by about 240,000.

Budget Based on Moderate Underlying Revenue Growth. Based on the
budget's revenue estimates (in the absence of new policy proposals),
underlying budget-year General Fund revenue growth is $1.4 billion, or
3.4 percent. Revenue growth is even somewhat higher if adjustments are
made for a variety of special factors, such as the phasing-in of various
previously enacted legislation. Overall, the budget estimates that the pace
of underlying revenue growth will be moderate.

Two-Year Budget Plan Is Out of Balance

Despite the improvement in the state's economic and revenue outlook,
the two-year budget plan adopted in July has fallen out of balance. This
is because the budget's assumption of $3.6 billion of additional federal
funding for immigrant costs far exceeds federal action to date. Figure 1
shows the changes to the July 1994 budget estimates for 1994-95 and
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1995-96, based on the January 1995 estimates in the 1995-96 Governor's
Budget, adjusted to exclude new revenue and spending proposals in the
budget. Thus, the changes shown in the figure reflect our estimate of
baseline revenues and spending using the administration's latest revenue
forecast and caseload projections. The federal funds shortfalls shown in
the figure reflect the difference between the July budget estimates and our
current estimate of California's share of federal appropriations and autho-
rizations that have actually been approved by Congress to date.

July Two-Year Budget Plan
Out of Balance

(Dollars in Billions)

General
Fund Impact?®

Reduced 1993-94 carryover deficit $0.5
1994-95
Improved revenues $0.8
Spending increases -0.4
1995-96
Improved revenues $0.6
Spending increases -0.3
Reduced encumbrance obligations $0.1
Underlying Improvement $1.3

Federal immigrant funds®

1994-95 -$0.7
1995-96 -2.6
Federal funds shortfall -$3.3
Budget Gap -$2.0

® Measures change between July 1994 and January 1995 budget estimates.
Excludes Governor's proposed budget solutions and proposals, including
realignment and tax reduction.

® Based on current federal appropriations and authorizations.

State Faces $2 Billion 1995-96 Budget Gap

The budget plan adopted in July sought to eliminate an estimated $2 billion
1993-94 year-end budget deficit by the end of 1995-96, when the General Fund
would achieve budgetary balance (with a minimal reserve of $29 million). As
Figure 1 shows, however, absent corrective action, the state's General Fund
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now faces a $2 billion budget gap in 1995-96. The budget gap represents the
minimum amount of savings and/or revenue from changes to existing laws
and policies that is needed in order to achieve a balanced budget in 1995-96.
As such, it is a useful “measuring stick” for budget-balancing actions and
provides a basis for comparing different approaches to resolving the budget
problem.

Based on the budget changes identified in Figure 1, the General Fund
will end 1994-95 with a deficit of $740 million (which is less than the
$1.0 billion year-end deficit projected in July). However, the shortfall in
federal immigrant funds results in an operating shortfall of $1.2 billion
between baseline spending and estimated revenues in 1995-96. The com-
bined effect of the carryover deficit from 1994-95 and the 1995-96 baseline
operating shortfall results in a 1995-96 year-end budget deficit of
$2 billion if no corrective action is taken, as shown in Figure 2. While the
state's underlying revenue and expenditure trends have improved by
$1.3 billion, commitments of federal immigrant funds fall $3.3 billion
short of the July assumptions.

199596 Budget Gaga

(In Billions)

Pay off deficit from 1994-95 $0.7
1995-96 baseline spendin $45.0
1995-96 baseline revenue -43.8

Operating shortfall $1.2
Budget Gap $2.0
2 Excludes Governor's Budget proposals. Detail does not add to total due to

rounding.

b - o
Based on administration's revenue forecast.

Underlying Trends Improve

In contrast with recent years, changes in the state's underlying revenue
and spending trends (excluding federal immigrant funding) have been
positive since enactment of the budget. Budget estimates indicate that
underlying revenues and expenditures both have grown, but that the
revenue increase is twice as much as the spending increase.

Revenues Are Up. Estimated General Fund revenues show improve-
ment over the two-year period, reflecting the strengthened economic
outlook. Compared with the July budget estimates, revenues (before the
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proposed tax reduction) increase by a total of $1.4 billion—$817 million
in 1994-95 and $583 million in 1995-96. Improved revenue collections in
the final months of 1993-94 also account for most of the $500 million
reduction in the deficit carried over from 1993-94.

Revenue Gains Increase Proposition 98 Spending. Projected spending
increases in 1994-95 and 1995-96 offset half of the revenue gain in each
year. These spending increases primarily reflect the effect of the addi-
tional revenues in increasing the state's funding obligation to schools and
community colleges under Proposition 98. Other spending changes are
roughly offsetting.

Federal Funds Shortfall

Of the total of $3.6 billion of new federal funds for the costs of illegal
immigrants and refugees assumed in the July budget plan, we estimate
that Congressional actions to date will provide about $300 million—all for
incarceration costs of felons who are illegal immigrants. California will
receive about $78 million over the two years from a current federal bud-
get appropriation. The federal crime bill also authorizes an additional
$300 million appropriation nationwide for the federal 1996 budget, of
which California's share could be about $200 million.

To date, however, Congress has not provided any of the new funding
assumed in the July budget plan for education and health care costs of
illegal immigrants or for refugee costs. Thus, there is a $3.3 billion federal
funds shortfall in the two-year budget plan.

THE GOVERNOR'S BUDGET PROPOSAL

Figure 3 shows the Governor's proposed amounts of revenues and
spending for 1994-95 and 1995-96 and the resulting General Fund condi-
tion (consistent with traditional state accounting practices). Proposed
revenues and spending in 1995-96 are almost unchanged from the esti-
mated 1994-95 amounts. This lack of growth, however, reflects the effect
of the Governor's realignment proposal, which shifts $1 billion of state
revenues and expenditures to counties and off of the General Fund bud-
get. (The proposal also includes a $600 million spending shift within the
budget.) Figure 3 also shows the percentage growth in spending and
revenues adjusted to include these shifted amounts in order to place
figures for 1994-95 and 1995-96 on a comparable basis.

Adjusted for realignment, proposed General Fund revenues and
spending both increase modestly in 1995-96, with revenues growing
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slightly faster than spending—2.8 percent revenue growth versus
2.5 percent spending growth. For comparison, our estimate of baseline
spending grows by 8 percent from 1994-95 to 1995-96. The budget projects
a small reserve of $92 million at the end of 1995-96. Thus, the administra-
tion still proposes to achieve the goal of the July two-year
plan—eliminating the 1993-94 carryover deficit by the end of 1995-96.

Governor's Budget
General Fund Condition
1994-95 and 1995-96

(Dollars in Millions)

Percent Change

As Adjusted for
1994-95 1995-96 Presented Realignment®

Prior-year balance -$1,119 -$459
Revenues and transfers 42,353 42,538 0.4% 2.8%
Total resources available $41,234  $42,078
Expenditures $41,693  $41,726 0.1% 2.5%
Ending balance June 30,
1993 -$459 $352
Reserve -$740% $92
Other obligations $281 $260

& The budget document shows a positive reserve of $285 million due to the inclusion of $1,025 million of deficit bor-

rowing as a budget resource.
b Adjusted to include $1,021 million of revenues and costs that would be shifted out of the General Fund in 1995-96
under the Governor's realignment proposal.

How the Budget Addresses the Gap

Figure 4 (next page) shows how the budget proposes to address the
$2 billion budget gap noted above and allow for the $92 million reserve.

Spending. As shown in the figure, program reductions and savings fill
most of the budget gap ($1.4 billion). The bulk of the proposed reductions
are in health and welfare programs, and they generally reflect a continua-
tion of proposals that the Governor made last year. The largest amounts
of savings come from proposed welfare grant reductions and restrictions
in the AFDC and SSI/SSP programs.

Federal Funds and Realignment. The budget continues to rely on addi-
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tional federal funding to offset the state costs of providing services to
illegal immigrants and to refugees. However, the amount of new federal
funds is much less than the $2.8 billion assumed in the July budget esti-
mate for 1995-96 (see below). The budget also includes a net state savings
of $241 million from the state/county realignment plan. Resources pro-
vided to counties would fall short of costs shifted to them by this amount,
which the budget proposes to offset with county savings from proposed
mandate relief legislation.

Governor's Proposed Resolution

Of the 1995-96 Budget Gaga

(In Billions)

Program reductions/savings

Welfare
AFDC grant reductions and reforms $0.4
SSI/SSP grant reductions 0.4
Restrict eligibility 0.1
Medi-Cal
Eliminate optional benefits and prenatal services for undocumented persons 0.2
Various cost containment measures 0.1
Proposition 98—tax cut reduces school funding guarantee 0.1
Other reductions/savings 0.2
Augment funding for disasters and emergencies -0.1
Other augmentations, including REACH and AIM -0.1
Subtotal $1.4

Shifts to other levels of government

Federal Government

Additional reimbursements for illegal immigrant costs $0.5
Increased refugee funding 0.1
Eliminate SSI/SSP administrative charge 0.1
Counties—unfunded realignment costs $0.2
Subtotal $0.9
Taxes
Tax reduction proposal -$0.2
Establish 1995-96 General Fund reserve $0.1

a

Detail does not add to totals due to rounding.
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Revenues. Budgeted revenues reflect a proposed reduction of $225 million
in 1995-96 due to the first year of a phased three-year reduction in personal
and corporate income taxes. (This tax proposal is discussed in detail in Part
Five of this volume.) Approximately half of this revenue loss is offset by a
reduction in education funding due to the resulting reduction in the Proposi-
tion 98 minimum funding guarantee.

MAJOR BUDGET PROPOSALS

Governor's Realignment Proposal

The budget proposes a significant shift of responsibility and funding
from the state to the counties for certain welfare and social services pro-
grams. As detailed in Figure 5, the proposal shifts about $1.9 billion of
state costs to the counties, along with $1.6 billion of state resources (a
combination of state sales tax revenue, fine revenue, and increased state
funding for local trial courts). The state would realize a net savings (and
the counties a cost) of $241 million in 1995-96 under the proposal. The
current realignment proposal contains some of the same elements in-
cluded in the more extensive restructuring proposal

Governor's State/County
Realignment Plan®
1995-96

(Dollars in Millions)
State Costs Shifted to Counties

Increase county share of AFDC costs $1,157
Shift programs to counties
Foster care 329
Child welfare and abuse prevention 298
Adoption 83
Total $1,868

State Resources Shifted to Counties

Shift state sales tax revenues $710
Increase state trial court block grants 605
Return trial court fines and forfeiture revenues 311

Total $1,626

Net State Savings $241
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2 Detail may not add to totals due to rounding.
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presented in the 1994-95 Governor's Budget. (We discuss the realignment
proposal in more detail in Part Five of this volume.)

Budget Depends on Federal Actions

In order to achieve $1.5 billion of the new savings proposals in the
budget, the state needs various federal actions to provide new funds or
to change laws or waive existing program requirements. Figure 6 lists
these budget proposals and categorizes them.

1995-96 Governor's Budget

Solutions Reguiring Federal Action

(In Millions)

Costs for Immigrants

Pay full cost of Medi-Cal services to undocumented persons $310

Reimburse state for incarceration of undocumented felons 1772

Fund 36 months of health and welfare benefits for refugees 101
Subtotal $588

Other Proposals

Federal legislation needed

Eliminate federal administrative charge for SSI/SSP program $50
SSI/SSP grant reductions 434
Bar sponsored immigrants from receiving Medi-Cal and AFDC benefits 64
Eliminate drug/alcohol abuse disability category for SSI/SSP program 52
Reduce Medi-Cal rates for "distinct part" nursing facilities 26

Waiver needed
AFDC grant reductions 254

Subtotal $880

Total $1,468

@ Amount budgeted in excess of estimated $245 million from existing authorizations and appropriations.

As shown in the figure, the budget assumes savings of almost
$590 million in 1995-96 from additional federal funds to offset the state
costs of health and welfare services to illegal immigrants and to refugees.
This amount is in addition to $245 million for incarceration costs that we
estimate is the state's share from existing federal appropriations or autho-
rizations. The January budget proposal, however, does not include




12

Part |I: State Fiscal Picture

$1.7 billion of federal reimbursements in 1995-96 assumed in the July
budget plan for the education costs of illegal immigrant children. Figure 6
also shows that a total of $880 million of new savings proposals in 1995-96
depend on the enactment of federal legislation or the approval of admin-
istrative waivers.

Other Proposals

Welfare Proposals. The budget proposes legislation to enact various AFDC
grant reductions and welfare reforms similar to proposals that the administra-
tion has put forward in previous budgets. These actions include a 7.7 percent
grant reduction effective September 1, 1995, an additional 15 percent grant
reduction after six months on aid, and a two-year time limit for aid to able-
bodied adults. The budget estimates $254 million in General Fund savings
from these actions in 1995-96. The budget also proposes SSI/SSP grant reduc-
tions of 8 percent for individuals and 10 percent for couples, for a General
Fund savings of $434 million in 1995-96.

Medi-Cal Optional Benefits. The budget again proposes to eliminate
certain optional benefits that California provides under the Medi-Cal
program. The benefits that would be eliminated include adult dental care,
psychology, and podiatry—for a net General Fund savings of $143 million
in 1995-96.

Prenatal Services. The budget proposes to eliminate funding for a
state-only program of prenatal services to undocumented immigrant
women. This would reduce General Fund spending by $79 million in
1995-96. Undocumented women would remain eligible for federally
required emergency and obstetric services under Medi-Cal.

Full Funding for Corrections. The budget proposes $3.5 billion
($3.3 billion from the General Fund) for support of the Department of
Corrections (CDC). The budget proposal represents an increase of
$374 million, or 13 percent, above estimated General Fund expenditures
in the current year. The proposed increase will essentially provide full
funding for workload growth in the department and provide augmenta-
tions for several policy changes.

Proposition 98. The budget proposes an additional $1.2 billion in Proposi-
tion 98 funding for K-12 and community colleges in 1995-96 due to General
Fund revenue growth and a large anticipated increase in the K-12 student
population. Consistent with existing law, the budget proposes to deducta total
of $514 million (1994-95 and 1995-96 combined) from the amount of funds
distributed to school districts. These amounts would be set aside for making
partial repayments of past Proposition 98 loans.
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The additional funding has the result of increasing average per-student
support for K-12 to $4,292, an increase of $61, or 1.4 percent over the
current-year level. The budget proposes a 2.2 percent cost-of-living ad-
justment, at a cost of $444 million, in K-12 general-purpose and special
education spending, and $55.2 million for community colleges. No cost-
of-living adjustment is proposed for K-12 categorical programs.

Higher Education. The budget treats both the University of California
(UC) and the California State University (CSU) similarly after adjusting
for one-time expenditures at CSU. For each segment, the budget provides
2 percent increases for unspecified general purposes, and funds increases
in debt-service costs for lease-payment bonds. The budget proposes a
“four-year compact” with UC and CSU which includes a commitment to
provide General Fund increases averaging 4 percent for the three fiscal
years beginning in 1996-97. Among other things, the plan also calls for
enrollment growth averaging about 1 percent annually, increases in
faculty salaries, “productivity improvements,” and reductions in stu-
dents' time to obtain an undergraduate degree.

Department of Transportation Staff Reduction. The budget proposes
toreduce the staffing level of Caltrans by over 1,200 personnel-years. This
reduction is primarily due to a funding shortfall resulting from failure of
various transportation bond measures. About one-third of these reduc-
tions are proposed in departmental administration and in highway pro-
ject design and engineering.

The Governor's Tax Proposal

The Governor has adopted the recommendation of his Task Force on
Tax Reform and Reduction that the state's income tax rates be reduced.
The Task Force's view is that California's tax rates are too high, and that
reducing them will stimulate economic activity, including attracting more
businesses to California.

The tax proposal has two parts:

® Continue the Temporary High-Income Tax Rates. The 10 percent
and 11 percent personal income tax rates for high-income taxpay-
ers would be continued. These rates have been in place since 1991
and are scheduled to return to 9.3 percent in 1996.

® Across-the-Board Tax Rate Reductions. All tax rates for both indi-
viduals and businesses would be reduced by a total of 15 percent
from their current (1995) level. The reduction would be phased-in
evenly over three years—5 percent in 1996, 1997, and 1998.




14

Part |I: State Fiscal Picture

ADJUSTMENTS SHOW OPERATING

DEFICITS IN 1992-93 AND 1993-94

General Fund Operating Surplus/Deficit
Budgeted v. Adjusted

1992-93 Throu g h 1994-95

(In Millions)

In 1990-91 and 1991-92, the state incurred large budget deficits as the
recession proved unexpectedly deep and prolonged. Since then, accord-
ing to the budget, the state has been “living within its means,” in that
General Fund revenues have equaled or exceeded General Fund spending
each year. The state's ongoing budget problems, according to this view,
result from the pre-1992-93 deficits and not from further imbalances since
then.

Figure 7 shows General Fund operating balances for the current year
and for the past two years. The operating balance compares current reve-
nues with current spending in any year. As illustrated in the figure, the
budget indicates that the General Fund has operating surpluses of
$660 million in the current year and $1.1 billion in 1993-94, and that the
operating budget was essentially balanced in 1992-93. However, during
this three-year period, more than $2 billion of spending was placed off

Actual Actual Estimated
1992-93  1993-94 1994-95

Amounts shown in budget

Revenues $40,946  $40,095 $42,353

Expenditures 40,948 38,958 41,693
Budget operating surplus/deficit -$2 $1,137 $660
Adjustments

Net off-budget spending for Proposition 98 loans -$80 -$596 $135%

Deferral of PERS retirement contributions -489 -467 -302

One-time accounting switch for bond interest — -248 —
Totals, adjustments -$569  -$1,311 -$167
Adjusted operating surplus/deficit -$571 -$174 $493

2 Adjustment improves 1994-95 surplus since budgeted loan repayment represents past, rather than current, spend-
ing.
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budget or deferred to future years or was offset by a one-time accounting
gain. Specifically, the budget spending figures benefitted from the follow-
ing adjustments:

® Off-Budget Proposition 98 Loans. Funds provided to schools will
not be recognized in budget expenditures until subsequent years.

® Deferral of PERS Contributions. State costs for employee retire-
ment contributions were delayed for several years to be made up
in the future.

® Bond Interest Accounting Change. Switching from accrual to cash
accounting for bond interest payments provided a one-time budget
savings, but did not affect actual interest payments or costs.

Figure 7 shows that if these “paper” savings are excluded, then the
General Fund incurred operating deficits in 1992-93 and 1993-94 and that
the estimated current-year operating surplus is reduced to $493 million.

Loans and Deferrals Push Obligations Into Future

In addition to the adjustments shown in Figure 7, the General Fund
currently has obligations totaling almost $800 million in outstanding
loans from special funds and deferred costs to meet various commitments
set out in existing law. These loans and spending deferrals also have
helped to improve the budget's operating balance on a temporary basis.
These obligations fall into the following categories (amounts shown are
approximate):

® Northridge Earthquake Costs—8$300 Million. The state is borrow-
ing $300 million from the federal government and the City of Los
Angeles to cover its share of local earthquake repair costs under
existing law. The budget proposes to make an initial loan repay-
ment of $60 million in 1995-96.

® Sales Tax Refunds—$205 Million. The budget anticipates paying
off the state's remaining liability for refunds to defense contractors
pursuant to the Aerospace court decision at $60 million per year.

® State Share of Local Flood Control Costs—$135 Million. For sev-
eral years, the state has not met its obligation under existing law to
pay a share of the costs of local flood control projects.

® Loans from Special Funds—$130 Million. Under existing law, the
General Fund owes the Transportation Planning and Development
Account $98 million, plus interest, for loans provided in 1992-93
and 1993-94; another $29 million, plus interest, is owed to the Em-
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ployment Training Fund for a loan in 1992-93.

MAJOR RISKS POSE THREAT TO BUDGET

Because the projected budget reserve at the end of 1995-96 is only
$92 million, any significant added spending or loss of revenue would
throw the budget out of balance. Consequently, it is important to assess
the major budget risks that could affect the state by the end of 1995-96.

Figure 8 summarizes some of the major budget risks that could jeopar-
dize achieving a balanced budget in 1995-96. The amounts shown repre-
sent the budget's maximum likely exposure. As the figure shows, the state
faces budget risks totaling billions of dollars in 1995-96. While it is un-
likely that all of these risks will be realized, and any actual budget im-
pacts may be less than shown in the figure, clearly the magnitude of these
risks poses a significant threat to the budget.

1995-96 Governor's Budget

Maior Budget Risks

(In Billions)

Potential
Deterioration By
End of 1995-96

Federal Actions
Welfare grant reductions and other

savings $0.9
Additional immigrant/refugee funding 0.6
Medicaid administrative/

case-management funds 0.4

Local Actions

AFDC savings to state from realignment 0.1
Pending Litigation

CTA v. Gould—invalidates Proposition 98

loans 3.0
PERS v. Wilson—requires payment of

deferred retirement contributions 1.0
Parr v. California—penalizes state for

paying employees with IOUs 0.5

Welch v. Anderson—challenges 1994-95
AFDC welfare grant reductions 0.1
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Approximately $1.9 billion of budget savings depend on federal ac-
tions assumed in the budget agreement, either to provide additional
funds or to allow program revisions. This amount includes $400 million
of Medi-Cal administrative/case-management funds assumed in the
1994-95 budget, but not yet approved by the federal government. The
budget also depends on counties improving their AFDC administration
to reduce state costs.

Pending litigation poses budget threats totaling billions of dollars.
There have been initial trial court decisions adverse to the state in all of
the cases cited in the figure, although they are subject to appeal and the
actual fiscal impacts are still uncertain. Perhaps the most significant case
is CTA v. Gould, which poses a $3 billion budget risk by invalidating
certain Proposition 98 loans provided to schools and community colleges
by the state. The decision would increase the carryover deficit by
$1.8 billion to recognize spending for past off-budget loans, and it also
could increase spending through 1995-96 by $1.2 billion by raising the
base funding level for Proposition 98. Two other cases pose large risks. In
PERS v. Wilson, the court determined that the state's deferral of its em-
ployee retirement contributions was unconstitutional and ordered the
state to pay about $1 billion in deferred contributions and earnings. In
Parr v. California, a federal court has found that the state violated the
federal Fair Labor Standard Act by paying employees with registered
warrants while the budget was delayed in 1992-93, and has ordered a
proceeding to determine the damages and penalties against the state.
These could range up to $500 million.

In addition to the litigation listed in Figure 8, cases that still are at the
trial court level could impose substantial costs on the state. For example,
Orthopedic Hospital v. Kizer is a pending suit that challenges Medi-Cal
outpatientrates and seeks to increase them. Another case—American Lung
Association of California v. Wilson—challenges the state's use of Proposition
99 cigarette tax funds to support certain programs. An adverse decision
could result in pressure on the General Fund to replace Proposition 99
support for these programs. A decision appears imminent. Furthermore,
several suits have been filed challenging past use of special fund money
to help balance the budget. The Governor's Budget proposes to use an
additional $49 million of special fund money (from the Employment
Training Fund and the Beverage Container Recycling Fund) to support
General Fund programs in 1995-96.
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THE STATE'S 1995-96 CASH POSITION

The “trigger” legislation enacted as part of the 1994-95 budget plan
prohibits the 1995-96 budget from ending the year with a cash shortfall,
as defined. Based on the two-year budget plan adopted in July 1994, a
cash “cushion” of $1.3 billion was estimated. The 1995-96 budget now
estimates a cash cushion of about $1 billion. Given the magnitude of the
risks discussed above, this cushion does not provide a large margin for
error.

The actual determination of whether the trigger is pulled will be made
by the State Controller in October 1995 with input and review by the
Legislative Analyst's Office. That determination will depend primarily on
the budget that is adopted and fiscal developments during the early part
of the budget year.

LOOKING BEYOND THE BUDGET YEAR

Given the Governor's tax proposal and the tight budgets of recent
years, it is important to know the implications of the Governor's budget
proposals for the future. One natural question is what levels of funding
for state programs would be possible, based on the revenues that would
be available if the tax proposal is enacted.

The budget estimates that, assuming current tax laws, the state can
expect to receive $28 billion in cumulative revenues from 1995-96 through
1998-99 beyond what would be received if revenues experienced no
growth from their 1993-94 level. The budget projects, assuming adoption
of the budget proposals, that the distribution of this added revenue
would be $7.6 billion to pay for the tax cut, $11.9 billion for Proposition 98
education funding, $2 billion for debt and the remaining $6.5 billion for
“discretionary” spending. (A more recent analysis of the tax cut proposal
by the Franchise Tax Board estimates a slightly lower four-year cost of
$7.3 billion.) The budget includes within this “discretionary” spending
category such items as the homeowners' exemption (which is provided
for constitutionally), debt service on lease-payment bonds, and interest
costs on short-term cash borrowing. It also includes all remaining pro-
gramsin the budget, including corrections, health and social services, and
higher education.

Things Will Be Even Tighter

Our estimates indicate that, assuming a moderate economic and reve-
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nue growth scenario with no recessions or significant economic slow-
downs, the state can expect to receive about $24 billion in cumulative
additional resources between 1995-96 and 1998-99 compared to the ad-
ministration's $28 billion figure. Our figure differs from the administra-
tion's primarily because we are looking at the additional resources that
would be available compared with a situation in which revenues experi-
enced no growth from their current 1994-95 level. We also have different
assumptions pertaining to the pace of revenue growth and certain other
factors.

Figure 9 shows that the distribution of these revenues would be
$7.6 billion for the tax cut, $8.6 billion for Proposition 98, $2.4 billion for
debt service and employee retirement, and $5.4 billion for all other pro-
grams. This means that spending growth for all of these other programs
could increase at an average annual rate of 3 percent.

Use of Increased Resources

1995-96 Through 1998-99

HTH Total Increased
(In Billions) General Fund Resources
$24 Billion

Tax Cut

Proposition 98
K-14 Education

Debt Service and
Employee Retirement

Other Programs I

1
2 4 6 8 $10
D Corrections

| Higher Education
W Al other

Given other commitments, however, the spending situation is actually
much tighter. For example, the Governor has been committed to full
funding of corrections—which, if continued, would absorb $3.9 billion in
increased revenues over the four-year period. In addition, the Governor
has called for specific levels of funding for UC and CSU—which would
absorb about $1.1 billion over the four years. Thus, these two commit-
ments alone would absorb virtually all the remaining resources available
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over the period. This would leave almost no room for growth in the total
amount of funding in the remaining approximately 40 percent of the
General Fund budget: primarily health, social services and general gov-
ernment spending.

Creating Reserve Would Further Reduce Spending Room. The above
analysis probably overstates the actual level of resources available for
other programs. For instance, there is no provision for a budget reserve.
Normally, after several years of economic growth, the state would expect
to have established at least a modest reserve. A 3 percent reserve would
absorb about $1.5 billion.

Additional Spending Pressures. The analysis above implicitly assumes
that the state will win on appeal several costly outstanding lawsuits. As
noted earlier, the state's fiscal exposure in these cases is in the billions of
dollars. Finally, the analysis does not directly take into account the impact
of certain provisions of law that are set to go back into effect in the near
future. For instance, the renters' credit is scheduled to go back into effect
in 1996, resulting in cumulative costs over the remainder of the period of
about $1.5 billion. Unless the credit were postponed again or repealed,
these costs would have to be absorbed within available resources.

Would the Proposed 1995-96 Reductions
Keep the Budget in Balance?

Clearly, the tax cut and spending scenario described above would
require some major spending reductions compared with current trends,
especially for health and social services programs, which comprise more
than 75 percent of the “other programs” portion of the budget. Spending
on health and social services programs has increased by an annual aver-
age rate of about 8 percent over the last ten years. Even a 5 percent annual
growth rate would require a cumulative total of about $7 billion of addi-
tional General Fund spending on health and social services programs
through 1998-99. The Governor's 1995-96 budget proposal, however,
includes significant welfare grantreductions and other savings proposals
that would reduce spending on an ongoing basis. We have projected these
savings into future years in order to determine how they would affect
funding available for the remaining “discretionary” programs in the
scenario through 1998-99.

Using the budget's assumptions and implementation schedule, our projec-
tions indicate that the Governor's savings proposals could generate several
billion dollars of savings through 1998-99—potentially enough savings to
provide for increases to offset inflation and population growth in the remain-
der of the “discretionary” portion of the budget.
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State Faces Significant Budget Gap

Over the last four years, the state has faced substantial budget gaps as
a result of the recession's impact on revenues and the effect of rapidly
growing caseloads in some program areas. The proposed 1995-96 budget
is no different in this regard. It marks the fifth year in a row of a budget
gap, where the amount of spending needed to fund existing programs is
projected to exceed anticipated revenues. We estimate this gap to be about
$2billion in the budget year, as discussed in Part One of this volume. This
gap remains even after taking into account the fact that the state's econ-
omy is improving and the state's expenditures are moderating.

The Governor's Budget proposes to eliminate the gap by (1) program
reductions (primarily welfare grant reductions) and other savings totaling
$1.4 billion and (2) shifting costs of $0.9 billion to the federal and local
governments.

Recognizing that the Legislature will want to establish its own priori-
ties in balancing the budget, we provide here a list of potential budget
actions that could be used to close this gap and result in a balanced bud-
get for 1995-96. This list is in addition to specific recommendations for
reductions we make in our companion volume, the Analysis of the 1995-96
Budget Bill.
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Budget-Balancing Approach

Achieving a balanced budget in 1995-96 will require difficult and
painful decisions. In part, this is because the budget gap is equivalent to
about five percent of General Fund spending in the current year. Closing
such a gap is not a matter of simply tightening the belt by snipping away
inefficiency or reducing administrative overhead, as helpful as such
reductions may be. After four consecutive years of major budget short-
falls, the “easy” solutions already have been taken, and new savings have
to be found to replace budget solutions that were one-time in nature.

Our approach was to identify the major program areas of the budget
from which any budget-balancing reductions would have to be made.
Within these major areas, we provide a broad range of options from
which the Legislature can choose. In compiling this range of options, we
have used the following criteria:

® Target the Reductions. We have identified specific reductions
instead of across-the-board cuts because unallocated reductions
would further erode service levels and program effectiveness
regardless of their priority. By making specific choices, the Legisla-
ture can provide adequate funding to its highest-priority pro-
grams.

® Examine All State Spending. All major program areas—including
education and corrections—are identified for potential reductions.
We also have included several actions on the list that would in-
crease state revenues by reducing or eliminating certain “tax ex-
penditures.”

® Identify Actions That Benefit The General Fund. The actions we
have identified result in General Fund savings in order to address
the budget gap. We also have identified various ways to achieve
savings in special fund programs when they benefit the General
Fund.

® Focus on Permanent, Not One-Time Solutions. Because the state
will likely face tight budgets in the next few years, our emphasis
is on budget solutions that will be ongoing.

® Achieve Real, Not “Paper” Savings. Effective budget solutions
must generate real savings. “Paper” savings using accounting
changes, loans, or other “gimmicks” would contribute to a continu-
ation of the state's budget problems.

In the following pages, we describe each potential action and identify
its fiscal effect relative to the 1995-96 Governor's Budget, as introduced.
It is important to note that program reductions in one budget area can
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create cost pressures in other state programs or for local governments.

Looking for Longer-Term Reform

Our list of potential budget balancing actions primarily includes op-
tions that generate savings starting in 1995-96. As such, it does not in-
clude many other actions that we believe the Legislature and Governor
should consider in order to save money in the future or to make govern-
mental operations more efficient and effective. For instance, we believe
one of the most important matters to address is reforming the relationship
between the state and local governments. During the last two years, we
have outlined a number of options for rationalizing state-local govern-
mental operations, all revolving around our Making Government Make
Sense model (please see The 1993-94 Budget: Perspectives and Issues, page
111). The Governor's Budget for 1995-96 contains a state-county realign-
ment proposal which we review and comment on in Part Five of this
volume.

In addition, there are many ways that the Legislature could restructure
existing state programs. For instance, in recent years we have offered
recommendations on:

® Aretirement program for new teachers, thereby eliminating future
state costs.

® The state's K-12 school categorical programs in order to increase
local control and improve service delivery.

® Alternative methods of providing housing assistance in order to
reduce administrative costs and ensure the provision of more
affordable housing.

We have also made recommendations in prior years to consolidate
state programs. For example, we have recommended the consolidation of
the Franchise Tax Board and the Board of Equalization, and state financial
regulatory agencies. Typically, such consolidations do not save money
right away, but they do generate savings in the future and can improve
the delivery of services to taxpayers.

These are just some examples of other actions that the Legislature and
Governor could take to save money and make government run better. In
developing an overall response to the state's fiscal problem, actions
should be taken that have a positive impact on the state's fiscal balance
sheet in both the near and longer term.
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(Dollars in Millions)

Ogtions for Balancing the 1995-96 Budget

Department of Education

Proiosal Savinis Comments

Proposition 98—suspend the $200
minimum funding guarantee

in 1994-95 but hold harmless

the 1995-96 guarantee.

