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INTRODUCTION

The purpose of this document is to assist the Legislature in setting
its priorities and reflecting these priorities in the 2000-01 Budget Bill

and in other legislation. It seeks to accomplish this by (1) providing per-
spectives on the state’s fiscal condition and the budget proposed by the
Governor for 2000-01 and (2) identifying some of the major issues now
facing the Legislature. As such, this document is intended to comple-
ment the Analysis of the 2000-01 Budget Bill, which contains our review
of the 2000-01 Governor’s Budget.

The Analysis continues to report the results of our detailed examina-
tion of state programs and activities. In contrast, this document pre-
sents a broader fiscal overview and discusses significant fiscal and policy
issues which either cut across program or agency lines, or do not neces-
sarily fall under the jurisdiction of a single fiscal subcommittee of the
Legislature.

The 2000-01 Budget: Perspectives and Issues is divided into five parts:

• Part One, “State Fiscal Picture,” provides an overall perspective
on the fiscal situation currently facing the Legislature.

• Part Two, “Perspectives on the Economy and Demographics,” de-
scribes the current outlook for the economy and the
administration’s and our forecasts.

• Part Three, “Perspectives on State Revenues,” provides a review
of the revenue projections in the budget and our own assessment
of revenues through 2001-02.
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• Part Four, “Perspectives on State Expenditures,” provides an over-
view of the state spending plan for 2000-01 and evaluates the ma-
jor expenditure proposals in the budget.

• Part Five, “Major Issues Facing the Legislature,” provides analy-
ses of: (1) alternative ways the state could allocate property taxes
to improve local finance, (2) Internet-related tax policy in Califor-
nia, and (3) three current lawsuits, including their fiscal and policy
implications for the state.



I
STATE

FISCAL PICTURE





State Fiscal Picture

California’s budget outlook continues to improve dramatically,
boosted by robust economic growth and major increases in state rev-
enues. The new budget reflects a much-improved outlook since the
1999-00 budget was enacted last summer. However, further significant
gains in economic and revenue activity in December and January sug-
gest that revenues will exceed the new budget’s projections by a sub-
stantial margin—$4.2 billion in the current and budget years combined.
The improved picture provides the Governor and Legislature with the
best opportunity in over two decades to strategically address major pri-
orities in such areas as education, infrastructure, health care, local fiscal
reform, and tax relief.

In this part, we first briefly review the 2000-01 Governor’s Budget.
Next, we provide our own perspective on the budget outlook. Lastly, we
highlight some of the major considerations and issues that will face the
Legislature in the months to come as it evaluates the Governor’s propos-
als, and develops its own fiscal priorities for the budget year and be-
yond.

OVERVIEW OF THE GOVERNOR’S BUDGET

The Governor’s 2000-01 budget proposes total state spending of
$85.1 billion (excluding expenditures of federal funds and selected bond
funds). This represents an increase of 3.7 percent from the current year.
About 80 percent of this expenditure total is from the General Fund and
20 percent is from special funds.
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Figure 1 summarizes the budget’s projections for expenditures, rev-
enues, and the General Fund’s “bottom line” condition. It indicates the
following:

• Revenues. These are projected to total $65.2 billion in the current
year, an 11.2 percent increase from 1998-99. The budget further
assumes that revenues will grow at a more modest 4.7 percent in
2000-01, reaching $68.2 billion.

• Expenditures. These are projected to total $65.9 billion in the cur-
rent year, a 13.9 percent rise from 1998-99. For 2000-01, the bud-
get proposes total spending of $68.8 billion, a 4.5 percent increase.

• Budgetary Reserve. The year-end reserve for 2000-01 is estimated
to be $1.2 billion, not including various set-asides. This is about
1.8 percent of total General Fund revenues.

Figure 1

Governor's Budget General Fund Condition

1998-99 Through 2000-01
(Dollars in Millions)

1998-99 1999-00

2000-01

Amount
Percent
Change

Prior-year fund balance $2,920 $3,708 $3,012

Revenues and transfers 58,615 65,160 68,236 4.7%

Total resources available $61,535 $68,868 $71,249

Expenditures $57,827 $65,856 $68,819 4.5%

Ending fund balance $3,708 $3,012 $2,430

Encumbrances $592 $592 $592

Set-aside for legal contingencies — — 500

Set-aside for legislation — — 100

Reserve $3,116 $2,420 $1,238

Detail may not total due to rounding.

Figure 2 shows the distribution of General Fund spending by major
program area that is proposed in the budget for 2000-01. Nearly 54 per-
cent of total General Fund spending involves education, including roughly
41 percent for K-12 and 13 percent for higher education. About 28 per-
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cent is for programs relating to health and social services, 7 percent is for
corrections, and the remaining 12 percent covers general government and
other programs.

Figure 2

General Fund Spending by Major Program Area

2000-01

Higher Education

Health

CorrectionsOther
Programs

K-12 
Education

Social 
Services

MAIN FEATURES OF GOVERNOR’S PROPOSAL

The proposed budget is generally a fiscally prudent plan. On the whole,
it relies on realistic assumptions about caseloads and federal funds, contains
an increased reserve, sets aside significant funds for various contingencies,
and reflects a mix of one-time versus ongoing commitments. Figure 3 (see
next page) highlights the key programmatic elements of the proposal.

Budget’s Focus Is on Education
As was the case last year, the Governor’s budget proposal focuses on

education.

K-12 Education. A 6 percent increase is included for K-12 education
funding. Under the proposal, Proposition 98 per-pupil spending grows
by 4.4 percent, from $6,045 to $6,313. The budget uses both Proposition 98
and non-Proposition 98 funds to support various K-12 initiatives directed at
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Figure 3

Key General Fund Budget Proposals

K-12 Education . Includes $900 million for new initiatives targeting student��
achievement; teacher recruitment, retention, and training; and new tech-
nology. Almost two-thirds of the total counts toward Proposition 98 pur-
poses, and the remainder is from non-Proposition 98 funds.

Higher Education . Provides significant funding increases for a new part-��
nership agreement, acceleration of the opening of UC Merced, increases
in Cal Grant awards, and teacher preparation initiatives.

Long-Term Care Initiative . Contains $93 million in spending and��
$47 million in tax credits for initiatives to improve senior care.

CalWORKs . Prohibits counties from earning new incentive payments in��
the budget year resulting in savings of $496 million.

Tax Benefits . Contains $167 million in tax benefits in 2000-01 (including��
the long-term care credit). Proposes increases in net operating loss deduc-
tions, expansion of the research and development credit, and a one-time
tax credit for land donations.

One-Time Commitments . Contains about $2.9 billion in one-time commit-��
ments and set-asides, including $1.1 billion for litigation.

student achievement; teacher recruitment, retention, and training; and tech-
nology. Figure 4 shows how the $1.9 billion in new K-12 Proposition 98 funds
are allocated in 2000-01. The budget proposes Proposition 98 spending that
exceeds the estimated minimum funding guarantee by $257 million.

Higher Education. The budget includes substantial funding increases
for higher education. It proposes a 6.7 percent increase for the California
Community Colleges, including new funds for the Partnership for Excel-
lence program, and for initiatives aimed at improving access for low-
income students. It includes increases of 12.1 percent for UC and 8.7 per-
cent for CSU in 2000-01. The new funds support a 6 percent base increase
for both segments plus enrollment growth. They also support the various
teacher-training costs associated with the Governor’s K-12 education initia-
tives, and a variety of other costs related to research and new technologies.
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Figure 4

Proposed Use of
New K-12 Proposition 98 Funds

2000-01

COLAsa

Enrollment Growth

New and Expanded
Programs

Base
Adjustments

aCost-of-living adjustments.

Other Programs—Modest Changes
Outside of education, the new proposal is largely a workload bud-

get, which funds existing programs and makes adjustments for caseloads
and most cost-of-living (COLA) increases. It contains modest new spend-
ing initiatives and a tax credit relating to long-term care (the “Aging With
Dignity” initiative), but no major new ongoing commitments elsewhere.
Some significant programmatic features of the noneducation portion of
the budget include:

• CalWORKs. The budget provides funds for the statutory COLA
adjustment, as well as child care and employment services for
CalWORKs recipients. It assumes enactment of legislation pro-
hibiting counties from earning new performance incentive pay-
ments until the estimated prior obligation of incentive payments
owed to the counties (approximately $500 million) has been sat-
isfied. This policy change results in General Fund savings of
$496 million in 2000-01.

• Medi-Cal. The budget proposes funding for a reduction in the
state “takeout” from disproportionate share hospital (DSH) fund-
ing; a 5 percent increase in wages for nursing home workers
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(which is part of the Governor’s Aging With Dignity initiative);
and some modest proposed increases in Medi-Cal eligibility.

• Department of Corrections. The budget includes funding to cover
a modest 1.5 percent increase in the inmate population and a
2.6 percent increase in the parole population. It also includes aug-
mentations for substance abuse treatment program expansion,
and increased parole supervision for selected parolees.

• Local Governments. The budget includes some one-time funds
for local law enforcement grants, and proposes to make perma-
nent and provide new funds for the Citizen’s Option for Public Safety
program. However, the budget does not propose any fundamental
fiscal reforms or fiscal relief in the area of local government.

Budget Includes Large Amount of One-Time Commitments
The budget anticipates a $2.9 billion increase in prior-year and cur-

rent-year revenues compared to the amount of two-year revenues esti-
mated at the time the budget was enacted. It proposes to use these added
resources for one-time commitments and set-asides in a number of areas.
As shown in Figure 5, included among these are funds for the smog im-
pact fee rebate, set-asides for legal contingencies and one-time legislative
initiatives, grants for local law enforcement, rail projects, and a tax credit
for land donations. In reviewing the budget, the Legislature will need to
determine if these one-time expenditures are in line with its own priori-
ties.

Recent Developments Render Revenue Forecast Conservative
The budget’s economic and revenue forecast is considerably stron-

ger than the forecast underlying the 1999-00 budget. It assumes that the
state’s economy will expand at a healthy pace through 2000, and is gen-
erally consistent with other forecasts made in November 1999. However,
it has since been, in effect, superceded by the extraordinary economic
and revenue developments that occurred at the end of 1999, after the bud-
get forecast was completed. In particular, it does not incorporate the over
35 percent increase in year-end personal income tax estimated payments
which suggests that the trend in personal income tax revenues is well
above the budget forecast.

THE LAO’ S OUTLOOK FOR THE BUDGET

This section provides our own perspective on the General Fund out-
look for 1999-00 and 2000-01, based on the LAO’s economic and revenue
forecasts which are described in “Part Two” and “Part Three.” Our ex-
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Figure 5

Key One-Time Commitments
Proposed in Governor's Budget

(In Millions)

Purpose Amount

Smog impact fee rebate $562
Set-aside for legal contingencies 500
Direct appropriations for capital outlay 383
Increase in budgetary reserve 358
Rail projects 121
Tax credit for land donations 100
Set-aside for legislative initiatives 100
Grants for local law enforcement 100
Fire suppression costs 71
School bus replacement 50
Down-payment assistance for teachers 50
UC teaching hospitals 25
Other 466

Total $2,886

penditure forecasts reflect our estimates of the level of spending that would
occur if the Governor’s budget proposals were fully adopted. Our esti-
mates are intended to assist the Legislature in its review of the budget
proposal and in shaping its own budget priorities.

More Good News
Our General Fund outlook for 1999-00 through 2001-02 is shown in

Figure 6 (see next page), and our key outlook-related findings are high-
lighted in Figure 7 (see page 11). Our “bottom line” is that:

• The budget outlook has improved dramatically from what was as-
sumed in the Governor’s budget, due to $4.2 billion more in pro-
jected revenues.

• In addition, the fiscal outlook beyond the budget year is very fa-
vorable, with revenues projected to exceed the ongoing costs of
the Governor’s budget plan by $2.1 billion annually.

• This gives the Legislature a unique opportunity to both address major
priorities and strengthen the state’s underlying fiscal condition.
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Figure 6

The LAO's General Fund Condition
Assuming Governor's Policy Proposals

1998-99 Through 2000-01
(Dollars in Millions)

1998-99 1999-00 2000-01

Prior-year fund balance $2,920 $3,708 $5,011
Revenues and transfers 58,615 67,231 70,384

Total resources available $61,535 $70,939 $75,395

Expendituresa $57,827 $65,928 $68,860

Ending fund balance $3,708 $5,011 $6,535

Encumbrances $592 $592 $592

Set-aside for legal contingencies — — 500

Set-aside for legislation — — 100

Reserve $3,116 $4,419 $5,343
a

Assumes the LAO's estimates of caseload and costs.

The 1999-00 and 2000-01 Outlooks
Economy to Keep Humming. Reflecting positive year-end national

and state economic trends, we forecast that economic growth will remain
strong in 2000 and continue at moderate rates in 2001 and 2002. In 1999,
we estimate that California personal income increased by 7 percent—the
largest gain of the decade. Thereafter, we foresee personal income grow-
ing at 6.7 percent in 2000 and remaining near 6 percent in each of the
subsequent two years. Our estimates for 1999 and 2000 are above the
administration’s estimates of 6.6 percent and 6.5 percent growth, respectively.

Revenues—Upward Revision of $4.2 Billion. Reflecting positive de-
velopments regarding both economic growth and recent cash receipts,
we estimate that General Fund revenues will exceed the budget forecast
by $1.9 billion in both the current and budget years. Over 80 percent of
the cumulative two-year $4.2 billion increase is related to the personal
income tax, which in turn reflects our higher estimates of near-term basic
economic growth and capital gains. We specifically estimate that revenues
will be $67.2 billion in 1999-00 (a 14.7 percent increase from the prior year),
and $70.4 billion in 2000-01 (a 4.7 percent rise).
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Figure 7

Key LAO Findings Regarding the Budget Outlook

Budget Outlook Improves Dramatically

2000-01 to end with a reserve of $5.3 billion.��
• This is $4.1 billion more than budget estimate.

Improvement is due to revenues—up $4.2 billion over two years.��
• Gain is largely from income taxes.
• Total gain evenly divided between 1999-00 and 2000-01—$2.1 billion

each.

Most of these funds will be available for any purpose.��

Positive Fiscal Outlook Continues Beyond the Budget Year

Absent a serious economic or revenue slowdown, revenues will��
continue to exceed expenditures by about $2.1 billion annually.

Legislature Can Address Major Priorities

Reserve should be increased to at least $2 billion.��

Remaining funds should be used for a mix of one-time and��
ongoing purposes.

New ongoing commitments should be limited to��
$2.1 billion annually.

Proposition 98 Interaction. The higher revenues that we project will
not add to the amount included in the Governor’s budget for Proposi-
tion 98. Thus, these increased resources will be available for any purpose.

Expenditure Estimates. We estimate that expenditures under the
Governor’s budget proposal will total $65.9 billion in the current year
and $68.9 billion in 2000-01. These estimates are above the Governor’s
budget amounts, but only slightly—by $72 million in 1999-00 and $41 mil-
lion in 2000-01. The main factor responsible for these net increases in-
volves expenditures for state subventions to backfill local vehicle license
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fee (VLF) revenue losses associated with previously enacted rate reduc-
tions. We believe the state costs for this backfill will exceed the budget
estimate by $86 million in the current year and $82 million in the budget
year, for a two-year upward revision of $168 million.

The General Fund Condition. Taking into account both our signifi-
cantly higher revenues and slightly higher expenditures relative to the
budget forecast, we estimate that the current year will end with a reserve
of $4.4 billion. This is $2 billion more than the budget estimate. In the
budget year, the reserve increases further, to $5.3 billion. This is $4.1 bil-
lion more than the Governor’s $1.2 billion 2000-01 reserve estimate.

What About After the Budget Year?

We forecast that the state’s fiscal outlook beyond 2000-01 will remain
positive. Specifically, our longer-term projections suggest that revenues
will exceed expenditures by about $2.1 billion during the subsequent two
fiscal years. This implies that the state could provide an additional $2.1 bil-
lion in ongoing commitments without diminishing the reserve over time.
Of course, this scenario assumes that the California economy continues
to be healthy, and that capital gains do not experience a major fall off.

CONSIDERATIONS FOR THE LEGISLATURE

In light of the significant amount of new resources we project and the
overall positive budgetary environment facing the state, we believe there
are three key questions the Legislature should focus on during its forth-
coming budgetary deliberations:

• First, what is the appropriate size of the reserve?

• Second, what are the Legislature’s priorities for using the addi-
tional resources?

• Third, what is the appropriate mix to use in allocating these ad-
ditional resources between one-time versus ongoing commit-
ments?

Reserve Should Be Increased
We believe that some of the additional resources we have identified

should be used to increase the budgetary reserve—to at least $2 billion.
Such a reserve would protect the state against moderate revenue short-
falls resulting from, for example, a pronounced slowdown in the economy
or an unanticipated softening of capital gains. It also would soften the
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adverse fiscal impacts of a more severe economic and revenue down-
turn, and “buy time” for effectively dealing with it.

What Are the Other Priorities?
The strengthened fiscal outlook provides the Legislature with a unique

opportunity to strategically address a variety of issues and problems be-
yond the reserve. The key question for the Legislature in this regard is:
Which issues and problems are of the highest priority and greatest importance to
address at this time? We discuss some key areas below:

• Education. K-12 education is a high priority of both the Gover-
nor and Legislature. Added funds would help schools address
current problems such as recruiting and retaining quality teach-
ers. To the extent that the Legislature wishes to increase ongoing
funding for K-12 education, we believe that the emphasis should
be on general purpose funds, which would be available for locally
determined purposes.

• Infrastructure. Given the state’s documented infrastructure needs
in the areas of transportation, water, school facilities, and other
areas, we believe that both one-time and ongoing additional funds
should be committed for capital outlay purposes. The Legisla-
ture could, for example, use some of the state’s increased resources
to capitalize a state infrastructure fund whose balances would be
available to finance projects as they come “on line.”

• Health Care. The Legislature may wish to consider expanding
efforts begun last year that address the lack of health care cover-
age available to California’s lower-income uninsured families.
Problems also have been identified in the state’s mental health
and substance abuse treatment systems that the Legislature may
wish to address.

• Local Fiscal Reform. As we indicate in Part Five, the current sys-
tem of local finance lacks accountability. It also has the effect of
skewing land-use incentives in favor of retail development at the
expense of industrial and residential use. While there are a num-
ber of options available to improve the existing system, their
implementation will require both one-time and ongoing resources.

• Tax Relief. Under our revenue projections, all of the triggered
VLF rate reductions that were enacted in 1998 will automatically
occur as scheduled. However, given the state’s positive fiscal
outlook and depending on its own priorities, the Legislature may
wish to provide additional one-time or ongoing tax relief with
some of the added resources we have identified.
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Balancing One-Time Versus Ongoing Commitments
One of the key questions facing the Legislature is how much of the

additional resources we have identified should be committed for one-
time versus ongoing purposes. This is a critical issue because one-time
commitments only draw down the reserve once, whereas ongoing com-
mitments impose a cost year after year.

Ongoing Commitments Should Be Limited to $2.1 Billion. In under-
taking its budget-related decision making, we believe it is appropriate
for the Legislature to view the $2.1 billion in added resources we have
identified for the budget year as available for ongoing commitments. This
is because our projections indicate that revenues will be exceeding ex-
penditures by approximately this amount not only in the budget year,
but thereafter as well. Thus, ongoing commitments of this magnitude
will be able to be paid for each year without drawing down the reserve.

One-Time Commitments. The remainder of the additional resources
we have identified—also $2.1 billion—are associated with the current year,
and thus can be viewed as available for one-time purposes.

Matching Commitments With Priorities. Once its priorities are es-
tablished, the practical challenge facing the Legislature will be to fashion
a budget plan which not only meets these priorities, but also reflects an
appropriate mix of ongoing versus one-time commitments that will keep
the budget balanced. The Legislature has latitude in accomplishing this,
as many of the potential priority areas we identified above have both
one-time and ongoing elements.

CONCLUSION

The healthy budget outlook we see provides the Legislature with an
opportunity to both strengthen the state’s underlying financial condition,
and address high priorities in a variety of areas. In doing so, we believe
that the Legislature should take advantage of these “good times” to build
up the reserve to help protect against an eventual downturn in the
economy and revenues. Beyond this, the Legislature is in a position to
allocate a substantial amount of additional resources to high-priority ar-
eas, whether these involve education, infrastructure, local fiscal reform,
health care, tax relief, or other priorities.

In allocating these additional funds, however, it is important that an
appropriate balance be struck in terms of ongoing versus one-time com-
mitments. In particular, we believe that increased ongoing commitments
from the additional resources we have identified should not exceed
$2.1 billion, given our current outlook for the General Fund in the budget
year and thereafter.
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Perspectives on the
Economy and Demographics

E conomic and demographic developments have important effects on
California’s budget outlook. For example, the strength of California’s

economy is an important determinant of the level of revenues collected
from personal income taxes, sales and use taxes, and corporate income
taxes. Similarly, both economic and demographic variables affect state
government expenditure programs, including education, health and
social services, and youth and adult corrections.