For K-12, this option would not eliminate any
funding already appropriated in 1994-95 or drop
them below the per-pupil funding level envisioned
in the 1994 Budget Act. For community colleges,

e K-12 it represents a loss in funding from the 1994-95

e  Community Colleges (153) level. However, the Chancellor's Office has allo-
47) cated funds on the assumption that these monies

are not available in 1994-95.

Proposition 98—suspend the 409 This option would eliminate the $200 million as in

guarantee in 1994-95 and the first option and reduce 1995-96 funding by a

allow the lower 1994-95 similar amount. No suspension of Proposition 98

spending level to affect the in 1995-96 is needed. Savings in 1995-96 would

1995-96 funding guarantee. probably be achieved by reducing K-12 and com-

e K-12 (341) munity college cost-of-living adjustments (CO-

e  Community Colleges (68) LAS).

Proposition 98—suspend the 696 This option would eliminate the $200 million in

minimum funding guarantee 1994-95 funding and the proposed COLA in

in 1994-95 and 1995-96.

1995-96.

e K12 (597)

e  Community Colleges (99)

Continued
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Program Proposal

Higher Education

Savings

comments

University of California

Graduate student fee in- $5
crease (additional $300
above Analysis recommen-

The cost of graduate programs and earning po-
tential of graduate students is higher than for
undergraduate programs and students. Reve-

dation). nues are net after a 33 percent set-aside for fi-
nancial aid.
Fee increase for current 4 The cost of professional programs and earning

professional students (addi-
tional $1,000) and new pro-
fessional students in medi-
cine, dentistry, and veteri-
nary medicine (additional
$1,000). Amounts are above
Analysis recommendations.

potential of professional students is higher than
for other graduate degree programs. Revenues
are net after a 33 percent set-aside for financial
aid.

Eliminate increase for gen- 37
eral purpose expenditures.

Governor's Budget provides sufficient funds for a
2 percent increase. System would have to live
with current-year funding level.

Redirect funds from teaching 10 Redirects a portion of clinical teaching support
hospitals. funds to meet critical needs on the campuses.
Reduce state-funded re- 9 Research activity can be reduced by (1) setting

search budget by an addi-
tional 5 percent above Anal-
ysis recommendation. (Re-
duction applies to state Gen-
eral Fund support for unre-
stricted research.)

priorities among research efforts and (2) relying
to a greater degree on systemwide competition
for research grants. This change can be made
without affecting the instructional mission of the
university.

California State University

Graduate student fee in- 3
crease (additional $90 above
Analysis recommendation).

The cost of graduate programs and earnings
potential of graduate students is higher than for
undergraduate programs and students. Reve-
nues are net after a 33 percent set-aside for fi-
nancial aid.

Eliminate increase for gen- 31
eral purpose expenditures.

Governor's Budget provides sufficient funds for a
2 percent increase. System would have to live
with current-year funding level.

Continued
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Proposal Savings

comments

Judiciary and Criminal Justice

Department of Corrections

Offenders with limited time to
serve would not go to prison,

but would:

Remain in county custody or

be released:

® One year or less to $135
serve. 70

® Nine months to serve. 16

® Six months to serve.

or
Go directly to state parole:
® One year or less to 111
serve. 55
® Nine months to serve. 12

®  Six months to serve.

The state incurs significant costs to house short-
term inmates. These offenders barely make it
through a state prison reception center before
being released. Under this option, counties could
choose to keep the offenders in custody or re-
lease them.

Under this option, the offenders would begin im-
mediate supervision in the community on parole.

Eliminate state prison sen- 103

tences and parole for 10

specified nonviolent of-

fenses. Impact for selected

crimes:

®  Petty theft (value of 11
property under $400)
with prior felony convic-

tion.
®  Driving under the influ- 12
ence.
®  Perjury, bookmaking, 1
bribery, other property
crimes.
® Drug possession. 29
® Drug possession for 24
sale.
®  Marijuana offenses. 4
e  Forgery, fraud. 2
® Receiving stolen prop- 5
erty.
® Vehicle theft. 8
®  Grand theft (value of 5

property over $400)

Prioritizes state prisons and parole supervision
for offenders who pose the most risk to public
safety—those with convictions for violent of-
fenses. Felons would remain in county custody.
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Proposal

Savings

Comments

Upon release from prison,

parole supervision provided

only for felons convicted of:

® Violent offenses.

®  Violent or drug sale
offenses.

® Violent or drug sale
offenses, or prior violent
or serious offense.

117
93

65

Prioritizes services to adult parolees who pose

the greatest risk to public safety.

Continued




178 Part VI: Options for Balancing the 1995-96 Budget

one month.

Proposal Savings Comments

Provide more extensive work

credits for some inmates:

e  Two days credit for $13 Inmates who work in fire camps would be re-
each day an inmate warded for the service they provide to the state.
works in a fire camp.

®  One day off for each 15 Reception center inmates would receive the
day eligible inmates in same full work credits now given other eligible
reception centers work inmates.
in prison jobs.

Reduce inmate sentences by 35 Releasing inmates one month earlier would not

substantially change the overall level of punish-
ment received by felons.

Department of the Youth Authority

sibility for parolees age 18
and over.

Do not accept less serious 15 Prioritizes Youth Authority for most severe of-

offenders from counties. fenders.

Increase the charge to coun- 44 Currently, counties pay just $25 per month for

ties for accepting less seri- each commitment, which has not changed since

ous offenders, using a slid- 1961. Requiring counties to pay 40 percent to

ing scale. 100 percent of costs based on the seriousness of
the offense, would provide an incentive to coun-
ties to develop local alternatives to state place-
ment, for less serious offenders.

Limit access to institutional 4 Reinforces primary mission of the Youth Author-

programming for CDC in- ity—providing rehabilitative services to juvenile

mates who are housed in the offenders.

Youth Authority (known as

“M cases”) age 18 and over.

Transfer all wards and in- 12 Same as above.

mates age 21 and older to

the CDC regardless of court

of commitment.

Transfer to the CDC respon- 12 Provides same level of parole services as adult

parolees in the CDC.

Youthful Offender Parole Board

annual hearings.

Eliminate the YOPB, and 3 Currently, the YOPB relies on Youth Authority
rely on Youth Authority for staff recommendations over 85 percent of the
ward parole determinations. time for parole determinations.

Eliminate YOPB intake and 2 Prioritize board's activities to most important

hearings (Parole and parole revocation)

Continued
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Proposal

Savings

Comments

Trial Court Funding Program

Eliminate state funding for $38 Funds provided by state under Court Appointed

court-appointed counsel for Counsel function provide attorney services to

juveniles for certain civil juveniles for certain civil actions, such as child

actions. custody and visitation disputes. Because these
actions are civil and not criminal, the state does
not have legal obligation to provide the service.

Eliminate funding for As- 12 This option would result in the Trial Court Fund-

signed Judges Program. ing (TCF) Program absorbing the costs of the
Assigned Judges Program. The services pro-
vided by the program are part of trial court opera-
tions and, therefore, could be financed by the
TCF Program.

Department of Justice

Eliminate the Bureau of Nar- 24 Bureau duplicates local law enforcement func-

cotic Enforcement. tion.

Eliminate the Violent 4 Same as above.

Weapon Suppression Pro-

gram.

Require local agencies to 11 Criminalistic laboratory work provided to local law

reimburse the Department of
Justice for forensic labora-
tory services.

enforcement primarily benefits local govern-
ments.

Commission on Peace Officer Standards and Training

Eliminate local assistance 26 Costs for training and equipment for local law
training programs for law enforcement primarily benefits local agencies and
enforcement. should be funded by local governments.

Board of Corrections

Eliminate local assistance 11 See Commission on Peace Officer Standards

training programs for law
enforcement.

and Training above.

Continued
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Proposal

Savings

comments

Health and Social Services

Medi-Cal

Contract out Medi-Cal drug $46
program to pharmacy benefit
management company.

Outside company could negotiate lower rates
with pharmacists and drug companies in ex-
change for higher volume.

Require a supplemental 40
rebate of up to 10 percent
from drug manufacturers.

Proposal assumes that state can take further
advantage of its buying power, given the size of
Medi-Cal program. A reduction of this magnitude
could cause some companies to withdraw their
drugs from the Medi-Cal formulary.

Eliminate statutory COLA for 11
prescription drug ingredient
costs.

Consistent with practice of not providing COLAs
to other providers. Would force pharmacists to
absorb drug price increases and may reduce
number of participating pharmacists.

tal inpatient services at
7 percent below current
spending level.

Require $50 copayment for  Up to 10 Requires beneficiaries to share in cost of care;
nonemergency hospitaliza- would not reduce services because some of the
tions. copayments would be absorbed by hospitals
since not all beneficiaries will agree to make the
copayment.
Reimburse hospital inpatient 10 - 20 Reduces incentive for hospitals to keep Medi-Cal
services on “per-discharge” patients longer than necessary. Savings would
rather than per diem basis result from fewer inpatient days, since
disproportionate-share hospitals would face a
lessened incentive to keep Medi-Cal patients
longer. Proposal would not reduce
disproportionate-share payments in aggregate.
Eliminate budgeted rate 22 Excess hospital bed capacity in California sug-
increase for contract hospi- gests that the state could negotiate a rate freeze
tals. with contract hospitals through 1995-96.
Establish a budget for hospi- 111 Given excess hospital bed capacity, the state

could take advantage of a “buyer's market” for
hospital services. A reduction of this magnitude
could cause some hospitals to refuse to contract
with the state and seek cost-based reimburse-
ment instead.

Continued
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Proposal Savings Comments
Include newly enrolled $20 - 30 Consistent with current policy for existing pre-
SSI/SSP-linked beneficiaries paid health plan contractors. Managed care is
in managed care expansion, designed to give local providers, including coun-
and reduce payments for all ties, an incentive to provide care more efficiently.
managed care contractors to Beginning in 1996-97, savings would increase to
97 percent of the fee-for- between $50 million and $100 million.
service equivalent.
Require integration of IHSS 15 Giving counties a share of costs provides an
and Medi-Cal long-term incentive for them to divert patients from institu-
care, with county share of tionalized care to IHSS when appropriate.
cost.
Eliminate “asset waiver” for 8 Eliminating the asset waiver would target avail-
services for pregnant able state funding to individuals with least re-
women. sources. Low-income persons with excess assets
will still be served by counties.
Suspend Medi-Cal county 5 Consistent with budget's policy of requiring state
administration COLA. departments to absorb salary COLAs.
Public Health Programs
Reduce eligibility for Califor- 3 Targets services to the most needy. Reduction
nia Children's Services Pro- would affect about 5 percent of caseload. (It
gram to 200 percent of the would target services for a family of four to those
federal poverty level. families with incomes of $30,000 or less, instead
of $40,000 or less.)
Eliminate General Fund sup- 20 1995-96 year-end fund balances are estimated to
port for the County Medical be $54 million. Consequently, those reserves can
Services Program (CMSP) be used to fund program expenditures without
on a one-time basis. reducing service levels.
Delete proposed augmenta- These are new initiatives or program enhance-
tions: ments which lack sufficient budget detail.
REACH 56
Teen Pregnancy 12

Managed Risk Medical Insurance Board

Reject proposed expansion
of AIM eligibility from 250 to
300 percent of poverty level.

14

Better targets services to those who are less able
to pay them.

Continued
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Proposal Savings Comments

Department of Aging

Eliminate General Fund nu- $7 Additional donations could offset a portion of the

trition overmatch for congre-
gate and home-delivered
meals to the elderly.

reduction.

Department of Developmental Services

Charge fees for all services
purchased by regional cen-
ters.

49

Fees provide an incentive for more efficient utili-
zation of services. Fees would average $20 per
month for Medi-Cal eligible clients and $46 per
month for non-Medi-Cal clients. Average monthly
fee would be $27. Total fee revenues would
amount to 6.8 percent of expenditures.

Department of Mental Health

grants—delete adult portion
of grant after 6 months.

Delete proposed augmenta- 2 This program provides funds to counties for sup-

tion to Childrens' System of port of interagency projects designed to reduce

Care program. costs for other publicly supported programs, in-
cluding AFDC-FC. Because counties have to pay
a share of the costs of AFDC-FC, sufficient incen-
tives exist for counties to use their own funds for
such projects.

AFDC

Limit AFDC-U 102 AFDC-U recipients, by definition, are two-parent

families who have had an attachment to the labor
force and would therefore be likely to focus on
finding employment during their spell on aid. De-
pending on income level, affected families would
be eligible to receive food stamps and Medi-Cal.

County Administration of Welfare

Delete proposed COLA

9

Consistent with budget's policy requiring state
deprtments to absorb salary.

Continued
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Proposal Savings Comments
IHSS
Include IHSS “income $19 Maximizes federal funds by obtaining 50 percent

eligibles” in Personal Care
Services Program caseload.

federal funding under the Personal Care Services
Program for “income eligible” IHSS cases. These
cases are primarily persons who pay a share of
cost for IHSS services.

Substitute IHSS individual 14
provider mode for the con-

tract mode in providing ser-

vices.

IHSS contract caseload could be served by indi-
vidual providers at a lower cost.

Community Care Licensing

Increase licensing fees for 3
family day care homes and
child day care centers.

Fees are relatively low compared to operating
revenues. Increase annual fees for small day
care homes from $25 to $50 and large homes
from $50 to $100. Increase center fees from
$100-$1,000 to $200-$2,000, depending on size
of program. Increased fee revenues would be
used to offset General Fund spending for pro-
gram.

Continued
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Proposal Savings comments

General Government

Board of Control

Rescind state payment of $2 Elections are county responsibilities.

county costs of special elec-

tions.

Eliminate General Fund sup- 31 Program was designed to be supported by spe-
port to Victims of Crime cial funds and federal funds. This option
Program—allow board to prioritizes funding to ensure that some funds are
pay claims proportionately paid on all claims.

based on total available fed-
eral and special fund reve-

nues.
Institute restitution fines for 20 Currently, those who complete diversion pro-
those who complete certain grams are not required to pay restitution. This
diversion programs and use option requires offenders who are sent to diver-
revenues in lieu of General sion programs to pay restitution.

Fund.

California Arts Council

Limit state support to pro- 9 Reduces state involvement to what is essentially
grams that leverage most a private function.
private contributions.

California Coastal Commission

Increase permit application 1 Fees have not kept pace with inflation. In

fees. 1977-78, fee revenues covered about 22 percent
of coastal development regulatory programs. By
1991-92, fee revenues only accounted for 5 per-
cent. Estimated savings assume raising fees to
replace General Fund support.

Department of Food and Agriculture

Share program funding for 9 Agricultural industry benefits from control and
Medfly control and eradica- eradication efforts. (Federal government would
tion with industry on a 50-50 continue to match the state-industry total.)
basis.

Share support of the various 14 Agricultural industry benefits from control and
detection, control, and eradi- eradication efforts. (Federal government would
cation programs (other than continue to match the state-industry total.)
Medfly) with industry on a

50-50 basis.

Continued
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Proposal Savings

Comments

Reduce General Fund sup- $8
port of animal pest and dis-

ease prevention and inspec-

tion efforts by 50 percent.

Eliminate all General Fund 2
support of the market news

and marketing export pro-

grams.

Proposal would require industry to share in pre-
vention and inspection costs to a greater degree.

Programs to enhance the marketability of private-
sector goods should be the responsibility of the
private sector rather than the general taxpayer.

Department of Forestry and Fire Protection

Impose fees on property 29
owners who benefit from fire
protection services.

Property owners in State Responsibility Areas
directly benefit from fire prevention and suppres-
sion activities provided by the state and should
share in the costs of providing the services. A fee
covering 10 percent of costs would generate
about $29 million.

Provide service on a reim- Several
bursement basis for the de- million
partment's nonfire emer- dollars

gency response activities.

The department responds to about 180,000
nonfire emergency incidents per year. Obtaining
full reimbursement from local governments or
individuals would generate an unknown amount,
but potentially millions of dollars annually.

Department of Parks and Recreation

Sell/transfer beaches in Los —
Angeles County to private
entities or local govern-

Los Angeles County is currently evaluating a
proposal by the department to transfer ownership
of eight state beaches to the county. The esti-

ments. mated net annual cost of operating the beaches
is about $5 million. Savings would accrue to the
state in future years from not being responsible
for management of these beaches.

PERS

Conform retirement and 1 Eventual annual savings of $30 million or more

health benefits for CSU em-
ployees and retirees to those
given other state employees,
on prospective basis. Re-
quires legislation.

(GF), as newly hired CSU employees replace
existing employees.

Continued
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Proposal

Savings

Comments

Department of Pesticide Regulation

nancing of Tourism Program.

Establish mill tax assess- $12 Individuals who use or degrade a public resource
ments at level which will should pay for the costs imposed by their use of
eliminate General Fund sup- the resources.

port of the DPR's regulatory

activities.

STRS

End state subsidies of retire- 3 Retirement costs should be fully supported by

ment benefits for teachers school districts. Eventual annual savings exceed-

hired after 6/30/95. Requires ing $450 million, as newly hired teachers replace
legislation. existing teachers.

Tax Relief

Senior Citizens' Property Tax 2 Property tax relief not needed after

Assistance. Proposition 13.

Senior Citizens' Renters' Tax 14 Property tax relief not needed after

Assistance. Proposition 13.

Repeal Renters' Tax Credit. — Property tax-related relief not needed after Prop-
osition 13. Produces major expenditure savings
in future years (about $500 million annually).

Trade and Commerce

Eliminate the following: 2

e  Office of California Mex- This program's functions could be absorbed by

ico Affairs. the Mexico trade office and export development
program.

® Business Marketing There are not measurable benefits to the state

Fund. from the use of this fund.
The authorizing legislation for this program speci-
® General Fund financing fies that the program would be self-supported by
of Welcome Centers. fees charged to the Welcome Centers.
This program's functions could be absorbed by

e  Office of Foreign Invest- the agency's foreign trade offices and export

ment. development program.

Eliminate General Fund fi- 7 This program, if needed, can be supported

through fees assessed by the tourism industry.

Continued
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Proposal Savings Comments

San Francisco Bay Conservation and Development Commission

Increase permit application $2 Fees recover only a small percentage of the

fees. BCDC's permitting costs. Estimate of savings
assumes raising fees to a sufficient level to re-
place proposed 1995-96 level of General Fund
support.

State Water Resources Control Board

Set fees to fully fund waste 19 Require private individuals who use or degrade a

discharge permit program. public resource to pay for the costs imposed by
their use of the resources. Fully funding the dis-
charge permit program without General Fund
support would require eliminating current $10,000

fee cap.
Establish annual permit fees 7 Require private individuals who use or degrade a
for the diversion and storage public resource to pay for the costs imposed by
of water sufficient to elimi- their use of the resources. Fully funding the dis-
nate General Fund support. charge permit program without General Fund
support would require eliminating current $10,000
fee cap.

Continued
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Proposal Savings comments

Tax Expenditures

Repeal use tax exemption $61 Enacted due to perceived competitive disadvan-

for printed advertising mate- tage for in-state printers; court decisions now

rials. allow application to printing by out-of-state print-
ers.

Eliminate exclusion of capital 530 The basis of an asset transferred to a relative at

gains at death. death is "stepped-up" to its market value. This

option would require the use of the decedent's
basis in the property.

Limit exclusion of unemploy- 98 Conformity to federal rules on taxation of unem-
ment insurance benefits. ployment insurance benefits.

Cap on mortgage interest 65 Restricts deduction when home value is far in
deduction ($50,000 in annual excess of the average.

interest)
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However, if such increases were provided, this scenario does notleave
any significant room to establish a reserve, create or expand programs, or
restore programs (such as the renters' credit) without making offsetting
savings elsewhere. Furthermore, as discussed above, this scenario pre-
sumes that all of the actions assumed in the Governor's budget proposal
occur on a timely basis, including federal funding and law changes. These
assumptions appear optimistic given the magnitude of the proposed
changes.

Conclusion

Although the California economy is again experiencing moderate
growth, and the budget is on firmer ground than previously, the long-
term outlook indicates that funding the Governor's spending priorities
and his tax cut proposal will require substantial and ongoing reductions
elsewhere in the budget. The Governor has proposed major reductions in
welfare and health programs that (in combination with his other budget
solutions), could yield sufficient savings to finance his budget plan
through the end of the decade. However, our projections indicate that the
budget situation is likely to remain precarious throughout this period,
even with the magnitude of savings proposed by the Governor. Conse-
quently, our long-term projections suggest that the state would continue
to face tight budgets under the Governor's proposals and that the budget
would be highly vulnerable to the risks that we have identified and to
contingencies that could generate costs or revenue losses.




PERSPECTIVES ON THE ECONOMY
E—

he state's budgetary shortfalls in recent years have largely been due to the

poor performance of the California economy. Employment declines, sluggish
personal income growth, flat corporate profits, and a housing market collapse all
resulted in very weak revenue performance during the early 1990s. This, com-
bined with continued population growth and strong demand for state services, led
to severe budgetary imbalances.

California's economy finally has “turned the corner” and is again expand-
ing. It still has much ground to make up, however, before it regains its pre-
recession peak.

The key questions at this point are:

® To what extent will the national economy be slowing down in 1995
and 19967

® How strong will California's continued expansion be in light of softer
economic conditions nationally?

This part discusses the economic outlook for the nation and California in
1995 and 1996, including the reasonableness of the budget's economic as-
sumptions.

1994 IN RETROSPECT

Figure 1 (see next page) summarizes national and state economic performance
in 1994. The nation's overall economic performance was among the best in years:

—
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® OQutput grew by 4 percent, the fastest rate in ten years.
® Inflation was well under 3 percent, the lowest in 30 years.

® Unemployment averaged 6.1 percent, nearly one percent below the

average for the last 15 years.

Department of Finance Economic Outlook
For California and the Nation

1994 Th rough 1996

1994 1995 1996
Estimated Projected Projected

California Economic Indicators
Percent change in:

Personal income 4.2% 6.6% 6.0%

Wage and salary employment 1.3 1.8 25

Consumer Price Index 15 2.9 3.2
Unemployment rate (percent) 8.7 7.8 7.4
Residential building permits (thousands) 97 109 153
New car registrations (thousands) 1,347 1,359 1,414

National Economic Indicators
Percent change in:

Real Gross Domestic Product 3.9% 2.5% 2.2%
Personal income 5.9 5.8 4.7
Wage and salary employment 2.6 2.7 2.0
Consumer Price Index 2.7 35 3.6
Pre-tax corporate profits 12.9 55 4.5
Unemployment rate (percent) 6.1 6.0 6.3
Prime interest rate (percent) 7.1 9.3 8.6
Housing starts (thousands) 1,430 1,237 1,270
New car sales (thousands) 9,300 9,300 9,100

Asthe year ended, relatively rapid growth and low inflation were continu-
ing. For example, in the year's final quarter the U.S. economy was growing
ata 4.5 percent pace, inflation was barely over 2 percent, and unemployment
was only 5.4 percent. Economic strength was broad-based, with good growth
in both the consumption and investment sectors. Some signs were starting to
appear (such as a decline in December retail sales) that the national economy
might be slowing, however.
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California's Economy Rebounds

California's performance in 1994 continued to lag the nation's. However,
its economy got stronger as the year progressed, and clearly was expanding
at year end. Unemployment had dropped to 7.4 percent as 1995 began, the
lowest level in four years. Personal income, employment, taxable sales and
corporate profits all were rising.

THE NATIONAL OUTLOOK FOR 1995 AND 1996

Most economists are predicting that economic growth will continue in 1995 and
1996, although at a slower pace than 1994 and with a modest rise in inflation.
Figure 1 (above) and Figure 2 indicate that the department shares this view. Con-
tinued gains in employment and corporate profits also are expected, along with
rising interest rates, relatively stable unemployment and some softening in the
housing market.

Trends in Gross Domestic Product and Inflation
1979 Through 1996

[_] Real GDP Growth
= GDP Inflation
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Can a “Soft Landing” Be Achieved?

The main concern that economists currently have is that the nation's econ-

—
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omy is nearing the point of full capacity, at which time inflationary pressures
might take hold. As a result, economists generally expect interest rates to rise
further in 1995 and early 1996, because of both increased inflation and overt
attempts by the Federal Reserve (FED) to slow down the economy through
restrictive monetary policies. For example, during the past year the FED has
increased the short-term interest rates it directly controls on seven occasions,
including earlier this month. Interest rates, however, are generally antici-
pated to remain well below their 1980s levels. Figure 3 shows that the depart-
ment again shares this expectation.

Trends in Interest Rates
1980 Through 1996

= Prime Rate

20%

—— Federal Funds Rate
---- Mortgage Rate
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The main challenge and uncertainty in the national outlook is whether a
“soft landing” can be achieved that balances continued moderate economic
growth with modest inflation. Accomplishing soft landings has always been
difficult. However, the task may be especially difficult to engineer today
because of new uncertainties about the levels of unemployment and capacity
utilization that can trigger significant inflationary pressures.
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THE CALIFORNIA OUTLOOK FOR 1995 AND 1996

Economic performance during 1995 and 1996 will be the single most
important determinant of state revenues during the remainder of 1994-95 and
1995-96. About 40 percent of 1994-95 revenues will depend on economic
conditions during 1995, whereas about 60 percent of 1995-96 revenues will
depend on conditions during 1995 and 40 percent on 1996 conditions.

Personal Income to Increase Moderately

No economic variable is more important in terms of overall economic
performance and state revenues than personal income. Figure 4 shows how
personal income has performed in recent years. During the 1980s, personal
income growth averaged 8.3 percent in current dollars and 3.3 percent in real
terms. During the recession (from 1991 through 1993), however, income
growth was anemic, averaging only 3.4 percent in current dollars and
0.1 percent in real terms, including declines in both 1991 and 1993. Moderate
increases then occurred in 1994, as the economy began to firm up.

Annual Percent Change in California Personal Income
1980 Through 1996

[ current Dollars
16% — Constant Dollars

0 \V/ v
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Growth To Be Below-Normal for a Recovery

It is common that strong snapbacks in income growth occur during post-
recession economic recoveries. This occurred following the previous reces-
sion, when real income growth averaged 5 percent. This is unlikely to happen
in California in 1995 or 1996, however, due to such factors as a slowing
national economy, continued defense spending reductions, prospects of
additional military base closures, ongoing industry restructurings, and a soft
housing market. It is more realistic to expect less-than-average, modest real
income growth for California and, because of low inflation, only moderate
nominal income growth.

The department's personal income forecast is consistent with this
view—nominal growth of 6.6 percent in 1995 (5.7 percent if the effects of the
1994 earthquake are excluded) and 6 percent in 1996, an average real growth
of about 3 percent.

Real Per Capita Income to Increase Slightly

Real per capita income is a key indicator of economic well-being. It also is
the principal determinant of consumer expenditures, which are responsible
for about two-thirds of all spending, output demand and jobs in the econ-
omy. Thus, trends in real per capita income say much about the overall
strength of the economy. Real per capita income growth depends on the
relative rates of growth in total income and population.

Figure 5 shows that real per capita income growth was strong in the mid-
1980s, grew little during the late 1980s, and declined for four years during the
1990s. This was due both to the recession and continued strong population
growth. As Figure 6 indicates, population growth was especially strong
during the late 1980s and very early 1990s, despite the weakening economy.

Income Growth Should Outweigh Population Growth. Real per capita
income will increase in 1995 and 1996 as aggregate real income growth out-
strips population growth. As Figure 6 indicates, population growth slowed
sharply during the recession, partly because California's weak job market
triggered increased outflows of job seekers to other states and reduced in-
flows from other states. As California's economy improves in 1995 and 1996,
these trends should reverse and population growth will again pick up, al-
though the increase should not be so great as to preclude some modest rise
in real per capita income. Even after this improvement, however, 1996 real
per capita income will still remain below its 1989 peak.




Perspectives on the Economy 29

Annual Percent Change in California
Real Per Capita Personal Income
1978 Through 1996
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California Population Growth
1980 Through 1996
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Employment—
A Lagged but Continued Recovery

Figure 7 shows that job losses during the recession were worse, and job
recovery has been slower, for California than the nation:

® Employment in the U.S. hit a low in the first quarter of 1992, having
experienced a 1.5 percent drop in jobs, and regained its pre-recession
peak one year later.

® In contrast, California did not hit its low point until the first quarter of
1993, with job losses of nearly 700,000, or 5.4 percent. California is not
expected to reach its pre-recession job peak until the latter-half of 1996.

California Employment Rising
But Still Trailing Nation
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to 100 in second quarter of 1990.

California's relatively weaker job performance in the 1990s contrasts with
the 1970s and 1980s, when California consistently outperformed the nation.
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Unemployment Gap To Remain

Unemployment rates further dramatize how badly California was hit in
the recession. Figure 8 shows that the nation's and California's unemploy-
ment rates moved closely together throughout the 1980s. However, due to
California's relatively larger job losses during the recession, California's rate
rose much more and then declined later and by much less than the nation's.
The state's rate currently is running about two percentage points above the
nation's, and a gap of nearly one percentage point is expected to still remain
at the end of 1996. Although the state's rate shot up to 8.2 percent in January
from December's 7.7 percent, most economists attribute this to the heavy
rains in January, and expect declines to resume over the coming months.

Trends in Unemployment Rates
1980 Through 1996

= California
12%

- Nation
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Forecast

Over 500,000 New Jobs To Be Created

There are two different ways that economists measure employment perfor-
mance. The first is the number of people employed, which is forecast to rise
moderately by 2.8 percent in 1995 and 2.3 percent in 1996. These data come
from a small survey.
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The second measure is the number of jobs, which recognizes, among other
things, that people can hold more than one job. Many economists prefer to use the
jobs data, in part because they come from a large survey, and include information
about the types of industries where people are employed, the hours they work and
how much they are paid. Job growth is forecast to be 1.8 percent in 1995 and
2.5 percentin 1996. Figure 9 shows that this translates into 500,000 new jobs in 1995
and 1996 combined.

Changes in California Employment
1990 Through 1996

(In Thousands)
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Where Will the New Jobs Be?

Figure 10 shows that job growth will be highly concentrated in services
and trade, and to a lesser extent construction. In contrast, manufacturing,
government, and the economy's other sectors (like finance, transportation
and utilities) will experience relatively slow job growth. For instance, Figure
10 shows that:

® Four of five new jobs will be in services and trade. By comparison,
these sectors accounted for only slightly over half of existing jobs in
1994.

® In contrast, manufacturing currently has 15 percent of jobs but will
account for only 4 percent of new jobs, and the government sector's
share of new jobs (5 percent) also will be significantly less than its
current share (17 percent).
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Figure 10

Compositon of Job Growth by Industry
1995 and 1996
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The service sector's large share of new jobs is a continuation of recent
trends. Over the past eight years, service jobs increased by over 3 percent
yearly and accounted for nearly three-fourths of the economy's total
1.1 million job growth. This partly reflects California's importance as a center
for financial services and high-tech activities that require highly trained
service personnel.

Continued Declines in Aerospace

There are several reasons for the weak job growth expected in manufactur-
ing, but one of the main factors involves the declines expected in high-tech
jobs. High-tech jobs, which primarily involve electronics and aerospace,
account for about one-fourth of all manufacturing jobs.

Figure 11 (see next page) shows that high-tech jobs fell by over one-third
between 1986 and 1994, as more than half of the state's aerospace jobs were
lost. Further aerospace declines are expected in 1995 and 1996, due to addi-
tional federal defense-related spending cuts.
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Figure 11

California Employment in High-Tech Industries
1980 Through 1996
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As Figure 12 shows, federal defense spending has fallen sharply since the
mid-1980s, and now accounts for less than 6 percent of the state's gross prod-
uct. Further declines can be expected.

Housing Market Remains Fragile

Although direct employment in the construction industry accounts for
only about 4 percent of all California jobs, its impact on the economy is
considerably greater. This is because it gives rise to economic activity in
many other sectors of the economy, including equipment and building mate-
rials, manufacturing, services and trade.

Figure 13 shows that California's housing market was especially hard hit
by the recession and has only recently begun to recover. By 1993, new build-
ing permits had plummeted by over 70 percent from their 1986 peak and per
capita permits were the lowest in 25 years. Performance for multi-family
housing has been especially anemic. In 1994, the housing market began
firming up and experiencing a modest upturn,
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Figure 12

Defense Spending As a Percent of Gross State Product
1967 Through 1996
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Figure 13

Housing Was Hard Hit by the Recession
California Residential Building Permits

(In Thousands)
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and additional gains are likely in 1995 and 1996. The market's strength will
be constrained, however, by rising interest rates, the moderate overall pace
of the economy, and above-average housing inventories.

Peso Brings Added Uncertainty

After the Governor's Budget was issued, the Mexican peso experienced a
dramatic fall in value. President Clinton recently announced a $50 billion aid
package for Mexico in an attempt to “shore up” the peso and stabilize its
value, aimed at keeping Mexico from slipping into a serious recession. The
aid package includes $20 billion in U.S. loans or loan guarantees to Mexico,
and $18 billion of International Monetary Fund credit. Mexico also would get
$12 billion in short-term credit from other nations.

Effects Will Be Negative

The peso's decline clearly will have negative implications for the U.S.
economy, although economists currently are “across the board” in predicting
their likely magnitude, ranging from minor to major.

The effects on California will be mixed, but on balance negative. On the
positive side, Californians will enjoy lower prices for Mexican goods and
services, and certain California firms with Mexican operations will experi-
ence improved profitability. On the other hand, demand by Mexico for Cali-
fornia goods and services will decline, affecting California employment. The
peso crisis offsets some of the gains to California from the tariff cuts under
the North America Free Trade Agreement (NAFTA), at least temporarily. It
will also exert some drag on Southern California's economy, especially cross-
border retailing and tourism activities. Its ultimate impact, however, will
depend on where the peso's value eventually stabilizes, what happens to
foreign investment flows into Mexico, and whether California exports to
other nations can backfill for reduced exports to Mexico.

IS THE BUDGET'S ECONOMIC FORECAST REASON-
ABLE?

The department's basic expectation of continued though slowing national
economic expansion with some increase in inflation and interest rates is
shared by the vast majority of forecasters. In this sense, the department's
national forecast is reasonable. The same can be said of its California forecast.
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Stronger National Growth Possible

Although thebudget's national forecast is reasonable, we share the current
view of many economists that 1995 economic growth could be a bit stronger
than assumed in the budget. The main reason involves the unexpectedly
strong economic performance at the end of 1994 and the momentum that this
brought going into 1995, as well as continued commitment by the FED to
achieve sustained growth without triggering significantly higher inflation. It
should be noted that the department's economic forecast on which the bud-
get's revenue forecasts are based had to be prepared well before relatively
complete data on 1994's economic performance was available.

Figure 14 (see next page) compares the department's outlook with the
slightly stronger outlooks that we and the Blue Chip consensus have for such
variables as real GDP growth, corporate profits and housing starts.

California Forecast—Reasonable Given Risks

The department's California economic forecast also is reasonable, espe-
cially inlight of the many uncertainties surrounding the outlook noted above.
As shown in Figure 14, both the LAO and consensus forecasts expect slightly
slower 1995 and 1996 personal income growth than the department, partly
due to favorable inflation trends. Our outlook for employment growth and
housing permits is a bit more optimistic for 1995, however, given recent
strength in the economy, but less optimistic for 1996, given interest rate
trends and defense-related factors. As discussed in Part Three, our forecasts
for taxable sales and California's taxable corporate profits also are a bit more
optimistic than the department's. The forecasts shown are fundamentally
similar, however, in that they expect continued moderate economic growth
with modest inflation.

Other Very Different Scenarios Also Are Possible

Of course, should the “soft landing” predicted by most economists not be
achieved at the national level, California's outlook could take a turn for the
worse. As of January, economists seemed to feel that the soft-landing, al-
though the most likely outcome, has about a 50-50 chance of occurring. There
are three major alternative national economic scenarios that realistically could
occur:

® A “Boom-Bust” Scenario. Here, the economy overheats in 1995 and this
causes a recession, due to accelerating inflation and high interest rates. The
odds of this are currently pegged at about 30 percent.
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Figure
14

Comparative National and California
Economic Forecasts?

1995 1996

Real GDP Growth

DOF 2.5% 2.2%
LAO 3.0 23
Blue Chip 3.1 2.2
Consumer Price Inflation
DOF 35 3.6
LAO 33 3.4
Blue Chip 3.2 3.6
Pre-Tax Profits
DOF 5.5 45
LAO 7.0 4.2
Blue Chip 7.3 3.9
Unemployment Rate
DOF 6.0 6.3
LAO 5.7 5.9
Blue Chip 5.5 5.7
Housing starts (in mil-
lions)
DOF 1.24 1.27
LAO 1.34 1.40

Blue Chip 1.37 1.32
California

Personal Income Growth

DOF 6.6% 6.0%

LAO 6.5 5.7

Blue Chip 6.2 5.8
Employment Growth

DOF 1.8 25

LAO 1.9 23

Blue Chip 1.8 2.0
Housing permits (in thousands)

DOF 109 153

LAO 125 140

Blue Chip 121 146
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a

Blue Chip forecasts as of February 1995.
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® A Cyclical Slowdown. This is where the economy slows and growth
then simply fizzles out. Economists currently think the probability of
this slow-growth outcome is about 10 percent.

® Continued Strong Growth Without Serious Inflation. This optimistic
outcome is given the lowest odds—about 5 percent to 10 percent.

WHAT ABOUT THE LONG-TERM?

The long-term outlook for an economy as complex and diverse as Califor-
nia's depends on a great number of different types of individual factors.
Some of the most important are demographic trends, labor force characteris-
tics, rates of change in labor productivity, technological change, capital
investments by businesses, the quantity and quality of different types of
public infrastructure, the inflationary environment, perceptions about the
state's “business climate,” economic and political developments in foreign
nations that are our main trading partners, and societal factors. Also impor-
tant are federal fiscal policies, including tax policies and budget-related
developments involving such areas as state and local grants and defense-
related spending.

Generally speaking, the outlook for California over the longer run is
positive. Growth will not be spectacular, but most economists believe that
reasonably good performance is likely.

Looking beyond 1996 and the immediate economic cycle, it is most likely
that California employment growth will average in the range of 2 percent to
3 percent, given underlying demographic trends. Assuming inflation in the
3 percent range, personal income growth would average in the range of
5 percent to 6 percent, with real income growth between 2 percent and
3 percent. Of course, actual performance in many individual years would lie
outside these ranges, especially if a significant national slowdown or reces-
sion emerges within the next few years.




PERSPECTIVES ON STATE REVE-

NUES
__________________

alifornia state government revenues are generally divided into two

broad categories: General Fund revenues and special fund revenues.
General Fund revenues are used to support a wide variety of different
types of expenditures, which compete with each other for funding
amounts. In contrast, special fund revenues are usually earmarked for
relatively specific purposes. Examples of special fund revenues include
the portion of funds from cigarette and tobacco products taxes that are
used to support certain health-related programs. Other examples are
hunting and fishing permit fees, which are allocated to support outdoor
recreation programs. However, by far the largest single category of spe-
cial fund revenues involves motor vehicles and transportation.

Revenues Projected in the Budget. Figure 1 (see next page) provides a
broad overview of the major revenue sources that support General Fund
and special fund expenditures, as outlined in the 1995-96 Governor'’s
Budget. It shows that total state revenues in 1995-96 are projected in the
budget to total $57.6 billion. This includes General Fund revenues of
$42.5 billion and special fund revenues of $15.1 billion. These figures
reflect several major initiatives by the Governor, including a realignment
proposal and a tax proposal.

General Fund Share To Decline. General Fund revenues are expected
to support nearly three-fourths of the proposed $56.6 billion total 1995-96
state spending plan. This is a slight decline from the share that General
Fund revenues represented in both 1993-94 and 1994-95.
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This shift toward special funds is a continuation of past trends, which
reflect both differences in the rates at which General Fund and special
fund revenues have been growing, and more importantly, past and pro-
posed shifts of revenues from the General Fund to special fund accounts.
Figure 2 shows that while total state revenues (excluding transfers) have
been relatively flat in recent years, they have averaged about 6.6 percent
growth over the last 12 years. However, the growth rate for special fund
revenues has averaged over 11 percent, compared to 5.5 percent for Gen-
eral Fund revenues.

State Revenues in 1995-96°

(In Billions)
General Fund ota ate Revenue Special Fund
Revenues $ 6 B 0 Revenues

Personal Income Motor Vehicle-Related
Taxes $19.5 Taxes $7.5
Sales and Use Sales and Use

Taxes 14.9 Taxes? 41
Bank and Corporation Tobacco-Related

Taxes 48 Taxes 0.5
All Other 3.3 All Other 3.0
Total $42.5 Total $15.1

b |ncludes $1.6 billion to Local Revenue Fund, $0.7 billion to Children's Social Services

&Includes transfers. Detail may not add to totals due to rounding.

Account (proposed), and $0.2 billion for transportation-related purposes. Also includes
$1.6 billion allocated to Local Public Safety Fund which is not included in Governor's
Budget totals.

OVERVIEW OF THE GENERAL FUND REVENUE
FORECAST

Figure 3 shows that the bulk of General Fund revenues are raised from
three sources. The largest of these is the personal income tax (PIT), which
is proposed to generate 46 percent of General Fund revenues in 1995-96.
The sales and use tax is the next largest source, accounting for 35 percent,
while the bank and corporation tax (B&C) share is about 11 percent. Thus,
these three largest taxes are projected to account for 92 percent of 1995-96
General Fund revenues.
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Figure 4 (see page 46) summarizes the budget's forecasts for 1995-96
General Fund revenues by major source, along with actual 1993-94 and
estimated 1994-95 revenues.
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State Revenues Excluding Transfers
1983-84 Through 1994-95

(In Billions)

[ special Funds
$607 Il General Fund

84-85 86-87 88-89 90-91

92-93 94-95

1995-96 General Fund Revenues by Source

Sales and
Use Tax

Other
Sources

Insurance
Tax

Bank and
Corporation Tax

Personal
Income Tax

Total Revenues
$42.5 Billion
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a
General Fund Revenues and Transfers
1993-94 Throu g h 1995-96
(Dollars in Millions)
Change From
Actual Estimated Proposed SeeEbi Leee Ll
Source of Revenue 1993-94 1994-95 1995-96 Amount Percent
Taxes
Personal income $17,590 $18,485  $19,490 $1,005 5.4%
Sales and use 13,912 14,804 14,947 143 1.0
Bank and corporation 4,734 5,525 4,800 -725  -13.1
Insurance 1,197 967 1,252 285 29.5
Death-related 552 529 552 23 4.3
Alcoholic beverage 276 274 270 -4 -1.5
Cigarette 179 172 166 -5 -3.0
Horse racing 79 75 71 -4 -5.3
Subtotals, taxes ($38,520) ($40,831) ($41,548) ($718) (1.8%)
Other Sources
Interest on investments $237 $270 $238 -$32 117
Abandoned property 194 160 165 5 3.1
Trial court revenues 303 311 — -311 —
Other revenues 350 410 367 -43  -10.5
Transfers and loans 492 371 219 -152 -41.0
Totals $40,095 $42,353  $42,538 $185 0.4%
& Amounts for 1995-96 reflect Governor's tax and realignment proposals.

Little Revenue Growth Projected

The budget forecast for General Fund revenues shows basically no
growth — an increase of only $185 million, or 0.4 percent, from 1994-95.
The increase in tax revenues is 1.8 percent. Revenue growth is predicted
to vary considerably by source, however. For example, PIT grows moder-
ately (5.4 percent), sales and use taxes are basically flat (up 1 percent),
B&C taxes fall (by 13 percent), and insurance taxes surge (by 30 percent).

As discussed below, the low growth in total revenues and disparate
growthinindividual revenue sources in large part reflects various special
factors that distort their underlying rates of revenue growth. These in-
clude the Governor's budget proposals involving taxation and realign-
ment, discussed below.
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Modest Growth Adjusted for Major Budget Proposals

Figure 5 shows that, after the revenue effects of the Governor's taxation
and realignment proposals are removed, General Fund revenue growth
in 1995-96 is greater, but still modest—$1.4 billion, or about 3.4 percent.

Effect of Major General Fund Revenue Proposals
On 1995-96 Revenue Growth

(In Billions)

Revenue Growth

Reported in Budget
J (0.4% growth)

$1.54 ] Excluding Major Proposals®
(3.4% growth)
1.24
0.9
0.6
0.3

aMa\jor proposals include realignment and tax reduction.

After also adjusting for variety of other special factors, such as the
phasing-in of past law changes, 1995-96 revenue growth turns out to be
a bit higher—closer to the range of $2 billion, or nearly 5 percent.

Growth for Individual Revenue Sources

The revenue growth rates of individual revenue sources generally vary
considerably from one another, depending on the economic climate and
year involved. One reason is that the pace of economic activity can vary
from one year to the next, and individual revenue sources respond differ-
ently to these changes. Another is that the basic characteristics of different
tax bases and tax rates differ from each other. For example, income taxes
and sales taxes are ad valorem taxes, which apply percentage tax rates to
dollar tax bases. These tend to fluctuate with the economy, because they
capture the effects of both real economic growth and inflation. Certain
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others, in contrast, rely on per unit taxes, which levy certain dollar taxes
per physical unit of the item being taxed. Alcohol, cigarette and fuel taxes
are examples. These taxes tend to grow more slowly over time than ad
valorem taxes, partly because they do not reflect inflation in their bases.

Figure 6 shows how revenue growth varied during the recession for
major sources. Over the past five years, by far the greatest weakness was
in bank and corporation taxes, reflecting the sluggish performance of
corporate profits during the economic downturn.

Growth in General Fund Revenue Sources
1989-90 Through 1993-94
Total
Revenues
Personal Income Tax
Sales and Use Tax
Bank and Corporation Tax
All Other Sources
T T T T 1
-2 -1 0 1 2 3 4%
Annual Percent Change

Growth Adjusted for Special Factors. The wide variations in 1995-96
revenue growth for individual sources noted above are considerably less
significant when adjustments are made for special factors pertaining to
them. For example:

® PIT growth rises from 5.4 percent to 6 percent after adjusting for
the Governor's tax proposal.

® GSales and use tax growth increases from 1 percent to 5.8 percent
after adjusting for the Governor's realignment proposal.

® Thelargedrop inbank and corporation taxes disappears altogether
after accounting for the tax proposal, the phasing-in of past law
changes, and revenue effects of court cases.
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® Insurance tax growth drops from 30 percent to about 9 percent
after adjusting for one-time refund effects.

The Governor's Tax and Realignment Proposals

The Tax Proposal. The Governor is proposing a 15 percent reduction
in both PIT and B&C tax rates. These reductions are to be phased-in over
a three-year period beginning with the 1996 income year —5 percent each
in 1996, 1997 and 1998. In conjunction with these rate reductions, the
Governor is proposing to continue the 10 percent and 11 percent high-
income PIT rates that were put in place in 1991 and are scheduled to
expire after 1995.

The budget projects that the tax proposal will reduce 1995-96 revenues
by $225 million, including $105 million for PIT and $120 million for B&C.
From 1995-96 through 1998-99, the budget projects the proposal will
reduce revenues by a cumulative total of $7.6 billion, including
$3.6 billion in 1998-99 when it would be fully phased in. A recent analysis
by the Franchise Tax Board (FIB) estimates the cumulative four-year
revenue reduction at $7.1 billion.

The Realignment Proposal. As it relates to revenues, the realignment
proposal has two parts. First, it would shift .2215 cents of the state sales
tax to localities. In 1995-96, this would amount to $710 million. Second,
the proposal would return trial court fines and forfeiture revenues to
localities. In 1995-96, this would amount to $311 million. Thus, the re-
alignment proposal would reduce General Fund revenues by about
$1 billion in 1995-96, and increasing amounts thereafter.

Taken together, the Governor's tax and realignment proposals would
reduce 1995-96 General Fund revenues by $1.2 billion. These proposals
are both discussed in greater detail in Part Five of this volume.

INDIVIDUAL GENERAL FUND REVENUE FORECASTS

Below we discuss the budget forecasts for the state's individual taxes,
including some general background information on each tax and the
assumptions on which the budget projections are based. The overall
reasonableness of the forecast and how it compares with our forecast is
discussed at the end of the section.
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The Forecast for Personal Income Taxes

Background

As shown earlier in Figure 3, the personal income tax accounts for the
largest share of state General Fund revenues. The PIT's structure has a
series of marginal tax brackets for each of several categories of taxpayers,
including single taxpayers and married couples who file jointly. As one
moves to higher income levels, the rates which apply to the income of
each successive bracket rise. These marginal rates currently range from
1 percent to 11 percent. Thus, the PIT has what is known as a progressive
graduated marginal rate structure.

The PIT tax base generally conforms to federal law and includes vari-
ous income exclusions, exemptions, deductions, and credits. An Alterna-
tive Minimum Tax (AMT) is levied, which assesses a special tax when
taxpayers have unusually large amounts of tax deductions, exclusions
and exemptions. The PIT AMT tax rate currently is 8.5 percent, and is
scheduled to return to 7 percent after 1995. In addition, income brackets
and other key elements are indexed for inflation so that taxpayers' real
income generally must rise before their real tax liabilities rise.

The effect of the progressive PIT structure is that higher-income tax-
payers generally pay a higher proportion of their income in taxes than do
lower-income taxpayers. This is illustrated by the fact that, in 1992 (the
most recent data available), the top 10 percent of taxpayers paid nearly
60 percent of all liabilities, and the top 1 percent paid nearly 30 percent of
all liabilities, considerably more than their share of taxable income. In
contrast, the 50 percent of taxpayers with the lowest incomes paid only
1.3 percent of all liabilities.

Sources of PIT Liabilities by Income Type Figure 7 shows that about
two-thirds of PIT liabilities are attributable to wages and salaries paid to
individuals. The next largest share is from business-related income, in-
cluding partnerships and sole proprietors—12 percent. The remaining
20 percent is from interest, dividends, capital gains and other sources.

Moderate Growth Expected

PIT revenues began experiencing abnormally weak growth in 1989-90 and
actually declined in 1990-91, due to the recession. Relatively weak PIT growth
persisted throughout the remainder of the recession, especially after removing
the effects of legislation adopted to enhance revenues. Due to the strengthen-
ing economy, however, moderate PIT revenue growth now has returned and
is expected in both the current and budget years.
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Personal Income Tax Liabilities
By Source of Income, 1992

Capital Gains

Business

Interest

Dividends

Other

Wages and Salaries

Figure 4 shows that PIT revenues are projected to reach $19.5 billion
in the budget year, an increase of $1 billion, or 5.4 percent. Current-year
revenues are projected to be $18.5 billion, an increase over the prior year
of $895 million, or 5.1 percent. After adjusting for the Governor's tax
proposal, the budget year increase is about 6 percent. These moderate
growth rates are roughly in line with underlying trends in projected
personal income growth, the main determinant of both taxable income
and PIT tax liabilities.

Because wages and salaries account for the largest share of PIT liabili-
ties, overall PIT liability growth depends inlarge part on growth in wages
and salaries. Figure 8 (see next page) shows that taxable income is ex-
pected to rise by 6.1 percent in both 1995 and 1996. This primarily reflects
growth in wages and salaries, which are predicted to rise moderately—by
5.3 percent in 1995 and 6.3 percent in 1996.

Timing Shift in Capital Gains

Figure 8 also shows expected growth for the other main sources of taxable
income. The principal reason why taxable income growth is predicted to
exceed wage and salary growth in 1995 involves a sharp upturn from 1994 in
capital gains realizations (that is, profits from the sale of capital assets). Al-
though Figure 7 indicates that capital gains accounted for only about 7 percent
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of PIT liabilities in 1992, capital gains realizations tend to experience consider-
able volatility that can significantly influence year-to-year changes in PIT
liabilities. For example, capital gains realizations rose by 24 percent in 1988 and
5 percent in 1989, then fell by over 20 percent in both 1990 and 1991. Given this
volatility, capital gains are one of the hardest components of taxable income to

predict.

Percent Changes in Components of
Taxable Personal Income

1993 Th rough 1996

Income Component 1993 1994 1995 1996
Wages 05% 4.2% 5.3% 6.3%
Dividends 111 7.0 1.7 11.6
Interest -10.8 3.1 6.2 0.1
Business Income 5.4 5.3 6.2 6.9
Capital Gains 6.0 5.0 142 4.9
Totals 0.8% 4.0% 6.1% 6.1%

Capital gains realizations since the late 1980s are shown in Figure 9. It
indicates that the budget predicts capital gains to be $18.6 billion in 1994
(down 5 percent), $22.3 billion in 1995 (up 14.2 percent), and $24.5 billion
in 1996 (up 4.9 percent). Figure 9 also indicates, however, that an esti-
mated $980 million of the 1995 amount is assumed to have been shifted
out of 1994, as taxpayers delayed realizing some of their gains in expecta-
tion of a federal tax cut in 1995. Exactly what the shift will turn out to be
is unknown at this time, but the department's allowance for some shift
makes sense.

Without this shift, capital gains would be flat in 1994, up a modest
3.5 percent in 1995, and up 10 percent in 1996. The shift has the effect of
reducing current-year revenues by around $100 million, and increasing
1995-96 revenues by an equivalent amount.

The Forecast for Sales and Use Taxes

Background

The sales and use tax is imposed primarily on retail sales of tangible
goods, but generally not services, to consumers in the state. It also gener-




Perspectives on State Revenues 53

ally applies to goods purchased by businesses to the extent that they are
not intended for resale (such as machinery used in the production pro-
cess). Somewhat over one-third of all taxable sales fall into this latter
category. The “use” tax is imposed on products bought from out-of-state
firms by California individuals and businesses for use in the state. Such
purchases generally are difficult to monitor, and an increasingly large
portion of purchases by individuals appear to be escaping taxation due
to the state's inability to require out-of-state “mail order” businesses to
collect this tax.

California Profits From Sales of Capital Assets
1988 Through 1996
(In Billions)
Shift into 1995 from 1994 due
to anticipated tax law changes
$30
204 - — |
101
88 90 92 94 96
e — |
Forecast

Figure 10 (see next page) shows that the overall sales and use tax rate
actually consists of anumber of differentindividual rates of tax, reflecting
the different purposes for which the sales and use tax is levied. As the
figure shows, both the state and local governments levy multiple rates of
tax. Figure 10 also indicates how the Governor's realignment proposal
will affect these rates.

Statewide State Rates. Under current law, the basic state sales tax rate
is 6 percent, of which the state General Fund portion is 5 percent. In
addition, the state levies two 0.5 percent sales taxes: one to fund health
and welfare program costs associated with the 1991 program realignment
legislation, and one dedicated to local public safety programs. The local
public safety monies do not appear in the budget totals, and are directly
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given to localities. The Governor's 1995 realignment proposal includes
shifting .2215 cents of the state sales tax from the General Fund to locali-
ties to pay for children's social services.

Figure
10

Sales and Use Tax Rates in California

Current Law Proposed

State
General Fund 5.00% 4.78%
1991 program realignment (Local Revenue Fund) 0.50 0.50
Local Public Safety Fund?® 0.50 0.50
1995 realignment proposal (Children's Social Services Account) — 0.22
Totals, state (6.00%) (6.00%)
Local
Uniform local taxes® 1.25% 1.25%
Optional local taxes® 1.50 1.50
Totals, local (2.75%) (2.75%)
Statewide maximum rate 8.75% 8.75%

2 These revenues are not shown in the Governor's Budget totals for the budget year, current year or last half of 1993-

94.

o

Levied in all counties.

)

Maximum allowable combined rate, except maximum combined rate is 1.75 percent in San Francisco and 2 percent
in San Mateo.

Statewide Local Rates. At the local level, a 1.25 percent rate is levied
in all counties. Of this amount, revenue from the 0.25 percent portion of
the rate is deposited in county transportation funds, while the 1.0 percent
portion of the rate is allocated to city and county governments for general
purposes. City governments receive the proceeds generated within their
boundaries and counties receive the remainder.

Optional Local Rates. In addition to statewide sales taxes, many local
governments—mostly on a county-wide basis—levy sales taxes for a
variety of other purposes (primarily transportation). These taxes can be
imposed atrates of either 0.25 percent or 0.5 percent, and generally cannot
exceed an aggregate of 1.5 percent. In total, existing sales tax rates range
from 7.25 percent in counties with no optional taxes, to 8.5 percent in the
City and County of San Francisco. At this time, no county levies the
maximum rate generally possible of 8.75 percent.
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Figure 11

Sales Tax Rate Variations
By County

Figure 11 shows how the total sales and use tax rate varies in different
counties in California.

As of January 1, 1995

[ ]725% [ 7.75%
[ ]750% [N s25%

San Francisco
Tax is 8.5%

Los Angeles

San Diego

Moderate Underlying Budget-Year Growth

The budget projects that General Fund sales and use taxes will total
$14.9 billion in the budget year (1 percent growth) and $14.8 billion in the
current year (6.4 percent growth). After adjusting for the realignment
proposal, however, budget-year growth is 5.8 percent.

Aerospace-Related Refunds. The estimates for both the current and
budget years assume that $60 million will be paid out in each year as
refunds associated with direct overhead items purchased under U.S.
government cost-reimbursement contracts. Based on a 1990 Supreme
Court ruling, an estimated $325 million in state revenue, plus interest,
will need to be refunded. The budget reflects the assumption that these
refunds will be paid out over a 5-year period starting in 1993-94.

The Taxable Sales Outlook

The key to the outlook for sales and use tax revenues is the outlook for
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taxable sales. Figure 12 shows that taxable sales are anticipated to grow
moderately by 6 percent in both 1995 and 1996, following a 5.2 percent
gainin 1994. Taxable sales performed poorly during the recession, declin-
ing in both 1991 and 1993 and remaining essentially flat in 1992. In con-
trast, taxable sales grew at an average rate of over 7 percent during the
1980s. The taxable sales increases predicted for 1995 and 1996 are pretty
much in line with personal income growth.

Figure 12

Percent Change in California Taxable Sales
1980 Through 1996
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The strongest areas of growth in taxable sales are expected to be in
construction-related categories like building materials and in motor vehicles.
This is consistent with the increased spending on consumer durable goods and
housing activity that typically accompany economic recoveries.

New Low for Taxable Sales Ratio. Figure 13 shows that, even with the
moderate growth expected for taxable sales, their ratio to personal income
will be at a near-record low of 40 percent in 1996. This ratio has generally
followed a downward trend over the past 15-plus years. The ratio's de-
cline is due largely to increased spending on services, which means that
an increasingly large portion of sales transactions are not subject to taxa-
tion. This is especially so given the dominant role of the services sector in
California's economy, and the fact that, according to a recent study by the
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Federation of Tax Administrators, California taxes fewer services than
most states.
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Figure 13

Taxable Sales As a Percent of Personal Income
1977 Through 1996
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The Forecast for Bank and Corporation Taxes

Background

Banks and corporations doing business in California are subject to a
general tax rate of 9.3 percent measured against the portion of their net
taxable income (profits) that are earned in California. Corporations that
qualify for California Sub-Chapter S status are taxed ata 1.5 percent rate.
Banks and other financial corporations pay an additional tax, currently set
at 2 percent, which is in lieu of all other state and local taxes except those
onreal property, motor vehicles and business licenses. An $800 minimum
tax applies to all taxpayers, and an Alternative Minimum Tax (AMT)
similar to the federal AMT is imposed on taxpayers based primarily on
the amount of their tax exemptions and deductions. The B&C AMT tax
rate is 7 percent.

Taxpayers with multistate or multinational activities are subject to
having their business income apportioned to California based on a for-
mula which takes account of California's share of their sales, property and
payroll. Multinational taxpayers, however, can elect to have only their
U.S. (versus worldwide) income included in calculating their California
taxable income.
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Poor Revenue Performance in Recent Years

Bank and corporation (B&C) revenues have been weak for a number
of years. For example, B&C revenues have declined in four of the past
seven years. As a result, 1993-94 revenues were nearly 10 percent below
their previous peak in 1988-89, five years earlier. In contrast, B&C reve-
nue growth averaged eight percent annually during the 1980s.

Several factors explain this poor recent performance. The most impor-
tant was the national recession, which both directly and indirectly hurt
the profitability of many corporations doing business in California. The
rapid growth in net operating loss (NOL) deductions and corporate con-
versions to Sub-Chapter S status also were key factors. For example, NOL
deductions and Sub-Chapter S provisions reduced 1993-94 revenues by
an estimated $300 million and over $490 million, respectively.

Revenues Finally Turning Up

The budget forecasts that B&C revenues finally will be experiencing
good growth in the current year. It predicts revenues of $5.5 billion in the
current year, an increase of 17 percent. Budget-year revenues are forecast
to drop to $4.8 billion, a decline of 13 percent. However, the large current-
year growth and budget-year reduction are both overstated, due to spe-
cial factors. After adjusting for these special factors, current-year revenue
growth is in the range of 14 percent and budget-year revenues are up
slightly.

Special Factors Distort Revenue Trend

The most important factors responsible for distorting the B&C revenue
trend are the following:

® (alifornia is receiving additional revenues in both the current and
budget years due to the favorable resolution of litigation involving
“unitary” tax disputes. The budget-year gain, however, is much
less than the current-year gain — $100 million versus $410 million.

® The phasing-in of the investment tax credit legislation enacted in
1993 reduces budget-year revenues by an estimated $366 million,
compared to a current-year reduction of $116 million.

® The Governor's tax proposal reduces budget-year revenues by an
estimated $120 million.

® The combined revenue loss from NOLs and Sub-Chapter S corpo-
ration status increases dramatically in the current year, from about
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$790 million in 1993-94 to $1.1 billion in 1994-95. In the budget
year, the loss is about the same—$%$1.2 billion.

® Thebudgetassumes that cash receipts from B&C liabilities in 1996
will be somewhat skewed toward the latter half of the year, reflect-
ing prepayment pattern assumptions.

Taxable Corporate Profits—Strong 1994 Growth

The key to the B&C revenue forecast is the projection of taxable Cali-
fornia corporate profits. Figure 14 shows that profits are estimated to have
risen by 16 percent in 1994. Although 1994 has already ended, this figure
is necessarily a rough estimate because it will be nine months before
many of the corporate tax returns for 1994 are even filed, given the com-
mon corporate practice of filing for extensions. Figure 14 also indicates
that modest profit growth of 5 percent in 1995 and 4 percent in 1996 is
forecast. Despite this growth, the post-recession recovery of profits is
considerably weaker than what occurred after the 1980s recession.

Figure 14

Percent Change in California Taxable Corporate Profits
1980 Through 1996
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Figure 15

Continued Below-Normal Corporate Profits Ratio

The ratio of corporate profits to personal income is one indicator of
how strong the corporate tax base is relative to the overall economy. This
ratiois cyclical, given the inherent volatility of corporate profits, declining
when the economy weakens and rising when the economy strengthens.
Figure 15 shows that the ratio hit an all-time low in 1992. The ratio is
estimated to increase moderately for 1994. However, it is predicted to
decline again slightly in 1995 and 1996, leaving it well below the post-
recession recovery years of the 1980s. Thus, although corporate profits are
again growing, from an historical perspective only a relatively limited
snapback is projected.

Taxable California Corporate Profits
As a Percent of Personal Income
1970 Through 1996
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Limited Liability Companies Now Allowed

The budget includes revenue increases of $17 million in the current year
and $5 million in the budget year associated with the enactment of 1994 legis-
lation allowing for limited liability companies (LLCs) in California. In addition,
a budget-year reduction of $5 million is included for the impact of various
Trade and Commerce Agency initiatives with respect to enterprise zones and
program areas. The forecast also includes a variety of other adjustments relat-
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ing to 1994 enacted legislation.
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The Forecast for Other Revenues

Figure
16

California Insurance Premiums

As shown in Figure 4, most of the remaining 8 percent of General Fund
revenues after accounting for the “Big 3” taxes are raised from insurance
taxes, death-related taxes, and taxes on cigarettes, horseracing and alco-
hol. These smaller taxes account for around 5 percent of all General Fund
revenues. The remaining 3 percent comes from interest income, aban-
doned property, and a wide variety of relatively small sources, including
fees.

Modest Growth for Insurance Taxes

Insurance taxes are the fourth largest General Fund revenue source.
They are predicted to experience a drop of 19 percent in the current year
and a gain of 30 percent in the budget year. However, the underlying
revenue growth trend is modest, after adjusting for some large tax re-
funds anticipated to be paid out later this fiscal year.

Decline in Worker's Compensation Premiums. Insurance tax revenues
depend on taxable insurance premiums. Figure 16 shows premium amounts
for 1993 through 1996 for major categories of insurance. It indicates that, over
this entire four-year period, total premium growth is only 5.3 percent. How-
ever, the performance for individual lines of insurance varies greatly. For
example, estimated growth in life insurance premiums is over 26 percent. In
contrast, workers' compensation premiums show a large decline—over
18 percent. This reflects the effects of workers' compensation reform, which
became effective in July 1993.

1993 Through 1996
(Dollars in Billions)

Premium Amounts Total

Change

Category 1993 1994 1995 1996 1993-1996
Life, including annuities $11.9 $12.8 $13.9 $15.1 26.1%
General disability 6.7 6.2 6.2 6.3 -6.1
Workers' compensation 9.0 8.2 7.8 7.4 -18.4
Auto, including liability 115 11.7 12.2 12.8 111
Other liability 2.2 2.0 21 21 -1.3

Other, including casualty 111 11.0 11.2 11.6 4.6
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Premium Amounts Total
Change
Category 1993 1994 1995 1996 1993-1996
Total premiums $52.4 $51.8 $53.3 $55.2 5.3%
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Figure 17

Modest Growth in Total Premiums. The budget forecast of premiums
is based on a large survey of insurance companies doing business in
California. Premiums are predicted to rise by 3 percent in 1995 and
4 percent in 1996. The strongest growth is expected for life insurance
premiums—9 percent in each year.