In recent years, California’s economic expansion has provided suffi-
cient resources to enable the Governor and Legislature to simultaneously
balance the budget, increase budgetary reserves, reduce taxes, and raise
expenditures for education and a variety of other state programs. The
Governor’s budget for 2000-01 assumes that healthy economic growth will
continue, albeit at a more moderate pace than in the past several years.

In this part, we review recent economic developments in the nation
and state, discuss the Governor’s economic forecast, and present our own
perspective on California’s economic outlook. We also discuss current
demographic developments and highlight our population projections
through 2002.

1999 IN RETROSPECT

Another Strong Year for The Nation
Once again, the U.S. economy outpaced projections in 1999. Driven

by high levels of consumer confidence, strong income growth, and in-
creased wealth, real gross domestic product (GDP) expanded by around
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4 percent for the fourth year in a row. The increase was unprecedented
for an economy in its ninth year of expansion and operating at near full
employment.

Most Sectors Were Strong. As indicated in Figure 1, the majority of
the dollar increase in real GDP between 1998 and 1999 was attributable to
consumer expenditures. Real consumer spending grew by 5.2 percent,
led by particularly rapid increases in purchases of autos and other du-
rable goods. Business fixed investment was the second largest contribu-
tor to GDP growth last year, reflecting booming business expenditures
on computers and software, and continued increases in nonresidential
construction activity. The only “soft spot” in the economy was foreign
trade, where strong U.S. demand for imported goods caused the U.S.
merchandise trade deficit to increase sharply during the year.

Figure 1

Consumer Spending and Business Investment
Led 1999 GDP Growth

Change in Real GDP, 1998 to 1999
Billions of Dollars
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Yet Inflation Remained Tame. Inflation remained low nationally in
1999, despite some increases in energy and related commodity prices.
The U.S. Consumer Price Index (CPI) rose just 2.1 percent during the year,
while the U.S. GDP price deflator (which reflects the costs of all goods
and services produced in the economy) was up just 1.3 percent.
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Although inflation has continued to remain low, the Federal Reserve
(FED) has expressed concerns that persistently strong spending growth,
coupled with extremely tight labor markets, will eventually lead to price
increases. In an attempt to slow growth and ease inflationary pressures,
the FED raised interest rates three times last year, and additional increases
are expected in 2000. In response to these factors, long-term interest rates
rose during 1999—from 5.5 percent at the beginning of the year to over
6.5 percent by December—and have continued to edge up during early
2000.

Data Revisions Reveal Major Productivity Improvement
Late last year, the U.S. Bureau of Economic Analysis released major

historical revisions to the nation’s gross domestic product accounts. These
revisions indicate that the economy has been growing faster than previ-
ously thought, largely due to higher estimates of worker productivity
gains. For example, based on the new estimates, productivity gains since
1995 have averaged about 2.7 percent annually, compared to the previ-
ous estimate of about 2 percent.

The higher productivity estimate is very significant from an econom-
ics standpoint. Specifically, it provides evidence that the vast amounts of
business investment in computer and information technologies over the
past decade have indeed paid dividends, by raising the level of output-
per-worker in a variety of industries. The higher productivity figures have
caused many economists to reassess long-held assumptions about how
fast the U.S. economy can grow on a sustained basis. Prior estimates of
the economy’s long-term GDP “speed limit” were in the range of 2 per-
cent to 2.5 percent per year. In contrast, the recently experienced added
productivity growth, if sustained, implies a noninflationary growth po-
tential of more than 3 percent annually—a very significant upward reas-
sessment. As discussed below, this positive development is reflected in
our economic forecasts for the nation and California.

1999 Was Best Year of the Decade for California

California enjoyed the strongest year of the current expansion in 1999.
Although comprehensive GDP data are not available at the state level,
evidence of California’s strength is widespread (see Figure 2, next page).

It includes healthy employment growth, major increases in income
tax withholding receipts (which are a reflection of large wage gains), strong
gains in taxable sales, and record levels of home sales.
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Figure 2

Recent Evidence of California's Economic Strength

Factor Performance

Personal income tax
withholding receipts

Up by 17 percent during the fourth quarter of 1999
compared to the prior year, signifying major gains
in wages and stock-option income.

Employment Grew by 3.4 percent in 1999, reflecting widespread
gains. Unemployment was at the lowest level since
1970.

Taxable sales Up nearly 9 percent in 1999—by far the strongest
increase in the current expansion period.

New vehicle registrations Up nearly 10 percent, reflecting major increases in
sales of cars, sport utility vehicles, and light trucks.

Nonresidential construction Surged to an over-$20 billion annual rate in No-
vember, one of the highest levels on record.

Home sales and prices Home sales topped 675,000 units, an all-time re-
cord. Prices rose throughout the state.

Wealth Effect Boosted Sales and Income
As with the nation, California’s economy was boosted by the “wealth

effect” associated with the rising stock market. In addition to the general
increase in the market, large gains in equity values specific to California’s
high-tech firms further boosted the wealth of Californians by increasing
the values of stock options granted by high-tech firms to their employ-
ees. It appears that California’s taxpayers “cashed out” a portion of their
accumulated capital gains in 1999 to purchase autos, homes, and other
“big-ticket” items. This was likely a major factor behind the nearly 9 per-
cent increase in taxable sales that occurred last year.

Overall, we estimate that California personal income increased by
7 percent in 1999—the largest gain of the current economic expansion.
Wage and salary employment increased by about 3.4 percent, reflecting
particularly large gains in the services and construction industries. The
unemployment rate fell from 5.9 percent in December 1998 to 4.9 percent
in December 1999, the lowest level in three decades.

Exports Rebounded in Second Half of Year
A year ago, one of the few negative elements in California’s economic

picture involved exports to foreign countries. Asia’s economic problems
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were resulting in substantial declines in California’s exports to the re-
gion, and consequently were depressing sales and employment in
California’s high-tech manufacturing industries (which are major export-
ers to the area).

As 1999 unfolded, many Asian economies started to rebound, boost-
ing foreign demand for California goods. Reflecting these improved con-
ditions, California exports increased over 10 percent in the third quarter
of 1999 compared to a year earlier, as shipments soared to such countries
as South Korea, Taiwan, and China. Exports to Japan continued to fall,
reflecting near-stagnant economic growth in that country. However,
exports fell at a much-diminished rate compared to 1998.

The recovery in exports to Asia bodes well for California’s produc-
ers of computers and electronics, which are the leading exporters to that
region. Employment in these industries stabilized in the second half of
1999, and appears set to expand in 2000.

Problem Areas—Aerospace and Inflation
Two problem areas in an otherwise bright economic picture for Cali-

fornia during 1999 were a resumption of job losses in the state’s
aerospace industry, and a significant increase in inflation.

• Aerospace. After growing at modest rates in both 1997 and 1998,
employment in the aerospace industry fell about 15,000 jobs be-
tween December 1998 and December 1999. Most of the decline
was among aircraft producers, reflecting cutbacks in planned com-
mercial aircraft production in this state.

• Inflation. In contrast to the nation, inflation rose significantly in
California during 1999. Growth in the California CPI accelerated
from slightly over 2 percent in 1998 to just under 3 percent last
year. The increase was primarily due to soaring rental housing
costs in the San Francisco Bay Area, where the index for residen-
tial rent jumped by 7 percent. The spike in gasoline prices last
spring also boosted the CPI, particularly in the first half of the
year.

Despite these problems, 1999’s overall economic performance in Cali-
fornia was the best in well over a decade, and the state’s economy
entered 2000 with considerable upward momentum.

THE BUDGET’S ECONOMIC OUTLOOK IN BRIEF

The Governor’s budget forecast assumes that economic growth will
continue at a healthy, though moderating, pace through 2001. As shown
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in Figure 3, real U.S. GDP is forecast to slow significantly—from 3.9 per-
cent in 1999 to 3.1 percent in 2000 and 2.8 percent in 2001. The adminis-
tration forecasts that inflation will rise modestly in 2000 due to increases
in employee compensation costs and commodity prices, before easing in
2001 in response to slower national growth.

Figure 3

Summary of the Budget's Economic Outlook

1999

Forecast

2000 2001

United States Forecast
Percent change in:

Real GDP 3.9% 3.1% 2.8%
Personal income 5.2 5.3 5.0
Wage and salary jobs 2.2 1.8 1.6
Consumer Price Index 2.2 2.9 2.5

Unemployment rate (%) 4.2 4.0 4.0

Housing starts (000) 1,670 1,560 1,550

California Forecast
Percent change in:

Personal income 6.6% 6.5% 5.7%
Wage and salary jobs 3.3 2.9 2.5
Taxable sales 8.8 5.7 6.0
Consumer Price Index 3.0 3.5 3.3

Unemployment rate (%) 5.3 4.8 4.7

New housing permits (000) 140 154 167

As regards California, the budget forecast assumes that the state will
continue to outperform the nation during the next two years. Personal in-
come growth is forecast to slow only marginally—from 6.6 percent in 1999
to 6.5 percent in 2000—before further slowing to 5.7 percent in 2001. The
budget forecasts similarly healthy but moderating increases for employment,
led by computer-related services and the construction industry.

Finally, the budget anticipates that rising home ownership and rental
costs will continue to put upward pressure on inflation in California. It
forecasts that the California CPI will increase 3.5 percent in 2000 and by
3.2 percent in 2001.



Perspectives on the Economy and Demographics        23

THE LAO’ S ECONOMIC OUTLOOK

Reflecting continued positive developments in both the U.S. and Cali-
fornia economies, we estimate that 1999 ended on a stronger note than is
reflected by the administration, and similarly that economic growth will
continue at a significantly stronger pace through 2000. Our national and
state economic forecasts through 2002 are summarized in Figure 4.

Figure 4

Summary of the LAO's Economic Outlook

1999

Forecast

2000 2001 2002

United States Forecast
Percent change in:

Real GDP 4.0% 3.6% 3.1% 2.9%
Personal income 5.9 5.4 5.0 4.9
Wage and salary jobs 2.2 1.8 1.5 1.1
Consumer Price Index 2.1 2.5 2.6 2.5

Unemployment rate (%) 4.2 4.0 4.2 4.4

Housing starts (000) 1,668 1,575 1,520 1,500

California Forecast
Percent change in:

Personal income 7.0% 6.7% 5.8% 5.7%
Wage and salary jobs 3.4 3.0 2.5 2.2
Taxable sales 8.8 6.1 5.6 5.6
Consumer Price Index 2.9 3.1 2.9 2.9

Unemployment rate (%) 5.2 4.7 4.5 4.6

New housing permits (000) 139 154 164 170

National Forecast
Following its 4 percent increase in 1999, we forecast that U.S. real

GDP will increase at a more moderate 3.6 percent in 2000, 3.1 percent in
2001, and 2.9 percent in 2002. The recent increase experienced in interest
rates is expected to have some dampening effects on consumer and busi-
ness spending, but their growth will nevertheless continue at a healthy
pace. The same forces that boosted growth in 1999 will be present this
year, and likely in 2001 and 2002 as well. Consumer spending will con-
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tinue to grow, reflecting high levels of wealth, consumer confidence, and
incomes. Investment spending is also projected to be strong, reflecting
continued strong business spending on computers, information systems,
and software. Also contributing to growth during the next two-to-three
years is an improving outlook for exports, due to the strengthening of
economic conditions in Asia and other foreign markets.

Despite continued robust economic growth, however, we expect in-
flation to remain moderate. The U.S. CPI is forecast to rise 2.5 percent in
2000 and 2.6 percent in 2001, compared to 2.1 percent in 1999. A key
positive factor in the inflation outlook continues to be large anticipated
productivity gains, which enable businesses to increase wages without
raising the prices of their products and services.

California Forecast

We forecast that California is set for another year of strong growth in
2000, before its economy slows to a more moderate, but still healthy pace
in 2001 and 2002. As shown in Figure 5, we expect California’s economy
to outperform the nation by a significant margin over the next two years.

Key Strengths and Concerns Regarding California

Figure 6 indicates that there are both strengths and concerns inherent
in our upbeat forecast for California.

The Strengths
California’s current positive economic outlook reflects a variety of

both external factors (such as strong U.S. and worldwide demand) and
internal forces (such as high confidence levels, rapid growth in business
startups, and rising incomes). As shown in Figure 6, two particularly
important factors are (1) the large and growing presence of dynamic high-
tech industries in this state, and (2) the resulting increases in wealth and
income accruing to many of California’s households and businesses.

The High-Tech Sector. California has a large and growing presence of
computer, telecommunications, electronics, software, and Internet-related
firms, all of which are major beneficiaries of the continued strong na-
tional investment in new technologies. The state’s high-tech manufactur-
ing industries will receive an added boost from the recovery in foreign
demand for computers, electronics, and related goods. While the San Fran-
cisco Bay Area has been California’s high-tech center in the past, growth
is spreading to Los Angeles and other regions of the state.
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Figure 5

California to Continue Outpacing the Nation

Year-Over-Year Percent Growth in Personal Income
1995 Through 2002
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Figure 6

Key Strengths and Concerns
In California's Economic Outlook

Strengths

Positive outlook for high-tech industries, reflecting:��
• Continued strong national investment in high-tech goods.
• Strengthening foreign economies to which California exports.
• Expansion of new Internet-related technologies and applications.

High levels of wealth and consumer confidence��

Concerns

Possible major retrenchment or correction in the stock market��

Potential housing shortages��
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The Wealth and Income Effects. As indicated above, California is the
home of a large share of high-tech companies which have experienced
dramatic appreciation in stock values in recent years. Absent a substan-
tial drop in stock valuations, the tremendous amount of capital gains al-
ready “stored up” in stock options held by the employees, management,
and owners of these firms will likely have significant positive impacts on
wealth and confidence in California’s economy for a number of years to come.

Concerns—Stock Market Uncertainties and
Weak Home Construction

The past dramatic increases in stock market values, particularly in
the high-tech area, are both a reflection of past strong business activity
and, as indicated above, a positive force in the future economic outlook.
However, the added importance of the stock market also carries risk. For
example, if the market were to suffer a steep and sustained retrenchment,
significant slowdowns in consumer spending and perhaps reduced lev-
els of new business expansions, could be experienced.

A second source of concern and uncertainty, particularly for the longer
term, is whether home construction will “keep up” with new demands
brought about by economic growth and population increases. Home con-
struction in 1999 was 139,000 units, which is well below the 170,000 to
180,000 annual level that many analysts believe is necessary to accom-
modate demand. In many areas where economic growth has been stron-
gest—particularly Silicon Valley—there is limited land capacity for new
construction. Likewise, in many other areas of the state, new housing
development has become a contentious issue, due to concerns about the
environmental and societal impacts of additional growth. At some point,
shortfalls in new home construction could limit economic expansion in
California.

The California Outlook by Industry Sector

As indicated in Figure 7, over the three-year period 2000 through 2002,
California wage and salary jobs are projected to increase at an average
annual rate of nearly 2.6 percent. In numeric terms, over one-half of the
new jobs are expected to be in the state’s large and diverse service sector,
reflecting gains in business services, hotels, automotive repair, health ser-
vices, and entertainment. In percentage terms, the fastest-growing sector
will continue to be construction, where employment is expected to grow
by about 4.3 percent, reflecting continued gains in both residential and
nonresidential building activity in the state.
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Figure 7

Widespread Job Growth Anticipated

Average Annual Percent Change in California Jobs
2000 Through 2002
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More moderate job increases are forecast for a variety of other sectors
and industries, including trade, manufacturing, finance, insurance, real
estate, and government. In the context of the current outlook, these mod-
erate projected growth rates are not a sign of weakness, but rather reflect
tight labor market conditions, and the continued utilization of labor-sav-
ing technologies by businesses.

Computer Services Employment Growing Rapidly
As indicated above, the bulk of new jobs created over the next three

years is likely to be in the state’s large and diverse services sector. We expect
job gains throughout this sector. However, the single fastest growing indi-
vidual industry is likely to be business services, which now includes over
1.2 million employees (almost 8 percent of all California jobs) and has been
growing consistently in recent years by more than 8 percent annually.

In past years, business services primarily consisted of such low-wage
industries as temporary employment agencies, security services, and
building maintenance services. However, in the current expansion, a rap-
idly growing component has been computer-related services, which in-
cludes companies involved in the Internet and related software design,
as well as computer systems design.
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Jobs in computer-related business services have been increasing at a
dramatic pace. We estimate that growth over the past year has exceeded
15 percent, and that total jobs in these industries amount to more than
300,000. The computer services industry is now about twice the size of
the state’s aerospace industry. As indicated in Figure 8, wages in key sub-
sectors within the computer services industry averaged between $80,000
and $100,000 last year, well over twice the economy-wide average. We
expect that employment in computer-related services will continue to ex-
pand by more 10 percent annually in both 2000 and 2001, making it one
of the fastest growing employment categories in the state.

Nonresidential Construction to Lead Building Sector
Both residential and nonresidential construction activity were hit hard

by the early-1990s’ recession. The number of permits for residential units
fell by nearly two-thirds and the value of nonresidential permits declined
by over 50 percent between the late 1980s and early-to-mid-1990s. In the
second half the decade, however, the performance of the two sectors var-
ied significantly.

Residential Construction Has Lagged. On the one hand, the recovery
in the residential construction sector has been tepid by historical stan-
dards. Housing permits totaled 139,000 units last year, and we expect the
annual number to further increase to 170,000 by 2002. However, even if
our forecast is realized, home construction will still be well below the
over 220,000 average for the 1980s.

Nonresidential Construction Has Soared. In contrast, nonresidential
construction has seen booming performance in recent years, and is now
nearing the levels achieved in the mid-1980s (see Figure 9). Over the past
five years, for example, the annual value of new industrial buildings has

quadrupled while the annual value of commercial buildings has more
than doubled. This growth was concentrated in the San Francisco Bay
Area during the earlier stages of the recovery, but more recently has spread
to Southern California and the Central Valley as well. We expect that the
projected ongoing business expansion will result in even further gains in
nonresidential construction activity. As shown in Figure 9, we expect that
total valuations will surpass the 1980s’ peak by the end of our forecast
period.
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Figure 8

Wages in Computer-Related Services Are Booming

Average Wages in Selected Categories (1998-99)
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Figure 9

Nonresidential Construction 
Climbs Back to 1980s' Level

Value of Permits in Constant 1999 Dollars
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Comparisons of Recent Economic Forecasts

Figure 10 compares our forecasts for the nation and California to those
we made in November 1999 (see California’s Fiscal Outlook), as well as
those of the University of California, Los Angeles (December 1999), the
consensus forecast published in Blue Chip Economic Indicators (January
2000), Western Blue Chip Economic Forecast (February 2000), and the
Governor’s budget forecast. Our current forecast for California is gener-
ally more optimistic than each of the other projections shown, particu-
larly with regard to personal income.

Key factors behind our more optimistic outlook include (1) the up-
ward revisions to historical GDP and productivity estimates and (2) re-
cent data showing strong withholding, employment, and sales, which
suggest that California is entering 2000 with more momentum than pre-
viously thought.

As discussed in “Part Three,” the combination of our more optimistic
near-term economic outlook and recent strong revenue receipts is respon-
sible for our more optimistic revenue forecast compared to both our
November report and the Governor’s budget forecast.

CALIFORNIA ’S DEMOGRAPHIC OUTLOOK

California’s demographic trends both directly and indirectly affect
the state’s economy, revenue collections, and expenditure levels. For ex-
ample, they influence the size of the labor force, the demand for autos
and homes, the volume of taxable sales, and the amount of income taxes
paid. Similarly, the population and its age distribution affect school en-
rollments and public programs in many other areas, such as health care
and social services. Given this, the state’s demographic outlook is a key
element in assessing and projecting the state’s budgetary situation.

Population to Surpass 35 Million
Figure 11 (see page 32) summarizes the LAO’s updated demographic

forecast. We predict that California’s total population will rise from an
estimated 34.6 million in 2000, to 35.2 million in 2001 and 35.8 million in
2002. This translates into an annual growth rate of somewhat over 1.6 per-
cent—less than the boom years of the late 1980s but still well above the
nation’s 0.9 percent.