Continued Declines in Excise Taxes

Revenues are predicted to decline in both the current and budget years
for excise taxes on alcoholic beverages, cigarettes and horseracing wager-
ing. This is a continuation of past trends, reflecting declining per capita
consumption of these items and activities.

Figure 17 shows, for example, that per capita consumption of cigarettes
is projected to reach an all-time low of 82 packs in 1996, down from 185
packs as recently as 1982. This dramatic decline reflects both societal
attitudes about smoking and the effects of increased cigarette prices due
to the increased taxes imposed on tobacco under Proposition 99. Because
per capita declines have exceeded population growth, total cigarette
consumption has fallen continuously. The same general trend also holds
true for alcohol consumption and horseracing wagering.

Trends in Cigarette Consumption
1982 Through 1996
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IS THE BUDGET'S REVENUE FORECAST REASON-
ABLE?

Like its economic forecast, the budget's General Fund revenue forecast
is reasonable. The moderate revenue growth that it assumes is generally
consistent with its forecast for a “soft landing,” with continued moderate
economic recovery and modest inflation. Our own estimate also is for
moderate revenue growth. However, based on our own economic as-
sumptions and revenue-estimating models, we project a bit more reve-
nues than the budget does.

Figure 18 shows that our estimate is $170 million more in the current
year and $425 million more in the budget year than the department's
forecast, or $595 million for the two years combined. Compared to the
budget, our forecast reflects somewhat higher ratios of taxable sales and
corporate profits to income, and somewhat greater sensitivity of the PIT
tax structure to personal income growth.

Figure
18

Difference Between
LAO and DOF Revenue Forecasts

(In Millions)
LAO Minus DOF Forecasts
Two-Year
Source 1994-95 1995-96 Total
Personal Income Tax $40 $75 $115
Bank and Corporation Tax 55 180 235
Sales and Use Tax 75 170 245

Total, "Big 3" Taxes $170  $425 $595

It should be noted, however, that the difference between our revenue
forecast and the budget forecast is not as great as the revenue change that
would occur if either a boom-bust economic scenario, significant eco-
nomic slowdown, or extremely strong sustained economic expansion
were to take place. As discussed in Part Two, many economists think the
odds are only about 50-50 that a “soft landing,” such as that assumed
both by us and the department, will occur.




68 Part 11l: Perspectives on State Revenues

THE BUDGET FORECAST FOR SPECIAL FUND REV-
ENUES

Special fund revenues support a variety of specific state and local
government programs. These range from transportation-related activities
to health services.

Figure 19 indicates that motor vehicle-related revenues account for
nearly 50 percent of projected 1995-96 special fund revenues. These in-
clude motor vehicle license fees (21 percent), fuel taxes (18 percent), and
vehicle registration and related fees (11 percent). Other major sources of
special fund revenues include sales and use taxes (27 percent) and
tobacco-related revenues (3 percent). Figure 20 shows the dollar amounts
and growth rates for special fund revenues by type, projected for the
current and budget years and compared to actual revenues for 1993-94.
The amounts we show include Local Public Safety Fund revenues, which
do not appear in the Governor's Budget totals.

Figure 19

1995-96 Special Fund Revenues by Source

Motor Vehicle
License Fees

Sales and
Use Tax

Cigarette and
Tobacco Products
Taxes

Motor Vehicle
Fuel Taxes

All Other
Vehicle Registration
and Other Motor
Vehicle-Related Fees

Total Revenues
$15.1 Billion

Modest Underlying Revenue Growth Expected

—
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Total 1995-96 special fund revenues are predicted to reach $15.1 billion,
an increase of 10 percent over 1994-95. In contrast, budget-year revenues
are projected to increase by 5.9 percent compared to the prior year. These
year-to-year growth patterns are distorted by various special factors. For
example:

® The Governor's realignment proposal increases budget-year sales
and use tax revenues by $710 million.

® Transfers and loans show declines in both 1994-95 and 1995-96.

After removing the effects of these factors, underlying special fund
revenue growth is about 5 percent in 1994-95 and 4 percent in 1995-96.

Figure
20

Special Fund Revenues and Transfers®
1993-94 Through 1995-96

(In Millions)
Change From
Actual Estimated Proposed SeeEbi Leee Ll
Source of Revenue 1993-94 1994-95 1995-96 Amount Percent

Motor Vehicle Revenues

License fees (in lieu) $2,977 $3,050 $3,104 $54 1.8%

Fuel taxes 2,526 2,700 2,734 35 1.3

Registration, weight, and

miscellaneous fees 1,496 1,564 1,623 59 3.7

Subtotals ($6,999) ($7,314)  ($7.,461) ($147) (2.0%)

Other Sources

Sales and use taxes® $2,978 $3,191 $4,091 $900 28.2%

Cigarette and tobacco taxes 486 482 468 -15 -3.0

Interest on investments 68 66 65 -1 -1.4

Other revenues® 2,850 2,957 3,183 226 7.6

Transfers and loans -408 -266 -157 110 -41.2
Totals $12,973  $13,744  $15,111  $1,367 9.9%

& Amounts for 1995-96 reflect Governor's realignment proposal.

® Includes Local Public Safety Fund revenues of $1.4 billion for 1993-94, $1.5 billion for 1994-95, and $1.6 billion for
1995-96. The Governor's Budget totals include only $0.7 billion for 1993-94.

° 1995-96 increase includes $147 million from proceeds of tax and revenue anticipation notes.

Motor Vehicle Fee Revenues Up Modestly
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Motor vehicle license fee revenues are projected to rise by about
2 percent in both 1994-95 and 1995-96. Registration fee revenues are
expected to rise somewhat faster—about 4 percent. The registration fee
increase results from changes in new and existing vehicle registrations.
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Figure 21 shows that beginning in 1989, new vehicle registrations de-
clined for five straight years before rising by 5 percent in 1994. Further
increases of 10 percent in 1995 and 2 percent in 1996 are projected. Even
with these increases, new registrations will lie about 7 percent below their
pre-recession peak in 1988.

Figure 21
Trends in New Vehicle Registrations
1988 Through 1996
] New Vehicle Registrations (left axis)
— Percent Change (right axis)
(In Millions)
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Fuel Taxes Reflect Declining Per Capita Gallonage

Fuel taxes are projected to increase by 1.3 percent in the budget year,
to over $2.7 billion. This is considerably less than the 7 percent increase
projected for the current year. However, the high current-year growth is
due to it being the first full-year effect of the final year of tax increase
provided for under Proposition 111 (November 1990).

The low growth in fuel tax revenues is largely because total gasoline
consumption is basically stable, having been flat over the past five years
(as shown in Figure 22). This reflects declining per capita fuel use due to
increased fuel economy and conservation efforts. This has been sufficient
to offset growth in aggregate fuel demand from such factors as popula-
tion growth.
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Figure 22

Trends in California Gasoline Distributions
1980 Through 1996

[] Total Gasoline Gallonage (left axis)
— Per Capita Gas Gallonage (right axis)

(In Billions)
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Tobacco-Related Revenues to Decline

Figure 23 (see next page) shows the share of tobacco-related tax reve-
nues going to special funds. In 1995-96, special funds will receive an
estimated 74 percent of these revenues, with 69 percent being distributed
in accordance with Proposition 99 and 5 percent going to the Breast Can-
cer Fund. The remaining 26 percent of total revenue goes to the General
Fund.

As is true for General Fund cigarette tax revenues, special fund
tobacco-related tax revenues are projected to decline modestly in both the
current and budget years. In 1995-96, they are projected to be
$468 million, down from $482 million in 1994-95. As discussed previ-
ously, this drop reflects declining per capita consumption of tobacco
products, due to both societal attitudes and price hikes attributable to past
tobacco tax increases.

Proceeds of Securities Sales Counted as Revenue

The 8 percent growth shown in Figure 20 for “other” special fund
revenues includes $147 million in proceeds from the sale of tax and reve-




Perspectives on State Revenues 73

nue anticipation notes that are to be deposited in the State Highway
Account. These notes are to be retired using future fuel tax revenues.
Although these note proceeds do represent resources that can be spent for
transportation-related purposes, proceeds from note sales are not nor-
mally treated as revenues. Rather, the taxes themselves are counted as
revenues when they are received. Absent counting these note proceeds as
revenues, growth in the “other” revenue category would be less than
3 percent in the budget year.

Figure 23

Distribution of Tobacco-Related Tax Revenues
1995-96

General Fund Special Funds

Breast Cancer
Fund

Proposition 99
Revenues




AN OVERVIEW OF

STATE EXPENDITURES
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PROPOSED CURRENT- AND BUDGET-YEAR
SPENDING

The Governor's Budget proposes spending $55.5 billion from the Gen-
eral Fund and state special funds in 1995-96, as shown in Figure 1 (see
next page). This expenditure level is about $1.5 billion, or 2.7 percent,
more than estimated current-year spending of $54 billion. Spending from
special funds accounts for almost all of this increase. General Fund expen-
ditures remain essentially flat at $41.7 billion from 1994-95 to 1995-96.

Realignment Distorts Spending Comparisons. The lack of General
Fund spending growth in the budget primarily reflects a proposed change
in program financing arrangements. The Governor's Budget contains a
state-county realignment proposal which shifts a variety of social services
programs and funding responsibilities from the state to the counties along
with existing General Fund revenues to help finance those costs. As a
result, budgeted General Fund spending in 1995-96 excludes some exist-
ing costs that will continue to be financed with General Fund revenues
which will be provided to counties directly or through a special fund.
Adjusting the budget amounts for the realignment proposal makes
1995-96 spending totals more comparable with those in the current year.
On this basis, General Fund spending grows by 2.5 percent and spending
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from special funds grows by 6 percent in 1995-96. A detailed discussion
of this proposal is contained in Part Five.

Governor's Budget
Proposed and Adjusted Spending Changes
1994-95 and 1995-96

(Dollars in Millions)

Change From
1994-95

1994-95 1995-96 Amount Percent

Budgeted Spending

General Fund $41,693 $41,726 $33 0.1%
Special funds 12,340 13,792 1,452 11.8
Totals shown in budget $54,033 $55,519 $1,485 2.7%
Adjustments
Proposition 98 loan repayment -$135 -$379
Add Local Public Safety Fund 1,508 1,590
Adjusted totals $55,406 $56,730 $1,323 2.4%

Spending Adjustments to Budget Figures. Figure 1 also includes two
adjustments that we have made to the spending totals shown in the bud-
getin order to better reflect actual state spending levels and to make year-
to-year spending comparisons more meaningful. The first adjustment
deducts Proposition 98 loan “repayments” from the spending totals.
These repayment amounts are deducted from the funds actually provided
to schools. They represent a portion of past off-budget spending that the
state provided to schools as a loan against their future Proposition 98
entitlements. Thus, the loan repayments represent past spending rather
than current spending.

The second adjustment adds spending from the Local Public Safety
Fund (LPSF) established by Proposition 172, approved in November 1993.
Proposition 172 made permanent a temporary half-cent increase in the
state sales tax and dedicated the revenue to the LPSF for allocation to
cities and counties. These LPSF allocations, in effect, offset some of the
local revenue loss from property taxes that were shifted to schools in
order to reduce state obligations for school funding. The budget treats the
LPSF as a trust fund and excludes it from spending totals. However, we
include LPSF expenditures in spending from special funds because the
LPSF consists of state tax revenues expended for public purposes. As
such, it is not fundamentally different from other dedicated state funds,
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such as the Motor Vehicle License Fee Account (also constitutionally
dedicated to local government) that the budget does include in spending
totals.
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These adjustments add approximately $1.4 billion to the budget spend-
ing totals in 1994-95 and $1.2 billion in 1995-96 on a net basis, raising
them to $55.4 billion and $56.7 billion, respectively. We use these adjusted
figures in our discussions below.

Spending from Federal Funds and Bond Proceeds

In addition to the $56.7 billion of proposed spending from the General
Fund and state special funds discussed above, the budget also proposes
almost $34 billion of spending from federal funds and from the proceeds
of general obligation bonds.

Federal Funds. The budget proposes to spend a total of $33 billion of
federal funds in 1995-96. Most of this spending is for federal contributions
to health and welfare programs ($21.3 billion), education ($6.6 billion),
and transportation ($2.3 billion). Compared with the current year, total
proposed spending from federal funds in 1995-96 increases by
$1.1 billion, or 3.3 percent. Federal funding assumed in the budget for the
costs of illegal immigrants and refugees ($835 million) accounts for most
of this net increase. Excluding this immigrant and refugee funding,
spending from federal funds would remain virtually flat (an increase of
0.7 percent).

Bond Proceeds. Figure 1 includes expenditures for capital outlay, debt
service on general obligation bonds, and debt service on lease-payment
bonds. However, spending from bond proceeds (funds derived from the
sale of bonds) has not been included in these figures.

The budget estimates that the state will spend $810 million of general
obligation bond proceeds in 1995-96. Almost half of these bond expendi-
tures ($367 million) are for rail projects funded by the California Trans-
portation Commission. Other major bond expenditures will be for seismic
safety improvements to state facilities ($166 million) and for the construc-
tion of local jails and state prisons ($105 million). Expenditures of general
obligation bond proceeds have declined sharply since 1992-93, when they
totaled $3.9 billion, primarily because voters have approved few new
bond measures in recent elections.

In addition to general obligation bonds, the state also uses lease-pay-
mentbonds (supported almost entirely from the General Fund) to finance
the construction and renovation of facilities—particularly for higher
education institutions and the prison system. The budget proposes
$525 million in new authorizations of lease-payment bonds in the Budget
Bill. In addition to these proposals, the Governor is also proposing an-
other $3.1 billion in lease-payment bond authorizations for the following
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purposes:




76 Part IV: Perspectives on State Expenditures

® $2 billion to develop six state prisons.

® 5181 million to develop 1,950 new beds for the California Youth
Authority.

® $560 million for five state office consolidation projects.

STATE SPENDING TRENDS

Figure 2 illustrates the trend in state General Fund and special fund
expenditures from 1984-85 through 1995-96 (as proposed). The figure
shows expenditures in both “current dollars” (amounts as they appear in
the budget) and “constant dollars” (current dollars removing the effect of
inflation). Using constant dollars allows comparisons of the purchasing
power of state spending over time.

State Spending”
Current and Constant Dollars
1984-85 Through 1995-96

(In Billions)
Current Dollars
[ Special Funds
$60 - [ General Fund -
— 1] Constant
] 1984-85 Dollars
40 — [ ] =T N = .
— o Total Spending
=T L —_
— | +—11 N~
=TT ST T 1T General Fund
Spending
20 —

85-86 87-88  89-90  91-92  93-94  95-96
aExcludes bond funds and federal funds.

Recession Still Constraining Spending Growth

Spending grew at an average annual rate of almost 9 percent between

—
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1984-85 and 1991-92, when it peaked at $54.4 billion (a one-time account-
ing change in Medi-Cal exaggerates this spending peak by $1 billion).
After adjusting for inflation, spending still grew at an annual rate of
4.8 percent, which was more than twice the rate of population growth.
However, spending fell in 1992-93 and remained essentially flat in
1993-94, as the state's prolonged and deep recession constrained revenues.
In the current year, total spending will increase by 4.6 percent, according
to budget estimates, and proposed spending for 1995-96 would increase
by 2.4 percent over the current-year amount.

As Figure 2 shows, spending increases in the current and budget years
will only be sufficient to offset the effects of inflation. In constant dollars,
the purchasing power of proposed spending in 1995-96 is essentially the
same as in 1992-93. On a per-capita basis, constant-dollar spending will
decline by 5.2 percent compared with 1992-93 and by 13 percent com-
pared with the peak year of 1991-92.

Funding Shifts Increase the Role of Special Funds

Special funds account for a growing share of total state spending, as
shown in Figure 2. Figure 3 (see next page) compares annual growth in
spending from special funds with the growth in General Fund spending
since 1989-90. Between 1990-91 and 1994-95, the portion of state spending
financed by special funds has increased from 17 percent to 25 percent. The
Governor's budget proposal would increase the special fund share of
spending to 27 percent. Over the period shown in Figure 3, the percentage
increase in spending from special funds has exceeded that of General
Fund spending in every year except one (the current year)—usually by a
substantial margin.

Recent Growth of Earmarked Funds Reflects Restructuring of State
and Local Programs. Prior to 1991-92, rapid growth in special fund
spending primarily reflected increases in revenues earmarked for pro-
grams that had not been traditional General Fund responsibilities. Major
examples of this trend were the approval of Proposition 99 in 1988 (which
imposed additional cigarette and tobacco taxes) and Proposition 111 in
1990 (which authorized phased increases in the gasoline tax and other
transportation revenues).

Since 1991-92, special fund spending growth largely reflects restructur-
ing within the budget, involving shifts of General Fund costs to counties
along with shifts of state special fund revenues to counties to offset those
costs. The realignment of state and county health and welfare responsibil-
ities enacted in 1991-92 placed revenue from a half-cent increase in the
state sales tax, traditionally a General Fund revenue source, into a special
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fund to help counties offset a portion of the General Fund costs that were
shifted to them. This realignment also provided counties with additional
special fund revenues from increased vehicle license fees to offset the
remainder of the costs that were shifted to them. Furthermore, Proposi-
tion 172, approved in November 1993, dedicated an additional half-cent
of the state sales tax to the Local Public Safety Fund for allocation to local
governments to partially offset the loss of property tax revenues shifted
to schools and community colleges in order to reduce state General Fund
spending.

Special Fund
Special Fund Spending Grows Faster Share of Total Spending
Than General Fund Spending 30%
1989-90 Through 1995-96 20

10
Annual Spending
Growth 86:89 95:96
40% -

20 A Il General Fund
|:| Special Funds
20 A
10 A
0 -
-10

89-90 91-92 93-94 95-96

1995-96 Realignment Proposal Continues Trend. The Governor's pro-
posed 1995-96 realignment of social services programs would continue
the trend of shifting General Fund spending to special funds. This pro-
posal shifts $710 million of existing General Fund sales tax revenue to the
Local Revenue Fund, which provides realignment funds to counties, in
order to offset some of the costs that counties would take over from the
state. Additional financing for the proposal is provided by allowing
counties to retain current General Fund revenues from trial court fines
and forfeitures ($311 million). The combined effect of these two funding
rearrangements is to increase special fund spending and to reduce Gen-
eral Fund spending by an even larger amount. As a
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result, special funds' share of total spending increases to 27 percent in the
proposed 1995-96 budget, versus 25 percent in the current year.

Major Special Fund Expenditure Programs. Two categories of spend-
ing account for three-fourths of the total $15.4 billion in projected spend-
ing from special funds in 1995-96. Local government allocations from
sales tax and vehicle license fees total $6.8 billion, and transportation-
related spending (including local transportation subventions) totals
$4.9 billion. A wide variety of special funds financed by special fees and
taxes make up the remainder of special fund spending sources. Among
the largest of these are California State University student fees and in-
come ($575 million), Proposition 99 cigarette and tobacco surtax funds
($331 million), and the Beverage Container Recycling Fund ($321 million).

PROPOSED SPENDING BY PROGRAM AREA

Figure 4 (see next page) shows the distribution of the proposed
$56.7 billion of state spending in 1995-96 among the major state program
areas. The figure includes both General Fund and special fund expendi-
tures in order to provide a meaningful comparison of program areas that
have different mixes of General Fund and special fund support.

As Figure 4 shows, education receives the largest share of state
spending—a total of 38 percent (28 percent for K-12 education and
10 percent for higher education). Education's share of General Fund
spending is much greater—b51 percent. Health and social services pro-
grams account for 27 percent of proposed total spending (including state-
county realignment funds).

1995-96 PROGRAM FUNDING CHANGES

Although the Governor's Budget increases total spending by
2.4 percent in 1995-96, spending changes for individual program areas
vary widely. Figure 5 (see next page) shows the percentage increase or
decrease in budgeted spending proposed for major program areas. It
shows, for instance, that proposed transportation spending would in-
crease almost 15 percent, while health and social services expenditures
would decline by almost 24 percent.
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Total State Spending By Major Program
1995-96

Corrections

K-12
Education

Shared
Revenues/TCF

Other

Higher
] Education
Transportation

Social
Services Total Spending

$56.7 Billion

Health

Proposed Spending Growth in 1995-96
Program SuEEort Levels vs. Budgeted Amounts
Program
Support
Level Budgeted Reason Program Support Level Different
K-12 education 4.1% 4.5%  Slow growth of revenue from property tax shift to
schools.
Higher education 2.8 2.9 —
Health 1.8 -1.8 Includes new federal immigrant funds assumed
in 1995-96.
Social Services -10.2 -23.9 Includes trial court funds for state/county realign-
ment and new federal immigrant funds.
Corrections 115 1.0 Includes federal immigrant funds.
Transportation 14.8 14.8 —
All other 16.4 17.4 Excludes trial court funding used to finance so-
cial services via state/county realignment.
Totals 4.4% 2.4%

Program Support Levels. The figure also shows what the 1995-96
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spending changes would be if calculated on the basis of what we call
"program support levels." These levels are a measure of the total funding
provided to a program through state actions, not just the amount of state
funding shown in the budget. Program support levels include support
provided through funding shifts to local governments, the federal govern-
ment, or to the future (using loans), and treat the total as a package.

Cost shifts and program restructuring changes proposed in the budget
mean that spending changes from one year to the next do not necessarily
translate into similar changes in program support levels. For example,
Figure 5 shows that budgeted state spending for corrections programs
increases by only 1 percent in 1995-96. However, the budget also assumes
receipt of $422 million of federal funds that will offset the state's costs of
incarcerating illegal immigrants. Taking these additional federal funds
into account results in an increase of 12 percent in the program support
level for corrections in 1995-96. (For a more detailed discussion of the
program support level concept please see The 1994-95 Budget: Perspectives
and Issues, pp. 77-83.)

Program Support Levels Increase
More than Budgeted Spending

Figure 5 shows that the budget results in an increase of 4.4 percent in
total program support levels in 1995-96, almost twice the 2.4 percent
increase in total budgeted spending. The explanation for this difference
is that program support levels include $1.1 billion of resources in excess
of budgeted spending in 1995-96. This amount consists of $835 million of
federal immigrant funding that offsets General Fund costs, and
$311 million of state trial court revenues that the counties would retain
instead to help finance the realignment proposal.

The largest difference between the change in program support levels
and the change in budgeted spending occurs for social services programs.
Spending for social services declines sharply in 1995-96, reflecting the
Governor's proposed welfare grant reductions. However, the budgeted
spending drop of 24 percent ($1.7 billion) overstates the impact on pro-
gram support levels for social services. This is because state spending for
social services does not include $916 million of additional funds that
counties will receive to offset costs shifted to them under the Governor's
realignment proposal. These funds consist of increased Trial Court Fund-
ing grants and revenues from fines and forfeitures. After including these
additional resources and federal refugee funding assumed in the budget
to offset state costs, the resulting reduction in social services program
support levels would be 10 percent—a substantial cut, but less than half
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of the reduction in budgeted social services funds..

Program Support Trends Over Time

Figure 6 compares proposed changes in support for major program
areas in 1995-96 with the average annual growth rates of program sup-
portover the past decade. Total program support has grown at an annual
rate of 6.3 percent over the past 10 years, compared with the 4.4 percent
increase in overall support proposed for 1995-96. Consequently, the
proposed rate of growth is below the average over the past decade. Fur-
thermore, the growth rate in 1995-96 is lower than the average over the
past decade for every major program area except transportation and the
“all other category,” although the magnitude of the difference varies
considerably.

Growth in Program Support Levels
1984-85 Through 1994-95/Proposed for 1995-96

|:| Past Decade
K-12 Education Il 19959

Higher Education

Health

Social Services
Corrections
Transportation
All Other

Total Spending

1
-15 -10 -5 0 5 10 15  20%

Annual Growth Rate

Most of the slowdown in program support growth cannot be attributed
to lower rates of inflation and population growth compared with the last
decade. From 1984-85 to 1994-95, program support grew faster than the
combined annual rate of inflation and population growth—6.3 percent
versus 5.7 percent. For 1995-96, the budget projects combined inflation
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and population growth of 5.1 percent. Since program support levels will
grow by only 4.4 percent in 1995-96, they will not keep pace with inflation
and population growth based on the budget proposal.

Transportation and Corrections Programs Grow Rap-
idly

The budget increases funding for transportation programs and correc-
tions programs in 1995-96 by 15 percent and 12 percent, respectively, in
terms of program supportlevels. Budgeted federal funds for incarceration

of illegal immigrants provide most of the increased support for correc-
tions—state funding increases by only 1 percent.

The high rate of growth of corrections supportis driven by the continu-
ing growth in the inmate population—estimated at 13 percent in the
budget year. As Figure 6 shows, the proposed rate of growth in support
for corrections programs is similar to the average growth rate of correc-
tions support over the last decade (13 percent).

Proposed spending for transportation programs in 1995-96 grows at
twice its average rate of growth during the past ten years. The budget
proposes increasing transportation spending by more than $700 million
in 1995-96. Much of this increase is to pay for projects started prior to
1995-96, projects started in the budget year, and seismic retrofit. In order
to fund this increase, Caltrans plans to “borrow” from its future state and
federal funds.

Significant Reduction in Social Services Support

As discussed above, support for social services programs (including
realignment funds and new federal refugee funding) declines by
10 percent, or about $700 million, in 1995-96. The funding decline reflects
significant reductions in welfare grants proposed by the Governor. Case-
load growth in the major welfare programs has moderated, but the bud-
get estimates that caseload in Aid to Families with Dependent Children
(AFDC) still will grow by 3.5 percent in 1995-96, even after accounting for
the impact of the proposed grant reductions and restrictions. The budget
estimates that proposed grant reductions and eligibility restrictions will
keep caseload flat in the state's other major welfare pro-
gram—Supplemental Security Income/State Supplementary Payment
(SS1/5SP)—which provides benefits for the aged, blind and disabled. The
proposed funding decline contrasts sharply with support trends over the
last decade, during which funding for social services grew at an average
annual rate of 7.7 percent.
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Health Funding Growth Slows Considerably

Support for health programs (including new federal immigrant funds)
would grow by 1.7 percent in 1995-96, based on the budget proposal,
compared with an annual growth rate of 8.7 percent over the past decade
that reflected high rates of caseload growth and increases in the cost of
medical care. Although the budget estimates that caseload in the state's
largest health program—Medi-Cal—will grow by 4.5 percent in 1995-96,
program support grows by less than half that amount due to the pro-
posed elimination of a number of “optional benefits” currently provided
by Medi-Cal, and a variety of new cost-containment measures.

Education Funding Grows Modestly

Support for K-12 education (including funding provided through
property tax shifts enacted in 1992-93 and 1993-94) grows by 4.1 percent,
based on the budget, compared with average annual growth of
5.9 percent over the past ten years. The budget projects K-12 enrollment
growth of 2.6 percent in 1995-96. General Fund Proposition 98 spending
grows by 4.9 percent after adjusting to exclude loan repayments, as dis-
cussed earlier. However, school revenues from the property tax shifts
grow by only 1.9 percent in 1995-96. This relatively small increase in
1995-96 reflects the fact that school property tax revenues are abnormally
high in the current year because they include one-time allocations to
make up for past shortfalls.

Special Factors Increase Spending for Other Programs

Support for all other programs increases by 16 percent in 1995-96,
compared with an annual growth rate of only 2.3 percent during the past
decade. However, most of this large increase does not represent any
actual growth in programs. Instead, it primarily reflects two spending
increases needed to replace one-time savings or to pay for costs deferred
in the current year. First, General Fund borrowing costs increase by
$417 million in 1995-96, mainly because interest payments on the
$4 billion of revenue anticipation warrants sold in the current year do not
come due until the budget year. Second, the cost of state employee retire-
ment contributions increases by $302 million in 1995-96 in order to replace
one-time savings in the current year that were achieved by using balances
inspecial retirement fund accounts to offset state contributions. Excluding
these two special factors (which affect all programs), support for the “all
other” programs category increases by 3.9 percent in 1995-96.




MAJOR EXPENDITURE PROPOSALS
IN THE 1995-96 BUDGET

n this section, we discuss several of the most significant spending pro-

posals in the budget. For more information on these spending proposals
and our findings and recommendations concerning them, please see our
analysis of the appropriate department or program in the Analysis of the
1995-96 Budget Bill.

Major Spending Changes Focus On
Welfare and Health Programs

As discussed in Part One, the Governor's Budget proposal relies on
major reductions in welfare grants and savings in health programs for
$1.1billion of savings in 1995-96. Other major budget savings are due to the
assumption of additional federal funds and a shift of state costs to counties.
Outside the health and welfare area, the budget itself does not present the
Legislature with many major proposals to change spending priorities or
existing levels of program support. The budget's plan for restructuring
state and county responsibilities for social services and welfare (which we
discuss in detail in Part Five) would make revisions in the division of
responsibilities between the state and the counties. Although it results in
$241 million of net state savings, it does not change existing program
spending priorities.
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Proposals that Require Legislation or Federal Action

Figure 7 lists the major budget-balancing proposals in the budget and
indicates whether legislation or federal action is needed to implement
them, as well as the timing of these actions assumed by the budget.

Summary of Major Budget Balancing Proposals

In the 1995-96 Governor's Budget

# Amount in excess of funds currently appropriated or authorized.

(In Millions)
State Federal Assumed
Legislation Action Effective

Proposal Required? Required? Date Savings
Increased Federal Funding
Reimbursements for undocumented felons No Yes 10/1/95  $177°
Pay full Medi-Cal costs for

undocumented immigrants No Yes 10/1/95 310
Pay three years health and welfare

costs of refugees No Yes 10/1/95 103
Eliminate SSI/SSP administrative charge No Yes 10/1/95 50
Welfare Reductions
AFDC grant reductions and reforms Yes Yes 9/1/95 254
SSI/SSP grant reductions Yes Yes 10/1/95 434
Eliminate drug/alcohol abuse disability category

for SSI/SSP program Yes Yes 10/1/95 52
Medi-Cal
Eliminate some optional benefits Yes No 10/1/95 143
Eliminate prenatal services for

undocumented immigrant women Yes No 7/1/95 79
Bar sponsored immigrants from receiving

Medi-Cal and AFDC benefits Yes Yes 10/1/95 64
Reduce Medi-Cal rates for "distinct part"

nursing facilities Yes Potentially 8/1/95 26
State/Local Restructuring
Restructure social services programs Yes No 7/1/95 341
Other Proposition 98
Higher Education
Increase CSU fees Yes No 7/1/95 30
Increase UC fees No No 711/95 38
Increase community college fees Yes No 711/95 20
Special Funds
Shift ETP and beverage container funds to

General Fund programs Yes No 711/97 39
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Federal Immigrant Funding

Immigration policy and enforcement is the responsibility of the federal
government. The federal government also determines the eligibility of
immigrants for health and welfare benefits under programs such as
Medicaid (Medi-Cal in California), AFDC, and SSI/SSP, which are sup-
ported jointly by state and federal funds. In addition, the U.S. Supreme
Court has determined that the U.S. Constitution entitles immigrant chil-
dren to public education, regardless of their legal status. Although Proposi-
tion 187, approved by the voters in November 1994, prohibits the state and
local entities from providing undocumented persons with most education,
health and social services, the courts have enjoined these restrictions while
they consider legal challenges to the measure.

The budget includes a total of $835 million of federal funds for services
related to illegal immigrants ($732 million) and refugees ($103 million). Of
this amount, approximately $245 million currently has been appropriated
or authorized by the federal government.

Incarceration Costs. The budget assumes that the state will receive
$422 million in federal funds for the cost of incarcerating and supervising
the parole of illegal immigrants who have been convicted of a felony in
California. The 1994 federal Crime Bill provides a portion of these funds.
California will receive $45 million from an existing appropriation, and the
state's share of additional funds authorized by the Crime Bill is about
$200 million. The President's 1996 budget requests an appropriation to fully
fund this authorization. However, there is no federal authorization for the
remaining $177 million of incarceration funds assumed in the Governor's
Budget.

Medi-Cal Costs of Emergency Care. The budgetincludes $310 million of
federal funds for the state costs of providing emergency medical care
(including labor and delivery services for pregnant women) to illegal
immigrants in 1995-96. The federal Omnibus Budget Reconciliation Act
(OBRA) of 1986 requires states to provide emergency medical services to
illegal immigrants who, aside from their legal status, would otherwise
qualify for the Medicaid (Medi-Cal) program. The additional federal funds
assumed by the Governor's Budget would replace the state's share of these
costs, so that the federal government would cover 100 percent of these
Medi-Cal expenses. President Clinton's 1996 budget proposes $150 million
nationwide for this purpose, which also will require a change in federal
law.

Services to Refugees. The federal Refugee Act of 1980 entitles refugees
to a full range of health and welfare services. The budget assumes that the
federal government will provide $103 million to fund 100 percent of these
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AFDC, SS1/SSP and Medi-Cal services during the first 36 months of resi-
dence by refugees, as required by the Act. Federal funding for this purpose
has been declining since 1986 and the state received no funds for this pur-
pose in 1994-95.

WELFARE GRANT REDUCTIONS AND REFORMS

The state's two primary welfare programs are known as Aid to Families
with Dependent Children (AFDC) and the Supplemental Security In-
come/State Supplementary Program (SSI/SSP). Both the state and federal
governments contribute to funding these programs. In the current year, the
budget estimates that the General Fund cost of these programs will be
$3.1 billion for AFDC and $2.1 billion for SSI/SSP.

The AFDC program provides cash grants to qualifying families with
children whose incomes are not sufficient to provide for their basic needs.
The largest component of the AFDC caseload is the AFDC-Family Group
(AFDC-FG), in which a family's financial need is related to the death,
incapacity, or continued absence of one or both parents. Other program
components provide for unemployed families with children (AFDC-U) and
for children in foster care (AFDC-FC). The federal government funds half
of the cost of AFDC grants, and the state provides 45 percent of the cost.
Counties, which administer these grants, fund the remaining 5 percent of
the cost. The Governor's state-county realignment proposal would divide
the nonfederal share of the AFDC-FG and AFDC-U programs equally
between the state and the counties; the budget proposes that the counties
assume 100 percent of the nonfederal share of costs for the AFDC-FC pro-
gram.

The SSI/SSP program provides cash assistance to low-income persons
who are elderly, blind or disabled, with the disabled being the largest
group of recipients. The federal Social Security Administration administers
the program and pays the cost of the SSI grant. California has chosen to
supplement the federal payment by providing a state-funded SSP grant.
Although the provision of an SSP grant originally was optional, the state
now is subject to federal maintenance-of-effort requirements that restrict
the state's ability to reduce or eliminate its SSP grant.

AFDC Proposals

The Governor's package of AFDC grant reductions and reforms is simi-
lar to previous proposals made by the administration. The budget estimates
that the package would result in General Fund savings of $254 million (net




920 Part IV: Perspectives on State Expenditures

of administrative costs) in 1995-96. The major proposals are summarized
below:

® Across-the-Board Grant Reductions. The budget proposes a
7.7 percent reduction in the AFDC maximum grant levels effective
September 1, 1995, and an additional 15 percent reduction for fami-
lies that have an able-bodied adult and have been on aid more than
six months, beginning March 1, 1996. The impact of the reductions
would be felt most by nonworking recipients—who comprise the
largest share of the caseload. The grant reductions would be par-
tially offset by increases in federally funded food stamps. The esti-
mated state savings from these grant reductions in 1995-96 is
$254 million.

® Teen Parent Provisions. The budget proposes to require parents
under age 18, with some exceptions, to reside with their parents,
legal guardian, or an adult relative in order to receive AFDC.

® Time-Limited Aid. The budget proposes legislation to reduce AFDC
grants for families with an able-bodied adult by the amount of the
grant associated with the adult, once the family has been on aid for
more than two years cumulative time. The two-year “clock” would
not start running until July 1, 1995, so that these reductions would
not affect any grants until July 1, 1997.

The budget also includes savings of $27 million that would be achieved
by excluding legal immigrants from aid during their first five years in the
country if they have financial sponsors who are able to provide support.
Although state law (Ch 148/94—AB 836, Pringle and Goldsmith) enacted
such an exclusion last year, it cannot be implemented until Congress
changes federal law.

Issues for Legislative Consideration

The Governor's AFDC proposals would result in significant savings to
the state in 1995-96, with the amount increasing substantially in future
years when the full-year impact of the grant reductions and two-year time
limit on aid occurs. The grant reductions could be fully offset (without
penalty) by increases in earnings from employment. Thus, one effect of the
proposals would be to increase the financial incentive for recipients to
work. The proposals raise a number of significant issues.

Impact on Families. To the extent that recipients do not or cannot offset
the grant reductions with additional income from other sources, the total
income available to families would be reduced substantially. Under current
law, the combined maximum grant and food stamps benefit is equal to
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about 81 percent of the federal poverty guideline. Those subject to both the
7.7 percent and additional 15 percent reductions in grants would have their
resources reduced to about 70 percent of the guideline to the extent that
these reductions are not offset by income from other sources such as em-
ployment.

Availability of Training. Many AFDC recipients have relatively low
levels of education and work experience. To address this problem, Califor-
nia's GAIN Program provides training and basic education specifically for
AFDC recipients. The program, however, currently is not funded at a level
sufficient to accommodate all recipients who are required to, or wish to,
participate. Under the Governor's proposal, persons facing the expiration
of their two-year time limit would have a priority for receiving GAIN
services.

Availability of Jobs. Some recipients may not be able to find employ-
ment. Job growth in California remains weaker than in past economic
recoveries and the number of jobs will not reach its pre-recession peak until
the latter half of 1996, according to the budget's economic projections.

Reductions for Persons in County Work Assignments. Chapter 148 also
requires AFDC recipients in the GAIN program to work in county-pro-
vided assignments if they have not found regular employment within two
years, as specified. Recipients who refuse county work assignments would
have their grants reduced. However, it is not clear how many of these work
assignments, if any, counties will make available. The Governor's proposed
two-year time limit on aid would reduce the grants of families with able-
bodied adults (eliminate the portion of the grant associated with the adult)
after two years on aid. The proposal differs from existing law by not allow-
ing for continuation of the full grant if the recipient participates in a county
work preparation assignment.

Potential for Cost-Shifting. The reduction in families' incomes may, to
some extent, increase the use of other public services such as health and
foster care. Thus, to the extent that such shifting occurs, some of the savings
in the AFDC Program will be offset by unknown costs, to the federal, state,
and county governments in other programs.

SSI/SSP Proposals

The Governor's SSI/SSP proposals assume that Congress will enact
federal legislation allowing the proposed changes by October 1, 1995. The
budget estimates that the package would result in General Fund savings
of $530 million in 1995-96. The major proposals are summarized below.
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® Across-the-Board Grant Reductions: The budget proposes a reduc-
tion in the combined SSI/SSP grant of 8 percent for individuals and
10 percent for couples, exempting those in Non-Medical Out of
Home Care living arrangements. The proposal would result in a
General Fund savings of $433.6 million in 1995-96. This amount
would be partially offset by a cost of $4.8 million in order to con-
tinue no-cost Medi-Cal coverage for those persons whose SSP grant
is eliminated by the proposed reductions, and who would therefore
be ineligible for Medi-Cal. The budget proposal would reduce
monthly grants for aged and disabled individuals (the largest cate-
gory of recipients) by $49, and by $110 for aged or disabled couples.
The proposed reductions would reduce the monthly SSP payment
levels below current federal maintenance-of-effort requirements.
Accordingly, this proposal requires a change in federal law.

® Elimination of Substance Abuse as Qualifying Disability. Individu-
als who are disabled by drug addiction or alcoholism (DA /A) cur-
rently are eligible for SSI/SSP grants. In January 1995, there were
roughly 30,000 DA /A recipients of SSI/SSP. The budget assumes
that legislation will be enacted by Congress to eliminate substance
abuse as a qualifying disability in the SSI/SSP Program. The budget
estimates that 40 percent of the substance abuse cases would con-
tinue to qualify for the program under other disability criteria, while
the remainder would be ineligible. This eligibility restriction would
result in General Fund savings of $24.8 million in SSI/SSP grants
and $26.5 million in the Medi-Cal Program in 1995-96.

® Termination of Federal Fees. Under the federal Omnibus Budget
Reconciliation Act (OBRA) of 1993, the federal Social Security Ad-
ministration charges states a fee for administering SSP benefits. The
budget assumes that Congress will enact legislation to eliminate the
fee for a General Fund savings of $50 million in 1995-96. Last year's
Governor's Budget included the same assumption, but it was not
enacted by Congress.

Issues for Legislative Consideration

The Governor's proposals raise several significant issues.

Impact on Individuals’ and Couples’ Grant Levels. The SSI/SSP grant reduc-
tions would, if authorized by Congress and adopted by the Legislature, result
inaloss of income to recipients. Many SSI/SSP recipients do not have the option
of offsetting this loss through earnings.

Other than the federal poverty level, which serves only as a general
guideline, there is little empirical data to determine what constitutes an




Major Expenditure Proposals in the 1995-96 Budget 93

“adequate” amount of support. The SSI/SSP grant for an aged or disabled
individual was above the federal poverty level until 1994, when the monthly
SSI/SSP grant for an individual fell to 98 percent of the poverty level. The
budget proposal would reduce the grant level for those individuals to
92 percent of the poverty level. The grant for aged or disabled couples has
exceeded the poverty level by a greater amount and would continue to
exceed the poverty level after the Governor's proposed reduction.

The Governor's Budget indicates that the grant for couples would be
reduced by a larger percentage than the grant for individuals in order to
achieve a more reasonable relationship between the two groups. California
is the only state where the SSI/SSP grant for couples exceeds 1.5 times the
grant for individuals. The Governor's proposal would reduce the ratio from
1.79 to 1.75.

Cost Shifting. The proposal to eliminate eligibility based on substance
abuse could result in shifting costs to treat or care for these individuals to
other state and locally funded programs.

Availability of Treatment. The budget treats services offered to AFDC
and SSI/SSP recipients differently. The Governor's two-year time limit
proposed in the AFDC Program gives priority for the GAIN Program to
AFDC recipients who are facing a grant reduction. However, the SSI/SSP
proposal does not give a similar priority for treatment to substance abusers
who would no longer be eligible for benefits but may seek publicly funded
treatment to overcome their addictions.

MEDI-CAL

The California Medical Assistance Program is a joint federal-state pro-
gram that provides necessary health services to public assistance recipients
and to other individuals who cannot afford to pay for these services them-
selves. Federal laws establish a set of minimum eligibility criteria and the
basic scope of the benefits to be provided. The states may provide for
additional optional categories of eligibility and benefits. Funding for most
services provided under California's program is split equally between the
state and the federal governments. The budget estimates that the General
Fund cost of the Medi-Cal program will be $5.7 billion in the current year.

Proposals

The budget makes several major proposals for program reductions in
Medi-Cal.

Elimination of Medi-Cal Optional Benefits. The budget assumes enact-
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ment of legislation to eliminate 9 of the 28 optional service categories in the
Medi-Cal Program, for a net General Fund savings of $143 million in
1995-96.

The services that would be eliminated are adult dental, nonemergency
transportation, medical supplies (excluding incontinence supplies), speech
and audiology, psychology, acupuncture, podiatry, chiropractic, and inde-
pendent rehabilitation centers. The budget proposes to continue these
services for children under age 21, persons in long-term care facilities, and
developmentally disabled clients.

Eliminate Prenatal Care for Undocumented Women. The budget pro-
poses to eliminate the existing “state-only” program that provides prenatal
care for undocumented immigrant women. Federal law does not require
or fund this program, which is financed entirely from the General Fund.
Undocumented immigrants would remain eligible for delivery services and
emergency treatment, which are required by federal law and partially
funded by the federal government. The budget estimates savings of
$79 million in 1995-96 from eliminating this program. Proposition 187,
approved by the voters in November 1994, also would eliminate this pro-
gram. However, the courts have enjoined enforcement of Proposition 187
while they consider legal challenges to the measure.

Changes in Nursing Facility Reimbursement Rates. The budget esti-
mates savings of $76 million from three major changes in the reimburse-
ment levels for nursing facility services. Specifically, the budget proposes
to: (1) lower the minimum requirement for nursing hours per patient, if the
nursing facility industry agrees to the change ($20 million); (2) impose a
20 percent rate reduction for nursing facilities that are a “distinct part” of
a hospital ($26 million); and (3) establish a higher reimbursement rate cate-
gory for nursing facilities in certain cases, in order to shift patients to these
facilities who would otherwise remain in hospitals at a higher cost
($30 million).

Issues for Legislative Consideration

Potential for Cost-Shifting. In some cases, eliminating one type of
optional medical service could result in increased costs for other services
provided by the Medi-Cal program or other health programs. The budget
has attempted to account for this with respect to the proposed elimination
of optional benefits; however, its savings assumptions may still be optimis-
tic. For example, elimination of van transportation as an optional benefit
does not relieve the state of its responsibility under federal law to provide
“necessary transportation” for Medi-Cal beneficiaries who cannot other-
wise access medical care. Thus, it is likely that most, if not all, of the sav-
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ings from eliminating this service will be offset by other transportation
costs, such as the increased use of ambulances. Similarly, eliminating
prenatal care for undocumented immigrant women could result in poorer
birth outcomes, which would increase long-term Medi-Cal costs. The
Legislature will need to evaluate the net savings potential of these propos-
als, in particular, if it wishes to achieve General Fund savings in the Medi-
Cal Program.

Nursing Facility Rate Proposals. The budget proposal raises issues
regarding: (1) the likelihood of the freestanding nursing facility industry's
willingness to agree to the department's proposal to reduce minimum
nursing hours in those facilities; (2) the potentially adverse effects on qual-
ity of care associated with that proposal; and (3) for the distinct part pro-
posal, potential conflicts with federal law, which requires these facilities to
be reimbursed at actual cost.

In our analysis of the Medi-Cal budget, we recommend that the Legisla-
ture avoid these potential problems and uncertainties by implementing a
contracting program for nursing facilities in order to achieve savings. This
contracting program would be similar to the existing program for hospital
inpatient services (wherein the California Medical Assistance Commission
negotiates reimbursement rates with these facilities).

REACHING EARLY ACCESS FOR
CHILDREN'S HEALTH (REACH) PROGRAM

Under current law, the state and counties provide health care services
for low-income children through a variety of programs. For example, the
Medi-Cal Program and the Child Health and Disability Prevention (CHDP)
Program provide health screening services (assessments). Medi-Cal also
provides comprehensive health care. Families on welfare receive Medi-Cal
services atno cost. Other low-income families receive Medi-Cal services on
a “share-of-cost” basis, in which families must pay for medical expenses by
“spending down” their incomes to 133 percent of the June 1991 AFDC
payment level ($694 per month for a family of three). County health depart-
ments provide outpatient treatment based on CHDP screens. The counties
also provide other, or “episodic,” outpatient treatment and inpatient care
for emergencies to persons who are not eligible for Medi-Cal and cannot
afford to pay for these services. The scope of treatment varies among the
counties.

Proposal
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The budget proposes a General Fund augmentation of $56.1 million to
establish the REACH Program in 1995-96. The new program would pro-
vide free health care coverage for children, from birth through age five,
who are in families with incomes between 133 percent and 200 percent of
the federal poverty level. Currently, these families have to pay a share-of-
cost or rely on the counties or private providers for services to these chil-
dren. (Program participants would have to be citizens or legal residents of
the U.S.) Thus, the program would, in effect, shift some costs from the
counties to the state.

Beginning in 1996-97, the program would expand to include children who
are in families with incomes up to 300 percent of the poverty level, provided the
family was enrolled in the Access for Infants and Mothers (AIM) Program when
the child was born. The AIM Program provides subsidized health insurance for
pregnant women, and their infants up to age two, with incomes between 200
and 250 percent of the poverty level. (The budget proposes to extend AIM
eligibility to 300 percent of the poverty level, and reduce the age limit of the
child's participation to one year.)

In addition to the $56.1 million in new General Fund monies, funding
for REACH would include $43.8 million in redirected state funds from the
CHDP Program ($22.2 million General Fund and $21.6 million Cigarette
and Tobacco Surtax Fund) to match $100 million in federal funds, which
will require federal legislation. In addition, $6.3 million of federal funds
would be redirected from the CHDP Program. Funding would be capped
by the appropriation. In other words, the program would not be an entitle-
ment.

Issues for Legislative Consideration

The REACH proposal raises a number of issues concerning its program-
matic and budgetary impacts.

Impact on Children’s Health Care is Uncertain. The administration has
not provided information to assess the extent to which REACH would
increase the level of health care provided to children, as opposed to merely
shifting funding sources and responsibilities for furnishing the services.

Cost Shift from Counties to State. As indicated above, the proposal
would make services available to eligible children who, under current law,
would receive these services from county health departments. The amount
of this potential shift of costs is unknown but could account for a signifi-
cant part of the total program costs.

Funding in Question. The $100 million in federal matching funds would
require enactment of legislation by the Congress in response to the state's
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request to demonstrate an alternative to expanding Medi-Cal. Thus, there
is no assurance that the funds will be provided. In addition, $21.6 million
of proposed funding is in jeopardy due to a recent Superior Court ruling
that restricts the use of Cigarette and Tobacco Surtax Fund monies for such
purposes.

PROPOSITION 98

Proposition 98 establishes a minimum funding level that the state must
provide for public schools and community colleges (K-14 education) in
each year. Generally, this is determined based on one of three so-called
“tests.” Specifically, the minimum funding level is equal to the greater of:

® Test 1—Percentage of General Fund Revenues. This is defined as the
1986-87 percentage of General Fund tax revenues provided to K-14
education (as adjusted by property tax shifts that have occurred in
the 1990s).

® Test 2—Maintenance of 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
changes in per capita personal income.

® Test 3—Adjustment Based on Available Revenues. This formula
takes effect during times of relatively low growth of General Fund
revenues. It provides the prior-year level of funding for K-14 educa-
tion from state and local resources, adjusted for enrollment growth
and for growth in General Fund revenues. Other adjustments are
made in the formula to ensure that K-14 programs receive a propor-
tionate increase in General Fund support compared to the rest of the
state budget.

During the current year, Test 2 applies. Test 3 would apply in 1995-96
under the budget proposal.

The Legislature, by a two-thirds vote, may suspend the minimum fund-
ing level requirement and appropriate a lesser amount. Proposition 98,
however, requires the state to calculate a “long-term” restoration level each
year based on Test 1 or Test 2, as appropriate. If the Legislature suspends
the funding minimum or if Test 3 is used to calculate the minimum level,
Proposition 98 establishes a “maintenance factor,” which requires funding
increases in future years to eventually restore spending to the long-term
level. Thus, the guarantee mechanism works in such a way that any reduc-
tions in K-14 funding levels below the Test 1 or Test 2 levels are designed
to be temporary.
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“Cash” Spending. In evaluating the effect of budget proposals, it is
important to determine the amount actually available for K-14 programs
(“cash” spending from state, local, and student fee sources) as well as the
Proposition 98 funding provided in a given fiscal year. Cash spending
differs from Proposition 98 funding due to a variety of adjustments involv-
ing funding sources that are not reflected on the state's books or appear as
state spending in a different fiscal year than the year when the schools
receive the funds. For example, revenues from community college fees are
not included in state spending. Another example of this difference is the
case of Proposition 98 loans. The state provided these loan funds to districts
during 1992-93 and 1993-94 (that is, they were cash to schools in those
years), but the funding is not reflected as a state expenditure until the year
the loans are “repaid.”

For a more complete discussion of Proposition 98 provisions and addi-
tional background on Proposition 98 funding levels, please see the “Over-
view of K-12 Education” in the Analysis of the 1995-96 Budget Bill.

Proposal

The Governor's budget funds the Proposition 98 minimum guarantee in
the current and budget years. These funding levels increase K-12 funding
on a per-pupil basis in both years, and also include set-asides totaling
$514 million over the two years to partially repay Proposition 98 loans.

Current Year. The budget proposes a total of $24.9 billion in 1994-95
Proposition 98 cash spending, or $9 million less than estimated in the 1994
Budget Act. This small change is the net result of faster-than-expected
growth in state tax revenues, partially offset by slower-than-anticipated
growth in K-12 enrollments. While schools would have slightly less total
cash than assumed in the Budget Act, per-pupil spending actually increases
from $4,198 to $4,231 per pupil. These changes reduce general-purpose
funding, which varies with enrollment, and increase funding for categori-
cal programs. The additional categorical funds are proposed to be spent on
a variety of one-time activities including deferred maintenance, education
technology and instructional materials.
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The budget also proposes to set aside $135 million within the 1994-95
minimum funding requirement as partial repayment of off-budget loans
provided to K-14 programs in previous years. These funds, while recog-
nized as state spending in 1994-95 for budgetary purposes, were already
provided to K-14 programs in previous years. Under existing statute, these
deductions for loan repayments occur if the Proposition 98 minimum
spending requirement increases the per-student funding level above that
in the previous year. Under the statute, half of any “excess” funding above
the previous year's level is set aside to repay the Proposition 98 loans. The
other half of the “excess” funding is provided as cash to K-14 programs.

While the total amount of cash available to schools under Proposition 98
in 1994-95 is projected to stay about the same as estimated when the 1994
Budget Act was enacted, the budget now estimates that the General Fund
share has increased by $520 million. This increase is caused by two factors.
First, $376 million is needed to backfill a shortfall in local property tax
revenue for schools and community colleges. An additional $144 million
is due to an increase in the Proposition 98 minimum funding guarantee. Of
this total amount, however, $135 million is set aside as a loan repayment.

Budget Year. The budget proposes to provide $25.9 billion in total Prop-
osition 98 funding on a cash basis in 1995-96. This is an increase of
$1 billion above cash funding proposed in the current year, allocated as
follows:

® K-12schools would receive $904 million, which would increase per-
pupil funding to $4,292, or $61 above the revised 1994-95 level. In
addition to enrollment growth, the funding increase provides a
2.2 percent cost-of-living adjustment (COLA) for general purpose
spending and a variety of categorical funding increases.

® Community colleges would receive a $96 million increase, primarily
to fund enrollment growth, a 2.2 percent COLA and to backfill a
current-year property tax revenue shortfall. In addition, the budget
proposes a $2 per unit fee increase, which would generate
$20 million in additional revenues to community colleges.

The 199596 budget also includes a Proposition 98 loan repayment of
$379 million, consistent with the existing repayment formula. As with the
current-year repayment, this amount would count as a current Proposition 98
expenditure but would not be available for K-14 spending.
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The budget estimates that meeting the 1995-96 Proposition 98 require-
ment for state funding will require a General Fund increase of $968 million.
This estimate includes the impact of the proposed tax cut in reducing the
Proposition 98 funding requirement.

Issues for Legislative Consideration
We have identified several issues raised by the budget proposal.

Governor's Tax Cut Affects Proposition 98. The Governor's Budget
proposal to reduce income taxes over three years would significantly re-
duce the minimum funding guarantee under Proposition 98 below the level
itotherwise would reach. In 1995-96, based on budget estimates, the tax cut
would lower Proposition 98 funding by $136 million. By 1998-99, when the
proposal would be fully phased in, we estimate that the annual reduction
could grow to $1.8 billion, assuming moderate economic growth. Based on
this projection, the tax cut would reduce the annual growth of per-pupil
funding under Proposition 98 during this period from about 4 percent to
about 2.4 percent. Consequently, if inflation averages 3 percent annually,
as anticipated, then the proposed tax cut would result in a continued de-
cline in K-14 purchasing power per student through the late 1990s.

Proposition 98 Loan Repayment. The budget proposes to deduct
$514 million ($135 million in 1994-95 and $379 million in 1995-96) from
funds provided to K-14 programs in order to begin repaying Proposition
98 loans made in 1992-93 and 1993-94. While a lawsuit (CTA v Gould)
clouds the issue of whether the state can require these repayments under
Proposition 98, an initial negative judgment against the state has been
stayed pending appeal. As a result, the loan repayments continue to be
required under current law. Accordingly, we recommend approval of the
budget proposal. Making the loan repayments improves the state's cash
position, which is crucial to the state's ability to finance the budget. Also,
by improving the state's cash position, the loan repayments reduce the
likelihood of potential “trigger” cuts that would be required to remedy any
cash shortfall.

Governor Proposes Partial COLA. The budget proposes to appropriate
$444 million in 1995-96 for a 2.2 percent COLA for K-12 general purpose
and special education funding. To provide the full statutory COLA of
3.35 percent, an additional $254 million would be needed. The Legislature
has expressed its desire to provide a full COLA in 1995-96. Intent language
adopted as part of trailer legislation to the 1994 Budget Act commits the
Legislature to providing a full COLA if (1) sufficient funding is available
under Proposition 98 and (2) providing a full COLA does not result in a
reduction in funding to other K-12 programs. Our review indicates that, if
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the Legislature approves the Proposition 98 loan repayment discussed
above, providing a full COLA is not a realistic option. Instead, we recom-
mend that the Legislature increase the COLA funds by redirecting funds
from other K-12 program augmentations. Our alternative plan would
provide an additional $93 million for cost-of-living increases in education.

School Safety. The budget proposes to spend $12.3 million to increase
support for three school safety programs in 1995-96. Specifically, the addi-
tional funding would (1) increase by $1.1 million support for the Gang Risk
Intervention Program, (2) expand by $1.2 million the School /Law Enforce-
ment Partnership Program, and (3) provide $10 million in support for
county office of education alternative programs to reflect enactment of
proposed legislation that would result in an increased number of manda-
tory expulsions. These proposals raise two issues. First, should expulsion
policies be set by the state or by local school districts? Second, under what
circumstances should county offices of education—rather than school
districts—be responsible for students who cannot be served in a regular
classroom? We recommend an alternative approach that stresses (1) local
discretion over disciplinary outcomes and (2) additional funding for school
district alternatives.

HIGHER EDUCATION

California's system of public higher education is the largest in the na-
tion, serving approximately 2 million students. This system consists of
three distinct segments—the University of California (UC) with 9 cam-
puses, the California State University (CSU) with 21 campuses, and the
California Community Colleges (CCC) with 107 campuses. The UC awards
bachelor's degrees and a full range of graduate and professional degrees.
The CSU awards bachelor's and master's degrees and accepts students from
the upper third of high school graduates. The CCC offers a variety of aca-
demic and occupational programs, as well as basic skills and citizenship
instruction. It is basically open to all persons 18 years or older.

Proposal

The UC and the CSU. The budget proposes General Fund support for the
UC and the CSU of $3.5 billion in 1995-96, an increase of 3.1 percent com-
pared with estimated current-year expenditures. The budget anticipates
that fees will increase by at least 10 percent for each segment, and provides
an additional $11.5 million in the Student Aid Commission budget for the
related Cal Grants costs. For the third year in a row, the administration
does not propose budget-year enrollment levels for the UC and the CSU.

—
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The proposed budget increase will fund a 2 percent increase in general-
purpose expenditures at each segment as well as debt costs on previously
authorized lease-payment bonds. The budget also authorizes the UC to
obtain a $25 million loan for deferred maintenance in 1995-96. Debt pay-
ments on the loan would be made from future annual General Fund appro-
priations to the UC.

Community Colleges. The budget proposes $1.2 billion in General Fund
local assistance for the community colleges in 1995-96. This entire amount
counts towards the state's K-14 minimum funding guarantee under Propo-
sition 98. The 1995-96 General Fund request represents an increase of
$61 million, or 5.3 percent, from the amount of estimated General Fund
expenditures in the current year.

The budget also proposes to raise fees from $13 per credit unit to $15 per
credit unit. The combined increase proposed from the General Fund, local
property tax revenues, and net student fee revenues (after accounting for
financial aid) is $92 million, which represents a 3.4 percent increase in
combined funding.

The budget provides $55 million to fund a 2.2 percent COLA for
general-purpose spending, $25 million to fund statutory enrollment
growth, and $22 million to backfill fee revenue shortfalls (primarily from
the current year). The budget also recognizes savings of $15 million related
to enrollment declines among bachelor's degree holders in prior years. For
the first time in recent years, the budget proposes to backfill current-year
property tax shortfalls ($47 million) in the current year, instead of waiting
until the budget year.

Longer-Term Higher Education Budget Plan. The budget proposes a
“four-year compact” with the UC and CSU which includes a commitment
to provide General Fund operating budget increases averaging 4 percent
for the three fiscal years beginning in 1996-97. Among other things, the
plan also calls for enrollment growth averaging about one percent annu-
ally, increases in faculty salaries and capital outlay funding, “productivity
improvements,” and reductions in students' time to obtain an undergradu-
ate degree.

Issues for Legislative Consideration

Again this year, the administration has not offered its views on a variety
of major issues affecting the higher education segments. The budget does
not specify enrollments at the UC and CSU. The administration's proposal
also would leave to the UC and CSU the decisions concerning the alloca-
tion of funds among competing needs, such as salary increases, other costs
of continuing existing programs, and addressing critical long-term needs,




Major Expenditure Proposals in the 1995-96 Budget 103

such as deferred maintenance.

Budget-Year Issues. As in past years, the Legislature faces the difficult
task of determining—within significant budget constraints—how to
achieve the twin goals of providing open access to higher education and
maintaining high-quality programs.

In its deliberations on the higher education budget, we believe the
Legislature should:

® Specify each segment's enrollment levels and hold the segments
accountable for achieving them.

® Specify feelevels, including moderate fee increases, and provide for
adequate financial aid.

® Address, to the extent possible, long-term critical needs such as
deferred maintenance, instructional equipment replacement, and
library materials purchases.

® Require productivity increases and use of non-General Fund re-
sources (such as federal overhead funds for the UC) where reason-
able.

In our Analysis of the 1995-96 Budget Bill, we offer alternative budget
proposals for the UC and the CSU and make various recommendations for
the CCC that address these issues. As a starting point, our proposals would
provide about the same level of funding as allotted to higher education by
the Governor's Budget. We will revise our recommended budget actions,
as necessary, to reflect additional enrollment and other information that
will become available in the spring.

Longer-Term Issues. The administration's proposed UC and CSU budget
“compact” would absorb $1.1 billion on a cumulative basis over the four-
year period beginning in 1995-96. To the extent that the Legislature pro-
vides a cumulative increase of this magnitude for higher education, its
ability to address priorities in other areas of the budget will be limited
accordingly. Thus, we believe the Legislature should review the proposed
higher education compact in the context of its overall priorities for funding
various programs, including higher education.

With regard to the programmatic aspects of the proposed compact, we
note that in adopting the 1994-95 budget, the Legislature has already estab-
lished some program goals and priorities over the longer term. In particu-
lar, the Legislature has acted to (1) allocate funding for specific enrollment
increases, (2) require specific increases in productivity, and (3) ensure that
four-year-degree pledge programs and other programs designed to shorten
students' time to attain a degree are established at all UC and CSU cam-




104  Part IV: Perspectives on State Expenditures

puses. The Legislature needs to consider whether it wishes to guarantee a
portion of the budget at a specified rate of growth over a time period when
the state's fiscal condition will be tight.

DEPARTMENT OF CORRECTIONS

The California Department of Corrections (CDC) is responsible for the
incarceration, training, education, and care of adult felons and nonfelon
narcotic addicts. It also supervises and treats parolees released to the com-
munity, as part of their prescribed terms.

Currently, the department operates 29 institutions, including a treatment
center for narcotic addicts under civil law commitment. The department
also operates 38 fire and conservation camps. The department will open
two new prisons before the end of the current year and another two new
prisons during the budget year. The Community Correctional Program
includes parole supervision, operation of community correctional centers
and facilities, outpatient psychiatric services for parolees, and narcotic
testing.

Proposal

The Governor's Budget requests $3.3 billion from the General Fund for
support of the CDC in 1995-96, an increase of $374 million, or 13 percent,
over the current year. This amount provides full funding for projected
growth in the number of prison inmates and parolees under current law,
as well as several program changes. It also includes funds to offset the
effects of inflation—the CDC is the only state department to receive a
specific inflation adjustment to its non-salary costs. The budget does not
propose any policy or program changes to reduce the inmate or parolee
populations.

The budget's total spending figures assume that the state will receive
$422 in federal funds to offset the state's costs of incarcerating, and super-
vising on parole, illegal immigrant adults and juveniles who have been
convicted of a felony in California.

Issues for Legislative Consideration

Over the past 10 years, the CDC has been one of the state's fastest grow-
ing budgets, increasing at an average annual rate of 13 percent. Given
projected increases in the state's prison population, in part due to enact-
ment of the recent “Three Strikes and You're Out” law, the budget will
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likely continue to increase substantially. We estimate that the state will
need to construct 21 new prisons in the next five years just to maintain the
existing levels of prison overcrowding, and that annual support costs of the
CDC will likely exceed $5 billion by the end of the decade.

Given the long-term implications of the CDC's projected growth on the
state's budget, the Legislature may wish to consider various options for
addressing these increases. These considerations could take two forms: (1)
reductions in the costs of constructing new prisons and managing the
existing and projected prison population and (2) reductions in caseloads
themselves.

First, the Legislature will have a unique opportunity this year to consider
ways to reduce the costs of managing the prison population as it considers
requests by the administration for funding to construct new prisons. We recom-
mend that the Legislature consider all options to accommodate the prison
population in alternative ways that may be less costly. For example, the Legisla-
ture could direct the CDC to construct facilities that are less costly due to design
features that require less staff.

Second, because the CDCis a caseload-driven budget, significant expendi-
ture reductions require controlling inmate and parole population growth.
Because most options would require changes in sentencing law, savings
would not be immediate, but would primarily accrue in future years. For
example, the Legislature could target parole supervision to violent offend-
ers or those with a history of violence. Additionally, the Legislature could
make greater use of enhanced community supervision for offenders who
would be redirected from the prison system.