The number of new Californians being added each year—upwards
of 600,000—is well-above the size of such cities as Long Beach, Oakland,
and Fresno; and similar to a state like Vermont. About half of this yearly
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Figure 10

Recent Economic Forecast Comparisons a

(Percent Changes)

1999

Forecast

2000 2001

United States Real GDP:
LAO November 3.9% 2.8% 2.6%
UCLA December 3.8 3.2 2.8
DOF January 3.9 3.1 2.8
Blue Chip "Consensus"b January 3.9 3.6 3.0
LAO February 4.0 3.6 3.1

California Wage and Salary Jobs:
LAO November 3.5% 3.1% 2.5%
UCLA December 2.8 2.7 2.4
DOF January 3.3 2.9 2.5
Western Blue Chip "Consensus"c Febuary 2.9 2.7 2.4
LAO February 3.4 3.0 2.5

California Personal Income:
LAO November 6.7% 6.1% 5.5%
UCLA December 6.4 6.1 5.7
DOF January 6.6 6.5 5.7
Western Blue Chip "Consensus"c Febuary 6.7 6.2 5.8
LAO February 7.0 6.7 5.8

California Taxable Sales:
LAO November 8.1% 5.5% 5.2%
UCLA December 8.9 5.8 5.7
DOF January 8.8 5.7 6.0
Western Blue Chip "Consensus"c Febuary 7.0 5.9 5.4
LAO February 8.8 6.1 5.6

a
Acronyms used apply to Legislative Analyst's Office (LAO); University of California, Los Angeles
(UCLA); and Department of Finance (DOF).

b
Average forecast of about 50 national firms surveyed in January by Blue Chip Economic Indicators.

c
Average forecast of organizations surveyed in February by Western Blue Chip Economic Forecasts.

growth is attributable to net in-migration from other nations and states,
while the remainder is due to “natural” increase (that is, births minus
deaths). Regarding the net in-migration component, the foreign share is
by far the most significant—well over 200,000 annually.
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Figure 11

Summary of the LAO's
California Demographic Forecast

2000 Through 2002
(Populations in Thousands)

2000 2001 2002

Total population (July 1 basis) 34,629 35,198 35,765
Changes in population

Natural change (birth minus deaths) 281 280 282
Net in-migration (in-flows minus out-flows) 282 289 285

Total changes 563 569 567

Percent changes 1.65% 1.64% 1.61%

Growth By Age Group to Vary
The implications of demographic trends for the budget depend not

only on the total number of Californians, but also on their characteristics.
California is well-known for having one of the world’s most dynamic
and diverse populations in the world, including an increasingly rich eth-
nic mix; a large number of in-migrants; and a wide geographic disper-
sion encompassing both highly urban, suburban, and rural lifestyles. The
state’s current age and ethnic mix is shown in Figure 12.

Regarding ethnicity, we project a continuing trend toward increased
diversity, as the white share drifts down and that for Hispanics and a
variety of other ethnic groups drifts up. The age-related characteristics of
California’s population growth are especially important from a budget-
ary perspective, given their implications for such program areas as edu-
cation, health care, and social services. Figure 13 shows our forecasts for
both the percentage and numeric changes in different population age
groups. It indicates that by far the greatest growth is expected for the
45 to 64 age group (the so-called “baby boomers”). It also shows that the
under 5 age group is expected to decline over the period, presaging a
further slowdown in K-12 enrollment growth in coming years.
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Figure 12

The Age and Ethnic Mix of Californians

July 1, 2000
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Figure 13

California's Population Growth By Age Group
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Overall Budgetary Implications
California’s continued strong population growth—including its age,

ethnic, and migratory characteristics—can be expected to have many im-
plications for the state’s economy and public services in the budget year
and beyond. For instance:

• Economic growth will benefit from an expanded labor force and
growing consumer sector; however, additional strains will at the
same time be placed on the state’s physical and environmental
infrastructure.

• Growth in the young-adult population will place greater demands
on higher education, job training programs, and possibly the
criminal justice and correctional systems.

• The increasing ethnic diversity of the state’s population will mean
that many public institutions, especially schools, will have to serve
a population that speaks a multitude of languages, and that has a
wide range of cultural backgrounds.
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Perspectives on
State Revenues

As discussed in “Part One,” we are forecasting that General Fund
revenues will substantially exceed the Governor’s budget forecast—by
$4.2 billion for the current and budget years combined. This dramatic
upward adjustment is a continuation of what the state has been experi-
encing for several years now—revenue performance that has repeatedly
far surpassed initial expectations, which themselves have been positive
from the start.

This part is divided into two basic sections. First, we provide a per-
spective on the state’s recent revenue performance, including the roles
of the economic expansion, capital gains, and other factors. Having this
perspective is important for understanding our revenue forecast and the
logic behind the specific assumptions underlying it. We then discuss our
forecast itself, including how it compares to the budget forecast and the
outlook for specific individual taxes.

A PERSPECTIVE ON CALIFORNIA ’S EXTRAORDINARY

RECENT REVENUE PERFORMANCE

After lagging in the first half of the 1990s, General Fund revenues
have soared during the second half of the decade. Since 1994-95, total
annual receipts have climbed from $42 billion to over $67 billion this year.
This $25 billion increase has occurred despite significant tax relief en-
acted during the period. After adjusting for law changes, underlying rev-
enues have grown by more than 10 percent annually. While there have
been times when the state has experienced larger percentage increases in
past decades, these have generally been during high-inflation periods.
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In contrast, the later 1990s’ gains occurred in an environment where in-
flation was very low—only around 2 percent yearly. In addition, although
the state’s economic performance has been very good, revenue growth
has outdistanced even what this strong economic growth would suggest.

Main Source of Strength—Personal Income Taxes
Almost three-fourths of the overall growth in General Fund receipts

in this expansion has been from the personal income tax (PIT), which has
grown from $18.6 billion in 1994-95 to $36.3 billion in 1999-00. Figure 1
compares the percentage growth in PIT receipts (adjusted for law changes)
to that of the state’s other two main taxes (the sales and use tax [SUT] and
the bank and corporation tax [BCT]), as well as to statewide personal
income. It shows that PIT receipts have increased at an average annual
rate of about 15 percent per year, more than double the pace of statewide
personal income during this period.

Figure 1

The Relative Performance of
Different General Fund Revenue Sources

Average Annual Revenue Growtha

1994-95 Through 1999-00

a Excludes transfers and the effects of revenue-related legislation enacted in the 1990s.
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The figure also shows that growth in the state’s other major taxes has
been relatively moderate. Despite a large increase in taxable sales last
year, SUT receipts during the past five years have averaged 6.8 percent,
or only slightly more than personal income growth. Growth in the BCT
has been even more subdued—just 4 percent annually.
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Factors Behind Rapid PIT Growth
The rapid growth in PIT receipts can be attributed to two main fac-

tors—aggregate growth in employment and income, and a dramatic shift
in the state’s income distribution toward the “high” end.

Aggregate Growth in Employment and Income. California’s PIT re-
ceipts have always been “elastic” with respect to growth in “real” (or
inflation-adjusted) personal income. This is a reflection of California’s
progressive tax bracket structure, where increases in incomes beyond in-
flation are subject to higher marginal tax rates. We estimate that about
60 percent of the PIT growth in the current expansion (that is, about 9 per-
centage points of the 15 percent average annual increase in PIT liabilities)
can be explained by the “normal” relationship that links personal income
growth to PIT liabilities, given the tax-bracket structure and the way in
which taxpayers are distributed throughout it.

Dramatic Earnings Growth at Top End of Distribution. The remain-
ing 40 percent of the PIT increase during the past five years is due to the
unusually strong growth in incomes (including capital gains) reported
by taxpayers at the top end of the income distribution. Between 1994 and
1999, we estimate that adjusted gross income of the top one-fifth of tax-
payers increased roughly twice as fast as that of the bottom four-fifths of
returns. This rapid increase had a dramatic impact on tax liabilities, since
under California’s progressive tax rate structure, earnings at the high end
of the distribution are subject to higher tax rates than are earnings at the
lower end and middle of the distribution (see Figure 2, next page).

Why Are Incomes at the Top End Soaring?
Several factors appear to be responsible for this development. One is

the increasing returns to education and skill levels in the economy, which
is resulting in sharply higher wages for workers in a variety of manage-
ment, professional, and technical fields. In California, the rapid growth
in high-paying computer services industries (discussed in “Part Two” of
this volume) also is boosting wages at the high end of the distribution.

However, the main factor sending high incomes soaring in recent years
has been the extraordinary increase in the stock market, which has led to
major increases in capital gains and stock option-related income. Figure 3
(see next page) shows that capital gains realized on California tax re-
turns have quadrupled in the past five years, from under $20 billion in
1994 to nearly $80 billion last year. This increase has translated into about
$5.5 billion, or over 30 percent of the total increase in PIT receipts. And
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Figure 2

California's PIT Is Highly Progressive

Average Tax Rate for Joint Returns, By Income Level
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Figure 3

Stock Market-Related Capital Gains Have Soared
California Capital Gains and the S&P 500 Index
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even this is an understatement of the stock market’s role. This is because
the totals in Figure 3 do not include stock option income. Although com-
prehensive direct information on stock option income is not available,
indirect information from withholding receipts and certain industry data
suggest that stock option income has also risen sharply, perhaps contrib-
uting an additional $2 billion in new revenues during the past five years.

Overall, we estimate that capital gains now account for as much as
20 percent of total PIT receipts, and that stock options income accounts
for an additional 5 percent to 10 percent.

What Do We Know About the
Characteristics of These Capital Gains?

Given the role that capital gains and stock option income have been
playing in the state’s revenue picture, it is important to consider what we
do and do not know about them. This is especially so since the assump-
tions we make about capital gains in 2000 and beyond are critical to our
revenue forecast.

Capital Gains Are Primarily Related to Stocks. In 1997 (the most
recent year for which detailed capital gains information is available), over
75 percent of California’s net capital gains realizations were related to
stocks, with the balance related to sales of real estate and other tangible
assets. The large share due to stocks partly reflects the tremendous ap-
preciation in stock market valuations in recent years. It also reflects the
fact that most capital gains associated with sales of personal residences
are excluded from taxation, due to the $500,000 exclusion provided un-
der both the federal and state PIT for such sales.

Gains Reflect a Mix of Short-Term and Long-Term Investments. In
1997, net capital gains realizations related to stocks were associated with
a mix of both short-term and long-term investing activity. Data on capital
gains by holding period indicate that a majority of transactions in 1997—
about two-thirds of the total—were related to stocks held for less than
one year. However, these transactions accounted for less than 20 percent
of the dollar amount of net capital gains realizations. In contrast, stocks
held for more than one year accounted for only one-third of the transac-
tions, but 80 percent of the dollar gains realized during the year. This is
because sales of long-term holdings generally produce much larger gains,
given the greater time over which the gains have built up.

Only Small Portion of Gains Are Realized Each Year. There is no
direct information on the amount of unrealized capital gains held by
households in California. However, national Federal Reserve Bank data
on U.S. households’ assets and liabilities suggests that total capital gains
realized on federal tax returns in 1997 accounted for less than 15 percent
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of the annual appreciation of assets owned by households. Even after
accounting for holdings attributable to pension funds, 401 (k) plans, In-
dividual Retirement Accounts, and other tax-deferred investments, the
portion of potentially taxable gains which were actually realized appears
to be less than one-third. This implies that there is a very large amount of
unrealized capital gains that have been “stored up” by households over
time.

Substantial Gains Also Are Embedded in Unexercised Stock Options.
A comparatively larger share of the stock options annually granted by
companies to their employees is exercised each year. Nevertheless, our
review of 10-K reports filed by companies with the Securities and Ex-
change Commission indicates that there is still a large amount of stock
options that have yet to be exercised. This is especially the case for many
of California’s high-tech firms, where the average “exercise” price on
outstanding options is often merely a fraction of the stock’s current mar-
ket price.

Implications for the Revenue Outlook—
Greater Unpredictability

The state has benefitted enormously in recent years from the boom in
the stock market and its associated positive effect on both capital gains
realizations and stock option income. These factors have directly raised
PIT liabilities, and have indirectly boosted sales and other taxes through
their impacts on wealth and confidence in the state’s economy.

It is also the case, however, that the rise in stock market values has
made the state’s revenue stream much less predictable from year to year
than in the past. This is because capital gains are inherently far more vola-
tile than, for example, wages or taxable sales. Although capital gains ac-
count for only 20 percent of PIT receipts and about 10 percent of total
General Fund revenues, their greater volatility can produce as large, if
not larger, a revenue drop-off than other taxes typically experience dur-
ing times of economic slowdown or recession. For example, capital gains
historically have fallen by as much as 50 percent in one year, which would
translate into a potential reduction of as much as 10 percent in PIT rev-
enues and 5 percent in total revenues. A decline of this magnitude would
amount to about $3.5 billion. By comparison, it would take an over 15 per-
cent decrease in SUT receipts to produce the same dollar impact—a far
larger drop-off than occurred in the severe recession of the early 1990s.

Conclusion
Most of the strong growth in General Fund revenues during the past

five years is a reflection of the state’s healthy economic expansion, and in
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particular, the rapid growth in its high-wage, high-value-added computer
and software industries. The state has also benefitted enormously from
the unprecedented increase in the stock market, which has led to a four-
fold increase in capital gains and similar increases in stock option income.
While the substantial amount of stored-up gains is clearly a positive fac-
tor in the state’s fiscal outlook, it is also true that their increased impor-
tance makes California’s revenue structure more volatile and less pre-
dictable than in the past. In addition, it means that the assumptions one
makes regarding capital gains realizations are more important than ever
in constructing a reliable forecast for General Fund revenues.

With this in mind, we now present our revenue forecast and compare
it to the Governor’s.

THE BUDGET’S FORECAST FOR STATE REVENUES

The Governor’s budget projects California state government will re-
ceive an estimated $84 billion in total own-source revenues in 2000-01, a
4.7 percent increase from the current year. These revenues are deposited
into either the General Fund or a variety of special funds.

Figure 4 (see next page) shows that about four-fifths of total state rev-
enues goes into the General Fund and the remaining one-fifth is received
by special funds. General Fund revenues are allocated each year through
the budget process and support a variety of state programs, including
K-12 and higher education, health and social services, and criminal jus-
tice. In contrast, revenues received by special funds are primarily ear-
marked for specific purposes, such as transportation, local governments,
or targeted health programs. Some revenues, such as sales and tobacco
taxes, are allocated among both the General Fund and special funds.

Figure 5 (see next page) summarizes the budget’s General Fund rev-
enue forecast for 1999-00 and 2000-01. It shows that revenues and trans-
fers are projected to total $65.2 billion in the current year, an 11.2 percent
increase from 1998-99. In 2000-01, revenues and transfers are forecast to
increase by 4.7 percent compared to 1999-00, reaching $68.2 billion.

Compared to the revenue forecast in effect at the time the 1999-00
budget was enacted last summer, the new budget forecast for 1998-99
and 1999-00 combined is up by $2.9 billion.

1999-00 Forecast
The administration’s forecast for the current year reflects the positive

economic outlook and strong revenue trends evident during the early
months of 1999-00. The 11.2 percent increase reflects healthy gains from
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Figure 4

State Revenues in 2000-01

(In Billions)
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b Includes transfers and loans.

a Includes $2.1 billion to Local Revenue Fund and $0.2 billion for transportation-related
purposes. Excludes $2.1 billion allocated to Local Public Safety Fund, which is not included 
in the Governor's budget totals.

Figure 5

Summary of the Budget's
General Fund Revenue Forecast

1998-99 Through 2000-01
(Dollars in Millions)

Revenue Source
Actual

1998-99

1999-00 2000-01

Amount
Percent
Change Amount

Percent
Change

Personal Income Tax $30,891 $34,461 11.6% $36,319 5.4%
Sales and Use Tax 18,957 20,236 6.7 21,396 5.7
Bank and Corporation Tax 5,724 6,092 6.4 6,236 2.4
Insurance Tax 1,254 1,277 1.8 1,304 2.1
Other taxes 1,373 1,381 0.6 1,423 3.0
Other revenuesa 736 1,372 86.4 1,573 14.7
Transfers -319 341 — -14 —

Totals $58,615 $65,160 11.2% $68,237 4.7%
a

Includes tobacco settlement receipts of $517 million in 1999-00 and $388 million in 2000-01, plus
$191 million from one-time asset sales in 2000-01. In addition, reflects reclassification of child support
reimbursements ($96 million in 1999-00 and $282 million in 2000-01) as revenues.
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each of the major tax sources—particularly the PIT. It also reflects $517 mil-
lion in added revenues from the tobacco settlement and a net increase in
transfers from special funds to the General Fund. Absent these special
factors, the underlying General Fund revenue growth rate in the current
year would be about 9 percent.

2000-01 Forecast
The budget forecasts that revenues will increase to $68.2 billion in

2000-01, reflecting a comparatively modest growth rate of 4.7 percent.
This modest increase is partly due to special factors and anomalies—in-
cluding a decline in receipts of tobacco settlement funds to $388 million,
a decline in net transfers, and the impacts of recently enacted and pro-
posed legislation. After taking these factors into account, the underlying
budget-year General Fund growth rate is slightly stronger, 5.1 percent.

The budget’s prediction of a slowdown in underlying revenue growth
compared to the current year reflects more moderate increases for all of
the major tax sources—especially PIT. This source is projected to grow by
under 6 percent next year, or about one-half the current-year’s pace. The
PIT slowdown primarily is due to the administration’s assumption about
capital gains. Specifically, the administration assumes that capital gains
increased by 22 percent in 1999, but will fall by 5 percent in 2000.

Tax Relief Measures
The revenue forecasts by both the administration and our office (see

below) incorporate the impacts of recently enacted and proposed tax re-
lief legislation.

1999 Enacted Tax Legislation. Last year, the main tax relief legisla-
tion that was enacted involved:

• A one-year 10 percent reduction in the vehicle license fee (VLF)
beginning in January 2000. The fiscal effect of this measure is re-
flected as a reduction in special fund VLF revenues, and an off-
setting increase in General Fund expenditures (which serve to
backfill local revenue losses).

• An increase in the percentage of health insurance premiums that
may be deducted by self-employed individuals, up to the federal
amounts. This raises the deductible percentage from 40 percent
in 1999 up to 100 percent by 2003.

• The elimination of the $800 minimum corporate franchise tax for
small corporations (those with less than $1 million of gross re-
ceipts) during their first two years of operation.
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• An increase in the credit for certain research and development
expenses, from 11 percent to 12 percent.

• The elimination of the sunset provision for the partial income tax
exclusion for capital gains on small business stock held for more
than five years.

2000 Proposed Tax Changes. The Governor is proposing about
$167 million in new tax benefits in the budget year. As indicated in Fig-
ure 6, the main provisions are (1) a one-time credit for land donations for
conservation purposes; (2) a $500 PIT credit for taxpayers who care for
elderly or disabled persons in their homes; (3) a state sales tax exemption
for qualified investment in rural areas; and (4) a phased-in increase in the net
operating loss (NOL) carryover deduction, from 50 percent to 60 percent.

Figure 6

The Governor's 2000-01 Tax Proposals

(Revenue Effect in Millions)

Provision 2000-01
Initial

Five Years

Long-term care tax credit $47 $234

Net operating loss carryover deduction 1 137

Tax credit for land donations 100 100

Exclusion for employer-paid graduate school expenses 10 50

Increased alternative research and development tax credit 4 42

Rural investment tax exemption 5 25

Low-income housing tax credit — 22

Biomass tax credit — 20

Aerospace employment tax credit Minor Minor

Total reductions $167 $610

THE LAO’ S GENERAL FUND REVENUE OUTLOOK

Year-End Developments Necessitate Large Upward Revenue Revision.
Economic and revenue developments since the budget was published have
been extremely positive. Both the national and state economies ended 1999
on a very strong note, and key revenue receipts have been much more robust
than anticipated in the budget. The latter fact is particularly significant be-
cause year-end receipts constitute the “spring board” from which the rev-
enue estimates for the remainder of 1999-00 and 2000-01 take off.
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Of particular significance is the remarkable increase in year-end PIT
estimated payments. These payments were up by 35 percent compared
to last year (see Figure 7). This is a much larger increase than the 17 per-
cent increase anticipated in the budget, and is one of the largest year-to-
year increases in recent history. These payments are significant since they
are attributable to high-income taxpayers with large amounts of capital
gains and other forms of volatile nonwage income. In the past, these year-
end payments have been a reliable bellwether of the strength in final pay-
ments remitted in the following April. If past trends hold, we would ex-
pect final payments in April 2000 to once again exceed the budget fore-
cast, by a potentially substantial margin.

Figure 7

Booming Year-End Income Tax
Receipts Indicate Another Strong Year

December and January Estimated Tax Payments
(In Billions)
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As discussed below, the positive year-end cash receipts and economic
developments imply that revenues in both the current and budget years
will exceed the administration’s forecast by a large margin.

Revenues Up $4.2 Billion Over the Budget
Figure 8 (see next page) presents our General Fund revenue outlook for

1999-00 and 2000-01. In addition, to help the Legislature in its fiscal plan-
ning, we also provide our fiscal projections for an additional year—2001-02.
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Our projections are based on our economic forecast presented in “Part Two,”
reflect the Governor’s proposed tax reductions, and take into account rev-
enue developments through January 2000. For the current and budget years
combined, our revenues are up from the budget forecast by $4.2 billion.

Figure 8

Summary of the LAO's
General Fund Revenue Forecast

1999-00 Through 2001-02
(Dollars in Millions)

Revenue Source

1999-00 2000-01 2001-02

Amount
Percent
Change Amount

Percent
Change Amount

Percent
Change

Personal income tax $36,300 17.5% $38,350 5.6% $40,670 6.0%
Sales and use tax 20,340 7.3 21,480 5.6 22,680 5.6
Bank and

corporation tax 6,120 6.9 6,280 2.6 6,530 4.0
Insurance tax 1,280 2.1 1,310 2.3 1,369 4.5
Other taxes 1,472 15.7 1,417 -3.7 1,477 4.2
Other revenues 1,378 -0.4 1,561 13.3 1,462 -6.3
Transfers 341 -6.8 -14 — 100 —

Totals $67,231 14.7% $70,384 4.7% $74,288 5.5%

1999-00 Revenues. We forecast that General Fund revenues will total
$67.2 billion in the current year, an increase of $8.6 billion (14.7 percent)
from 1998-99. This estimate is $2.1 billion above the budget forecast, mostly
reflecting our higher estimate for PIT receipts. As shown in Figure 8, the
main source of growth in the current year involves income taxes. The
SUT and BCT are expected to grow at more moderate, but still healthy,
rates.

2000-01 Revenues. We forecast that revenues will total $70.4 billion
in 2000-01, an increase of $3.2 billion (4.7 percent) from the current year.
This estimate also is up $2.1 billion from the budget forecast, primarily
reflecting the ongoing effects of the current higher underlying trend in
economic and revenue activity.

2001-02 Revenues. We forecast that revenues will total $74.3 billion
in 2001-02, an increase of $3.9 billion (5.5 percent) from 2000-01. This pro-
jected growth rate is consistent with the moderate expansion in economic
activity we are projecting for California through 2002.
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THE LAO’ S FORECAST FOR MAJOR REVENUE SOURCES

The state’s three major taxes—the PIT, SUT, and BCT—account for
over 93 percent of General Fund revenues in 1999-00. Thus, the perfor-
mance of these taxes dominates the overall revenue outlook. In the fol-
lowing sections, we discuss in more detail recent developments and the
outlook for each tax.

Personal Income Tax

Background
The PIT is now the state’s largest single revenue source, surpassing

collections from the combined state and local SUT this year. With regard
to General Fund revenues, it is easily the largest individual source, ac-
counting for 54 percent of total receipts in the current year. In general, the
PIT is patterned after federal law with respect to reportable types of in-
come, deductions, exemptions, exclusions, and credits. Taxable income is
subject to marginal rates ranging from 1 percent to 9.3 percent, with the
top rate applying to incomes in excess of $70,000 for joint returns and
$35,000 for single filers in 2000.

Sources of PIT Liabilities As shown in Figure 9 (see next page), as of
1997 (the most recent year for which detailed data are available) almost
60 percent of total state PIT liabilities were attributable to wages and sala-
ries. Capital gains and business income accounted for slightly less than
15 percent each, with interest, dividends, and other sources accounting
for the remaining 10 percent. The continued dramatic growth in capital
gains has likely boosted its share to nearly 20 percent as of 1999.

Liabilities Continue to Soar
PIT liabilities have been growing at an extraordinary pace in recent

years. As shown in Figure 10 (see next page), liability growth has aver-
aged 15 percent during the 1996 through 1998 period, and based on cash
receipts, appears to have increased by approximately 20 percent in 1999.
These increases are more than double the growth in the statewide
economy, as measured by personal income growth.

Part of the PIT liability growth is due to the normal interaction of
economic growth and California’s progressive PIT tax-bracket structure.
However, as noted in the first section of this part, liabilities also are being
boosted by extremely rapid growth in the earnings of taxpayers concen-
trated in the upper end of the income distribution. These rapid high-end
increases, which are subject to the state’s top marginal PIT rate of 9.3 per-
cent, primarily stem from dramatic growth in capital gains, stock options,
and other sources of volatile income which are becoming an increasingly
important part of California’s economy.
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Figure 9

Personal Income Tax Liabilities
By Income Source
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Moderate Outlook for PIT Liabilities
Our PIT forecast assumes that after another very strong year in 1999,

tax liabilities will grow at more moderate rates in the subsequent three
years. Specifically, we estimate that liabilities will grow by 6.6 percent in
2000, 6.1 percent in 2001, and 6.4 percent in 2002.

Most of the individual PIT income components are expected to grow
at a healthy clip in 2000, before moderating some in 2001 and 2002. With
regard to capital gains, we assume that after jumping by over 30 percent
in 1999, realizations will stabilize at their all-time high level of $80 billion
in both 2000 and 2001, before growing 5 percent in 2002. Underlying this
forecast is the assumption that the stock market will remain relatively
flat during the next two years.

The PIT Revenue Forecast
Based primarily on our forecast for PIT liabilities, we estimate that

PIT revenues will be $36.3 billion in 1999-00, up $5.5 billion (17.5 percent)
from the prior year. We forecast that PIT collections will increase to
$38.4 billion in 2000-01 (a 5.6 percent increase), and to $40.7 billion in
2001-02 (a 6 percent rise). Our estimates for the current and budget years
are up from the administration’s forecast by $1.8 billion and $2 billion,

What Might Happen If the Stock Market Significantly Declined?
Given the increased importance of capital gains and stock options,

as well as ongoing concerns about current stock market values, a natu-
ral question to ask is: What would be the potential revenue effects of a major
stock market sell-off?

If the market were to suffer a deep and sustained decline, capital
gains would clearly fall over the longer term. However, in the near term,
the impact of a market retrenchment is much more difficult to predict.
On the one hand, the capital gains income of short-term investors would
fall, and capital losses (which can be used to offset gains for tax pur-
poses) would rise. However, given the huge amount of “stored up”
gains currently held by households, there also could be substantial in-
creases in realizations stemming from the behavior of long-term inves-
tors. This would occur if a market decline induced them to sell stocks in
order to “lock in” their remaining gains, or to shift their assets to other
investments. There could also be a near-term surge in stock option in-
come if declining markets prompted employees to cash in their options
earlier than otherwise.
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respectively, reflecting the recent strength of cash receipts and our more
optimistic assessment regarding the near-term outlook for the economy.

Sales and Use Tax

Background
The SUT is the General Fund’s second largest revenue source, ac-

counting for about 30 percent of total collections in 1999-00. The term
sales and use tax actually refers to two separate levies:

• Sales Tax. The main levy—the sales tax—is imposed on the sale
of tangible personal property in California. It applies to retail
spending by consumers, purchases of motor vehicle fuel, build-
ing materials that go into the construction of residential and non-
residential structures, and business investment in physical plant
and equipment (such as computers and other machinery). Ser-
vices are generally exempt from the sales tax, as are goods pur-
chased for resale. The law also provides for certain exemptions
from the sales tax, the largest of which is for food.

• Use Tax. The use tax is imposed on products purchased from out-of-
state sources by California residents for use in the state. This in-
cludes purchases from out-of-state mail order and Internet firms.
However, the state is prohibited by the federal government from
requiring out-of-state firms to collect the use tax for California.Aside
from use taxes imposed on vehicles, which are collected when out-
of-state vehicles are registered in California, only a small amount of
use taxes is collected from individuals each year.

SUT Tax Rates in California Vary
As indicated in Figure 11, the SUT rates paid in California are actu-

ally the combination of several individual tax rates levied by the state
and individual local governments. These rates can be divided into three
general categories:

• State Tax Rates. These include a 5 percent General Fund rate, plus
two one-half cent special funds rates. These latter rates consist of:
(1) a 0.5 percent tax to the Local Revenue Fund, which was enacted
in 1991 to support increased local responsibilities for certain health
care costs associated with state-local realignment of program respon-
sibilities; and (2) a 0.5 percent tax to the Local Public Safety Fund—
created by voter approval of Proposition 172 in 1993—which pro-
vides funds for local criminal justice administration.
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Figure 11

Sales and Use Tax Rates in California

Current Rate

State
General Fund 5.00%
1991 program realignment

(Local Revenue Fund) 0.50
Local Public Safety Funda 0.50

Total (6.00%)
Local
Uniform local taxesb 1.25%
Optional local taxes 1.50c

Total (2.75%)

Statewide Maximum Rate 8.75%

a
These revenues are not shown in the Governor's budget totals.

b
Levied in all counties.

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

• Uniform Local Tax Rate. A 1.25 percent uniform local sales tax
rate is levied in all counties (this is the so-called Bradley-Burns
rate). Of this total, 1 percent is allocated to cities and counties for
general purposes, and the remaining 0.25 percent is deposited
into county transportation funds.

• Optional Local “Add-On” Tax Rates. Local governments are
authorized to levy additional local SUT rates for a variety of pur-
poses. These taxes, which require local voter approval, are nor-
mally levied on a countywide basis, primarily for transportation
purposes. These taxes generally are imposed in quarter-cent or
half-cent increments, and cannot exceed 1.5 percent (except in San
Francisco and San Mateo Counties, which are authorized to levy
up to 1.75 percent and 2 percent in optional taxes, respectively).

Combined State and Local Tax Rates Differ. As shown in Figure 12
(see next page), the combined SUT rate varies significantly across Cali-
fornia. Rates range from 7.25 percent in the 34 counties that impose no
optional sales taxes, up to 8.5 percent in San Francisco County. No county
currently imposes the maximum allowable rate.
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Figure 12

Sales Tax Rates Vary by County

a
 Includes Stanislaus, Nevada, and Solano (7.38 percent); and Sonoma (7.50 percent).

b
 Includes Fresno (7.88 percent).       

c
 Includes Santa Cruz (8.00 percent); Alameda, Contra Costa, Los Angeles, 
San Mateo, and Santa Clara (8.25 percent); and San Francisco (8.50 percent).

As of January 1, 2000

7.25%
a

7.75%
b

8.00% or morec

Taxable Sales Jumped in 1999
After growing at a moderate pace during the first several years of

this expansion, we estimate that taxable sales jumped by nearly 9 percent
during 1999 (see Figure 13). While higher fuel prices last spring played a
limited role in the sales increases last year, the main factor appears to
have been strong income increases and the wealth effect associated with
the appreciation in the stock market. These factors provided consumers
with both the resources and confidence to make major spending commit-
ments during the year.

Taxable Sales Outlook—Healthy Though Moderating Growth
We forecast that 2000 taxable sales growth will slow from 1999’s ro-

bust pace, but still remain quite healthy at 6.1 percent. This projected slow-
down reflects our assumption that growth in consumer spending on cars
and other durable goods peaked in 1999, and will be a bit more moderate
during the next three years. Continued growth in California statewide
employment and income, stock market-driven wealth increases, and high
levels of consumer and business confidence are likely to remain positive
forces in the outlook.
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Figure 13

Taxable Sales to Moderate After Strong 1999
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The SUT Revenue Forecast
Based on our forecasts for taxable sales, we estimate that SUT rev-

enues will total $20.3 billion in 1999-00 (a 7.3 percent gain from last year),
and increase to $21.5 billion in 2000-01 (a 5.6 percent rise) and $22.7 bil-
lion in 2001-02 (also a gain of 5.6 percent).

Bank and Corporation Taxes

Background
The BCT is the General Fund’s third largest revenue source, account-

ing for about 9 percent of the total in 1999-00. Banks and corporations are
subject to a general tax rate of 8.84 percent on their California taxable
profits. However, special treatment applies in a couple of cases:

• Subchapter S Corporations. Since 1987, California has permitted
certain corporations to elect Subchapter “S” status, as also is per-
mitted at the federal level. Companies eligible to make this elec-
tion are subject to a reduced 1.5 percent corporate tax rate on their
profits; however, their earnings (and losses) are “passed through”
to their shareholders where they are subject to California’s PIT.



56 Part III: Perspectives on State Revenues

To qualify, corporations cannot have more than 75 shareholders,
although there are no limits on how large the companies may be
or the magnitude of profits they report.

• Financial Corporations. Banks and other financial corporations
pay an additional 2 percent tax, which is in lieu of all other state
and local levies except taxes on real property, motor vehicle-re-
lated levies, and business licenses.

Other key elements of California’s BCT law include partial deduc-
tions for NOLs, a minimum tax, rules for apportioning the income of
multistate and multinational companies to California, and an Alternative
Minimum Tax (AMT) similar to that imposed at the federal level. In addi-
tion, a variety of tax credits are allowed, including a manufacturers’ in-
vestment credit and a credit for research and development expenses.

How Profits Are Distributed by Industry. Figure 14 shows the dis-
tribution of California corporate profits by industry in 1998 (the most recent
information available). It shows that the manufacturing sector accounted for
about one-third of the total $84 billion in profits reported for that year. The
services, trade, and finance sectors each account for between 15 percent and
20 percent of the total, with utilities, transportation, telecommunications, and
construction accounting for most of the remainder.

Figure 14

Share of California Corporate Profits by Industry
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Growth in the BCT Has Been Weak
Receipts from the BCT have increased at a very restrained pace dur-

ing the 1990s. We currently estimate that collections in 1999-00 will total
$6.1 billion, which is just 26 percent above the level of BCT receipts at the
beginning of the current economic expansion in 1993-94. As indicated in
Figure 15, the increase in the current expansion is quite subdued when
compared to the growth experienced in BCT receipts during the economic
expansions of the 1970s and 1980s.

Figure 15
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What Is the Explanation?
The recent restrained growth in BCT revenues, which also has been

experienced in other states and at the federal level, appears due to the
effects of several factors.

Sluggish Growth in Profits. About half of the difference between cur-
rent and past BCT growth rates is due to weak growth in California taxable
corporate profits. These profits have grown only about two-thirds as rapidly
as they did in the 1970s’ and 1980s’ expansions. This slow growth, which
also has been observed nationally, has been puzzling to economists and tax
analysts in light of the strong performance of the economy. However, one
partial explanation involves the restructurings and consolidations that have
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taken place among some of California’s largest and historically most profit-
able firms. Such actions, even if expected to be profitable in the long term,
can involve significant short-term costs and increase the use of previously
accumulated NOLs. During the decade, these factors have depressed reported
earnings in such industries as aerospace, utilities, telecommunications, and
banking, which have historically accounted for significant shares of overall
corporate earnings. It has also been suggested by some that increased atten-
tion to state tax planning and more aggressive use of corporate tax shelters
has contributed to sluggish profit growth.

Tax Relief Enacted in the 1990s. During the 1990s, the state has en-
acted significant BCT relief. Key provisions include the investment tax
credit, a 5 percent rate reduction (from 9.3 percent to 8.84 percent), and
expanded research and development credits. The aggregate revenue re-
ductions resulting from these measures have expanded from about
$100 million in 1993-94 to over $1 billion this year. Overall, we estimate
that tax relief accounts for roughly 20 percent of the difference between
revenue growth in the 1990s and that of the 1970s and 1980s.

Expanded Use of Subchapter S Corporate Status. Due in part to rapid
growth in smaller start-up and high-tech businesses throughout
California’s economy during the past decade, the share of corporation
profits attributable to companies electing Subchapter S status has increased
sharply in recent years. The annual state BCT revenue reductions result-
ing from the reduced 1.5 percent Subchapter S tax rate have likewise
grown—from $466 million in 1994-95 to over $1.6 billion this year. This
factor accounts for about 30 percent of the slower BCT growth rate in the
current expansion. It should be noted this factor also has contributed to
the strong observed PIT growth, since a portion of these BCT losses are
offset by the higher PIT receipts reported by shareholders when profits
“flow through” to them.

The BCT Revenue Forecast
We predict that BCT revenues will continue to experience moderate

growth during the forecast period, increasing from $5.7 billion in 1998-99
to $6.1 billion this year, $6.3 billion in 2000-01, and $6.5 billion in 2001-02.
Our estimate assumes that California taxable profits will increase by about
6 percent in 2000, and by about 5 percent in both 2001 and 2002. Manu-
facturing profits should benefit from the improving exports to Asia, while
the earnings in the state’s trade and services industries should continue
to benefit from strong consumer and business spending. On the negative
side, profits in the banking and related financial subsectors will be under
pressure in 2000 due to rising interest rates. While overall profit growth
should be relatively healthy, BCT revenues themselves will continue to
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be restrained by the rapid growth in the share of earnings attributable to
Subchapter S companies.

Outlook for Other General Fund Revenue Sources

The remaining 7 percent of General Fund revenues consists of insur-
ance, estate, tobacco, and alcoholic beverage taxes, along with tobacco
settlement funds, interest on state investments, and a variety of smaller
taxes, fees, and transfers between the General Fund and special funds.

We forecast that these other sources will jump from $3 billion 1998-99
to $4.4 billion in the current year, and then decline slightly to $4.3 billion
in 2000-01. The significant increase between the prior and current year is
primarily due to two special factors: (1) the first-year receipt of tobacco
settlement funds, which adds $517 million in revenues in 1999-00; and
(2) a large swing in one-time transfers—from a minus $319 million in
1998-99 (associated with various court rulings) to a plus $341 million in
the current year.

The small decline in the budget year reflects several offsetting fac-
tors. On the plus side, one-time receipts of $191 million from the sale of
fixed assets are assumed during 2000-01. However, tobacco settlement
funds are estimated to decline to $388 million and one-time transfers are
expected to fall to a minus $14 million.

THE BUDGET FORECAST FOR SPECIAL FUNDS REVENUES

Special funds revenues support a wide variety of state and local gov-
ernment programs. As shown in Figure 16 (see next page), slightly over
one-half of special funds revenues are related to motor vehicle-related
taxes and fees. These include motor vehicle license fees, which are in-lieu
of the property tax and whose proceeds are distributed to local govern-
ments for general purposes. They also include fuel taxes and registration
fees, which support transportation projects.

The remaining one-half of special funds revenues include a portion
of the SUT’s receipts (which support local health and social services pro-
grams), tobacco taxes (which are earmarked for various anti-smoking and
health programs), and a variety of other sources.

The budget forecasts that special funds revenues will fall from
$15.7 billion in 1998-99, to $15.3 billion in 1999-00, and then increase to
$16 billion in 2000-01. The decline in the current year is primarily due to
the phase-in of the VLF reduction. Under legislation enacted in 1998 and
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1999, the VLF rate declined 25 percent in 1999, and an additional 10 per-
cent (to a cumulative reduction of 35 percent) beginning in 2000.

Fuel taxes are forecast to rise modestly in 1999-00 and 2000-01, re-
flecting assumed increases in gasoline consumption averaging about 3 per-
cent annually, and diesel consumption increases of 3.8 percent annually.
The SUT special funds revenues are projected to increase by about 8.1 per-
cent in the current year and 5.9 percent in the budget year, which is con-
sistent with the administration’s assumption that taxable sales growth
will moderate in 2000 and 2001 from its recent rapid pace.

Figure 16

Special Funds Revenues and Transfers

1998-99 Through 2000-01
(Dollars in Millions)

Revenue Source
Actual

1998-99

1999-00 2000-01

Amount
Percent
Change Amount

Percent
Change

Motor Vehicle Revenues
License fees (in lieu)a $3,700 $3,228 -12.8% $3,205 -0.7%
Fuel taxes 3,026 3,092 2.2 3,172 2.6
Registration, weight, and

miscellaneous fees 1,843 1,921 4.2 1,994 3.8

Subtotals ($8,569) ($8,240) (-3.8%) ($8,371) (1.6%)

Other Sources
Sales and use taxb $2,054 $2,221 8.1% $2,352 5.9%
Cigarette and tobacco taxesc 826 1,158 40.2 1,137 -1.8
Interest earnings 242 196 -19.0 200 2.0
Other revenues 3,656 3,804 4.0 3,912 2.8
Transfers and loans 319 -301 — 39 —

Totals $15,666 $15,318 -2.2% $16,011 4.5%
a

Incorporates impacts of Vehicle License Fee rate reductions.
b

Excludes Local Public Safety Fund revenues.
c

Incorporates impacts of Proposition 10 (November 1998).
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PROPOSED TOTAL SPENDING IN 1999-00 AND 2000-01

The Governor’s budget proposes total spending of $85.1 billion from
the state’s General Fund and special funds combined in the budget year,
as shown in Figure 1. This amount is $3 billion, or 3.7 percent, more than
the $82.1 billion of proposed current-year spending. Of total budget-year
spending, General Fund spending accounts for about 80 percent and spe-
cial funds spending represents the remaining 20 percent.

Figure 1

Governor's Budget Spending Totals

1999-00 and 2000-01
(Dollars in Millions)

1999-00 2000-01

Change from 1999-00

Amount Percent

Budget spending
General Fund $65,856 $68,819 $2,963 4.5%
Special fundsa 16,263 16,311 48 0.3

Totals shown in budget $82,119 $85,130 $3,010 3.7%
a

Does not include Local Public Safety Fund expenditures of $2.1 billion in 1999-00 and $2.2 billion in
2000-01. These amounts are not shown in the Governor's budget.

Detail may not total due to rounding.

AN OVERVIEW OF STATE EXPENDITURES
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General Fund Spending

Background. The General Fund is the predominate source of support
for state programs, and thus finances a wide variety of activities. For ex-
ample, it is the major funding source for K-12 and higher education; health
and social services programs; youth and adult correctional programs; and
tax relief. As discussed in “Part Three,” the General Fund is primarily
funded from tax revenues, with the state’s three largest taxes accounting
for 93 percent of the total. Because of this, the financing of General Fund
expenditures is highly dependent on the state of the economy. The strong
economic performance and dramatic revenue gains the state has recently
been experiencing, combined with our forecast that healthy economic and
revenue growth will continue, will enable the General Fund to both sup-
port existing programs and fund new initiatives in 2000-01, whether in
the form of program enhancements, new programs, or tax relief.

Proposed Spending. In 2000-01, the Governor proposes General Fund
spending of $68.8 billion. This is up roughly $3 billion, or 4.5 percent, from
the current-year proposed amount of $65.9 billion.