TRIAL COURT FUNDING

The Supreme Court, the courts of appeal, and the superior and munici-
pal courts make up the components of the California judicial system. The
Supreme Court and the courts of appeal are entirely state-supported. The
state and the counties share the costs of supporting the trial (superior and
municipal) courts. Currently, state expenditures for trial court operations
are partially offset by a portion of the fines, fees, and forfeitures collected
by the courts. Pursuant to existing law, most fines, fees, and forfeitures
transferred to the state are deposited into the General Fund, while other
fees (mostly civil case filing fees) are allocated by the state back to the
counties.
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Proposal

The Governor's Budget proposes total expenditures of $1.3 billion for
support of trial courts in 1995-96. This amount is $631 million above esti-
mated current-year expenditures, or roughly a twofold increase. This major
increase is part of the financing mechanism for the Governor's state-county
restructuring plan, which proposes to shift program and funding responsi-
bilities for some social services from the state to counties. Another element
of the restructuring plan proposes that counties retain fine, fee, and forfei-
ture revenues that they currently transmit to the General Fund (estimated
tobe $311 million in the budget year). The administration estimates that the
entire restructuring proposal will result in net costs to counties (and sav-
ings to the state) of $241 million in 1995-96.

Issues for Legislative Consideration

There are a number of policy issues for the Legislature to consider re-
garding the budget proposal for trial court funding.

State Has Strong Interest in Trial Courts. We find much programmatic
merit to the Governor's plan to move toward state financial assumption of
the majority of trial court functions because of the compelling statewide
interest in promoting the uniform application of justice, and because trial
court operations are governed almost exclusively by state statutes and
regulations. It will be important, however, for the Legislature to consider
this change in the context of the entire restructuring plan and to determine
whether the plan in its entirety is in the best interest of the state (for a full
discussion of the restructuring proposal, please see Part Five of this vol-
ume).

Need for Cost Controls. The Governor's Budget indicates that the pro-
posed expenditure level will support 70 percent of trial court costs. This
level of support is consistent with legislative intent as expressed in Ch
90/91 (AB 1297, Isenberg). The Governor's restructuring plan does not
make clear, however, the state's ultimate objective for the funding and
operation of the trial courts. This question has important implications for
the Legislature to consider. Specifically, increased state funding for the trial
courts, without greater state involvement and control over trial court expendi-
tures, will create a potential new source of uncontrolled costs in the state
budget. Although many courts have implemented efficiencies and cost
savings measures, wide cost disparities still exist among courts. Thus, we
believe that if the Legislature decides to finance an increased share of trial
court costs, it will be important to exercise greater control over the costs of
trial court operations.
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Coordination Efforts Should Be Encouraged. Recently some courts have
retreated from efforts to coordinate activities of superior and municipal
courts in the same jurisdictions. To the extent that courts abandon coordi-
nation efforts, costs for support of trial courts are likely to increase, thus
increasing state costs. The Judicial Council is currently moving to enhance
coordination efforts at the local level. We believe that the Legislature will
need to do so as well by distributing state funds for trial courts based on
the coordination efforts and success of individual courts.

Incentives to Collect Court Revenues. Permitting counties to retain fines,
fees, and forfeitures that they currently transmit to the state is likely to
increase collections because of changes in counties' incentives to collect
these revenues. This could mitigate, to some extent, the net cost of the
restructuring proposal to counties. Should the Legislature decide to allow
counties to retain these revenues, however, it should reduce expenditures
in the trial court funding budget that are proposed to supportlocal revenue
collection enhancement programs (about $35 million in 1995-96), since
retaining these revenues should provide sufficient incentive for the coun-
ties to collect them.

CALTRANS STAFF REDUCTION

The Department of Transportation (Caltrans) is responsible for planning,
coordinating, and implementing the development and operation of the
state's transportation system. Most of Caltrans' expenditures are for the
design, construction, and maintenance of the state highway system. In
addition, Caltrans operates programs for mass transportation, aeronautics
and transportation planning.

In the current-year, the budget estimates that Caltrans will spend a total
of almost $6.2 billion (including state, federal, local, and bond funds) and
that the department's staffing will total 18,866 personnel-years
(PYs)—16,635 for the highway transportation program, with the remainder
for the department's other programs.

Proposal

The budget proposes a staffing level of 17,640 PYs for Caltrans in
1995-96. This is a reduction of 1,226 PY's (6.5 percent) from the current-year
level. The reduction has three primary components:

® Current-Year Reductions—252 PYs. In order to accommodate, on an
ongoing basis, reductions imposed by the Legislature in 1994-95,
Caltrans' budget proposes to eliminate 252 PYs—200 PYs in admin-
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istration and 52 PYs in the highway program. Caltrans estimates
savings of about $14 million from this reduction.

® Capital Outlay Support Workload Reduction—220 PYs. Because of
an ongoing shortfall in transportation funding, Caltrans is propos-
ing to reduce the number of transportation projects that it will de-
sign and construct. As a result, the department has determined that
it will require 220 fewer PYs of staff for capital outlay support. The
budget assumes savings of $12 million from the elimination of these
PYs, plus additional savings of $3 million in related operating ex-
penses.

® Unallocated Reduction—716 PYs. The budget also contains an
unallocated reduction of 716 PYs and $76.4 million. The department
has not specified how much of the total reduction is for staff costs
versus savings in other types of expenses, nor has the department
described how the reduction will be distributed among its various
programs.

These three reductions total 1,188 PYs. The remaining 38 PYs included in
the total reduction of 1,226 PYs are from miscellaneous adjustments and
proposals.

Issues for Legislative Consideration

Long-Term Staffing Decline. The reduction in Caltrans' staffing makes
more funds available for capital outlay projects. However, the reduction
also signals a long-term trend towards a smaller Caltrans. For several
years, Caltrans has been staffed at a level sufficient to design all projects
that are scheduled in the State Transportation Improvement Program
(STIP), even though transportation revenues were not sufficient to con-
struct those projects as scheduled. The proposed staff reductions in the
1995-96 budget take a step towards shrinking Caltrans staff to a size that
more closely corresponds to available transportation revenues.

This reduction assumes that in future years the size of the state's trans-
portationimprovement program will be determined by the level of revenue
that is produced by existing transportation taxes, rather than by the num-
ber of projects in the STIP or by a determination of overall transportation
needs. Should the Legislature later increase the size of the state's transpor-
tation program, it will likely take several years for Caltrans to hire and
train new employees. The Legislature would, however, have other options
at its disposal to implement a future increase in the transportation pro-
gram. For example, contracting out could be used to accommodate work-
load increases (although this approach may require a Constitutional
amendment), or the Legislature could transfer funds and project develop-
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ment responsibility to local and regional transportation agencies.




THE GOVERNOR'S TAX PROPOSAL

How Will the Governor's Tax Proposal Affect Individual

Taxpayers, the State's Fiscal Condition, and the Perfor-
mance of the California Economy?

Summary

The 1995-96 Governor's Budget proposes a 15 percent across-the-
board income tax cut for both corporations and individuals, along with
maintaining the high-income tax rates scheduled to sunset in 1996 . The
plan's stated purpose is to reduce the tax burden on individuals and
businesses in California so as to stimulate business location and expan-
sion in the state, thereby improving the economy.

The plan's net cost to the state is estimated in the budget to be
$225 million in 1995-96 and $7.6 billion over the four-year period ending
in 1998-99. A more recent analysis by the Franchise Tax Board (FTB)
estimates the four-year cost at $7.3 billion. Two-thirds of the cost comes
from reduced personal income taxes and the remainder from reduced
bank and corporation taxes. Benefits to individual taxpayers will vary
widely, with lower income individuals receiving no savings and high-in-
come taxpayers initially paying more in taxes. After itis fully implemented,
though, the plan will benefit most taxpayers, and will produce a more
progressive personal income tax structure.

The proposal will reduce California's tax burden modestly. A number
of measures suggest that California’s current tax burden is about average
when compared to other states. The proposal will not change this result
dramatically. How much of a stimulative effect this decreased tax burden
will have on California's economy is open to debate. Economists disagree
on what its net impact will be, and no model currently exists that has a
proven track record in accurately predicting the effect of a change of the
type and size that the Governor is proposing.

Ultimately, whether the Governor's tax proposal is adopted is a legisla-
tive policy choice. Important policy decisions will need to be made regard-
ing the tradeoff between reducing taxes and funding state services. The
distributional consequences of any tax change and the resulting change
in the mix of public versus private spending also would need to be consid-
ered.
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INTRODUCTION

One of the key features of the Governor's 1995-96 budget is a proposed
tax reduction for businesses and individuals. The proposal, which retains
the two highest individual income tax brackets while phasing in an
across-the-board rate reduction over three years, was developed with the
view that California's tax rates are too high and that reducing them will
stimulate the economy and attract more businesses to California.

In this analysis, we examine the arguments for adopting a tax cut and
what its fiscal impact would be on the state and on individual taxpayers.
We discuss how the tax burden would change under the proposal and
whatits effects would be on the progressivity of California's tax structure.
We also consider California's tax levels, whether a tax cut will stimulate
the economy, and the overall fiscal implications of the proposal. Lastly,
we discuss some options available to the Legislature if this particular tax
reduction plan is not adopted but a tax change of some other type is
desired.

WHAT IS THE GOVERNOR'S PROPOSAL?

The Governor's tax proposal contains two key parts:

® Continued High Income Tax Rates. The 10 percent and 11 percent
personal income tax rates for high-income taxpayers that were
implemented in 1991 are scheduled to return to 9.3 percent in 1996.
Under the Governor's proposal, these higher rates would remain
in effect. In addition, the current 8.5 percent Alternative Minimum
Tax (AMT) rate would stay in place, instead of returning to
7 percentin 1996. The phased-in rate reductions would be taken off
of these higher rates.

® Across-the-Board 15 Percent Rate Cuts for the Personal Income
Tax (PIT) and the Bank and Corporation (B&C) Tax. All tax rates
will be reduced by 5 percent increments each year over a three-
year period. Thus, by 1998, all PIT and B&C tax rates will be
15 percent lower than their 1995 levels. At that time, the highest
rate under the proposal would be 9.3 percent—the same as it
would be under current law.

Why Has a Tax Cut Been Proposed?
In January 1994, during his State of the State Address, the Governor
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requested that his Council of Economic Advisors organize a task force to
study and advise him on how to reduce taxes so as to stimulate job
growth in the state. The resulting Task Force on California Reform and
Reduction reviewed the state's fiscal structure in light of historical trends
and present forecasts. It also focused on the reasons behind the decline of
the state's tax revenues in the early 1990s. In late December, the Task
Force presented its findings and recommendations on how to reduce
taxes so as to spur employment and economic growth.

Findings of the Task Force

California’s Tax Burden Is High. According to the Task Force, one of
the key reasons for the decline in California tax revenues in the early
1990s was that California's tax rates had reached levels where they were
inhibiting revenue growth. In particular, it concluded that the state's high
marginal PIT and B&C tax rates gave individuals and businesses an
incentive to locate elsewhere and shift economic activities out of state.

The Task Force emphasized that high corporate tax rates play a part in
eroding California's competitive position relative to neighboring states, and
that to improve the state's business climate, these rates should be reduced.
Moreover, by lowering PIT rates for all Californians, businesses would not
have to compensate workers for high taxes with higher wages, thus lowering
their labor costs and increasing their profits. In addition, individuals would
keep a higher percentage of their income, which would stimulate work incen-
tives and increase productivity.

Reducing Taxes Will Stimulate Employment. According to the Task
Force, firms and investors would see the rate reductions as a signal that
the state is concerned about its business climate, and it would play a
favorable role in business location decisions, both attracting new firms to
California and encouraging already-established firms to remain and
invest additional monies in the state. As more firms locate and expand in
California, more jobs would be created, which in turn would benefit both
individuals and the state's economy in general.

Government Funding Will Still Be “Adequate.” The Task Force con-
cluded that total funds available for spending on state programs would
grow a little faster than needed to compensate for population and infla-
tion, even with a tax cut in place. The Task Force acknowledged that
spending restraint would be required, but noted that the state could
provide public services more effectively and efficiently than it does cur-
rently.

A “top-down” budgeting approach was suggested by the Task Force.
This approach takes the tax revenues that are available (in this case,
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reduced for the proposed tax cut) and then sets aside funds for certain
spending requirements (Proposition 98 and debt service). It then marks
all remaining funds for “discretionary” use. As noted above, the Task
Force acknowledged that because discretionary revenues would be lim-
ited, hard choices would have to be made regarding the funding of the
remaining program areas in the budget.

What Is the Cost of the Governor's Tax Proposal?

Costs to Reach Over $7 Billion by 1998-99. Figure 1 shows the budget's
estimate of how the state would be affected by the Governor's proposal. The
cumulative cost by 1998-99 to the state of the rate reduction alone is $10.6
billion. However, this amount is offset by $3 billion due to retention of the
high-income PIT rates. Thus, the budget estimates that the net state four-year
revenue reduction would be $7.6 billion.

Since the budget was released, the Franchise Tax Board (FIB)—which
administers both income taxes—has made its estimate of the proposal's
fiscal impact. The FTB's estimate for the first four fiscal years is $7.3 bil-
lion, or $300 million less than the budget's estimate.

State Revenue Effects of the
Tax Reduction Proposal

1995-96 Throu g h 1998-99

(Dollars in Billions)

Four-Year
State Revenue Effects 1995-96 1996-97 1997-98 1998-99 Total
Personal Income Tax
Continuation of high-income tax
brackets after 1995 $0.3 $0.8 $0.9 $1.0 $3.0
Phase-in of 15 percent tax cut -0.4 -1.5 -2.7 -3.6 -8.3
Net effect (-$0.1) (-$0.7) (-$1.9) (-$2.7)  (-$5.3)
Bank and Corporation Tax
Phase-in of 15 percent tax cut -$0.1 -$0.4 -$0.7 -$1.0 -$2.3
Total State Revenue Effect -$0.2 $1.1 -$2.6 -$3.6 -$7.6

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

Individuals Receive Over Two-Thirds of Benefits. Figure 2 shows the
share of the net tax savings going to PIT filers versus B&C tax filers. Based
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upon the budget, over two-thirds of the net revenue benefits go to indi-
viduals and the remainder to corporations. The share that corporations
receive is a bit larger than their share of tax liabilities in recent years. This
is because certain individuals do not receive the full amount of the rate
reduction because of the retention of the 10 percent and 11 percent rates.
In the following section, we show that these individuals initially pay
more under the proposal than under current law. Absent these high
brackets, the distribution of the tax reduction between the PIT and the
B&C tax would be similar to their tax shares in recent years.

Distribution of Net Tax Reduction
1995-96 Through 1998-99

Distribution of Tax Shares

Past Four Years $7.6 BiIIio_n
Tax Reduction

Taxpayers
B Bank and Corporation Tax
|:| Personal Income Tax

How WILL INDIVIDUAL TAXPAYERS BE AF-
FECTED?

Because the dollar amount of the tax reduction is based upon income
levels and tax rates, the dollar amount of tax savings that individuals and
businesses would receive varies widely. In general, by 1998, the higher an
individual or corporation's tax liability, the greater the dollar amount of
tax reduction they will receive under the tax proposal. How much specific
taxpayers would benefit is addressed in the following sections.
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About Half of All Corporations Will Benefit

According to the FTB's most recent annual report, nearly one-half of all
corporations in California reported either a net loss or no income for the
1992 tax year. Such corporations would receive no tax savings because
they do not have any tax liabilities. Of the 50 percent of corporations that
did file with a positive net income, one-tenth of one percent had incomes
over $10 million and paid nearly 60 percent of the total tax liability. Thus,
most of the tax savings would be going to these corporations because of
their high tax liabilities.

Benefits to Individuals Will Differ

Figure 3 shows how individual taxpayers with different income levels
would be affected in 1996 through 1998, as the tax proposal is phased in.
For illustrative purposes, the examples used in this section are for a mar-
ried couple filing jointly, with two children and tax deductions equal to
the average of California taxpayers having the same income level. The
figure displays both the state tax savings from the rate reduction, and the
net tax savings after adjusting for higher federal income taxes. Federal
income taxes are increased because, in most cases, lower state tax liabili-
ties reduce the amount of itemized deductions a taxpayer can claim for
federal income tax purposes. This is because state income taxes are an
allowable itemized deduction on federal tax returns. Thus, except for
high-income individuals in 1996 and 1997, the taxpayers' federal income
taxincreases. This federal tax increase from current-law levels is deducted
from total state tax savings to arrive at the net amount. In the case of B&C
taxpayers, their state taxes also are deductible, but as a business expense;
thus, they also would generally see their federal taxes rise.

Figure 4 displays the aggregate impact of the federal offset. About one-
fourth of the state tax savings for individuals and businesses is offset by
an increase in federal income taxes because of lower deductions. In the
case of the PIT, however, this proportion differs by income level. By 1998,
taxpayers with income over $1 million have over one-third of their state
tax savings offset by higher federal income taxes, compared to less than
one-tenth for those individuals with income levels under $25,000. This
reflects the progressive nature of the federal PIT bracket structure. Figure
5 (see page 118) shows how the tax proposal distributes savings over the
phase-in period taxpayers.

Low-Income Taxpayers Receive No Benefits. Individuals that have no
tax liabilities, as with corporations having no liabilities, do not receive any
tax savings under the proposal. Thus, a married couple with income of
$20,000 or below would not receive any tax reduction from
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Tax Reduction Proposal
Effects on Individuals, by Income Level®

1996 Th rough 1998

Adjusted 1996 1997 1998
Gross State Tax  Net Tax State Tax Net Tax State Tax Net Tax
Income Savings Savings Savings Savings Savings Savings
$20,000 $0 $0 $0 $0 $0 $0
40,000 34 29 66 56 96 82
60,000 74 63 142 121 206 175
80,000 130 94 252 181 365 263
100,000 210 151 407 293 593 427
150,000 410 283 807 557 1,193 823
200,000 628 402 1,244 858 1,849 1,276
250,000 826 529 1,639 1,049 2,441 1,563
500,000 384 232 2,562 1,547 4,666 2,818
1,000,000 -5,078 -3,067 -175 -106 4,896 2,957

2 Data are for a married couple filing jointly, with two children and average itemized deductions for their income level.
Negative amounts reflect tax increases. Net savings equals state savings adjusted for related increases in federal
income taxes (resulting from lower itemized deductions).
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Total Versus Net State Tax Savings
Individuals and Businesses
1996 Through 1998

Net State Tax Savings
After Federal Offset

Offset Due to Increased
Federal Income Taxes
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Tax Proposal — State Tax Effects
On Individual Taxpayers By Year and Income Class
1996 Through 1998
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the tax proposal. Such taxpayers have no current-law liability, either
because they have little taxable income or what taxes they do have are
eliminated because of their personal and dependent credits.

High-Income Taxpayers Will Initially Pay More. A married couple
with income over $1 million would initially pay more under the tax pro-
posal because of the retention of the high-income tax rates. Specifically,
a married couple with income of $1 million would have net tax increases
of $3,067 in 1996 and $106 in 1997. Under certain conditions, high-income
individuals may end up paying more under the proposal even after it is
fully phased in. This is because their Alternative Minimum Tax (AMT)
could increase.

All Other Taxpayers Will Eventually Benefit. In 1996, all taxpayers
with income levels under $500,000 (except those low-income taxpayers
mentioned above) would receive some tax savings. By the time the pro-
posal is fully-phased in, high-income individuals would also realize a
reduction in their taxes.
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Tax Structure Slightly More Progressive

The tax proposal would produce a slightly more progressive PIT structure
for California, largely due to retaining the high-income rate brackets. Under
both current law and the tax proposal, taxpayers with higher levels of income
bear a proportionately greater share of total tax liabilities than do lower-in-
come taxpayers. Under the proposal, this effect increases.

Figure 6 shows the distribution by adjusted gross income (AGI) of tax
liabilities under both current and proposed law, compared to the distribu-
tion of taxpayers. It shows that taxpayers with income over $200,000 as
a group would pay a larger share of total tax liabilities—about 2 percent
higher under the proposal, whereas all income levels below this would
experience slight drops in their shares of total tax liabilities. The figure
also shows that under currentlaw, high-income taxpayers, who represent
less than one-tenth of all taxpayers, would pay almost 60 percent of the
total tax burden. This proportion would increase slightly under the pro-
posed system. Thus, the PIT structure becomes more progressive under
the tax proposal because a greater share of the tax liabilities is borne by
higher income individuals.

Taxpayers and Tax Liabilities By Income Class
All California Residents
1998 Tax Year

[_] current-Law Liabilities | -
[_] Proposed-Law Liabilities
—— Number of Tax Returns
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The average tax rate is another indicator of how the distribution of the
tax burden changes under the proposed tax plan. Figure 7 shows that, for
1998, there is over a half a percentage point drop in the total average tax
rate under the tax proposal. The average rate drops the least in percentage
terms for individuals with income levels over $1 million (1.8 percent) and
the most for individuals with income less than $20,000 (22 percent). Thus,
the average tax rate structure becomes more progressive under the pro-
posal.

Average Tax Rate by
Income Class, 1998%

Adjusted Gross Current Proposed Percentage

Income Tax Law Tax Law Decline
$0-25,000 0.77% 0.60% 22.1
25,000-50,000 2.44 2.02 17.2
50,000-75,000 3.67 3.10 15.5
75,000-100,000 4.78 4.09 14.4
100,000-200,000 6.33 5.43 14.2
200,000-500,000 8.13 7.15 121
500,000-1,000,000 8.80 8.16 7.3
1,000,000 and over 9.08 8.92 1.8

Totals 4.43% 3.87% 12.6%

a

Rates are for all filing statuses (California residents only).

WHAT ABOUT CALIFORNIA'S TAX LEVELS?

High tax rates were cited by the Governor's Task Force as a key prob-
lem for California's business climate and the state's economy. The follow-
ing section compares California's tax levels to other states to see how we
rank in terms of tax levels.

Marginal Rates Are High

California's tax rate for corporations is generally a flat 9.3 percent under
current law. Compared to other western states, it is among the highest, being
surpassed only by Alaska. Arizona has the next highest rate at 9 percent.
Among major industrial states, California's tax rate is more comparable. Penn-
sylvania and Massachusetts have higher rates than California, and New York,
New Jersey, and Ohio are currently at or near 9 percent.
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Figure 8 shows the 1994 marginal PIT rate schedule for individuals.
While the example is for a married couple filing jointly, the structure is
the same for single tax filers but all dollar values are halved. The marginal
tax rates for high-income individuals are above those for other western
states. Lower-income Californians, however, face lower tax rates than in

many other western states. For example:

® Oregon's highest tax rate (9 percent) applies to a married couple with
joint taxable income slightly over $10,000. In California, a similar cou-
ple would be taxed at a 2 percent marginal rate and would not face a

9 percent tax rate until taxable income was over $60,000.

® A married couple in Utah with income of about $15,000 would be
the effect of a large
exemption). In California, a similar couple would be taxed at a
2 percent marginal rate and would not face a 7.2 percent rate until

taxed at a 7.2 percent marginal rate (this includes

taxable income exceeded almost $50,000.

® Californians with taxable income significantly over $60,000, however,

would face lower marginal rates in both Oregon and Utah.

1994 Personal Income Tax Rate
Schedule

For Married Individuals Filing Jointlxa

are halved.

If taxable income is: Computed tax is:

But not of the

Qver over amount over:
$ 0 $9,444 | $ 0.00 + 1.0% $ 0
9,444 22,384 9444 + 2.0 9,444
22,384 35,324 353.24 + 4.0 22,384
35,324 49,038 870.84 + 6.0 35,324
49,038 61,974 1,693.68 + 8.0 49,038
61,974 214,928 2,72856 + 9.3 61,974
214,928 429,858 16,953.28 + 10.0 214,928
429,858 andover | 38,446.28 + 11.0 429,858

2 Tax rate schedule for single taxpayers is the same except all dollar amounts|

Marginal rates, however, are only one part of the tax structure. Other
factors that should be considered when making interstate tax compari-
sons include deductions, exclusions, exemptions, and credits. Two studies
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that have attempted to include such elements (completed by the Minne-
sota Department of Revenue and the consulting firm of KPMG Peat
Marwick for the Governor of North Carolina) arrive at conclusions similar
to those illustrated above. That is, low-income taxpayers face lower tax
liabilities and high-income taxpayers pay more in taxes in California than
many other western states. While these studies make several generalized
assumptions that may not reflect specific tax conditions for all taxpayers
in each state, they give a sense of California's ranking relative to other
states.

California About Average in Terms of Average Revenue
Burden

Average revenue burden is another measure that can be used to make
interstate tax comparisons. Most comparisons below are made in terms
of revenues or taxes relative to personal income rather than in per capita
terms. Many economists believe that expressing taxes relative to personal
income is the better measure because per capita comparisons do not
standardize for income level differences across states.

Figure 9 shows that, according to U.S. Department of Commerce fig-
ures for 1991-92 (the most recent data available), California is about aver-
age in terms of revenue burden per $100 of personal income. California
is about 1 percent above the national average in total own-source reve-
nues, while its total state and local tax revenues are less than one-half of
a percent above the average.
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If we focus strictly on tax revenues per $100 personal income, Figure 10
shows state taxes are about 11 percent higher than the average of other
states, while local taxes were about 14 percent below the average.

Figure 10

State and Local Taxes Per $100 Personal Income

1991-92
$12 1 Il caifomia
|:| Other States
g_
6_
3_

Total State State Taxes Local Taxes
And Local Taxes

Figure 11 (see next page) compares California state and local tax bur-
dens to the average of other western states (excluding Alaska) and the
average of other major industrial states. California's total state and local
tax burden per $100 of personal income is about 2.5 percent lower than
the average of western states and about one-fourth of a percent lower
than industrial states. California ranks between western and industrial
states in terms of both state taxes and local taxes.

Figure 12 (see next page) shows that, in per capita terms, California is
slightly higher than western and industrial states for state-local taxes
combined and state taxes alone. By most measurements, California is
about average in terms of average revenue or tax burden. This is a com-
mon view amongst economists who follow such data.
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Figure 11

California Tax Revenues Per $100 Personal Income
Compared to Other Western and Industrial States
1991-92
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Figure 12

California Tax Revenues Per Capita
Compared to Other Western and Industrial States

1991-92
Il caiifornia
$2,500 - [_] western States
] Industrial States
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The Impact of the Proposal on Average Tax Burden

How does the tax proposal affect the comparisons made above? Fig-
ures 13 and 14 (see next page) show the level of California tax revenues
under current and proposed law compared to average tax revenue levels
in other states (again, as of 1991-92). (We calculated the impact of the
proposed tax cutby applying the fully phased-in percentage tax reduction
to 1991-92 California tax levels.) California state and local taxes per $100
of personal income with the proposal in place would have been
4.1 percent below the average of other states, and state taxes would have
been 3.3 percent (instead of 11 percent) higher than other states. In per
capita terms, California would still have higher tax levels, though the gap
between it and other states would narrow. Even adjusting for the tax
proposal, however, the drop in relative tax burden is fairly modest, and
California still appears to be an average state.

Figure 13

Illustrative Effect of Tax Proposal on Taxes
Per $100 Personal Income
1991-92

- CaliforniaCurrent Law
$12 1 [_] california Proposed Law
|:| Other States

State and Local Taxes State Taxes

Other Factors Influencing the Business Climate

California's state and local tax burden clearly does play a role in affect-
ing the state's business climate. There are other elements, though, that
should be considered when evaluating the state's competitiveness
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Figure 14

Illustrative Effect of Tax Proposal on Taxes Per Capita
1991-92

- California Current Law
$2,500 [ california Proposed Law

|:| Other States
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1,0004
5004
State and Local Taxes State Taxes

and comparing it to other states. Figure 15 lists some key factors that
economists agree influence the business climate.

The effect of each factor on business location decisions varies, depend-
ing on the particular industry and taxpayer involved. However, taxes are
sometimes focused more heavily upon in discussions and debates about
the business climate than are some of the other elements in Figure 15,
because taxes are one factor that is changeable in the short-run. Changes
in other factors, such as infrastructure, usually require time to evolve, and
some factors, such as climate, can not be altered by policy decisions at all.

How WILL THE ECONOMY BE AFFECTED
BY THE TAX PROPOSAL?

There is little debate that the proposed tax reduction would benefit most
taxpayers, and the state's economy would profit from individuals and busi-
nesses investing or spending their tax savings in California. The question that
remains, though, is how much net economic stimulus can we expect from the
tax proposal, especially when offsets are considered.
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Figure
15

Key Factors Influencing
Business Climate

O

Access to Markets

o

Infrastructure, Including Transportation Facilities

o

Labor Force Availability, Skill-Level and Costs

o

Living Costs and Overall Quality of Life

o

Regulatory Environment

o

Resource Availability

o

Tax Structure and Incentives

o

Weather and Climate

Some Stimulus Will Occur

Behavioral and Dynamic Feedback Effects. The topic of behavioral and
dynamic feedback effects relates to the revenue impacts that tax law
changes produce in addition to their direct static revenue impacts. Static
revenue analyses assume that economic activity is unaffected by tax law
changes. In contrast, dynamic analyses recognize that tax law changes can
result in both (1) direct behavioral responses by individuals, businesses
and governments, and (2) feedback effects. Feedback effects occur because
direct effects trigger further behavioral responses. For example, in the
case of a gasoline tax increase, a static analysis would assume a revenue
gain based on current levels of gasoline consumption. Alternatively, a
dynamic analysis might predict less of a revenue increase, because of
behavioral changes that could reduce gasoline consumption, such as
driving less, and feedbacks, such as reduced spending on other goods
after paying more for gasoline.
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Increased After-Tax Income Will Encourage Growth. All else con-
stant, increasing the amount of after-tax income individuals and busi-
nesses receive will tend to stimulate economic growth. A significant
portion of the increase in individual after-tax income can be expected
to go toward consumption. In addition, part of the tax savings will go
towards investments by businesses and individuals, another form of
spending, and some will go into savings. All of these responses can
stimulate economic growth, directly or indirectly. However, the size
of impact will vary according to the specific use of the funds.

How Much Growth Will Occur? There is considerable debate among
economists regarding the fiscal and economic impacts of tax law changes,
especially at the state-local level. One important reason involves the types
of government spending that tax reductions displace, including how the
public values the resulting cutbacks, and subsequently how much of the
tax savings will go towards activities in the state that actually stimulate
economic growth. Some research has concluded that these effects can be
significant, while other studies conclude that the net impact is minimal.
Other studies have concluded that state-local tax policies can definitely
affect the behavior of certain individual taxpayers, but in the aggregate
have much less identifiable or significant effects.

To date, state governments have rarely attempted to quantify feedback
effects of state tax law changes on their economies or on their revenue
collections. Revenue analyses done in California by the FTB, the Board of
Equalization (BOE), and the DOF, have to varying degrees attempted to
consider certain direct behavioral responses in evaluating tax law
changes, buthave notin the past comprehensively evaluated the dynamic
feedback effects of such changes. The FTB in particular does estimate the
effects of direct behavioral responses using various modelling approaches
and assumptions; therefore in this respect, its estimates are not static.
Existing law adopted in 1994 now requires the DOF to incorporate dy-
namic effects into its revenue analyses under certain conditions and when
reasonable. Our office has a similar requirement, but only for tax law
changes proposed in the budget. Initial steps have been taken toward
developing methodologies to meet these requirements. For example, the
DOF has requested funds in the 1995-96 budget to pay for contract work
and staff in this area. At present, however, a proven tool for accurately
estimating dynamic feedback does not exist, either in California or else-
where.

In an effort to see whether we could draw any conclusions about what
the dynamic feedbacks of the Governor's tax proposal might be, we con-
ducted a review of what 25 other states had seen happen when they made
major changes to state taxes in the past. Figure 16 (see next page) summa-
rizes what other states told us were their experiences with major tax law
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changes in the past 15 years. The bottom line is that little is known regard-
ing dynamic feedback effects. Of those states that have attempted to
conduct dynamic analyses, only Massachusetts has completed more than
afew. And, even in this case, validating the results of this work and other
static analyses is often difficult because states do not conduct retrospec-
tive analyses. (A retrospective analysis looks back at tax law changes and
measures what their effects actually were.) While states are interested in
discerning the dynamic feedback effects of tax law changes, many factors
(including those in Figure 16) have precluded them from doing so.

Offsets Also Will Occur

Any feedback effects that occur from the Governor's tax proposal will
be mitigated by several offsetting factors. The most significant are off sets
resulting from various “leakages.” For example, many corporations doing
business in California have multi-state or multi-national operations; thus,
a tax reduction might be used by certain companies for investments and
activities outside of California, reducing the feedback effects on revenues
here. Likewise, if the funds are saved, they might end up financing eco-
nomic activities elsewhere, given the national and international nature of
our capital markets today. And, as earlier noted, additional offsets would
occur if the state cuts spending in certain areas to pay for the tax reduc-
tion. For example, some individuals and businesses might have to use tax
savings to supplement activities that the state has chosen to cut-back,
partially offsetting the positive impact of the tax cut on the economy.