Special Funds Spending

Background. Special funds are used to allocate certain tax revenues
(such as gasoline and certain cigarette tax receipts) and various other in-
come sources (including licenses and fees) for particular functions or ac-
tivities of government designated by law. As discussed in “Part Three,” a
bit over one-half of the revenues that support special funds come from
motor vehicle-related levies. Other major funding sources include the sales
and use tax and tobacco-related levies.

Proposed Spending. In 2000-01, the Governor proposes special funds
spending of $16.3 billion. This is essentially the same—up by only $48 mil-
lion—from the current-year proposed amount.

Treatment of Local Public Safety Fund Expenditures. It should be
noted that the spending amounts shown in the budget for state special
funds do not include expenditures from the Local Public Safety Fund
(LPSF), which total $2.1 billion in 1999-00 and $2.2 billion in 2000-01. The
LPSF was established by Proposition 172 (November 1993), which made
permanent a temporary half-cent increase in the state sales tax and dedi-
cated the revenue to the LPSF for allocation by the Legislature to cities
and counties. These allocations offset some of the local revenue loss from
shifts of property taxes to schools during the early 1990s’ recession.

We have taken the position in the past, and continue to believe, that
LPSF expenditures should be included in the state’s special funds spend-
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ing totals for reasons discussed in last year’s Perspectives and Issues (see
pages 64-65). This is in contrast to the administration, which treats the
LPSF as a trust fund and excludes it from the spending totals. Strictly for
the purpose of facilitating comparisons with the Governor’s budget, we
do not include the LPSF in the figures appearing in this volume.

Spending From Federal Funds and Bond Proceeds

In addition to the $85.1 billion of proposed 2000-01 spending from
the General Fund and special funds discussed above, the budget also
proposes $40 billion of spending from federal funds and another $2.9 bil-
lion in bond proceeds used for capital outlay purposes. Including expen-
ditures from bond funds and federal funds, spending proposed in the
budget for 2000-01 totals $128 billion.

Federal Funds
Of the $40 billion in federal funds the budget proposes to spend in

1999-00, the majority—$30 billion (75 percent)—flows down through the
state budget to the local level in the form of local assistance. In terms of
how the $40 billion in federal funds in the budget is distributed among
program areas, the largest portion of these budgeted monies is for fed-
eral contributions to health and social services programs ($25.3 billion,
or 63 percent), education ($9.5 billion, or 24 percent), and transportation
($3 billion, or about 8 percent). These three program areas combined ac-
count for roughly 95 percent of the total.

Spending of Bond Proceeds
Budgetary Treatment. The yearly debt-service payments for princi-

pal and interest on general obligation bonds and lease-payment bonds
are included in the budget’s spending figures for the appropriate indi-
vidual programmatic areas. The same is true for expenditures on capital
outlay projects financed through direct appropriations. For 2000-01, the
budget’s proposed debt-service costs total $2.2 billion for general obliga-
tion bonds and $655 million for lease-payment bonds, whereas direct
appropriations total $505 million ($398 million General Fund and $107 mil-
lion special funds).

In contrast, however, the expenditure of bond proceeds is not included
in the General Fund and special funds spending figures, but rather is
reported in the budget under the heading “selected bond fund expendi-
tures.” In other words, because the spending of bond proceeds does not
represent a current state cost as does debt service, it is not accounted for
in the General Fund and special funds figures until the associated debt-
service costs are actually incurred. Nevertheless, the bond fund expendi-
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tures data do give an indication of the current spending activity levels
associated with capital outlay projects.

General Obligation Bonds. The budget estimates that the state will
spend $2.9 billion in general obligation bond proceeds in 2000-01. This
compares to $3.5 billion in the current year and $2.7 billion in the prior
year. The majority of the budget-year bond fund expenditures (about
$2 billion) is for various local assistance projects such as K-12 school con-
struction and transportation. Other significant anticipated bond fund
expenditures involve higher education projects ($656 million).

Lease-Payment Bonds. In addition to general obligation bonds, the
state also utilizes lease-payment bonds to finance the construction and
renovation of facilities. Lease-payment bonds do not require voter ap-
proval, and their debt service is paid from annual lease payments by state
agencies (funded primarily through General Fund appropriations) for the
facilities they use that have been constructed with the bond proceeds.
For 2000-01, the budget does not include any proposed financing from
lease-payment bonds.

STATE SPENDING—AN HISTORICAL PERSPECTIVE

Before looking at the Governor’s 2000-01 spending plan in greater
detail, it is first instructive to look at the Governor’s total proposed spend-
ing from a recent historical perspective.

Figure 2 shows the trend in state General Fund and special funds
expenditures over the past decade through the budget year (as proposed).
Expenditures are shown in both “current dollars” (amounts as they ap-
pear in the budget) and “constant dollars” (current dollars adjusted to
remove the effects of inflation). This inflation adjustment relies upon us-
ing the Gross Domestic Product (GDP) implicit price deflator for state
and local government purchases of goods and services. This GDP defla-
tor is a good general measure of the price increases faced by state and
local governments and allows comparisons of the “purchasing power”
of state resources over time.

Budget-Year Spending Growth Relatively Modest

The spending growth associated with the Governor’s budget plan—
3.7 percent for total spending and 4.5 percent for General Fund spend-
ing—is relatively modest by historical standards. However, as Figure 2
shows, spending growth has been above average in the last couple of
years—especially 1999-00. The current year situation in part reflects a
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large amount of one-time spending. The result is that the modest total
spending growth understates growth in most individual program areas.

Regarding special funds spending growth, the small three-tenths of a
percent rise proposed for 2000-01 is due to the reduction in vehicle license
fee (VLF) subventions to counties (which are backfilled by the General Fund).

As discussed in previous editions of this volume, the trends in state
spending shown in Figure 2, including the relative movements in Gen-
eral Fund versus special funds spending, reflect a variety of factors. The
most important has been the course of the economy. Specifically, during
the first half of the 1990s, the economic recession and weak revenue growth
constrained spending across the board. Conversely, spending growth re-
bounded in the latter half of the decade, due to California’s economic
expansion and the accompanying strong growth in revenues. In addition
to the economy, however, decisions by policy makers and the voters have
affected the spending trends. Among these have been the realignment of
state and county health-related responsibilities in 1991-92, and the pas-
sage of Proposition 10 (1998) which imposed additional cigarette and to-
bacco taxes.

Figure 2

Total State Spending
Current and Constant Dollars a

1989-90 Through 2000-01
(In Billions)

Total Spending

General Fund
Spending

Special Funds

General Fund

Current Dollars

Constant
1989-90 Dollars

a
 Data are on a budget basis, and exclude selected bond fund expenditures, federal funds, and 
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Key Recent General Fund Spending Developments
As noted above, General Fund spending has been experiencing good

growth in the last half of the 1990s. Underlying this trend have been a
number of key programmatic changes. These are summarized in Figure 3
and discussed below.

Figure 3

Key General Fund Expenditure Developments
In Recent Years

Major Funding Increases for Education��

Slowing Caseloads—Which Have Reduced Growth in Major Health,��
Social Services, and Corrections Programs

Major Reforms Adopted in Welfare (CalWORKs) and Trial Court Funding��

Significant One-Time Expenditures for a Variety of State and��
Local Purposes

Major Increase in Local Government Subventions to "Backfill" VLF��
Rate Reduction

Major Increases in Education Funding. The main programmatic pri-
ority of the Governor and Legislature during the second half of the 1990s
has been education. Based on the Governor’s current proposal for 2000-01,
total funding for K-12 and higher education will have increased by 90 per-
cent between 1993-94 and 2000-01, compared to a 60 percent increase for
the rest of the budget. Most of the K-12 education increase is due to the
rapid increase in the Proposition 98 guarantee in the second half of the
1990s, but it also reflects explicit policy decisions to overappropriate the
guarantee in 1997-98 through 2000-01. The increased funds have been
used for enrollment growth, cost-of-living adjustments, and such educa-
tion-related initiatives as class size reduction, lengthened school years,
school district equalization, and school reforms.

Higher education has also increased significantly in recent years due
to enrollment growth and additional monies provided for student fee
reductions, building maintenance, new technology grants, research, and
initial funding for the addition of a new UC campus in Merced.
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Slowing or Declining Caseloads. Expenditure growth has been com-
paratively moderate in the state’s major health, social services, and crimi-
nal justice budgets in recent years, and a key factor has involved caseloads.
For example, California Work Opportunity and Responsibility to Kids
(CalWORKs) caseloads increased by 45 percent between 1989-90 and
1994-95, but declined by 36 percent between 1994-95 and 1999-00. Simi-
larly, annual growth in the number of inmates in state prisons has slowed
to less than 2 percent in the current and budget years—down sharply
from the 6.9 percent annual increases experienced over the past decade.
These slowing caseloads have been the primary reason why growth in
overall health, social services, and criminal justice spending has been mod-
erate in recent years despite various program expansions (such as in the
Healthy Families and foster care/child welfare services areas).

Major Reforms. The state has undertaken major reforms in two key
areas in recent years. In 1997, it adopted welfare reform, in which the
former Aid to Families with Dependent Children program was replaced
with CalWORKs. The new program emphasizes welfare-to-work, and
includes a variety of expanded job training and child-care services, as
well as time limits on receiving benefits and sanctions. Taking into ac-
count both the federal and state changes in this area, it appears that wel-
fare reform has resulted in a reduction in state spending.

The state also enacted trial court financial restructuring which in-
cludes increased state funding for trial court operations. This has resulted
in several hundred millions of dollars in additional state costs each year
because the local funding portion was reduced and capped.

Significant One-Time Expenditures. In recent years, the state has
sharply increased one-time expenditures for a variety of state and local
purposes. Examples include: over $500 million in the 1998-99 budget for
Headwaters Forest preservation and Colorado River water management;
$50 million in 1998-99 and $425 million in 1999-00 for the capitalization
of the Infrastructure Bank; and various one-time expenditures for park
acquisition, deferred maintenance, capital outlay, and education grants.

Tax Relief. In 1998 and 1999, the state enacted legislation providing
for a 25 percent VLF rate reduction and accelerated an additional 10 per-
cent reduction, with further reductions contingent on the future perfor-
mance of state revenues. Since the VLF is a local tax, the state “backfills”
the revenue losses to local governments. This resulted in approximately
$500 million in General Fund subventions in 1998-99, an estimated $1.4 bil-
lion in the current year, and a projected $1.8 billion in 2000-01. (Various
other tax relief measures have been enacted, but their effects appear on
the revenue side of the budget.)

With this perspective on past spending trends, we now focus on the
Governor’s 2000-01 spending plan by major program area.
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PROPOSED SPENDING BY PROGRAM AREA

Total Spending

Figure 4 shows the allocation of the proposed $85.1 billion of total
state spending in 2000-01 among the state’s major program areas. Both
General Fund and special funds expenditures are included in order to
provide a meaningful comparison of state support among broad program
categories, since special funds provide the bulk of the support in some
areas (such as transportation).

Figure 4

Proposed Total State Spending
By Major Program Area a

2000-01
Health

Social Services

Corrections

Otherb

Higher Education

K-12 Education

Transportation

aExcludes bond funds, federal funds, and Local Public Safety Fund.
bIncludes general government.

The figure shows that K-12 education receives the largest share of
proposed total state spending—one-third. (It should also be noted that
K-12 education receives additional funding from local sources.) When
higher education is included, the education share rises to over 44 per-
cent. (In terms of just General Fund spending, education’s share exceeds
50 percent.) Health and social services programs account for about 27 per-
cent of proposed total spending, while transportation and corrections to-
gether account for another roughly 14 percent. In the “all other” category
(15 percent), the largest share is for general-purpose assistance provided
to local governments in the form of VLF revenues.



Perspectives on State Expenditures        71

Growth in 2000-01 and Over Time
Figure 5 shows proposed changes in support for major program ar-

eas in the budget year, and also provides an historical perspective by
showing the average annual growth in these programs over the past ten
years.

Figure 5

Growth in Total State Spending
By Major Program Area a

Annual Percent Change
2000-01 and Prior 10 Years

2000-01 (Proposed)

Average for Prior
10 Years

2 4 6 8 10%

Total Spending

Corrections

Transportation

Social Services

Health 

Higher Education

K-12 Education

aExcludes "all other" spending, which is propsed to decline by 7.1 percent in 2000-01, but rose by
  an average of 6.1 percent in the prior 10 years.   

The greatest percentage growth proposed for 2000-01 is in the areas
of higher education (9 percent), transportation (about 8 percent), and
K-12 education (over 6 percent). In contrast, proposed total spending
growth is less for social services (4.7 percent), corrections (3.8 percent),
and health (3.7 percent). As shown in the figure, budget-year growth is
greater than the ten-year average for all program areas other than health
and corrections.

General Fund Spending
Figure 6 (see next page) details the breakout by program area of Gen-

eral Fund spending for the prior through budget years. It also shows the
percentage growth between the current and budget years. In brief, the
budget proposes an 11 percent increase for higher education; approxi-
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mately 6 percent growth for K-12 education, community colleges, Medi-
Cal, SSI/SSP, and “other” health and social services programs; and slightly
less than 4 percent growth for Youth and Adult Corrections. The budget
reflects an increase for the CalWORKs program, but this is due to techni-
cal changes related to the child support programs. After adjusting for
these changes, the budget would reflect a decrease of about 6 percent.

Figure 6

General Fund Spending by Major Program Area

(Dollars in Millions)

1998-99 1999-00

Proposed 2000-01

Amount
Percent
Change

Education Programs
K-12 Education $23,528 $26,366 $28,014 6.3%
Community Colleges 2,260 2,452 2,613 6.6
UC/CSU 4,632 4,912 5,431 10.6
Other Higher Education 510 581 656 12.9

Health and Welfare Programs
Medi-Cal $7,471 $8,209 $8,749 6.6%
CalWORKs 2,022 1,994 2,072 3.9
SSI/SSP 2,242 2,483 2,620 5.5
Other 4,327 5,157 5,479 6.2

Youth and Adult Corrections $4,547 $4,868 $5,054 3.8%

All Other a $6,287 $8,835 $8,130 -8.0%

Totals $57,827 $65,856 $68,819 4.5%
a

The 2000-01 decline is partly due to one-time spending in 1999-00.

Finally, the budget shows that combined General Fund spending on
all other programs is proposed to decline by 8 percent in the budget year.
This decline reflects the large number of one-time expenditures in the
current year.

In the next section, we provide additional discussion regarding the
budget’s proposals in different program areas.
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In this section, we discuss several of the most significant spending
proposals in the budget. For more information on these spending pro-
posals and our findings and recommendations concerning them, please
see our analysis of the appropriate department or program in the
Analysis of the 2000-01 Budget Bill.

EDUCATION

Education programs account for 53 percent of General Fund spend-
ing in the 2000-01 Governor’s Budget. Below we provide an overview of
the budget for K-12 and higher education, beginning with a focus on
Proposition 98.

Proposal—K-12
Background. Proposition 98 establishes a minimum funding level that

the state must provide for public schools and community colleges each year.
K-12 education receives about 90 percent of total Proposition 98 funds.

Governor’s Budget-Year Plan. The budget proposes $35.8 billion in
total K-12 Proposition 98 funding in 2000-01 (consisting of state General
Fund and local property tax allocations). This is an increase of over $1.9 bil-
lion, or 5.7 percent, compared to the 1999-00 revised amount. Pupil atten-
dance is projected to increase by 1.26 percent, resulting in funding of $6,313
per pupil, an increase of $268 (4.4. percent) from the revised 1999-00 amount.

The major 2000-01 budget proposals include:

• $947 million for a 2.84 percent cost-of-living-adjustment (COLA).

MAJOR EXPENDITURE PROPOSALS

IN THE 2000-01 BUDGET
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• $428 million for projected 1.26 percent growth in average daily
attendance (ADA).

• $75 million for grants to schools to purchase computers.

• $62 million to increase the reimbursement rate for various supple-
mental instructional programs, including summer school and
after school.

• $52 million for various incentives to recruit and retain teachers.

Figure 7 illustrates how the budget would allocate projected growth
in K-12 Proposition 98 funds in 2000-01.

Figure 7

Proposed Use of
New K-12 Proposition 98 Funds

2000-01

COLAsa

Enrollment Growth

New and Expanded
Programs

Base
Adjustments

aCost-of-living adjustments.

Budget “Overappropriates” Proposition 98 Minimum Requirement.
The Governor’s proposed spending level for Proposition 98 (including
the community colleges) exceeds his estimate of the constitutionally re-
quired minimum amount for 2000-01 by $257 million. Our estimate of
the required minimum funding level exceeds the Governor’s estimate by
$99 million. Both estimates, however, are somewhat academic given the
current positive fiscal environment and the stated priorities of the Gover-
nor and Legislature regarding education.
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Proposal—Higher Education
The University of California (UC) and the California State Univer-

sity (CSU). The budget proposes General Fund support for UC and CSU
of $5.4 billion in 2000-01, an increase of $519 million, or 11 percent, com-
pared with estimated current-year budgets. After adjusting for one-time
spending in 1998-99, the actual increase is $557 million, or 11 percent.
Budgeted enrollment levels at UC and CSU would increase substantially
in 2000-01—by 6,000 full time equivalent (FTE) students at UC and 12,577
FTE students at CSU. The budget proposes a 6 percent baseline funding
increase totaling $282 million in General Fund appropriations for UC and
CSU. The proposed budget also includes a total General Fund increase
of $30 million in lieu of student fee increases. The budget proposes
$83.8 million in new funding for the two segments for teacher prepara-
tion, recruitment, and K-12 staff development aimed at improving
California’s K-12 educational system.

Community Colleges. The budget proposes $2.5 billion in General
Fund support for the community colleges in 2000-01. All but $89 million
of this amount counts towards the state’s K-14 minimum funding guar-
antee under Proposition 98. The 2000-01 General Fund request represents
an increase of $160 million, or 6.7 percent, from the current year. The com-
bined increase proposed from the General Fund, local property tax rev-
enues, lottery funds, and net student fee revenues (after accounting for
financial aid) is $347 million, which represents a 6.5 percent increase in
combined funding.

In 2000-01, the budget provides $103 million for a 2.84 percent COLA
for general-purpose spending, $106 million for enrollment growth, and
$25 million for the Partnership for Excellence program.

Student Aid Commission. The budget proposes a General Fund in-
crease of $71.3 million, or 18.4 percent, for the Student Aid Commission
in 2000-01. The majority of this increase, $40 million, pays for the cost
increase associated with past increases in the number and maximum
amount of Cal Grant awards. The budget also includes $31 million to
increase the number of new first-time Cal Grant A and B awards and
raise the maximum award amount. The budget eliminates the Cal
Grant T program for teacher-preparation students, for a reduction of
$10 million.

Issues for Legislative Consideration
Relative Needs of Education Segments. In the Analysis, we take issue

with some of the broad priorities and approaches to higher education
and K-12 education taken by the budget. We conclude that the
administration’s relative allocation of resources between the UC and the
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CSU on the one hand, and K-12 education and the community colleges
on the other, does not match the relative needs of these distinct parts of
the education spectrum. We recommend transferring to K-12 education
and the community colleges $149 million budgeted for base adjustments
at UC and CSU. Even with these redirections, UC’s General Fund budget
would exceed the current-year amount by 9 percent and CSU’s General
Fund budget would exceed the current-year amount by 7.4 percent. In
considering the relative needs of the education segments, we believe the
Legislature should take into account the following:

• K-12 schools appear to face greater challenges of program quality.

• K-12 schools appear to face greater challenges in obtaining qual-
ity faculty.

• K-12 schools and community colleges have adopted accountabil-
ity measures, while the universities have not.

Options for More Proposition 98 Spending. In the Analysis, we make
various recommendations regarding the K-12 education budget that, if
fully adopted, would increase Proposition 98 funding above the
Governor’s proposed spending level for 2000-01 by $172 million. (This
amount would exceed the administration’s estimate of the minimum fund-
ing requirement by $429 million.)

The Legislature may wish to allocate even more resources to Proposi-
tion 98 programs—not only for K-12 education but for community col-
leges as well. To the extent the Legislature wishes to do this, we would
suggest that it place as much emphasis as possible on the following:

• Increase General Purpose Funding. During the recession years of
the early 1990s, statutory COLAs for K-12 revenue limits were
not fully funded, producing a statutory “deficit” for revenue
limits. This statutory deficit is presently at 6.996 percent. We rec-
ommend in the Analysis (please see the Education chapter)
augmenting revenue limits by $70 million to reduce this deficit.
The Legislature could provide more funds for this purpose, which
would help stop the decade-long downward trend in general
purpose funding as a share of Proposition 98 resources. (Every
$100 million of additional funds “buys” about 0.4 percentage
points of deficit reduction.)

• K-12 Equalization. This option is actually another form of gen-
eral purpose funding, but addresses present inequalities in the
per pupil distribution of revenue limit funding. In our discus-
sion on discretionary funding in the Analysis, we recommend a
$65 million augmentation for K-12 equalization. This level of
funding, if followed by similar augmentations in the subsequent
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five years, would result in 90 percent of the K-12 system’s ADA
receiving the same revenue limit. To the extent the Legislature
provides more funds, it could shorten the time frame for reach-
ing this target.