DIFFICULT DEcCISIONS WouLD NEED TO BE MADE

As the Task Force noted, under a “top-down” budgeting approach,
many hard choices would have to be made with a tax cut in place because
of restricted revenue growth. Decisions would have to be made to cut
certain program areas, and the state could be faced with ongoing tight
budgets.

One-Third of New Revenues Would Be Lost. In Part One, we discussed
what the budget pressures might be with the tax proposal in effect. We
estimated, and Figure 17 shows, that of the $24 billion of cumulative new
resources between 1995-96 and 1998-99 under a moderate-growth sce-
nario, nearly one-third would be redistributed back to taxpayers through
the tax proposal. After distributing revenues for Proposition 98, debt
service, and employee retirement, about one-fourth of increased revenues
would be left for other program areas. The Proposition 98 amount is
about $3.9 billion less than what it would be absent the tax cut because,
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under existing law, educational spending declines with reductions in
General Fund revenues.

Figure
16

Experiences in Other States
Analyzing Tax Law Changes

Few Dynamic Analyses Have Been
Attempted

® Static analyses are generally done

e Limited dynamic analyses have been done in
two states—Massachusetts and Minnesota

Analyses are Prospective Rather than
Retrospective

® Results often cannot be validated

Many Factors Create Problems in Identi-
fying and Measuring Effects of Tax
Changes, Including:

® Recessions, federal tax law changes, and struc-
tural adjustments in state economies that also
are affecting revenues

e Data limitations

® Distinguishing between cause and effect when
both tax laws and economic activity change

e Timing lags between when policy changes occur
and behavioral effects result

® Lack of empirical evidence and limitations of
economic theory

® Sorting out the effects of multiple law changes
occurring simultaneously

® Resources constraints
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This estimate did not include the establishment of a budget reserve
fund, nor the impact of certain factors, such as the renters' credit, which
is scheduled to go back into effect in the future. It also implicitly assumes
the state will win several costly lawsuits currently being appealed. Thus,
this analysis probably overstates the actual amount of resources available
for other programs. It is likely that with the tax proposal in effect, the
state would face tight budgets in the years to come.

Figure 17

Distribution of Increased Resources
Under the Governor's Budget Plan
1995-96 Through 1998-99

All Other
Tax Cut

Debt Service and
Employee Retirement

Total Increased
General Fund Resources

$24 Billion Proposition 98

SHOULD OTHER ALTERNATIVES BE CONSIDERED?

The Governor's tax reduction proposal is but one method for reducing
the state's tax burden. Figure 18 (see next page) shows several of the
many different other tax-related policy choices that could be considered,
depending on the objective or desired outcome.

One would be lowering other tax rates, such as the state sales tax rate.
This would affect essentially all Californians and have its own effect in
terms of changing the distribution of the tax burden. Fundamental
changes in the PIT bracket structure also could be considered, such as by
eliminating certain brackets or establishing a flat tax. These options
would also redistribute the tax burden. In both cases, revenues would
decline and the progressivity of California's overall tax structure would
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change.

Figure
18

Alternatives to the Governor's Tax Proposal

O

Changing Other Tax Rates

]

Altering the Personal Income Tax
Bracket Structure

]

Broadening Tax Bases

=

Modifying or Eliminating Existing
TEPs

Broadening the tax base in order to lower tax rates also could be con-
sidered, such as a value-added tax (VAT) or a similar consumption-based
tax. These again would change the distribution of the tax burden. The
existing sales tax also could be applied to certain services. Another less
sweeping possibility involves modifying or eliminating certain existing
tax expenditure programs (TEPs), so as to broaden the tax base and
thereby allow for rate reductions. By reducing the amount of TEPs, the tax
burden could be eased for those taxpayers who do not currently qualify
for them.

Thus, the Governor's tax proposal is but one of many options for
changing the existing tax structure and providing for a tax reduction that
changes the tax burden. In evaluating the Governor's tax proposal, or any
alternative proposals, the Legislature will need to first decide what its
fundamental tax policy objectives are, and then what types of tax changes,
if any, are needed to best achieve these objectives. The fiscal and distribu-
tional consequences should be examined to ensure that they are consistent
with legislative objectives, such as the desired mix of public versus pri-
vate spending in the state.




THE GOVERNOR'S 1995-96
STATE-COUNTY REALIGNMENT PRO-
POSAL

What Elements of the Governor's 1995-96 Realignment

Proposal Should the Legislature Adopt as It Seeks to
Restructure the State-County Relationship?

Summary

The 1995-96 Governor's Budgetincludes arealignment proposal which
would increase county funding responsibility for the Aid to Families with
Dependent Children (AFDC) Program and for several children's services
programs. Most of the additional county costs would be offset by increas-
ing the state share of the trial court program and by a transfer of sales tax
and trial court revenues to the counties.

The Governor's proposal is similar in some respects to a restructuring
proposal offered by this office in 1993. The Governor's proposal, however,
is narrow in its focus and asserts that shared interests justify extensive
sharing of program responsibilities. In contrast, our Making Government
Make Sense proposal focused on the broad structure of the state-county
relationship and sought to maximize separation of responsibilities to
enhance accountability.

As an initial step in achieving a better state/county partnership, the
Governor's proposal is, in our judgment, seriously flawed because it
exacerbates budgetary pressures on county governments while giving the
counties few tools with which to control costs and guide local destinies.
One portion of the proposal, however, relating to the realignment of chil-
dren's services programs, does have considerable merit and we believe
that it should be seriously considered by the Legislature.

To assist the Legislature in crafting a plan of action for 1995-96 which
will move the state towards the critical objective of restructuring Califor-
nia's dysfunctional system of government, we outline the elements of the
Governor's proposal and evaluate its fiscal implications for both the state
and the counties. In addition, we suggest ways in which the proposal for
realignment of children's services programs could be improved.
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INTRODUCTION

The relationship between the state and local governments has been
characterized by considerable tension in recent years. Although these
tensions were present even before the passage of Proposition 13, they
have been exacerbated by a more restrictive fiscal environment and an
increasing tendency towards state control of programs and services. The
property tax shifts of the last three years have further reduced the fiscal
capacity of local governments, especially counties, and there is a growing
recognition that the existing relationship between the state and local
governments must be changed.

Background

In The 1993-94 Budget: Perspectives and Issues we reviewed the problems
that characterize California's dysfunctional system of state and local
government. We offered a set of principles to guide the state's efforts to
address this problem, and presented a proposal for restructuring the state
and local government relationship. Our Making Government Make Sense
model generally urged a greater separation of state and local government
program responsibilities and funding sources, in order to promote both
greater innovation and accountability for program results. It advocated
a three-step process for restructuring the state and local relationship,
beginning with an examination of the assignment of governmental re-
sponsibilities for program control and delivery of services. This would be
followed by changes in the allocation of resources to support the changes
in assignment of program responsibilities, and the establishment of incen-
tives and sanctions to promote the achievement of public goals. This
proposal contributed to a broader discussion of the role of governmental
structure in achieving higher levels of governmental effectiveness, but did
not result in any legislative action.

In the following year, the 1994-95 Governor’s Budget contained a new
proposal for governmental restructuring. Aimed primarily at the state-
county relationship, the proposal sought to increase county shares of cost
in existing health and welfare programs, and balance these increased
costs with increased revenues transferred to counties from the state. The
proposal would have resulted in a greater decentralization of programs
and funding relative to what exists today, and in this sense moved in the
same direction as our Making Government Make Sense proposal. The pro-
posal's assertion that shared interests justified extensive sharing of pro-
gram responsibilities marked the major area of difference with our earlier
proposal.
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In addition, the discussion of changes in the state-local relationship has
been receiving considerable attention on other fronts within the state. The
Constitutional Revision Commission created by Ch 1243 /93 (SB 16, Killea) is
in the process of preparing a proposal for constitutional reform, and changes
to the state-local relationship are expected to occupy a major portion of its
effort. The Commission plans to issue its first report in August 1995. Any of its
proposals accepted by the Legislature would appear on the statewide ballot
during 1996. Other organizations, such as the California State Association of
Counties and the League of Cities, have prepared major working papers on the
topic. In addition, a coalition of non-public sector organizations has engaged
ina “consensus project” on this topic with the assistance of academic sponsors.

Recent discussions at the federal level could lead to a reshaping of the
federal-state partnership and in turn continue the momentum for state-
local restructuring. Recent federal proposals could dramatically increase
the ability of states to design their own approaches to the administration
of social services programs. If enacted, these proposals, at a minimum,
could eliminate some of the perceived obstacles to the state-local restruc-
turing proposals that have been discussed in the past. More positively,
they also could encourage the consideration of new approaches to collab-
oration in service delivery.

These developments appear to indicate that there is a significant op-
portunity to make changes to the state-local relationship in the coming
year. The administration has presented its second proposal for restructur-
ing in The 1995-96 Governor’s Budget, and this report presents our analysis
and evaluation of its viability. In general, we conclude that the Governor's
proposal fails to address many of the serious problems facing California
in the years ahead, and does not take advantage of the opportunities that
are present today. In our view, the Legislature should recognize the
changing context and fiscal resources of governments at all levels as it
fashions its own course of action for 1995.

1995-96 Proposal

The 1995-96 Governor's Budget contains a proposal for restructuring
the relationship between county governments and the state. Borrowing
significantly from the approach used in the 1991 state-county program
realignment, this proposal increases county shares of cost in existing
social services programs, and balances most of these increased costs with
(1) increased revenues transferred to counties from the state and (2) in-
creased state share-of-cost in other programs.

In this report, we review the Governor's proposal and its fiscal implica-
tions. In addition, we discuss our concerns with the proposal. We make
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recommendations about which portions of the proposal should be seri-
ously considered by the Legislature, and which portions of the proposal
should be rejected because they serve to exacerbate underlying problems
in the state/county relationship.

WHAT IS THE GOVERNOR'S PROPOSAL?

Overview

Figure 1 illustrates the shifts in financial responsibility and funding
associated with the Governor's proposal. As the figure shows, the admin-
istration's estimates indicate that counties would face increased costs of
approximately $1.9 billion in a variety of social services programs. These
costs would be offset by increased county resources amounting to
$1.6 billion, resulting in a net cost to the counties (and savings to the state)
of $241 million. To compensate the counties, the Governor proposes
legislation to abolish the state mandate for General Assistance, as well as
relief from state mandates in the indigent health, public health and mental
health programs.

These elements of the proposal are described in more detail below.

Increased County Responsibilities

Higher County Share of Cost for Aid to Families with Dependent
Children (AFDC). As shown in Figure 1, the county share of the non-
federal program costs of AFDC grants would be increased from 5 percent
to 50 percent. The administration believes that giving counties a higher
share of costs will give them a strong fiscal incentive to make program
investments in job training, employment services, and other services that
will contribute to a reduction in welfare dependency.

Counties to Take Over Social Services Programs. Under the adminis-
tration's proposal, complete financial and program responsibility for the
Foster Care, Child Welfare Services (CWS), adoptions, and child abuse
prevention programs would be transferred to the counties. Counties
would have discretion to determine service levels and approaches to
service delivery (within the constraints of federal regulations), and the
involvement of state agencies in these program areas would be limited.
These program transfers reflect a recognition of the linkages that exist
among these and other community-based services. By allowing counties
greater flexibility in the operation of these programs, the administration
expects the results to be a service delivery system which is more
callaboratively innovative and outcome-based.
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Figure 1
State and County Realignment Proposal
1995-96
(Dollars in Millions)
County Share of Nonfederal
Costs

Program 1994-95 1995-96 Amount
Cost shifts to counties
AFDC-FG&U 5% 50% $1,157.3
AFDC-FC 60 100 308.3
Foster Care Administration 30 100 20.4
Child Welfare Services? 30 100 289.5
Adoptions Assistance Program (AAP) 25 100 61.3
AAP Administration — 100 1.1
Other Adoptions Programsb — 100 20.8
Child Abuse Prevention? — 100 8.8

Subtotal $1,867.6
Revenues/savings to counties
Trial Courts Funding 64% 30% $605.0
Trial Courts Fines and Forfeitures NA NA 311.0
Sales Tax Revenues® NA NA 710.2

Subtotal $1,626.2
Net county costs/state savings $241.3
& Excluding certain program components.
® Includes the Independent Adoptions Program and the Agency (“Relinquishment") Adoptions Program.
¢ Deposited into social services realignment subaccount for children's programs (foster care, child

welfare services, adoptions, child abuse prevention).

Increased County Resources

Increased State Funding for Trial Courts. Under the proposal, the state
would significantly increase its funding for trial courts within the existing
Trial Court Funding (TCF) Program. The administration proposes that the
state funding level be increased to 70 percent of total statewide trial court
operations expenses, corresponding to the level intended by current
statutes. This portion of the proposal reflects the view that a greater state
share of costs is consistent with the statewide interest in promoting the
“uniform application of justice throughout the 58 counties” and recog-
nizes that trial court operations are controlled primarily by state laws and
regulations.

Court-Related Fine and Penalty Revenues Returned to Counties. The
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proposal would return the state's share of local trial court-related fine and
penalty assessment revenues (about $311 million) to counties. The return
of these trial-court related revenues is intended to improve local incen-
tives to collect these funds, which has been a problem over the entire
period that local governments have been required to remit these funds to
the state.

Increased Sales Tax Allocations. The proposal would increase alloca-
tions of state sales taxes to the counties. This would be accomplished by
earmarking a portion (.2215 cent) of the state's sales tax to pay for the
increased county costs of the foster care, CWS, adoptions, and child abuse
prevention programs.

Increased County Program Flexibility

Under the proposal, the increased sales tax revenue would be com-
bined with existing realignment revenues allocated to the foster care and
CWS programs and deposited into a new Children's Services Subaccount
within the Realignment Account for the counties. This would give coun-
ties greater flexibility in the use of these funds for the programs covered.
For example, counties would have the ability to use part of their foster
care allocation for preventive CWS activities such as family preservation.

The Governor's 1995-96 restructuring proposal also includes proposed
legislation to provide mandate relief to counties. Under the Governor's
plan, mandate relief would be provided by (1) allowing counties broad
control over the General Assistance program and (2) reducing mainte-
nance of effort (MOE) requirements for indigent, public, and mental
health programs. The purpose of this mandate relief is to provide counties
with a means of offsetting the net cost of $241 million resulting from the
realignment of AFDC program expenditures and the TCF Program.

General Assistance. The Governor proposes major changes in the
General Assistance (GA) Program, including proposals to:

® Permit counties to eliminate the GA Program entirely. Currently,
counties spend about $400 million statewide for this program,
which provides grants and in-kind assistance to indigents who are
not eligible for Medi-Cal, AFDC, or Supplemental Security In-
come/State Supplementary Program (SSI/SSP). As a result, the
maximum savings potential of this proposal would be about
$400 million, if all counties abolished their GA programs.

® Permit those counties who choose to maintain a GA Program to (1)
establish time limits for aid under the program and (2) reduce GA
costs by (a) reenacting a provision of prior law allowing GA reduc-
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tions if recipients share housing with another adult and (b) count-
ing the value of county indigent health care in computing GA
grant allowances.

Relief from Maintenance-of-Effort Requirements. The Governor also
proposes to give counties greater flexibility in funding decisions with
respect to indigent, public, and mental health expenditures. Specifically,
the Governor proposes to:

® Reduceby 10 percent one component of the counties' maintenance-
of-effort requirement for indigent and public health expenditures
under Proposition 99 (the Tobacco Tax and Health Protection Act
of 1988), for a potential estimated savings of $96 million annually.
Currently, counties must spend a specified amount of funds on
these programs in order to receive funding made available under
Proposition 99. According to the administration, counties can
reduce spending by $96 million and still meet the programmatic
requirements of Proposition 99.

® Reduceby $25 million the counties' maintenance-of-effort require-
ment for mental health programs. In order to meet a federal
maintenance-of-effort requirement, the state must spend not less
than the average of the two preceding years. The statutory require-
ment to meet this spending level can be reduced by $25 million
and still result in total spending above the federal maintenance
level, according to the Department of Mental Health. (Current law
reduces the requirement by $15 million, but this provision expires
at the end of 1994-95.)

WHAT ARE THE FISCAL IMPLICATIONS
OF THE GOVERNOR'S PROPOSAL?

Our review of the proposal's fiscal implications is primarily intended
to address the question of the proposal's fiscal impact on the counties,
both in the immediate 1995-96 time frame and through the remainder of
this decade. We discuss the likely cost and revenue trends under two
scenarios. We also discuss certain other issues that may affect the fiscal
impact of the proposal.

The Current Outlook

County Impact Depends on Unrelated State and Federal Actions, and
Assumed Savings from County Administration. AsshowninFigure 1, the
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level of costs transferred to the counties in 1995-96 is $241 million short
of the level of increased county resources, given the assumptions that
underlie the 1995-96 Governor's Budget.

From the county perspective, this conclusion is, however, dependent
upon the budget's assumptions that there will be significant savings from
several major policy proposals and assumptions, including increased
federal funds in the AFDC Program and the adoption of grant reductions
(please see Part IV of this volume for a detailed description of these pro-
posals). This is because the estimates of increased county shares of cost
under the proposal are based upon the budget's estimates of total pro-
gram costs, which reflect these savings. To the extent that these assump-
tions are not realized—for example, the increased federal funds are not
forthcoming and the grant reductions are not adopted—we estimate that
the level of costs transferred to the counties would be up to $161 million
higher than shown above.

Similarly, the budget assumes significant savings in AFDC grants
resulting from more efficient county administration of the program, due
to (1) the increased incentive for counties to reduce program costs as a
result of giving counties a higher share of these costs and (2) a proposed
General Fund augmentation of $20 million for counties to implement
unspecified projects in administering the program. To the extent that the
assumed savings do not materialize, actual program costs transferred to
the counties would be up to $58 million higher than anticipated in the
budget. (We discuss this proposal in more detail in our analysis of the
AFDC Program in the Analysis of the 1995-96 Budget Bill.)

Figure 2 summarizes the fiscal impact of the budget's assumptions on
county costs in 1995-96. Because it is unlikely that all of the savings from
policy changes and federal actions will be realized, the proposal's asser-
tion of a $241 million “gap” is a tenuous one, and the actual gap repre-
sented by the restructuring proposal could be much larger.

The Legislature could make adjustments in the level of resources it
provides to the counties to account for action it takes on the state's bud-
get. However, in the case of the anticipated federal funds, it is unlikely to
have any firm basis on which to proceed because federal budget actions
will not be finalized until September or October of this year. Similarly, it
will not be known to what extent the counties can achieve the assumed
savings from more efficient administration of the AFDC Program until
well into the budget year.

Impact on Counties in the Short Run
Currently, the Trial Court Budgeting Commission (TCBC) is responsi-
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ble for allocating state funding among the trial courts. Although the
Budget Bill, as proposed, reflects continuation of this arrangement, the
administration indicates that it will hold discussions with the TCBC and
the Judicial Council regarding the ultimate scope of the state's responsi-
bilities for supporting trial courts and the method for allocating state
funds based on those responsibilities. Thus, at this time it is unclear how
the increased Trial Court Funding support would be allocated among
counties. Without this information, we are not currently able to fully
evaluate the proposal on a county-by-county basis. We note, however,
that there are likely to be uneven impacts on counties, particularly in the
relationship between the increased costs for the AFDC Program and the
increased resources due to shifts in the Trial Court Funding Program.

County Fiscal Risks in 1995-96
Under Governor's Budget

Assumgtionsa

Policy Changes—$201 million

$126 million to reflect AFDC grant reductions

e  $58 million in AFDC grant savings from more efficient
county administration

®  $12 million to reflect assumed federal legislation to bar
sponsored aliens from AFDC eligibility for five years

e  3$5 million to reflect limit on AFDC homeless assistance

Federal Funds Assumptions—$18 million

e  $18 million to reflect expected additional federal support
for refugees on AFDC

& Dollar amounts reflect assumed reductions in county expenditures associ-
ated with restructuring proposal. The list does not include the budgeted
shortfall of $241 million.

More “Losers” than “Winners” Can Be Anticipated. Because counties
vary widely in the costs of court operations relative to the costs of AFDC
within the county, the effects of the Governor's proposal on counties will
vary widely as well. Moreover, some counties would benefit more from
proposed AFDC program changes than would other counties, depending
on the underlying demographics of the welfare population within the
county. Thus, in counties where the AFDC Program expenditures are
high relative to the size of the TCF Program, there will be a realignment
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gap under the Governor's proposal. Conversely, and notwithstanding the
statewide gap of $241 million, in counties with court costs that are dispro-
portionately high relative to the county's AFDC caseload, it is possible
that the proposal would result in a fiscal gain. While sufficient informa-
tionis not currently available to fully assess the county-by-county impacts
of the Governor's proposal, certain data that are available suggest that the
proposal to swap trial court funding for a greater county share of AFDC
program costs cannot be made fiscally neutral, at least for some counties,
even if the state were to fund more than 70 percent of the TCF Program.

For example, we estimate that if both the Governor's current realign-
ment proposal and the 7.7 percent AFDC grant reductions had been
implemented for 1994-95, Merced County's AFDC costs would have
increased by $14.1 million, while its trial court costs would have de-
creased by $4.6 million—a gap of $9.5 million. Even if the Governor's
proposal ultimately allowed for Merced County to pay none of its trial
court costs, a gap totalling $7.2 million between the county's AFDC costs
and TCF program savings would still exist.

In fact, our preliminary review of county costs in both the AFDC and the
TCF programs suggests that in the short run significantly more counties are
likely to experience net increased costs from the swap than are likely to benefit
from net savings. This is particularly true if major program reductions are not
adopted in tandem with the proposed swap.

What Can Counties Expect in the
Long Run from the Governor's Proposal?

Our analysis indicates that the statewide county gap of $241 million in
1995-96 could become a small surplus (roughly $100 million) to counties
by the end of the decade. This surplus would occur, however, only if (1)
all of the Governor's proposed welfare reforms were adopted, (2) in-
creased federal funds become and remain available as proposed in the
Governor's Budget, (3) the economy grows at a steady pace, and (4) the
state takes no action to curtail the current underlying growth rate in court
costs, despite its assumption of an increased share-of-cost. Moreover, the
mismatch between AFDC grant costs and court costs is so striking in
some counties that we believe that despite this small statewide surplus,
there would continue to be deficits in some counties. Thus, even under
the most optimistic scenario, some counties would likely continue to lose
under the Governor's realignment proposal. Preliminary data suggest that
these losses would be concentrated in the Central Valley counties because
they tend to have AFDC costs that are higher relative to their trial court
costs.
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In contrast, if the Governor's welfare reform package is not adopted,
the statewide gap in county resources under the Governor's proposal
could be about $300 million by the end of the decade. This projection
assumes that the shift of the state resources to counties is increased to
balance the higher county AFDC costs resulting from not adopting the
Governor's proposals.

Counties Are on Unstable Fiscal Footing

As indicated above, the preliminary data show that (1) more counties
would be losers than winners in the short-run under the current restruc-
turing proposal and (2) the long-term impact on counties depends largely
on implementation of welfare reform and the underlying growth rates in
trial court costs. Moreover, it is possible that even when counties on a
statewide basis are “in the black”, a significant number of counties would
continue to run deficits as a result of the wide variation in AFDC and
court costs at the county level.

Counties’ Fiscal Condition Is Deteriorating. Our review of current
county fiscal condition, however, suggests that all counties are under
unprecedented budgetary pressures as a result of (1) the long-term effects
of the recent recession, (2) permanent state transfers of property tax reve-
nues to schools, and (3) underlying slow-growth in county revenue
sources relative to growth in demand for county services.

General Fiscal Condition Affects Program Management Decisions and
Long-Term Policy Choices. Because of (1) the negative impact the AFDC-
TCF transfer is likely to have on most counties in the short-run, and (2)
counties' generally poor fiscal condition, counties would be under ex-
treme budgetary pressure to maximize short-run savings and minimize
short-run costs under this proposal. As a result of this “fiscalization” of
policy decisions, counties may not make wise programmatic decisions
concerning such things as front-end investment in long-term preventive
measures designed to get recipients off welfare and keep them off. This
in turn could have long-term impacts on program costs at both the state
and local level.

Aswe discuss below, these fiscal constraints would place considerable
pressure on counties to reduce or eliminate their General Assistance
Program, as would be permitted under the Governor's proposal.

Potential Mandate Liabilities

The estimated county shortfall of $241 million in the Governor's pro-
posal establishes a potential state liability for unfunded mandates on local
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governments. It is not clear, at this time, that the proposed mandate relief
provisions would absolve the state of this obligation. Also, to the extent
that the budget's assumptions regarding federal funds and program
reductions are not borne out, or if revenue growth in future years is not
sufficient to offset program cost growth, the state could be liable for
reimbursement of the excess costs faced by the counties.

SHOULD THE LEGISLATURE ADOPT
THE GOVERNOR’S PROPOSAL?

At the outset, the Legislature should recognize that the Governor’s
proposal is but one of many different courses of action it could choose to
begin the process of restructuring the state-local relationship. The Legisla-
ture’s own realignment task force last year considered many of these
options, and although it took no action, its work identified a wide range
of programs and approaches under which an initial step towards its
restructuring goals could be taken. Figure 3 identifies the programs that
have been considered in the realignment context over the last two years,
along with the 1995-96 fiscal impact of these changes on the state and the
counties.

As we discussed in our Making Government Make Sense report, we
believe that it is appropriate for the Legislature to evaluate the full range
of existing state and local government responsibilities to determine
whether changes in the existing assignment of responsibilities could
improve the delivery of program services. However, we also recognize
that the Legislature may find it necessary to implement changes in an
incremental fashion over time. The key to such an approach is having a
clear sense of the ultimate objective. Otherwise, policies initiated one year
may be reversed the next. The listing of options presented in Figure 3 is
intended to facilitate the Legislature’s consideration of changes that could
be implemented in the budget year recognizing the importance of begin-
ning the restructuring process as soon as possible.

The Governor’s 1995-96 realignment proposal has some commonality
with the principles that we offered in our Making Government Make Sense
model. The thrust of the proposal seeks to refocus important parts of the
state-county relationship towards achievement of better outcomes. It
attempts to improve those outcomes through reliance on fiscal incentives
to motivate greater program performance. It also recognizes the need for
more flexible approaches to service delivery, and promotes collaborative
efforts among programs in delivering services to clients.
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Realignment Ogtions

(Dollars in millions)

e . Annual
Existing Sharing Fiscal Impact
Ratio - |

Option State / Count State Count
Cost Shifts to Counties

Juvenile Justice

® Increase charges to counties to recover Counties pay $25 -$262 $262
100 percent of the state's costs to operate the per month per ward
California Youth Authority (CYA)

® Increase charge to counties to recover Counties pay $25 -86 86
10 percent of the state's costs to operate the per month per ward
CYA and impose a surcharge for low-level ad-
missions

o  Transfer responsibility for supervision of parolees 100/0 -68 68

discharged from CYA to counties, and make
counties responsible for costs of re-incarcerating
parole violators
Adult Parole
o  Transfer responsibility for supervision of parolees 100/ 0 -400 400
discharged from state prison to counties, and
make counties responsible for costs of re-incar-
cerating parole violators

Drug and Alcohol Programs

e  Transfer program and financial responsibility to  100/0 -62 62
counties

County Services Block Grant

e  Eliminate state funding Not applicable -16 16

In-Home Supportive Services (IHSS)

e Transfer program and financial responsibility to 65/ 35 -420 420
counties

Non-medical residential facilities

® Require counties to pay 50 percent of costs for  100/0 -1,313 1,313
board and care homes

Medi-Cal

® Equalize county share of cost for long-term care 100/0 -330 330

to current IHSS level

® Require counties to pay 50 percent of both long- 100/0 -570 570
term care and IHSS costs

® Require counties to pay 100 percent of both 100/0 -1,365 1,365

long-term care and IHSS costs

Continued
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e . Annual
Existing Sharing Fiscal Impact
Ratio - |
Option State / County State County
Medi-Cal Substance Abuse
® Require counties to pay all nonfederal costs 100/0 -150 150
associated with substance abuse; allow counties
to control utilization
AFDC
® Require counties to pay 50 percent of all -1,260 1,260
nonfederal costs for grants and administration
—Grants 95/5
—Administration 70/30
® Require counties to pay 11 percent of all 95/5 -150 150
nonfederal costs for grants (their share prior to
1991 realignment)
e Impose higher county sharing ratios for AFDC 95/5 up to up to
grants based on length of time on aid -450 450
Increased County Resources®
Trial Courts
® Increase state funding to 100 percent of total — -1,144 1,144
costs and eliminate county funding responsibility
® Increase state funding to 70 percent of total — -606 606
costs
® Return fines, fees and penalties to counties — -311 311
General Assistance
e  State assumption of GA program costs — -425 425
Indigent Health
e  State assumption of indigent health care and — -600 600
public health costs
Sales Taxes
e  Shift 1/2 cent of existing state tax to counties — -1,481 1,481
® Impose new 1/2 cent sales tax to fund programs — — 1,450
shifted to counties
Property Taxes
® Increase state funding for schools to replace — -1,495 1,495
local property tax support; reallocate property
taxes to counties
e Allow counties to recover property tax adminis- — -63 63
tration expenses from schools
& state fiscal impacts are either increased expenditures or revenue loses; county fiscal impacts are either reduced
expenditures or revenue increases.

In our view, however, as a short-term or initial step towards making
the longer term changes that are needed in the relationship between the
state and all units of local government, the proposal is seriously flawed.




148 Part V: Major Issues Facing the Legislature

This is because, taken as a whole, it exacerbates budgetary pressures on
county governments while giving the counties few tools with which to
control costs and guide local destinies. One portion of the proposal, how-
ever, relating to the realignment of children’s services programs, does
have considerable merit and we believe that it should be seriously consid-
ered. In addition, we believe that the Legislature should consider alterna-
tive approaches to the proposed AFDC-Trial Court Funding program
swap, and that the issue of “mandate relief” should be considered on its
merits outside of the general debate on the issue of program realignment.
Our recommendations are summarized in Figure 4 and are discussed in
more detail in the remainder of this analysis.

Summarx of Legislative Analxst's Recommendations

Children's Services

Adopt Governor's proposal to increase posi-
tive local incentives.

® Include state-operated adoptions pro-
grams.

® Increase Youth Authority placement fees.

Sales Tax to Counties

Adopt Governor's proposal to offset Children's
Services costs.

County Share of AFDC to 50%
Reject Governor's proposal because share-of-
cost is not commensurate with county control.

State Share of TCF to 70%
Legislature should consider in context of alter-
native realignment options.

General Assistance and Other Mandate Relief
Legislature should consider on policy merits
outside of realignment debate.
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Children's Services Realignment Is a Sensible Step

Under the Governor's proposal for realigning children's services, the
counties would assume full financial responsibility for foster care, child
welfare services, and most components of the adoptions programs. The
proposed shift of foster care funding responsibility has merit because it
would give the counties a strong fiscal incentive to focus on activities
designed to reduce the need to place children in foster care arrangements.

Webelieve the Governor's proposal is reasonable. Assigning full finan-
cial responsibility to the counties recognizes the linkage between CWS
and foster care, encourages accountability by clarifying governmental
responsibility for the program, and still gives counties an incentive to
invest in the preventive kinds of CWS activities because of the relatively
high cost of foster care. Similarly, assigning counties full responsibility for
the adoptions programs recognizes the linkage between these programs
and foster care, and is consistent with the way the programs are currently
administered in many counties.

In summary, we believe that the realignment of these children's ser-
vices programs would result in greater accountability for program out-
comes and provide more incentive to operate them on a cost-effective
basis. We believe, however, that several modifications should be made to
the proposal to improve it.

State Administered Adoptions Should Be Included in Proposal. The
Governor's proposal did not address those adoptions programs where
counties have decided to turn the program over to the state for adminis-
tration (an option available to the counties under currentlaw). According
to the administration, this omission was inadvertent. We believe that,
from a policy standpoint, there appears to be no reason to have a bifur-
cated program under the Governor's proposed realignment of responsi-
bilities. Accordingly, we recommend transferring the state-operated
programs to the counties ($4.6 million) as part of the realignment, and
adjusting the amount of sales tax transferred to counties to reflect these
increased costs.

Youth Authority Placement Incentives Need Correction. The Gover-
nor's proposal ignores fiscal incentive problems associated with two of
the major treatment choices for juvenile offenders—foster care and the
Youth Authority. In fact, the Governor's proposal may significantly
worsen an existing counter-productive fiscal incentive. This is because it
would increase the counties' cost for foster care placements while main-
taining an extremely low county share of cost for Youth Authority place-
ments. There are currently 5,000 juveniles on probation who have been
placed in foster care, most of whom are placed in group homes costing an
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average of $3,100 per month. Under the proposal, counties could place
these probationers instead into the Youth Authority, for which the coun-
ties are charged $25 per month per ward. The Governor's proposal con-
tains no provisions requiring the maintenance of juvenile probationers in
their existing placements, nor does it otherwise constrain a county's
ability to transfer these persons to the CYA. By making such transfers,
counties could avoid foster care placement costs, while shifting costs to
the state.

In order to correct for this problem, we recommend that the cost faced
by the counties for CYA placements be increased. From our perspective,
charging the counties a fee similar to the cost of a group home placement
for additional CYA placements would ensure that these decisions con-
tinue to be based primarily on treatment requirements.

AFDC/TCF Program Funding Realignment:
Unworkable for Counties

AFDC. Inorder to give counties a greater incentive to pursue strategies
that keep people off of AFDC, the budget proposes to increase the coun-
ties' share of the nonfederal costs of the program from 5 percent to
50 percent. We are concerned that the proposal would give counties a
share of cost that is not commensurate with their ability to control pro-
gram costs and which could threaten counties' financial stability during
periods of economic downturn. This is because the bulk of expenditures
for AFDC is driven by economic and demographic factors which counties
have limited ability to influence. (This is not to say that counties have no
ability to influence program costs, but their influence is of a far more
marginal nature than that assumed by the Governor's proposal.)

Trial Court Funding. As discussed earlier, the Governor's proposal
would significantly increase the state's share of funding for the trial
courts, consistent with Ch 90/91, the Trial Court Realignment and Effi-
ciency Act of 1991 (AB 1297, Isenberg). That act expressed legislative
intent to increase state support of the trial courts each year to a maximum
of 70 percent by the 1995-96 fiscal year.

We agree with the administration that the courts represent a truly
statewide function, and the state has a strong interest in promoting uni-
form access to justice. In addition, greater state funding is justified on the
basis that the state exercises primary control over trial court procedures
and appoints the judges.

However, the Governor's proposal leaves open the question of what
the state's ultimate objective is for funding and operation of the trial
courts. This question has important implications for the Legislature.
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Specifically, if the Legislature wishes to significantly increase state fund-
ing for the trial courts, it will be important for the state to have greater
involvement and control over trial court expenditures. Thus, we believe
that the Legislature should first determine its ultimate funding objective
for support of trial courts and the time period in which it wishes to
achieve that objective.

After making these determinations, the Legislature should exert its
influence to control trial court expenses and bring about operational
efficiencies. This can be accomplished in a variety of ways. For example,
the Legislature could provide for the allocation of trial court funds based
on performance criteria, such as courts' ability to meet administrative
cost-reduction goals and implement certain efficiency measures. The
Legislature could also require superior and municipal courts in the same
county to coordinate or unify their support services in order to take ad-
vantage of economies of scale.

In our view, if the Legislature does not wish to become involved in
exercising more control over trial court operating costs, it makes little
sense to purchase an increased share of trial court costs. This is especially
true if the Legislature wishes to create new trial court judgeships in the
coming years, which could increase trial court operating costs substan-
tially.

Governor’s AFDC/ITCF Proposal Would Make County Fiscal Problems
Worse. We find that the Governor's proposal to increase the state's share
of trial court costs would not fully offset the transferred AFDC costs,
particularly in the near term and would exacerbate pre-existing county
fiscal capacity problems.

Consequently, we recommend that the Legislature reject the
AFDC/TCEF realignment at this time. Such a realignment of responsibili-
ties should only be undertaken after the Legislature develops strategies
concerning (1) overall county fiscal capacity, (2) appropriate partnership
shares for AFDC and (3) long-term objectives for the financing of trial
courts.

Alternatives to the AFDC Swap. If the Legislature makes the long-term
decisions regarding the financing of trial courts and wishes to increase
state support of trial courts, we suggest that it consider shifting fiscal
responsibility for programs other than AFDC to the counties. As dis-
cussed earlier, Figure 3 summarizes the other program realignment op-
tions that have been identified in the last two years and could be matched
with a trial court finding proposal. In evaluating the appropriateness of
these other options, the Legislature should consider their long-term im-
pacts on the state and counties.
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Mandate Relief Proposals Should Be Considered
Outside of the Realignment Debate

As indicated above, the proposal's lack of fiscal neutrality represents
a potential state liability as an unfunded mandate. We are also concerned
that tying the shortfall to specific mandate relief provisions acts as a fiscal
incentive for counties to make certain programmatic decisions without
due consideration for the underlying reasons that caused the state origi-
nally to establish the GA Program requirements. Furthermore, the pro-
posed changes in the GA Program could result in widely differing grant
levels among the counties, leading to problems of inter-county migration,
thereby encouraging counties to further reduce or eliminate the program.
The resulting loss of income to recipients could have significant adverse
impacts—on recipients' health, for example—which could lead to addi-
tional costs to the state and the counties. These potential consequences of
abolishing the state mandate for GA are too important to be cast as a
“budget-balancer” in the current realignment debate. Rather, the pros and
cons of maintaining or eliminating the GA—and at what level of govern-
ment—should be discussed on their own merits.

CONCLUSION

The need to begin serious efforts to restructure California's dysfunc-
tional system of government is a critical one, and it is important that steps
be taken during 1995 towards achieving this objective. Ata minimum, the
Legislature should take action this year to lay the long-term foundation
for progress. In our view, real progress can be made only when both the
state and county governments can enter a program partnership on a solid
fiscal base. Toward this end, the Legislature needs to consider changes
that improve, not worsen the fiscal capacity of county governments.
Because of their weak fiscal condition, counties will face pressure to make
program investment decisions based more on short-term fiscal consider-
ations as opposed to the potential for improved long-term outcomes.

With the exception of the Children's Program realignment, the Gover-
nor's proposal would serve to put increased fiscal pressure on counties,
thereby further “fiscalizing” many policy decisions at the local level. The
Governor's proposal would have unequal impacts across counties, and
would hurt more counties than it would help. Moreover, the Governor's
proposed increased county share-of-cost for AFDC grants does not reflect
the level of control that counties can reasonably be expected to exert over
AFDC program costs.




REINVENTING THE STATE
CIVIL SERVICE

What Principles Should Guide the Legislature in Rethink-

ing and Reinventing the Structure and Nature of the
State Civil Service?

Summary

There is currently much talk about the need for the public sector to
“restructure” or “reinvent” itself. Generally, reinvention involves a funda-
mental rethinking of the way public services and functions are organized
and delivered. It involves challenging the traditional ways of doing things;
searching for new and better ways to do the tasks that need to be done;
not doing tasks that are no longer needed.

No reinvention of the way public services are organized and delivered
can ignore the central facet of a government's operations—its work force.
The state depends on nearly 200,000 state civil service employees to
carry out the tasks of state government, as do the people of California.

In this piece we discuss the origins and background of the civil service,
and highlight evidence of problems caused by current civil service laws
and rules. These include (1) departure from the system's original merit
principles, (2) preoccupation with process over results, (3) impediments
to effective conduct of programs, and (4) barriers to personal and career
development of employees.

Our findings pointin a compelling direction—that the Legislature should
begin a fundamental rethinking, or “reinvention,” of the state civil service
system in order to make it again serve the state, its employees and the
public. We conclude by offering a set of basic principles to assist the
Legislature in this important effort and recommend that the Legislature
begin hearings to start the process to revamp the state's civil service
system.
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OVERVIEW

Historical and Legal Foundations

California's current system of state civil service employment dates back
to the November 1934 election, when the voters approved Proposition 7,
adding what is now Article VII to the State Constitution.

The principal concern that led to establishment of the current civil
service system was two-fold in nature: (1) to prohibit a political “spoils”
approach to state government jobs and (2) to assure instead a competent,
efficient work force. This theme is well displayed in the official argument
in favor of Proposition 7 in 1934:

The purpose of this Constitutional Amendment is to promote effi-
ciency and economy in State Government. The sole aim of the Actis to
prohibit appointments and promotions in State service except on the
basis of merit, efficiency and fitness ascertained by competitive exami-
nation. Appointments of inefficient employees for political reasons are
thereby prohibited, thus eliminating the 'Spoils System' from State
employment.

Under civil service, all appointments and promotions must be made under
a general system based on merit determined by competitive examination. All
state employees are in civil service unless specifically exempted by the Consti-
tution. These constitutional exemptions include all employees of the legislative
and judicial branches, the University of California, the California State Univer-
sity, the Governor's office and the Lieutenant Governor's office. The Governor's
various appointments are also exempt. Within the state's executive branch,
practically all employees outside the very top ranks of management (such as
department directors and deputy directors) are in the civil service. Currently
there are almost 200,000 civil service employees in California state government.

In the sixty years since enactment of Proposition 7, an edifice of statute,
rules, and practices has been built upon the constitutional framework.
This includes:

® The State Civil Service Act, enacted in 1937 and modified from
time to time since.

® The Ralph C. Dills Act, enacted in 1977, providing for collective
bargaining between the state and rank-and-file civil service em-
ployees of terms and conditions of employment.
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® Rules, guidelines and decisions issued by the State Personnel Board
(SPB) on the merit aspects of personnel matters (such as entry-level and
promotional examinations and disciplinary appeals).

® Rules, guidelines and decisions issued by the Department of Per-
sonnel Administration (DPA) on the non-merit aspects of personnel
matters (such as collective bargaining, compensation, and em-
ployee training).

® Rules and practices of other state departments, to the extent per-
sonnel responsibilities are delegated to them by the SPB, the DPA,
or by law.

® Extensive case law, rendered by the courts to interpret all of the
above.

In this report we speak of the civil service systerm in a broad sense, to
include not only the merit aspects governed by the Constitution and the
Civil Service Act, but the full complex of laws, rules and practices listed
above as they relate to civil service employees. Below we briefly describe
the basic features of the current system. (It should be noted that the de-
scriptions below, by their brief nature, do not convey the full flavor of
complexity of these processes. In fact, complexity is a distinguishing
hallmark of the civil service system.)

Classification and Hiring

The SPB has established 4,486 job classifications in the California civil
service. Each classification delineates a distinct job title and duty descrip-
tion. Positions in each classification generally must be filled on the basis
of a competitive examination that is specific for the classification.

The hiring process has two distinct phases. The first is the examination
phase, in which one attains eligibility to be considered for hiring. The
second is the hiring phase, in which candidates interview for an adver-
tised position opening. The two events can be widely separated in time,
in many cases by several years.

Examinations may consist of one or more of the following:

® A written test (usually multiple choice).

® An oral test (similar to an interview).

® A performance test (such as heavy equipment operation or typing).

® Agility/physical ability tests (usually for law enforcement classifi-
cations).
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Alternatively, some examinations consist solely of filling out an applica-
tion that asks for information on one's education and experience.

For many exams, existing law requires the award of additional test
points for veterans, widows and widowers of veterans, and incumbent
state employees. After the award of additional points, the scores of test-
takers are re-ranked. These rankings create an “eligibility list.”

Departments may interview and hire candidates from a job classifica-
tion eligibility list. They are constrained by law, in most instances, to
select candidates according to two alternative rules:

® Under the “rule of three names” departments may consider only
the top three names on the list (which may contain many names).
If more than three names received equal scores the order of these
names on the list is determined at random.

® Under the “rule of three ranks” (usually applied for professional,
scientific and administrative classes) departments may consider
candidates in the top three “ranks” of a list. (A rank is a grouping
of identical test scores.) A candidate in the fourth rank, for exam-
ple, is not “reachable” unless at least one of the upper ranks has
been “cleared” by all persons in the rank either accepting or declin-
ing a job offer.

An eligibility list may be used for one to six years.

The SPB has delegated to departments the design and conduct of
examinations for most classifications. If requested, the SPB will conduct
examinations and charge requesting departments a fee to cover the SPB's
cost.

Probation and Tenure

The SPB establishes for each classification a probation period of either
six months or one year. Generally, persons entering a classification from
outside the civil service—or newly promoted into a classification—hold
their appointment subject to satisfactory completion of the probation
period. During this period the employee may be rejected from the posi-
tion for, among other things, “failure to demonstrate merit, efficiency,
fitness and moral responsibility.” An employee may appeal a probation-
ary rejection to the SPB, but the burden of proof is on the employee to
demonstrate that there is no substantial evidence to support the rejection
or that it was made in fraud or bad faith.

After the probation period, successful employees are considered per-
manent (tenured) civil service employees. The State Civil Service Act
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states that: “Tenure of civil service employment is subject to good behav-
ior, efficiency, the necessity of the performance of the work, and the
appropriation of sufficient funds.”

Promotion

The system places strong emphasis on promotion from within the civil
service. Accordingly, many promotional examinations are open only to
current civil service employees or, in some cases, only to current employ-
ees of the department giving the exam. Moreover, in some examinations
in which both state employees and outside candidates compete, state
employees are awarded additional points to their examination scores.

Compensation

For each classification the DPA establishes salary ranges specifying a
minimum and maximum pay rate, with one or more “steps” in between.
For rank-and-file employees the salary ranges are determined through
collective bargaining agreements negotiated between the DPA and em-
ployee representatives. These agreements also determine benefits and
various other terms and conditions of employment. For non-represented
employees, the DPA directly determines salaries, benefits and other terms
and conditions.

Apart from promotions from one classification to another, pay rates
generally increase over time in two ways. Periodically, employees receive
cost-of-living-adjustments (COLAs). In addition, employees who receive
a good performance evaluation annually receive “merit salary adjust-
ments” (MSAs) until they reach the top of the classification salary range.
(For additional detail on compensation please see our overview of em-
ployee compensation issues in the Analysis of the 1995-96 Budget Bill.)

Discipline

The state employs a three-phased system of discipline consisting of (1)
preventive, (2) corrective and (3) disciplinary or “adverse” actions. Pre-
ventive actions cover a wide range of steps that may be taken to minimize
the occurrence of serious discipline problems. These steps include the
setting of reasonable work objectives, employee training and staff devel-
opment, and provision of regular feedback regarding job performance.
Corrective actions range from reminders of expected performance to
informal or formal counseling sessions to written letters of warning. For
the vast majority of employees discipline problems either do not arise or
are resolved through corrective actions. As in any large organization,
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however, serious problems of discipline do arise and require formal
disciplinary action.

In state employment this ultimate disciplinary phase is referred to as
“adverse action.” Adverse actions range in severity from formal letters of
reprimand to dismissal from employment. Government Code
Section 19572 identifies 24 specific grounds for adverse action. These
include problems such as incompetency, inefficiency, insubordination,
drunkenness on duty, and discourteous treatment of the public or other
employees.

State law and rules (some necessitated by court rulings that have
treated civil service employment as a form of property right) provide for
an appeals process for employees wishing to contest adverse actions.
First, an employee is entitled to a “Skelly” hearing (named after a State
Supreme Court decision). The “Skelly” hearing affords an informal forum
for the employee to present his or her case to a high-level departmental
officer that the proposed adverse action be modified or withdrawn. If,
after the Skelly hearing, the department proceeds with an adverse action,
the employee may appeal the action to the SPB. At the SPB the case re-
ceives a full evidentiary hearing before an administrative law judge,
whose recommended decision is considered for final judgment by the
five-member board. The board takes one of four actions: (1) sustains the
adverse action, (2) revokes the action, (3) modifies the action to provide
for a less severe sanction, or (4) approves a settlement agreed to by the
parties.

If an employee is dissatisfied with the outcome of the SPB appeal, he
or she may petition a court for adjudication. An employee also may file
separate appeals to the SPB alleging that adverse action resulted from
discrimination on the basis of age, gender, sexual orientation, race, reli-
gion, disability, national origin, ancestry or marital status. Discrimination
appeals also may be brought before the Fair Employment and Housing
Commission and/or the federal Equal Employment Opportunity Com-
mission.

CONCERNS WITH THE SYSTEM

In our review of the state's civil service system, we found numerous
indications that the system is no longer operating in an optimal manner
for either the state, its employees or the public. Our review included the
following:

® Discussions with a wide range of parties and observers, including




Reinventing the State Civil Service 159

current and former staff of the DPA and the SPB, civil service
employees in managerial, supervisorial and rank-and-file positions
in state government, employee union representatives, academi-
cians, and various interested parties outside California state gov-
ernment.

® Review of testimony from groups and individuals who appeared
before the “Little Hoover” Commission, the National Commission
on the State and Local Public Service, and the California Constitu-
tion Revision Commission.

® Review of literature on civil service systems and other public- and
private-sector systems, and efforts at civil service reform in the
federal government and in other states.

® Orowncollective experience in reviewing the state's programs and
operations.

In this review we found a wide range of problems, some broad, some
specific, yet all ultimately connected as part of a larger whole. In some
cases the evidence is subjective or anecdotal. On their own, these bits of
evidence might not be cause for great concern. Viewed collectively, how-
ever, we find the evidence points in a compelling direction—that the
Legislature should begin a fundamental rethinking, or “reinvention,” of
the state civil service system in order to make it again serve the state, its
employees and the public.

We outline below significant findings from our review of the state civil
service system.

Departure From the Original Merit Principles

The core foundation of the civil service is the merit principle—that
people should attain appointment and promotions in state service on the
basis of qualifications and merit in performance. In several significant
respects we find that laws, rules and practices which have been added
since the system's inception have departed from this core principle. We
cite some examples below.

Merit Salary Adjustments Lack Merit

As described in the background section of this piece, employees who have
not reached the maximum of a salary range are eligible to receive annual
“merit salary adjustments” (MSAs). Originally, these were conceived to accom-
plish what the name implies—a pay raise earned by meritorious performance.
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Over time MSAs seem to have degenerated into a virtually automatic entitle-
ment. For example, in the 1993 calendar year, more than 99 percent of eligible
state employees received an MSA. Most state employees work well and consci-
entiously. One therefore would expect a high percentage to receive MSAs. The
current MSA practice, however, appears to merely reward employees for time
spent on the job.

Seniority-Driven Layoffs

At times it becomes necessary, due to fiscal constraints, or desirable,
due to policy decisions, to reduce the size of state departments or pro-
grams. Under existing law and rules regarding layoffs, seniority is the
dominant factor in the layoff process. This involves an elaborate “bump-
ing” process, under which a chain reaction of demotions and transfers is
set off, more senior employees bumping less senior employees from
positions in successive rounds until the least senior employees are
bumped out of state service. The state's layoff process is complex. The
DPA estimates that it takes up to eight months or longer to implement the
layoff process.

In addition to the complex nature of the layoff process, it also does not
(1) take into account specific job performance or (2) recognize talented,
but less senior, employees who have superior performance and exhibit a
high potential for advancement in state service. Furthermore, the layoff
“bumping” process causes significant disruption to state programs, not
necessarily limited to programs within the department that initiated the
layoff. This is the result of not only the loss of time and talent, but also
because of the arbitrary nature of placing “bumped” employees in posi-
tions for which they may have limited program knowledge or aptitude.

Extra Exam Points Can Shut Out Excellent Candidates

As mentioned earlier, for many hiring examinations extra points are
awarded to veterans, widows and widowers of veterans, and incumbent
state employees. For example, one examination conducted recently re-
sulted in a hiring list consisting exclusively of veterans and incumbent
state employees. Well over a hundred outside candidates who attained
the highest score in this exam (before the awarding of extra points) cannot
even be considered for hiring. Thus, in this case, the rules undermined the
purpose of holding open examinations, which is to maximize the pool of
highly qualified candidates for potential hire. The award of extra points
to an individual because he or she happens to be a veteran or a state
employee has no direct connection with the individual's ability to fulfill
job requirements.
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System Often Impedes Efficient and Effective
Conduct of State Programs

One of the stated purposes of the State Civil Service Act is “...to pro-
mote economy and efficiency in the state service.” This principle also was
emphasized in the 1934 campaign for the constitutional amendment
creating the current system. Our review indicates that the principle is not
being well served. The examples below illustrate this.

Costly Exam Process Does Not Serve Hiring Needs

For a host of reasons, the state's examination process is exceptionally
costly. One reason is because each job classification (4,486 at the latest
count) requires its own examination. Examinations tend to be logistically
demanding and, in many cases, the number of applicants is overwhelm-
ing. The process of oral tests—three-person panels examining one appli-
cant at a time—is inefficient and expensive.

Yet despite all the time and resources expended, the process does not
consistently provide a department with the best possible candidates for specific
positions. The arbitrary shrinkage in eligible candidate pools caused by the
award of extra exam points for veterans and state employees has been noted
above in another context. Another example is provided by the “rule of three
names.” This rule, required for many job classifications by law, places three
individuals at the top of an eligibility list. Departments may consider only
these three for hiring, even if dozens or even hundreds passed the exam. No
testing method devised can identify from a large or moderately sized group
the three people best suited for a particular job. Department personnel officers,
in fact, have complained to us that they often feel forced by this rule to hire
candidates who are not the best-suited for the open positions. In addition, in
cases where there are multiple openings, it may be the only way to reach better
candidates who are farther down an eligibility list. Such job-person mis-
matches, at best, are an inefficient use of state resources. At worst, these mis-
matches can produce long-lasting personnel problems.

Finally, the logistical demands and costs of examinations cause depart-
ments to schedule examinations for some classifications at intervals of
several years. This results in eligibility lists that become obsolete over
time. High quality candidates on the list accept jobs elsewhere during the
long intervals between exams and hirings. Other promising candidates
may not be on the current eligibility list because at the time the last exami-
nation was held they might not have been eligible to take it or may not
have been interested. These individuals, however, cannot be considered
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until the department goes through the laborious exercise of another exam-
ination and the creation of a new list.

Explicit and Hidden Costs of Adverse Action Appeals

The process for appeals of adverse actions provides another example
of disproportionate costs and counterproductive effects on state opera-
tions. As discussed in the background part of this piece, employees may
appeal adverse actions (which range from letters of reprimand to dis-
missal) to the SPB. Here they are afforded a quasi-judicial forum, with
legal representation at full evidentiary hearings presided over by admin-
istrative law judges (ALJs), and final reviews of AL] recommendations by
the five-member board. This process costs the SPB at least $2.5 million
each year (charged to the departments whose actions are appealed) for
the ALJs and their support. (In the 1994 Budget Act the Legislature appro-
priated an additional $2.2 million on a one-time basis to address the
backlog of appeals.) For the 1995-96 fiscal year the DPA projects their
attorney and related costs at $1.3 million (again, charged to the depart-
ments whose adverse actions are before the board). We have not identi-
fied the amounts spent directly by departments in preparation for, and
participation in, adverse action hearings.

Over the last ten years the number of adverse action appeals brought
to the board each year has grown from approximately 1,400 to 2,000,
paralleling the growth rate in the civil service work force. Over the same
time period the average time to decide an appeal doubled from six to 12
months. (Statute dictates a maximum of six months.) Clearly, the process
is time-consuming and expensive. Moreover, much of this time and ex-
pense is consumed on matters such as letters of reprimand, five-day
suspensions without pay, and even failures to pass the probationary
phase of hiring (whichisn't even a disciplinary matter). Existing law gives
the SPB discretion to review these and other these types of cases without
full evidentiary hearings, but the board has adopted a rule automatically
assigning all appeals to full hearings.

The above indicates that the explicit costs of the adverse action process
are high. The hidden costs may be higher still. Many managers and super-
visors find the prospect of having to navigate the appeals process so
prohibitive, in terms of time, expense and disruption to operations, that
they avoid taking disciplinary actions that are warranted. This approach
produces a series of negative consequences, including productivity losses
and reduced morale among co-workers. It usually comes back to haunt
the manager (or his or her successor) and the department, as unaddressed
discipline problems worsen.
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Process Dominates Substance and Results

Our review found numerous indications of concern for process domi-
nating concern for substance and results. The SPB disciplinary review
process provides dramatic evidence of this. We describe that example and
another below.

Adverse Action Appeals

As noted above, many supervisors refrain from taking warranted
adverse actions against employees because of the high procedural costs.
According to many observers, far too many adverse actions are over-
turned by the SPB simply on technicalities (such as incomplete documen-
tation records). Under the current process, no distinction is made between
major and minor adverse actions, as we have noted above.

In a recent, and major, instance the SPB itself was overruled on a pro-
cedural issue by a state appellate court. The court ruled last year in Cali-
fornia Correctional Peace Officers Association v. SPB that the SPB loses juris-
diction when the board fails to decide appeals within the statutory six-
month period for SPBreview. Accordingly, the court nullified the board's
decisions in approximately 50 adverse actions. Initially, the court ruled
that all the adverse actions were overturned and ordered the reinstate-
ment of dismissed employees with back-pay. The courtlater amended the
ruling to provide instead that the employees were now free to challenge
the adverse actions in courts of law. This ruling has created something of
a crisis for the handling of adverse actions generally since the precedent
potentially affects hundreds of other appeals.

Administrative Procedure Act Ties
State's Internal Operations in Knots

The Administrative Procedure Act, administered by the Office of
Administrative Law (OAL), was enacted by the Legislature in 1979 to
reduce the complexity, and improve the clarity and legal consistency, of
state regulations. The legislation was intended to minimize unnecessary
regulatory burden on private firms and citizens. Over the years, however,
the OAL has repeatedly interpreted the act as applying to the state's
internal personnel policies. In one 1990 determination the OAL concluded
that a DPA policy requiring state employees to fill out sick leave forms
specifying the nature of the illness is a state regulation, and is therefore
not legally enforceable unless and until the DPA promulgates the policy
as a formal regulation. Among other things, this process would require
the DPA to (1) prepare detailed documentation in support of its proposed
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regulation, (2) provide public notice and receive comments, (3) respond
to each comment received, (4) hold a public hearing (if requested by
anyone), and (5) submit the regulation and final documentation to the
OAL for its review and approval.

Recently, the SPB had to inform state departments that it could not
issue any guidelines or clarifying instructions concerning departments'
preparations of affirmative action goals and timetables (as required by the
state's law on affirmative action in civil service) because the OAL had
determined that the guidelines are regulations subject to the Act. The SPB
memo stated that up to two years might be required to promulgate the
guidelines as regulations. Meanwhile, of course, departments are not
relieved of their obligations to prepare and submit goals and timetables.

System Hinders Full Personal and Career Develop-
ment

The examples below indicate that the current system also hinders
opportunities for growth for employees.

Employees Forced Into Confining
Job Classifications and Career Tracks

As mentioned above, the state has created 4,486 separate job classifica-
tions. As of February 1995, a total of 726 of these classifications had only
one incumbent. The minute distinctions between classifications often bor-
der on the ridiculous. The stultifying effects of this classification maze,
however, are serious for employers and employees alike.

One of the problems for employers—an increased number of costly
examinations—hasbeen noted above. Another problem facing employers
is the inability to readily adapt to changing needs in both the workplace
and the delivery of services. The rigidity of the classification definitions
also poses barriers, both procedural and psychological, to the formation
of project-or task-specific teams, within and among departments. They
often create organizational tunnel vision. For employees, the confining
classifications inhibit broadening career and personal development.

To its credit, the DPA has recognized that the current proliferation of
job classifications is a serious problem and has proposed an alternative,
on a pilot basis. According to a January 30, 1995, notification letter to the
Legislature, the DPA will experiment with “broad banding” within the
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department. This will involve consolidating 15 classifications into four job
“bands” to allow employees greater breadth in their duties and experi-
ence and allow the department greater flexibility in matching staff re-
sources with changing tasks.

Lack of Lateral Entry

The system creates numerous barriers to lateral entry into the civil
service, including extra exam points for current state employees, and the
frequent use of exams closed to outside candidates. This, we believe,
works to the detriment of employees as well as the state. In advocating
the elimination of such barriers in state governments across the country,
the National Commission on the State and Local Public Service points to
the desirability of encouraging “...free movement between the public and
private sectors. Many of the skills they require are interchangeable, and
itis in the nation's long-term best interest to have its workers understand
both worlds.”

System Does Not Actively Recruit
Top Candidates to State Service

The quality of any organization depends ultimately on the quality of
the people who work for it, and the test of any personnel system is its
effectiveness in this regard. We find that too often the state pursues a
passive strategy toward attracting the best candidates for civil service or
that the ponderous nature of the system creates its own barriers to recruit-
ment, as shown by the examples below.

Lack of Centralized Employment Information

The state lacks a centralized source of employment information that
can be easily accessed by people interested in state service. There is only
one physical location in the entire state where a complete posting of exam
and position announcements can be viewed (the SPB headquarters in
Sacramento) and that location is not staffed. Centralized information
about state employment opportunities also is not available on any com-
puter networks.

Lack of Recruitment at Colleges and Universities

Some civil service veterans we spoke with remember a time when state
departments actively recruited on college and university campuses to fill entry
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level professional positions. This effort has largely disappeared. Instead, the
state now takes a passive approach to the filling of these positions and waits for
candidates to present themselves for consideration.

Departments rely heavily, in some cases almost exclusively, on the promo-
tion of employees in nonanalytical positions (various support functions) into
analytical positions, under rules allowing time spent in state employment to
be equivalent to higher education degrees. While many competent employees
are available under this approach, the civil service managers we spoke with
feel the quality of analytical /professional staff has declined due to the lack of
recruitment of top university graduates. A number of factors have contributed
to the decline of such recruiting, including hiring freezes ordered by the Gov-
€ernor.

We believe this problem has serious implications for the future quality
of the civil service from bottom to top, and should be a matter of special
concern to the Legislature.

Special Problems in Information Technology

The state in the last several years has experienced a series of costly and
highly publicized problems in the area of information technology, which
led the Governor to appoint a Task Force on Government Technology
Policy and Procurement. Among the task force's findings and recommen-
dations were several in the area of personnel policy. The task force ob-
served that: “Few state IT [information technology] employees possess
the technical skill sets needed to implement current IT solutions.” The
task force also stated that: “The civil service system does not facilitate a
regular or timely infusion of new people, new thinking, or creativity from
the outside—elements that are critical to meet the needs of a rapidly
changing discipline like IT.”

The Department of Motor Vehicles (DMYV), site of a recent particularly
egregious problem with implementation of a computer system now finds
itself stymied by civil service barriers in its attempt to reorganize its
information technology operations. Specifically, the DMV is interested in
heading the reorganized office under a new “chief information officer”
position. The department believes that an open search is necessary to
secure the best possible candidates for this position. The DMV, however,
finds that its options to seek outside candidates are constrained by a
variety of civil service rules, and the department's reorganization plans
are on hold.

PRINCIPLES FOR CHANGE
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We believe that the breadth and the seriousness of the problems noted
above point in a compelling direction—that the Legislature should begin
a fundamental rethinking, or “reinvention”, of the state civil service
system in order to make it again serve the state, its employees and the
public.

Such a fundamental review would parallel similar efforts under way
in other states and the federal government (under the Vice President's
ongoing National Performance Review), and would be consistent with
recent findings and recommendations directed at state and local govern-
ments by the National Commission on the State and Local Public Service.
The timeliness of this “reinvention” effort is further underscored by the
present work of the California Constitution Revision Commission, which
will be presenting its initial report to the Legislature In August 1995.

In Figure 1 (see next page), we suggest a set of guiding principles to
assist the Legislature in reviewing and crafting specific proposals directed
at a reinvention of the state civil service.

Begin Process to Revamp the State's Civil Service Sys-
tem

We believe the Legislature should begin a fundamental rethinking, or
“reinvention,” of the state civil service system. Specifically, we recom-
mend that the Legislature begin holding hearings to fully solicit the views
of state officials, employees and their representatives, and the public on
this vital and far-reaching subject. Through these hearings, the Legislature
can develop necessary legislation and foster necessary administrative
changes.

Based on our findings, we believe the Legislature should approach the
subject with its collective mind open to a wide range of alternative system
models, rather than limit itself to consideration only of incremental
changes at the “edges” of the current system. We hope the above princi-
ples will serve as a helpful guide for this process. In addition, we will
continue to look at ways to improve specific aspects of the state's civil
service system and, where indicated, to recommend specific statutory or
administrative changes.
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Principles for Reinventing California's Civil Service Sys-

tem

The Public Comes First
Every other principle underlying the design of a good civil service
system should tie back to this one.

Base Fully on The Merit Principle

This was the core foundation of the civil service established by the
State Constitution in 1934. The principle is as appropriate now as
it was then.

Guard Against Politicization and Patronage

Although societal and legal changes have diminished the threat of
a return to a "spoils" system in state service, it is not an obsolete
concern. Any system of state service must contain safeguards
against politicization and patronage.

Make Adaptable to Change

The system must have the ability to adapt to change, including
change in the state's demographics, the organization of work, and
the conceptions of work and career on the part of employees.

Promote Excellence in State Service and, Thereby, Efficient
and Effective Delivery of Services to The Public.

A good system should foster a culture of excellence. The state
should not be content with mediocrity in the public service.

Promote Full Use and Development of Employees' Talents
and Ideas

The civil service system must provide an attractive place for peo-
ple to work and to grow in talent and fulfillment. Employees must
feel that their contributions make a difference—that they are en-
gaged in valuable (and valued) public service.

Promote a Workforce Representative of The State's People.
We believe this is an important principle for any organization, but
particularly so for government in a representative democracy. We
also believe this principle can and should be implemented in har-
mony with the other principles enunciated above.