• Community Colleges Equalization. In our analysis of the com-
munity colleges, we recommend a $28 million augmentation for
equalization purposes, enough to make general purpose fund-
ing equal for slightly more than 50 percent of the system’s FTE
students. An additional $25 million would equalize funding for
60 percent of students.

• Block Grants for Disadvantaged Schools. The Governor’s bud-
get gives significant attention to the problems of recruiting and
retaining qualified teachers in low-performing schools. This at-
tention is warranted, as we detail in our discussion of teacher
quality and supply. We point out, however, that the
administration’s definition of “low-performing” schools is overly
broad. We also point out problems related to the lack of mean-
ingful local discretion in the operation of the proposed programs.
Our analysis indicates that the state could usefully deploy more
funds to address not just the problem of teacher recruitment/
retention, but the larger array of problems facing disadvantaged
schools—which tend to be schools serving large numbers of chil-
dren in poverty. We believe the most effective way to deploy ad-
ditional resources to these schools is through one or several block
grants that would allow school districts broad discretion to meet
their particular local needs.

• Block Grants for One-Time Purposes. We estimate that the state
has approximately $2.1 billion of additional revenues that could
be used for one-time purposes beyond those already reflected in
the Governor’s budget. In addition, under the rules governing
Proposition 98, the Legislature could spend additional funds for
one-time purposes, count it towards the Proposition 98 require-
ment for 1999-00, and thereby avoid unnecessary increases in the
long-term Proposition 98 “base” that might otherwise constrain
future legislative options. The level of such one-time augmenta-
tions could be roughly equal to whatever amount the Legislature
decides to go above the minimum guarantee for 2000-01. Again,
we emphasize the advantages of block grants for one-time fund-
ing, which could allow local districts broad discretion to meet
one-time needs, including, but not limited to, deferred mainte-
nance, safety improvements, and staff development.
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Logic of Accountability Calls for More Local Discretion. With re-
gard to K-12 education, one of the salient aspects of the 2000-01 Governor’s
Budget is the lack of discretion given to local school districts. The budget
adds to the major area of general purpose funds—“revenue limits”—only
what existing law requires to cover COLAs and enrollment growth. The
budget proposes spending the remainder of new funds for K-12 educa-
tion on a long list of new and expanded categorical programs. As well-
intentioned as these programs are, we believe most will be diminished in
effectiveness because of the constraints on local discretion.

In our view, the K-12 reforms adopted in the 1999 Special Session
create both the opportunity and the need for a K-12 budget that grants
greater local flexibility. In particular, the accountability framework estab-
lished by Chapter 3x, Statutes of 1999 (SB1x, Alpert), and the high school
exit exam established by Chapter 1x, Statutes of 1999 (SB 2x, O’Connell),
logically lead to a shift in the state’s budgeting and oversight emphasis—
from a focus on educational inputs to attention to educational outcomes.
To maximize the chances for improving educational results, however, the
state must give local school districts and school sites more flexibility to fit
budgetary resources to local circumstances and needs. The approach we
take to the state’s education budget in the Analysis builds on this founda-
tion.

Funds Budgeted in Non-K-12 Entities for K-12 Purposes. Another sig-
nificant aspect to the Governor’s budget is the extent to which it pro-
poses new funds to address K-12 purposes, but which are budgeted in
non-K-12 entities (and thereby are “outside” Proposition 98). These pro-
posals include—but are not limited to:

• $71 million for expansion and creation of teacher training pro-
grams to be administered by UC.

• $50 million for a Teachers Home-Buyers Assistance Program in
the Department of Housing and Community Development.

• $25 million for a contract between the Secretary for Education
and CSU to provide computer training to K-12 teachers.

In the Analysis, we address these proposals in detail and recommend
transferring the funds to where they can be deployed more effectively—
directly to school districts.

Higher Education Partnership. As noted above, the budget proposes
to increase the base General Fund budgets of UC and CSU by 6 percent.
This consists of 5 percent as part of the Governor’s proposed Higher Edu-
cation Partnership, plus an additional 1 percent increase for 2000-01. The
partnership proposes to guarantee the 5 percent base increase every year,
plus additional funds for enrollment growth and “necessary” capital out-
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lay, plus additional funds for “high-priority” initiatives. The guaranteed
increases would be contingent on UC and CSU developing accountabil-
ity measures.

In our view, guaranteed annual funding is not necessary and will
create the wrong incentives. The proposed partnership would:

• Not provide greater accountability than can be obtained under
the annual budget process.

• Reduce the Legislature’s annual budgetary discretion, undermin-
ing its ability to respond to the state’s policy needs in the face of
changing fiscal conditions.

• Reduce incentives for CSU and UC to reduce costs and improve
outputs on an annual basis.

We, therefore, recommend in the Analysis that the Legislature not en-
dorse the proposed annual funding guarantee for CSU and UC.

AGING WITH DIGNITY INITIATIVE

Proposal
The Governor’s Aging with Dignity Initiative consists of numerous

components administered by several departments, at a General Fund cost
of $140.4 million (and 221.5 positions) in 2000-01. The purpose of the ini-
tiative is “to help elderly people remain at home, or with their families,
rather than in nursing homes; dramatically increase the availability of
innovative community-based alternatives to nursing home care; and en-
hance the quality of care in California’s nursing homes.” Figure 8 (see
next page) lists the proposed components of the initiative that have fiscal
effects. In the discussion that follows, we present our analysis of one of
these components—the long-term care tax credit.

Long-Term Care Tax Credit. The budget proposes a $500 tax credit for
persons who provide or pay for care at home for seniors or disabled indi-
viduals of any age. This credit would result in an estimated General Fund
revenue loss of $47 million in 2000-01. In order for the taxpayer to qualify
for the credit, the senior or disabled person would have to meet certain
criteria for needing care.

The credit would typically be available to taxpayers for each indi-
vidual residing with them who is certified by a physician as requiring
long-term care—defined as a continuous period of at least six months.
Individuals with long-term care needs must meet certain criteria for a tax-
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Figure 8

Aging With Dignity Initiative
2000-01

(In Millions)

General
Fund

Other
Funds Totals

Community Programs
Caregiver tax credit $47.0 — $47.0
In-Home Supportive Services wage increases 20.0 $35.7 55.7
Long-term care innovation grants 20.2 — 20.2
Expand no-cost Medi-Cal for aged, blind, and disabled 2.4 2.4 4.8
Senior housing information and support center 1.0 — 1.0
Senior wellness education campaign 1.0 — 1.0

Improving Quality of Care and Enforcement
Caregiver recruitment and training — $50.0 $50.0
Five percent pay increase for nursing home workers $32.5 33.3 65.8
Nursing home quality awards 8.0 2.0 10.0
Increased nursing home inspections 3.0 4.5 7.5
Focused nursing home quality review 2.5 1.5 4.0
Rapid response to nursing home complaints 2.2 1.7 3.9
Nursing home fiscal review advisory board 0.5 — 0.5

Totals $140.3 $131.1 $271.4

payer to qualify for the credit—for example, those six years and older
must be unable to perform without assistance at least three basic activi-
ties of daily living.

The proposal is modeled after a similar proposal at the federal level
for a $3,000 credit. For calendar year 2000, the Franchise Tax Board as-
sumes that approximately 120,000 taxpayers would take advantage of
the new state credit. The estimated revenue reduction from the credit is
$47 million in 2000-01, reaching $52 million by 2004-05.

Issues for Legislative Consideration
Credit Not Likely to Meet Stated Objectives. Whether tax credits are

an effective and efficient means of accomplishing their objectives depends
on their specific provisions and purpose. They can, for example, be a good
method of providing tax relief to certain categories of taxpayers or out-
right subsidies to them, if they are well-targeted. However, if their objec-
tive is to encourage certain types of behavioral changes, tax credits gener-
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ally do not score particularly well as an effective and efficient tool. This is
largely because it is hard to ensure that credits go only to those persons
whose behavior changes, thus, many taxpayers receiving credits are sim-
ply rewarded for doing things they would have done anyway.

Thus, in the case of the proposed credit, a key question is whether it
is primarily intended to subsidize the care costs of taxpayers who already
provide long-term care in their homes or, alternatively, to provide an in-
centive for expansion of home-based long-term care. In either case, the
proposal raises a number of concerns:

• Distribution of Benefits. First, because the proposed credit is non-
refundable (only available to individuals with state tax liability),
certain taxpayers who may be most effective to target will only
be able to benefit partially from it, or not at all. This is especially
the case for lower-income taxpayers without large tax liabilities
to offset. In addition, because there is no “means test” regarding
who can receive the credit, much of it could go to those taxpayers
who do not have the greatest financial need.

• Effects on Behavior. Second, at $500, the credit may simply be
too small to significantly increase the amount of home-based long-
term care that taxpayers are willing and able to provide. Caring
for an elderly or disabled person can be a large financial burden.
Even with Medicare, out-of-pocket health care costs (primarily
for medication) can be large and other types of costs can be sig-
nificant. For example, home modifications may be necessary, or
a family member may have to give up a job or limit his or her
work hours to provide care. In addition to financial issues, pro-
viding in-home care may also involve major changes in living
arrangements and habits. It would seem unlikely that the avail-
ability of the $500 annual credit would be the determining factor
in more than a small fraction of care decisions.

• Potential for Abuse. Third, the credit has an inherent potential
for abuse that could require significant monitoring and enforce-
ment efforts. While a doctor’s certification will be required, as-
sessing the physical or mental limitations of an individual in-
volves a degree of judgment that may get stretched over time by
the natural desire of physicians to accommodate patients and their
families. Moreover, taxpayers need not demonstrate that they
have incurred any cost in order to claim the credit. This could
make it attractive to “push the envelope” when claiming that an
elderly person or child in the home meets the test for qualifying
limitations.
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• Federal Interactions Diminish Impact. Fourth, because Califor-
nia income taxes are an itemized deduction on federal income
tax returns, as much as a third of the state’s credit paid to certain
taxpayers will wind up “in the pockets” of the federal govern-
ment.

Alternative Approaches. Given these concerns, we do not believe that
the proposed credit would be an effective or efficient means of providing
either (1) significant assistance to those taxpayers who bear the greatest
burden for the care of seniors or disabled persons or (2) an effective in-
centive for an expansion of home-based care for seniors and the disabled.
Consequently, we recommend that the Legislature explore alternative ap-
proaches to accomplishing the objectives of the proposed tax credit that
would provide both more financial relief to many families and individu-
als and would help more seniors avoid institutionalization. With respect
to alternative approaches, please refer to the Health and Social Services
chapter of our Analysis of the 2000-01 Budget Bill, where we discuss ex-
panding Medi-Cal coverage for seniors and the disabled beyond the rela-
tively modest expansion proposed in the budget.

CALWORKS PROGRAM

The federal welfare reform legislation of 1996 replaced the Aid to
Families with Dependent Children (AFDC) program with the Temporary
Assistance for Needy Families (TANF) program. The Legislature subse-
quently enacted Chapter 270, Statutes of 1997 (AB 1542, Ducheny,
Ashburn, Thompson, and Maddy), which created the California Work
Opportunity and Responsibility to Kids (CalWORKs) program to replace
the AFDC program in the state. The CalWORKs program provides cash
grants and employment and training services to eligible families.

Proposal
Background. The CalWORKs legislation requires that savings result-

ing from (1) exits due to employment, (2) increased earnings, and (3) di-
verting clients from aid with one-time payments, be paid by the state to
the counties as performance incentives. Current law also requires that
the Department of Social Services (DSS), in consultation with the welfare
reform steering committee, determine the method for calculating these
savings.

Growing Obligation to the Counties. By the end of 1998-99 counties
had earned approximately $900 million in performance incentives. This
amount excludes incentives based on exits due to employment during
1998-99 because the data are not yet available. By the end of 1999-00, we
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estimate total incentives earned by the counties (including incentives
based on exits to employment) will be approximately $1.6 billion. The
total of the appropriations (from 1998-99 and 1999-00) for incentive pay-
ments is approximately $1.1 billion. Thus, we estimate that the unfunded
obligation to the counties will be approximately $500 million by the end
of 1999-00. We note that county receipt of fiscal incentives has signifi-
cantly lagged the appropriation, and that counties have spent very little
of their incentive payments. As of September 1999, they had received a
total of $685 million but had spent only $5.3 million.

Governor’s Proposal. The Governor proposes to prohibit counties
from earning additional performance incentives until the unmet obliga-
tion to the counties has been satisfied. For 2000-01, the budget proposes
an expenditure of $252 million toward this obligation, which, as noted
above, is estimated to be $500 million by the end of 1999-00. If $252 mil-
lion is paid to the counties in 2000-01, a remaining obligation of about the
same amount will be carried forward into 2001-02. The department esti-
mates that the counties would earn an additional $496 million in 2000-01
under current law. Thus, the Governor’s proposal to prohibit counties
from earning additional incentives results in savings of $496 million in
2000-01. The administration also indicates that it will propose legislation
to either eliminate or “sharply modify” the performance incentive pro-
gram.

Issues for Legislative Consideration
To assist the Legislature in considering these issues, we begin by ex-

amining the rationale for the county performance incentive program.
While the Legislature did not specify the purpose of the program, we can
identify several possible rationales. Specifically, performance incentives
could have been intended as (1) a reward for county performance, (2) an
inducement for counties to make an effort to achieve better program out-
comes, and/or (3) a funding source for the CalWORKs program. Below we
discuss each of these potential rationales for the program.

Reward System. The incentive payments may have been intended
simply to be a reward to the counties. If this is the case, however, it is not
clear what distinguishes county implementation of CalWORKs from
county administration of other state programs in areas such as health,
welfare, and criminal justice where there are not incentive payments. There
is no analytical basis for determining whether incentive payments should
be provided as a reward.

Inducement for Better Program Performance. Another argument for
providing incentive payments is that they may act as an incentive for
counties to make extra efforts toward improving their programs. As noted
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above, the counties have spent very little of their incentive payments and
are still in the early stages of CalWORKs implementation. Thus, while incen-
tive payments could have some impact in the future, it does not appear that
they have had any appreciable effect on county behavior so far.

We also note that, as currently structured, counties can earn substan-
tial incentive payments without demonstrating any program improve-
ment. About $800 million of the performance incentives owed to the coun-
ties as of 1998-99 are due to savings attributable to the earnings of recipi-
ents. According to DSS, about two-thirds of these savings would have
occurred even if CalWORKs had never been implemented (because many
recipients were working before CalWORKs started). We believe that for
incentives to serve as an inducement, the conditions under which incen-
tives are “earned” must be limited to situations in which program out-
comes actually improve.

Finally, we note that given the way fiscal incentives have been bud-
geted, the counties must spend the incentive payments within the
CalWORKs program. Thus, county government programs outside of
CalWORKs receive no direct fiscal benefit from the incentive payments.

Program Funding. A third argument for the performance incentives
is that they could provide the counties with a source of funding for the
CalWORKs program. Under CalWORKs, counties have had two sources
of funds for employment services: (1) the regular budget allocation to
fund estimated program needs and (2) the performance incentives. Per-
formance incentives were to be used for county-specific enhancements to
the CalWORKs program. We note that this has not been the experience to
date. Counties have spent only about 60 percent of their single allocation
funds and hardly any of their performance incentives.

Pursuant to Chapter 147, Statutes of 1999 (AB 1111, Aroner), the regu-
lar budget allocation for employment services will be based on county
expenditure plans beginning in 2000-01. The change to budgeting em-
ployment services according to individual county expenditure plans
should reduce the need for county performance incentives as a funding
source. This is because the county plans, or budgets, can include any fund-
ing proposals the counties deem appropriate.

Analyst’s Conclusion and Recommendation. The experience so far
with CalWORKs suggests that the county performance incentives have
not served as an effective reward, inducement toward better program
outcomes, or funding source for program enhancements. While it is pos-
sible that, in the future, incentive payments might have some behavioral
effect in inducing better performance, we believe that there is little chance of
this as the program is currently structured.
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Based on the amount of prior-year obligations, we concur with the
Governor’s proposal to prohibit counties from earning new county per-
formance incentives until the outstanding obligation to the counties is
satisfied. With respect to whether the program should be eliminated, we
have no analytical basis for determining the cost-effectiveness of fiscal
incentives. Should the Legislature choose to retain such a system, how-
ever, we recommend that it (1) be funded with General Fund monies that
can be used by the counties for any purpose and (2) tie the amount of
incentive payments to improvement in CalWORKs program outcomes.

We believe that performance incentives would have a better chance
of being effective if paid for with General Fund monies that the counties
can use for any purpose. This would increase their value to the counties,
making it more likely to induce the counties to make an effort to improve
the program. Furthermore, it will require the Legislature and the Gover-
nor to weigh the potential benefits of the incentives against the costs be-
cause the incentives would compete with other state priorities for fund-
ing.

As we have previously recommended, tying performance incentive
payments to improvement in outcome measures should increase the
chances that these payments will induce counties to make an effort to
improve their programs. (For a discussion of this aspect of the issue, please
see our analysis of CalWORKs in the Analysis of the 1999-00 Budget Bill.)

Finally, we note that repealing the performance incentive system, or
replacing it with a new system supported by the General Fund, will free
up a significant amount of federal TANF funds which have been the prin-
cipal source of funding for the incentive payments. These TANF funds
could be (1) held in a reserve, (2) provided to the counties or other local
governments to provide services to TANF-eligible individuals, or (3) used
to fund state level initiatives for the working poor. (Please refer to “TANF
Regulations Increase State Flexibility to Serve Working Poor” in the Health
and Social Services chapter of the Analysis of the 2000-01 Budget Bill for a
complete discussion of the possible uses of TANF funds.)

CAPITAL OUTLAY

The state owns a vast amount of infrastructure including nearly
2.5 million acres of land, 180 million square feet of building space, and
15,000 miles of highways. Much of this infrastructure is aging. For ex-
ample, 55 million square feet in the three public higher education seg-
ments was built or renovated over 30 years ago and most of the 9.5 mil-
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lion square feet of buildings in the state hospitals and developmental
centers was built over 40 years ago.

The state departments responsible for this infrastructure have esti-
mated that over the next five years more than $25 billion will need to be
spent on improvements and expansion. As we have consistently cau-
tioned, some of the planning effort to develop these estimates may be
incomplete and some of the estimates may contain proposals that upon
further review may not merit funding. In general, however, the estimates
give a reasonable overall magnitude of the capital outlay needs.

Proposal
Budget Bill Proposal. The budget includes $1.2 billion for the state’s

infrastructure (excluding highways and rail programs). As shown in Fig-
ure 9 over 60 percent of the proposal is for higher education with the next
largest amounts in resources and youth and adult corrections.

Figure 9

State Capital Outlay Program

1999-00 and 2000-01
(In Millions)

1999-00
Appropriations

2000-01
Governor’s

Budget Difference

Legislative, Judicial, and Executive $48.7 $19.2 -$29.5
State and Consumer Services 3.9 5.4 1.5
Transportation (excluding

highways and rail) 31.7 34.4 2.7
Resources 253.3 199.3 -54.0
Health and Human Services 51.4 10.5 -40.9
Youth and Adult Corrections 485.4 143.4 -342.0
Education 1.1 8.5 7.4
Higher Education 648.5 731.3 82.8
General Government 10.7 15.6 4.9

Totals $1,534.7 $1,167.5 -$367.2

Budget Increases Use of Pay-As-You-Go Funding. Nearly 50 percent
of the amount proposed in the budget is for pay-as-you-go funding. Of
this amount about $400 million is from the General Fund, with the bal-
ance from special funds and federal funds. These direct appropriations
are for 28 departments for a variety of proposals—such as land acquisi-
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tion, new courthouses, fire stations, and various infrastructure and build-
ing improvements. General obligation bond financing totals $662 million,
of which $656 million is for higher education. The budget does not in-
clude any proposed financing from lease-payment bonds.

Bond Debt. The state’s debt payments on bonds will be about $2.9 bil-
lion in the budget year. This is an increase of 7.5 percent over current-
year payments. The payments include $2.2 billion for general obligation
bonds and $665 million for lease-payment bonds. We estimate that the
amount of debt payment on General Fund-backed bonds as a percent of
General Fund revenue (that is, the state’s debt ratio) will be 3.9 percent in
the budget year. We estimate that as currently authorized bonds are sold,
the debt ratio will increase to 4 percent in 2001-02 and decline thereafter
(assuming no further bond authorizations).

Issues For Legislative Consideration
State’s Infrastructure Planing and Financing Process. Addressing the

issues of an aging infrastructure and population growth will require ex-
penditures of billions of dollars to renovate existing infrastructure and
develop new public infrastructure. To effectively address the variety and
complexity of infrastructure projects, the state needs a well-defined pro-
cess for planning, budgeting, and financing these projects. A significant
step toward developing such a process was the Legislature’s enactment
of Chapter 606, Statutes of 1999 (AB 1473, Hertzberg). Chapter 606 re-
quires that—beginning January 10, 2002 and annually thereafter—the
Governor submit a proposed five-year infrastructure plan to the Legisla-
ture. The plan is to be updated each year and is to cover a five-year pe-
riod. The plan is to contain the infrastructure needs of all state depart-
ments (including the State Transportation Improvement Program and
higher education) and K-12 public schools.

Legislature Should Develop Strategies for Reviewing and Implement-
ing Infrastructure Plan. As mentioned above, the initial infrastructure
plan called for under Chapter 606 will be sent to the Legislature
January 10, 2002. Thus, the Legislature has less than two years to estab-
lish strategies to position itself to effectively review and implement the
plan. We recommend the Legislature take the following steps:

• Establish legislative committees to oversee and implement the
infrastructure plan. Important considerations for the committees
would include establishing statewide criteria for setting priori-
ties across programs, reviewing and approving the statewide capi-
tal outlay plan, and determining the appropriate financing mecha-
nisms to undertake and complete projects. The committees would
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also regularly review the long-range plan to determine if it is still
valid with regard to program needs.

• Determine which local government infrastructure programs is
appropriate for the state to continue funding and assure that these
programs are included in the five-year infrastructure plan.

• Provide steady, stable funding for the infrastructure plan. We have
recommended (see The 1999-00 Budget: Perspectives and Issues, page
109) adopting a policy to dedicate 6 percent of annual General
Fund revenues to fund infrastructure investments (including debt
payments). The Legislature could take advantage of the oppor-
tunity provided by the current positive budgetary situation to
set aside funds—on a one-time basis and/or ongoing basis—to
invest in the state’s infrastructure.

In addition to these planning and process issues, there are several
areas within the state’s infrastructure program that merit consideration
in the near term.

Setting Priorities for Higher Education. With limited resources, the
state should invest in higher education capital outlay projects that will
result in maximum educational benefit statewide. This can be done by
considering capital outlay proposals across higher education rather than
for each segment in isolation of the others and evaluating capital needs
using statewide guidelines. To establish such a legislative review and
approval process, we recommend the Legislature take the following ac-
tions:

• Appropriate funds on the basis of statewide priorites and crite-
ria, not the “one-third/one-third/one-third” formula used in re-
cent years to allocate funds to the three segments.

• Evaluate projects from all three segments as a common pool.

• Focus resources on undergraduate instruction needs and projects
that bring campuses to no more than 95 percent of space guide-
lines.

• Recognize the existing large investment in research facilities and
fund projects that bring campus research space to no more than
90 percent of space guidelines.

• Use construction cost guidelines for all segments—including the
University of California.

• Use campus facilities on a year-round basis.

Management of the Capital Outlay Program. Given the need for
improving and expanding the state’s infrastructure, it is essential that the



Major Expenditure Proposals in the 2000-01 Budget        89

administration have the necessary staff available and an accountable pro-
cess in place to implement approved projects in a timely manner. Unfor-
tunately, the administration is not able at this time to undertake the cur-
rent program, let alone an expanded program, in either a timely manner
or, for the most part, within the approved budget. In our Analysis of the
1999-00 Budget Bill and again this year, we point out that a large number
of approved projects are both behind schedule and over budget. As a
result, many projects the Legislature funded in the current year are not
proceeding as approved. The management of the capital outlay program
must improve significantly if the state’s infrastructure needs are to be
addressed in a timely manner.

CRIMINAL JUSTICE

State and local governments in California spend more than $17 bil-
lion annually to fight crime. Local governments are largely responsible
for crime fighting and, thus, spend the bulk of total criminal justice mon-
ies for law enforcement activities. State expenditures have grown signifi-
cantly in recent years, however, particularly for support of the state’s larg-
est criminal justice department, the California Department of Corrections
(CDC), which is responsible for the incarceration, training, education, and
supervision in the community of adult criminals. Other state entities spend
large sums of money on criminal justice activities as well, including the
Departments of the Youth Authority and Justice, the courts, and the Of-
fice of Criminal Justice Planning.

Proposal
The budget proposes about $7.5 billion from the General Fund and

other funds for support of criminal justice programs in the budget year,
an increase of 5.5 percent over the current year.

The CDC accounts for the largest share of this funding, $4.4 billion,
or about 3 percent more than the current-year amount. The CDC budget
provides full funding for projected growth in the number of prison in-
mates and parolees under current law, as well as augmentations for sev-
eral programs.

Other major criminal justice program augmentations include $100 mil-
lion for a new one-time grant program in the Office of Criminal Justice
Planning that would provide funds to local law enforcement agencies for
technology equipment and school safety, and $21 million for state assis-
tance to local law enforcement through the Citizen’s Option for Public
Safety (COPS) program.
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Issues for Legislative Consideration
Declining Crime Rates. Since 1991 California has experienced a steep

drop in crime. In fact, the 1998 rate is the lowest the state has experienced
since 1966. This decline has not been confined to any one type of crime,
but rather has been across-the-board.

There are probably many reasons for this sharp drop, including the
improved economy and greater access to jobs, demographic shifts in the
population away from persons in the most crime-prone age brackets (ages
18 to 49), the incapacitation and deterrent effects of longer criminal sen-
tences enacted in recent years, improvements in policing and other law
enforcement techniques, and the decline in usage of some types of seri-
ous drugs.

Slowdown in Correctional Population Growth. Among the conse-
quences of the steep drop in crime rates has been the slowdown in the
growth of the state’s correctional populations. The CDC expects the prison
population to increase about 1.9 percent in the current year and about
1.2 percent in the budget year, reaching about 167,100 inmates by June
2001. The CDC projects that the number of inmates will exceed 183,000
by June 2005. These growth percentages are significantly smaller than
actual and estimated rates of recent years. Still, our review indicates that
the actual growth rates will be slower than projected.

Focusing Crime-Fighting Efforts. The Legislature could allocate re-
sources to crime-fighting activities that could help further reduce the al-
ready declining level of crime in California. In our view, some of the
Governor’s budget proposals meet that objective. For example, the
Governor’s budget provides $126 million (an increase of about $40 mil-
lion) for programs for inmates and parolees, such as drug treatment and
casework services in communities that are designed to prevent the future
criminality of these offenders.

Other proposals are not well justified. For example, the $100 million
augmentation for local law enforcement agencies for technology equip-
ment and school safety lacks important details, contains no evidence of
demand, and is duplicative of other programs.

TRANSPORTATION

Transportation Planning. The Department of Transportation
(Caltrans) shares responsibility for developing transportation projects with
local agencies. Typically, projects on the state highway system are de-
signed by Caltrans, while projects off the state highway system, such as
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transit or local street and road projects, are designed by local agencies.
Both Caltrans and local agencies schedule state-funded projects in a four-
year programming document—the State Transportation Improvement
Program (STIP).

The state also funds the intercity rail program, as well as provides
local assistance funds for public transportation.

Proposal
Governor’s Transportation 2000 Initiative. The budget includes a

Transportation 2000 initiative designed to relieve congestion by acceler-
ating funding for transportation projects. The key elements of the pro-
posal are summarized in Figure 10 (see next page). As the figure shows,
the initiative addresses both highway and road transportation, as well as
public transit. It focuses on getting projects constructed sooner. This is to
be achieved mainly by (1) scheduling more projects in the STIP to be de-
livered between 2000-01 through 2000-03, and (2) inducing local agencies
to use their share of transportation funds more expeditiously via use-it-
or-lose-it provisions.

In addition, the initiative provides funding for specific rail track and
signal improvements and equipment acquisition for urban and commuter
rail as well as intercity rail. The budget also provides funds for planning
work to be done for a Bay Area ferry system, in accordance with recent
legislation.

With the exception of expenditures for various rail and ferry projects,
the initiative contains no new funding for transportation.

Issues for Legislative Consideration
We have identified several issues that the Legislature should con-

sider when assessing the Governor’s transportation initiative.

Availability of Projects for Expanded STIP Is Questionable. We think
that scheduling more projects in the STIP would allow project design work
to proceed sooner. However, the Governor’s initiative would result in a
2000 STIP that is about 23 percent larger than the program would other-
wise have been under current law. We question whether the state and
local agencies can deliver, in short order, a program of this magnitude.
Because neither Caltrans nor local agencies could have anticipated this
substantial acceleration of funds for additional projects, it is highly un-
likely that they will have even close to $3.6 billion worth of planned
projects to use the advanced funding generated by the Governor’s initiative.
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Figure 10

Key Provisions of Transportation 2000 Initiative

Funding Proposals

• Accelerate $3.6 billion of funds into the 2000 State Transportation Improvement
Program (STIP).
• $3 billion in bonds backed by future federal transportation funds.
• $600 million from the State Highway Account by lowering reserve.

• Amend Article XIX of State Constitution to allow a portion of fuel taxes to be
used for transit capital and operating costs.

Transportation Programming

• Extend the STIP from four years to seven years to allow work to begin on pro-
jects that would otherwise be delayed until funds become available in the 2002
or 2004 STIP.

Environmental Streamlining

• Direct the Business, Transportation and Housing Agency, the California Envi-
ronmental Protection Agency, and the Resources Agency to develop methods
to streamline environmental review.

Use-It-or-Lose-It Provisions

• Expedite use of $300 million in local gas tax funds and $800 million in unused
local agency federal funds. If local agencies do not spend funds within certain
time period, state would reprogram funds for other projects.

Public Transportation

• $50 million for intercity rail improvements.
• $71 million for specific equipment, station, and track improvement projects for

commuter and urban rail.
• $12 million for planning and studies for a Bay Area ferry system.

Initiative Would Necessitate Significant Staff Expansion. Beyond the
question of whether projects are ready to be scheduled is an even more
critical question—whether Caltrans or local agencies have the ability to
hire and train staff to perform the necessary design and project develop-
ment work to deliver an additional $3.6 billion worth of projects. Depend-
ing on the mix of projects that would be scheduled, Caltrans would have
to expand its capital outlay support staff significantly—ranging from an
additional 4,000 personnel-years to over 8,000 personnel years, at a total
cost of between $400 million to over $800 million. This increase would
have to occur mainly in the next two years if the projects are to be deliv-
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ered in the 2000 STIP period. Given Caltrans’ current vacancy rate (about
9 percent in its project development and engineering staff), it would likely
have difficulty in hiring enough staff to meet the expectations of the
Governor’s initiative.

Impediments to Project Delivery Need to Be Addressed. In addition
to not having adequate staff to work on projects, there are other factors
which cause delay in the delivery of transportation projects. One major
challenge is the complexity of delivering projects that are supported with
federal funds. Our review found that federal funds can add several years
to the length of time it takes to deliver projects. This is due to a number of
factors, such as the length of time federal agencies take to review envi-
ronmental documents and the project development process that must be
followed in order to receive federal reimbursement.

We recommend the enactment of legislation to allow local agencies
to pool their federal funds and, in certain instances, swap them for state
funds. This would allow the use of federal funds to be more concentrated
on certain large projects, rather than spread out across projects of various
sizes. Additionally, we recommend that the California Congressional del-
egation seek enactment of legislation that would (1) delegate to Caltrans
the authority to review and approve federally required environmental
documents and (2) require federal permitting agencies to participate ear-
lier in the federal environmental review process.

As regards the state environmental review process required by the
California Environmental Quality Act (CEQA), we recommend that leg-
islation be enacted to require that all state permitting agencies partici-
pate earlier in the CEQA process. Specifically, if a permitting agency fails
to participate and inform Caltrans of its concerns after being formally
notified of the project, it would forego the right to raise issues that have
already been addressed in the CEQA review process.

Use-It-or-Lose-It Provisions Not Warranted. The initiative proposes
use-it-or-lose-it provisions for two types of local transportation funds—
federal funds and gas tax revenues—in order to encourage local agencies
to expend these funds more expeditiously on projects. Given recent im-
provements in the rate local agencies have expended their federal trans-
portation funds, as well as recently enacted timely use of funds provi-
sions, we conclude that additional changes are not warranted at this time.
As regards the gas tax revenues held as reserves by local agencies, we
recommend that the Governor’s proposal not be adopted given the esti-
mated backlog in local streets and road repair needs (of over $10 billion).

Funding of Commuter and Urban Rail Proposal Should Use Existing
Process. The budget proposes $71 million for specific capital improve-
ment and acquisition projects on commuter and urban rail systems. Con-
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sistent with current legislative practice, we recommend that funding for
individual projects not be provided in the budget act. Instead, we recom-
mend that the amount be appropriated as a lump sum to be allocated by
the California Transportation Commission to commuter and urban rail
projects in accordance with project application and evaluation processes
under existing law.

RESOURCES

CALFED Bay-Delta Program. The CALFED Bay-Delta Program was
created in 1995 as a consortium of ten federal and five state agencies to
develop a long-term solution to water problems in the San Francisco Bay/
Sacramento-San Joaquin Delta Estuary (the Bay-Delta). The program’s
goals are to improve water quality, fish and wildlife habitat, flood con-
trol, and the reliability of water supplies. The program is developing a
plan that, once approved by federal and state environmental agencies
(likely this summer), will guide the program’s implementation phase that
is expected to last at least 30 years at a total cost of potentially $10 billion.

The existing organizational structure of the program, currently housed
in the Department of Water Resources (DWR), is loosely configured. This
reflects the fact that the program has evolved administratively and has
not been spelled out in state statute.

Older School Buses Are Significant Polluters. Of the 24,000 school
buses operating in the state, most have diesel engines and about 1,900
predate 1977, the year when major federal safety standards took effect.
Diesel school buses are a major source of “particulate matter” pollution
that has been identified by the Air Resources Board (ARB) as a toxic air
contaminant. Newer diesel buses, while subject to stricter air emission
standards than older ones, continue to emit significantly greater toxic
pollutants than low-emission alternative fuel buses (such as natural gas).

Watershed Assessment. An effective watershed assessment can pro-
vide valuable information necessary for improving regulatory and resto-
ration efforts on watersheds. A watershed assessment compares histori-
cal and current habitat conditions and evaluates the extent to which chang-
ing habitat conditions have affected the populations of particular spe-
cies. For a watershed assessment to be most effective in achieving regula-
tory and restoration goals, it should include three components: (1) data
collection, (2) data analysis, and (3) applications to regulatory and resto-
ration efforts.
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California Coastal Commission. The California Coastal Commission
is responsible for protecting the state’s coastal resources through land
use regulation, planning, educational programs, and other means.

Proposal
CALFED Bay-Delta Program. The budget proposes $42.3 million for

the CALFED Bay-Delta Program under DWR. Of this amount, $20 mil-
lion is for ecosystem restoration projects, $12.3 million is for planning
and operations, and $10 million is for local water management and water
transfer programs in areas served by Delta water. Our review, however,
finds that an additional $93.8 million of proposed expenditures in DWR
and various other state agencies should appropriately be characterized
as CALFED-related expenditures. These include, for example, $51.5 mil-
lion to be allocated by the Resources Agency for Bay-Delta ecosystem
restoration projects.

Older School Bus Replacement Program. The Governor proposes a
new $50 million “Older School Bus Replacement Program” to be admin-
istered by ARB. According to the budget, the intent of the program is to
provide grants for school districts to replace pre-1977 diesel school buses
with safe and clean alternative fuel buses.

Watershed Assessment Initiative. The budget requests $6.9 million
and 56 personnel-years for various resources departments to do water-
shed assessments on state and private lands on the North Coast. The bud-
get proposes to compile existing data and collect a limited amount of
new data on North Coast watersheds. However, the proposal indicates
that the data analysis will not result in specific recommendations related
to land use activities such as timber harvesting or for restoration efforts.

Coastal Commission Seeks New Enforcement Positions. The Coastal
Commission requests nine new positions to supplement the five posi-
tions currently dedicated to enforcement in the coastal zone. It also re-
quests three new positions for other purposes, as well as additional fund-
ing for operating expenses and equipment.

Issues for Legislative Consideration
CALFED Bay-Delta Program. The focus of the CALFED Bay-Delta

Program will soon shift from the planning to the implementation phase.
During this phase, decisions will be made on the type, location, timing,
and financing of specific projects. A number of important policy deci-
sions will also have to be made, including setting expenditure priorities
among the program’s several areas of activity.

Because of the substantial state funding potentially at stake and the
major decisions yet to be made, it will become increasingly important
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that a formal organizational structure be in place that the Legislature can
hold accountable for CALFED-related decisions and expenditures. We
recommend the enactment of legislation that establishes a structure that
provides this accountability. The structure, which could take a number of
different forms, should facilitate coordination among the various agen-
cies implementing the program and ensure that the Legislature’s infor-
mation needs (such as being informed of the program’s expenditure pri-
orities, work plans, and budget) are met.

Older School Bus Replacement Program. There are several policy and
implementation issues that remain unresolved with the Governor’s pro-
posal. We recommend that these issues be addressed in legislation prior
to approving funding for the program. These issues include deciding the
following:

• The Program’s Overriding Goal. Setting a clear, primary goal for
the program is necessary to establish criteria and guidelines for
allocating the grant funds. For example, is the primary goal to
achieve the maximum possible reduction in diesel particulate, or
is it rather to modernize the school bus fleet to improve safety
while achieving pollution reductions?

• Whether Funds Are for Bus Replacement, Retrofits, or Both. Es-
tablishing the program’s primary goal would affect the extent to
which the program focuses on bus replacement versus retrofits.
For example, if the goal were to achieve the maximum reduction
in diesel particulate statewide, it would be more cost-effective to
use at least part of the funding for retrofits.

• The Age of Bus Fleets Eligible for Funds. The proposal’s emission
reduction potential is also affected if funding eligibility is limited
to school buses of a certain age. Focusing solely on the oldest
buses in the state, while modernizing the school bus fleet to im-
prove safety, is likely to limit the potential to reduce emissions.

• Whether There Should Be a Matching Requirement. While a
matching requirement would likely result in greater emission
reductions statewide than under full grant funding, such a re-
quirement could raise issues of fairness if poorer school districts
are thereby excluded from the program.

Watershed Assessment Initiative. Our review finds the proposal lacks
the components of an effective watershed assessment. Specifically, we do
not think the proposal will achieve the goals of improving regulatory
and restoration efforts for two reasons: (1) the data collection design is
flawed and (2) the finished assessments are inadequately linked to regu-
latory and restoration efforts. We recommend that the Secretary for Re-
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sources report to the Legislature on how data collection dissemination
would be coordinated among various resource departments, and how
assessment results would be used to improve regulatory and habitat res-
toration efforts.

Coastal Enforcement Should Be Improved. We find that the commis-
sion is inadequately carrying out some of its statutory duties. In addi-
tion, a number of local governments are not fulfilling their responsibili-
ties under the Coastal Act. While we believe the Coastal Commission’s
proposed staffing augmentations are warranted, we believe the Legisla-
ture should consider additional ways to help ensure the Coastal Act is
adequately enforced. Specifically, the Legislature should consider ways
to:

• Restrict the use of new staff to enforcement activities.

• Ensure that the commission addresses its backlog of Local Coastal
Program (LCP) reviews.

• Strengthen incentives for local governments to adopt the
commission’s recommendations.

• Strengthen the incentives for local governments, that have not
already done so, to adopt LCPs as required by law.
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FACING THE LEGISLATURE





RECONSIDERING AB 8:
EXPLORING ALTERNATIVE WAYS TO

ALLOCATE PROPERTY TAXES

Summary
In Chapter 94, Statutes of 1999 (AB 676, Brewer), the Legislature

declared the existing property tax allocation system to be “serious flawed”
and stated its intent to revamp the system in order to: (1) increase tax-
payer knowledge, (2) provide greater local control, and (3) correct the
skewed land use incentives faced by local governments. This report
discusses five alternatives to improve local finance.

• Alternative I: Set Uniform Rates.  Each jurisdiction would be
allocated a property tax share based on the services it provides.

• Alternative II: Local Control Over ERAF.  Cities and/or coun-
ties would be given direct authority over the rate and allocation of
a share of the property tax.

• Alternative III: Property Taxes for Municipal Services and
Schools.  The allocation of every property’s tax bill would be iden-
tical—half to local municipal services and half to schools.

• Alternative IV: Re-Balance Tax Burden.  Three local revenue
sources would be changed significantly in order to provide a sales
tax reduction and create local control over property tax rates.

• Alternative V: Making Government Make Sense.  State and
local government responsibilities would be realigned to create
more efficient program coordination.

What Are the Legislature’s Options for Improving the
Property Tax Allocation System?
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INTRODUCTION

California’s property owners pay over $20 billion of property taxes
each year. These tax revenues—the third largest source of tax revenues in
California—are then allocated among several thousand local governments,
pursuant to a complex state statute. While significant legislation pertain-
ing to the property tax allocation system has been enacted over the years,
the allocation system is still commonly referred to as “AB 8,” after the bill
which first implemented the system—Chapter 282, Statutes of 1979
(L. Greene).

Over the years, the Legislature, local governments, the business com-
munity, and the public have become increasingly critical of the state’s
property tax allocation system because (1) it does not allocate revenues in
a way that reflects modern needs and preferences of local communities
and (2) it centralizes authority over local revenues in Sacramento.

To respond to these concerns, the Legislature enacted Chapter 94,
Statutes of 1999 (AB 676, Brewer). Chapter 94 declares that California’s
system for allocating property taxes is “seriously flawed” and states leg-
islative intent to revamp the property tax allocation system to:

• Increase taxpayer knowledge of the allocation of property taxes.

• Provide greater local control over property tax allocation.

• Give local governments greater fiscal incentives to approve land
developments other than retail developments.

To assist the Legislature in this effort, Chapter 94 directs the
Legislative Analyst’s Office (LAO) to develop alternatives for restructur-
ing the property tax allocation system, including one which provides for
a minimum property tax share for each county. This report is written in
fulfillment of Chapter 94’s requirements.

This report begins with an examination of the problems in the cur-
rent property tax allocation system and a discussion of the tensions and
trade-offs inherent in reform proposals. The report then discusses five
alternatives for revamping the “AB 8” system and outlines a process for
enacting reform.

WHAT ARE THE PROBLEMS WITH

THE ALLOCATION SYSTEM?
As noted above, Chapter 94 highlights three specific problems with

California’s system of property tax allocation. In addition, we have iden-
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tified some other concerns which are indirectly related to the current al-
location system. Figure 1 lists each of these problems, which are discussed
in more detail below.

Figure 1

Property Tax Allocation: Existing Problems

Lack of Information Impedes Government Accountability��
• No entity-by-entity rates.
• Outdated formulas reflect 1970s preferences.
• Lack of accountability by officials.

Lack of Local Control��
• No ability to raise or lower property tax shares.
• System susceptible to state-controlled revenue shifts.
• Inability to shift revenues among priorities.

Skewed Development Incentives��
• Fiscal incentives encourage retail over other uses.
• Fiscal incentives encourage proliferation and misuse of redevelopment.

Other Related Issues��
• Assessment practices act as barrier to new businesses.
• Reliance upon nondeductible taxes to finance government services.
• Competition for resources results in inefficient intergovernmental program

coordination.

Lack of Information
Impedes Government Accountability

Prior to the passage of Proposition 13 by the California voters in 1978,
each governmental entity (city, county, special district, and school dis-
trict) would set a property tax rate annually. This rate would be
combined with other local governments’ tax rates to form a property
owner’s property tax bill. The taxpayer’s total property tax owed would
be determined by summing together the various rates and applying the
total to the property’s assessed value. Because the rates were connected
to a specific government entity and set annually, taxpayers could see what
percentage of their property taxes was going to each local government.
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To implement Proposition 13, the Legislature enacted the AB 8 prop-
erty tax allocation system. A single countywide rate of 1 percent replaced
the numerous individual government tax rates. Although taxpayers gained
the assurance that their rate could not increase from year-to-year, they lost
the ability to see which entities receive revenues from their payments.

Complexity and Variation in Current Property Tax Allocations. Even
if taxpayers today do further research regarding their property tax bill,
they are likely to be confused when they find out that the allocation of
revenues to any local government:

• Is based largely on the level of property taxes that it received in
the mid-1970s, relative to other local governments in the same
county.

• Generally can not be changed, except by state legislation.

• Varies significantly across taxpayers in the same county—and in
comparison with taxpayers in other parts of the state.

Further information regarding the complexity and variation of the
property tax allocation system is provided in Appendix I.

Reduced Government Accountability. In addition to confusing tax-
payers about how their tax dollars are distributed, the AB 8 system
reduces government accountability. The link between the level of gov-
ernment allocating the tax (the state) and the entity that spends the tax
revenues (cities, counties, special districts, and schools) has been severed.
So, for example, if a taxpayer is not happy with the level of library ser-
vices provided by an independent library district, it is difficult to hold
the district accountable since the library district is not the agency respon-
sible for determining the level of property tax revenues available for
service delivery.

Lack of Local Control

The same forces that diminish taxpayers’ ability to hold their govern-
ments accountable also reduce local governments’ ability to control their
own finances. Local governments lack the fiscal control to use the
property tax for its traditional purpose: meeting the ever-changing mu-
nicipal needs of a community. Local officials have no power to raise or
lower their property tax share on an annual basis to reflect the changing
needs of their communities.

As the property tax shifts of the early 1990s illustrated, the current
state-controlled allocation of revenues leaves local governments vulner-
able to changes in their base revenue levels. Even if these shifted funds
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(or “ERAF” funds, named after the fund into which the money was de-
posited, the Educational Revenue Augmentation Fund) were returned,
local governments would remain susceptible to future revenue shifts.
Without local control of property tax distribution, state redirections of
local revenues remains a potential problem.

The state has left the distribution of property tax revenues among local
entities largely unchanged since the 1970s. Counties receive a similar pro-
portion of property tax revenues despite many changes to their program
responsibilities. Water districts that received property taxes 25 years ago con-
tinue to do so, despite a general trend for these and other resource-related
services to be funded by user charges rather than general taxes. Local citi-
zens and their elected representatives lack effective fiscal authority to change
the allocation of property taxes to reflect their community’s current priori-
ties. This problem is especially acute for cities and counties that provide many
of their municipal services through independent special districts. If these
special districts levied a property tax rate in the 1970s, they typically con-
tinue to receive a share of the property tax today.

Finally, if residents desire an enhanced level of a particular service,
there is no local forum or mechanism to allow property taxes to be reallo-
cated among local governments to finance this improvement. For example,
Orange County currently receives a very low share of property taxes col-
lected within its borders—typically only 4 percent to 7 percent. If Orange
County residents and business owners wished to expand county services,
they have no practical way to redirect the approximately 3 percent to
4 percent of property taxes currently allocated to water and sanitation
districts to pay for this program enhancement. Instead, if residents wish
to increase overall county services, they would need to finance this im-
provement through a mechanism such as an assessment or special tax. In
this way, the overall level of government taxation and expenditures can
be higher than it would be if communities had greater local control.

Skewed Development Incentives

Under California’s system of local finance, communities receive in-
creased tax revenues when property is developed. These taxes include:
property tax, sales tax, and vehicle license fees (VLF). Typically, when a
city (or a county in the unincorporated area) develops its general plan or
receives a proposal for property development, it assesses the fiscal
impact of the development on the community. Generally, most commu-
nities find that they receive the highest level of revenues from retail
developments. This is because the state allocates one cent of the sales tax
to the jurisdiction where the transaction occurs; this tax is called the Bra-
dley-Burns sales tax and is allocated on a “situs” basis. In contrast, most
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communities receive only a small share of the property tax and, for resi-
dential developments, a modest per-capita allocation from the VLF.
Accordingly, industrial, office, housing, and agricultural land uses gen-
erally yield much lower tax revenues than retail development.

Not surprisingly given these incentives, many cities and counties have
oriented their land use planning and approval process disproportionately
towards the development of retail establishments, a process referred to
as the “fiscalization of land use.” Some communities have even entered
bidding wars with each other in order to attract a large sales tax generat-
ing establishment to their jurisdiction. Because the overall demand for
retail services is not affected by this competition, local government’s em-
phasis on retail development does not significantly increase the total
amount of sales taxes collected by governments—or improve the state’s
overall economy.

The state has a clear interest in promoting land use decisions that
lead to an appropriate mix of various land uses. However, the current
fiscal structure fails to encourage this balance. The relatively small share
of the property tax that cities are allocated, combined with the presence
of a local sales tax allocated on a situs basis, disadvantages the approval
of new nonretail developments.

Another consequence of the relatively low share of property taxes
received from property within their jurisdiction is the proliferation of re-
development projects. Without redevelopment, a city wishing to spend
funds to upgrade a “blighted” area typically would receive less than
20 percent of the growth in assessed value resulting from any economic
improvement in the area. However, by creating a redevelopment project
for that same area, a city’s redevelopment agency is eligible to receive all
of the growth in assessed value (less statutorily required pass throughs)—
funds that would normally accrue to the county, special districts, school
districts, and the city’s general fund. This ability to reap higher-than-nor-
mal property tax revenues from within redevelopment project areas has
led to some abuses and questionable declarations of areas as redevelop-
ment projects.

Three Related Issues

While Chapter 94 focuses on limited information and accountability
to taxpayers, lack of local control, and skewed development incentives as
the major problems with the property tax allocation system, there are
several other issues which are indirectly related to the allocation system
and which constrict California’s ability to have a healthy state-local gov-
ernment relationship. Accordingly, when considering alternatives for re-
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forming the AB 8 system, the Legislature may wish to consider solutions
that address the following issues as well.

Acquisition Assessment as Barrier to
Entry to Market Place

Proposition 13 instituted major changes to the method by which prop-
erty is assessed. Before Proposition 13, property was revalued annually
to reflect its market value. Proposition 13 instead requires property be
assessed only at the time of acquisition and then increased annually at a
maximum of 2 percent. Thus, assuming that property values are on the
rise, a property owner who has owned property for a long time will pay
significantly less in property taxes than a new property owner of an
equivalent property.

For residential property, this acquisition value-based system has some
policy merit. Specifically, it (1) encourages stable communities and
(2) ensures no sharp increases in taxes from year to year (of particular
concern for senior citizen homeowners on fixed incomes). At the same
time, however, new homeowners—both first-time home buyers and those
relocating—bear a disproportionate share of the residential property tax
burden. It is only after a number of years of home ownership that the
financial benefits of the acquisition assessment system accrue to
homeowners.

The same benefits of the acquisition value system exist in terms of
commercial and industrial property; however, the disadvantages of this
policy for businesses in a competitive economy are somewhat troubling.
The system can present an economic barrier to entry for new businesses.
If a competitor has been in the same location for a number of years, a new
business faces higher operating costs. This can discourage the formation
of new businesses and reduce competition.

Reliance Upon Nondeductible Revenues
California’s state and local governments rely on a sales tax levied at a

rate higher than in most other states. California households are not able to
deduct these taxes against their federal personal income tax liability. Replac-
ing a portion of the revenues collected under California’s sales tax with rev-
enues raised from a deductible tax (property tax, income tax, VLF) would
result in a net increase in after-tax income for California residents.

Inefficient Program Coordination
California’s residents receive government services from a wide vari-

ety of federal, state, and local agencies. Although many services may ap-
pear to be provided by a single agency, typically more than one agency is
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involved in paying for the service, determining how much of the service
is provided, and controlling the details of program delivery.

Viewed as a whole, California’s existing “system” of government does
not work together well to achieve the public’s goals. Rather, the different
levels of government often have no common mission and work at cross
purposes to one another. Governments compete among themselves for
resources and to shift program costs to other governments. The public, in
turn, finds that they cannot hold any particular agency responsible for
the quality of governmental services.

Several years ago, in outlining a proposal for state-local reorganiza-
tion—“Making Government Make Sense” (in The 1993-94 Budget: Perspec-
tives and Issues)—we concluded that California’s existing system of
government was dysfunctional. While the Legislature has improved upon
this system somewhat in recent years, many problems of inefficient pro-
gram coordination, counter-productive fiscal incentives, and reduced
accountability remain. These problems span a wide variety of areas,
including the provision of many social service and criminal justice pro-
grams, land use development, and the administration of the property tax
collection system.

WHY IS IT SO DIFFICULT TO IMPROVE

THE ALLOCATION SYSTEM?

The problems with the state’s property tax allocation system articu-
lated in Chapter 94 are not new or unknown. These problems have been
recognized and discussed by countless local government commissions,
committees, and working groups for the last 20 years. Despite the large
degree of consensus on the problems, enacting reform has proven elusive
because it requires making difficult tradeoffs across multiple worthy policy
objectives. That is, in most cases, making progress towards one desirable
reform objective requires taking a step away from another.

Our review of previous reform efforts highlights four key areas of
policy tension inherent in local finance and property tax allocation sys-
tem reform proposals:

• Property Tax Rate: Taxpayer Stability versus Local Control.

• Property Tax Allocation: Local versus State Control.

• Focus of Government: Special Purpose Agencies versus General
Purpose Governments.

• Local Finance: Reform versus Fiscal Stability.
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In developing its proposal to revamp property tax allocation, the Leg-
islature will confront these policy tensions—and will need to strike a bal-
ance that meets its policy preferences. Below, we begin our discussion of
each policy tension with a graphic showing how the current local finance
system is balanced between the competing policy objectives (indicated
by a ”s”).

Property Tax Rate:
Taxpayer Stability Versus Local Control

Stability Local Control

s

The property tax is the only tax in which the maximum rate is set in
the State’s Constitution (at 1 percent of assessed value). Decreases in the
property tax rate are authorized under state statute, but are difficult to
implement. Increases over the base property tax rate may be authorized
only for capital purposes and require approval by two-thirds of the local
voters. (Proposition 26 on the March 2000 ballot would establish a major-
ity vote approval requirement for school capital projects.) Combined, these
constitutional and statutory provisions provide a very high degree of sta-
bility to the taxpayer, but limit local control over the tax rate.

For these reasons, in our chart above, we place an “s”—represent-
ing the current local finance system—much closer to the goal of property
tax rate stability than local control. In developing a reform proposal, the
Legislature will need to consider the extent to which it wishes to main-
tain this level of property tax rate stability for all property owners—ver-
sus giving communities greater control to increase and decrease their
property tax rates.

Property Tax Allocation:
Local Versus State Control

Local State

s

Currently, as discussed earlier in this report, the state controls the
allocation of local property taxes. (Thus, the graph shows the “s” next to
“State.”) State control of the property tax, however, is a relatively recent
development in the state’s history. Between 1910 and 1978, local govern-
ments had exclusive control over the allocation of the property tax; be-
fore 1910, this authority was shared between state and local governments.
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Proposals to reform the property tax allocation system inevitably con-
front policy tensions between advocates for state and local control. On
the one hand, keeping the state in control of property tax allocation al-
lows the state to use the tax in a manner which reflects statewide con-
cerns, such as funding for: education, state-county partnership programs,
and newly developing or low-wealth communities. Transferring power
over property tax allocation to local communities, on the other hand,
would increase the likelihood that the tax revenues are used in a manner
consistent with local preferences.

Because California has thousands of local governments, many with
overlapping jurisdictions, reorienting the property tax allocation system
to give local control requires major change. In general, we find that there
are two ways to provide local control:

• Create a local forum for deciding how property tax revenues col-
lected in a community should be allocated among local govern-
ments. The California Constitution Revision Commission, for
example, suggested that each county enact a voter-approved char-
ter defining, among other things, how property taxes are to be
allocated. Alternatively, the Legislature could allocate a large share
of the property tax to a single general purpose government, such
as a city, and require the city to allocate the property taxes to
other local governments providing services to city residents. By
giving this responsibility to a local general purpose government,
the allocation of the property tax could be determined annually,
in a manner consistent with local priorities.

• Modify the current 1 percent property tax rate so that each local
government sets its own rate. This would allow each government
to raise or lower its property tax rate, possibly subject to voter
approval or tax increase limitations. This option, of course, would
require modification to Proposition 13.

Focus of Government: Special Purpose Agencies
Versus General Purpose Governments

Special Purpose General Purpose

s

California allows special purpose governments and agencies to play
a major role in providing governmental services, including fire, water,
redevelopment, and parks and recreation. Local governments in other
states typically have more of these services controlled by a single general
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purpose government, such as a city or county. Currently, it is not uncommon
for a single home or business in California to be served by a dozen special
purpose entities, with many of them receiving a share of property tax.

California’s property tax allocation system also contains provisions
which strengthen the fiscal position of some special purpose agencies.
Specifically, state laws permit virtually any city to create a redevelop-
ment agency capable of redirecting property taxes away from general
purpose governments. In addition, as we discussed earlier, state laws
controlling the allocation of property taxes may have worked to limit the
extent that some special purpose governments (such as water and sanita-
tion districts) are shifted from property tax to user-fee financing.

Because California’s system of local government grants significant
legal authority to special districts and maintains their share of the prop-
erty tax, the graphic above shows California’s system of local govern-
ment leaning moderately in favor of special purpose governments.

Local Finance:
Reform Versus Fiscal Stability

s

Reform Fiscal Stability

s

The last of the four policy tensions pertains to fiscal stability. Given
the thousands of units of local government, any change to the allocation
system for property taxes—or to local finance in general—will cause some
fiscal disruption to the state or local governments (thereby reducing
California’s current level of fiscal stability, at least in the short-term). In
confronting this trade-off, many previous reform committees have cho-
sen to favor fiscal stability more than reform. In fact, some previous re-
form efforts have sought to make improvements under the constraint of
complete fiscal neutrality: no individual government would gain or lose
current revenues under the proposal and no taxpayer would pay more.
While the goal of maintaining a government’s and taxpayer’s fiscal con-
dition is worthy, we note that there is tension between the goals of im-
proving the system and maintaining the status quo.

In enacting Chapter 94, the Legislature recognized this tension and
specified that it “intends to consider allocating an unspecified amount in
additional revenues available to cities, counties, and special districts” to
mitigate any fiscal disruption. We think this statement by the Legislature
was an important recognition of the tension between reform and fiscal
stability. While there are various options for the Legislature to consider
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to minimize the economic disruption (such as phasing in changes, mak-
ing them optional, or providing increased taxing authority), it is impor-
tant to note that the goals of local finance improvement and short-term
fiscal stability are at odds.

WHAT ARE THE ALTERNATIVES?

In this next section, we describe five alternatives for revamping the
property tax allocation system in a manner consistent with the goals stated
in Chapter 94. In reviewing these alternatives, we note that they do not
represent the only choices for the Legislature, but a look at the spectrum
of options available. In addition, in many cases, elements of these alter-
natives can be modified to alter the emphasis given to any of the compet-
ing policy objectives discussed above, or to address other policy objec-
tives of the Legislature.

Alternative I: Set Uniform Rates

Chapter 94 requires the LAO to consider the option of “establishing
a minimum percentage of the property tax to be allocated to each Califor-
nia county.” This concept of assigning local governments a minimum share
of the property tax has been discussed over the years. The Legislature
took a step in this direction in passing Chapter 1211, Statutes of 1987
(SB 709, Lockyer), guaranteeing a minimum share of property taxes to
certain cities that did not levy a property tax rate (or levied only a very
low rate) prior to Proposition 13. The Legislature also has considered bills
to increase certain counties’ shares of property taxes.

One difficulty associated with these “minimum percentage” propos-
als is that there is no common set of governmental responsibilities. Some
cities, for instance, provide a wide array of services: police, fire, and parks
and recreation. Other cities provide public protection and land use plan-
ning, but rely on the county or special districts to provide other services
to their residents. Similarly, in some counties most people live within the
boundaries of full-service cities. Other counties, by serving unincorpo-
rated areas, provide municipal services to a large number of their resi-
dents. As a result, assigning the same property tax share to all cities and
counties disadvantages those local agencies with more service responsi-
bilities. We note, for example, that an analysis performed for the League
of California Cities found that, after correcting for their typically lower
service obligations, cities with low shares of the property tax often re-
ceive a higher share of the property tax than many other cities.
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If the Legislature wishes to revamp the property tax allocation to
improve uniformity in the distribution of property taxes, the Legislature
should acknowledge the differences in local government service obliga-
tions. Accordingly, this first alternative outlines a process by which the
Legislature could assign shares of the property tax which reflect the num-
ber of services provided by the local government.

How It Would Work
Based on a statewide study of local government costs to provide ser-

vices, the Legislature could enact a statute assigning specific shares of the
property tax for each service. For example, the statute might assign K-14
finance a 50 percent share of the property tax; countywide services a 25 per-
cent share; fire and police/sheriff 10 percent shares each; and library, parks
and recreation, and other services a share of the remaining 5 percent.

Any individual government’s share of the property tax, in turn, would
reflect the number of services it provides. For example, a city that pro-
vides a full array of municipal services might receive 25 percent of the
property taxes collected within its borders (10 percent each for police and
fire, and 5 percent for other services). Conversely, a city that relies more
extensively on special districts might receive a 10 percent share (for po-
lice services). Similarly, a county might receive 45 percent to 50 percent of
the property tax collected from properties in its unincorporated area, but
only 25 percent of the property tax in areas included within a city’s bound-
aries.

The Legislature would have many options in implementing this al-
ternative. For example, the Legislature could specify that the scheduled
shares apply only:

• To the growth in property taxes, leaving the existing $20 billion
“base” of property taxes allocated as it has in the past.

• To governments where it would increase their share of property
taxes.

• To governments where the current per- capita amount of prop-
erty taxes is lower than average.

Alternatively, the Legislature could develop a statewide uniform
schedule, applicable to only a specific county or counties on a trial basis.

Discussion
Under this alternative, the differences in property tax shares which

largely stem from local taxation and governmental organization decisions
of a generation ago would be replaced by differences reflecting current
service responsibilities. In addition, taxpayers throughout the state would
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have a much easier task understanding how their tax dollars are distrib-
uted, possibly improving local government accountability.

The major disadvantages of this proposal, relative to the goals speci-
fied in Chapter 94, pertain to its failure to increase local control or im-
prove development incentives. Specifically, the uniform schedule of prop-
erty tax shares would be enacted in Sacramento and is unlikely to repre-
sent local priorities or the needs of all communities, especially over time.
In addition, this alternative does not alter the fiscal incentives local gov-
ernments face to approve retail land uses. This is because the alternative
does not:

• Decrease the reliance of cities or counties (agencies with the power
to approve land developments) on situs-based sales taxes.

• Necessarily increase city and county reliance upon the property
tax, a tax which provides more “neutral” fiscal incentives for lo-
cal governments.

In terms of the four tensions discussed above, this alternative makes
little change from the status quo. The proposal is balanced towards main-
taining property tax rate stability, state control over tax allocation, and
maintaining the role of special purpose governments. Finally, the extent
to which the proposal was balanced towards reform or fiscal stability
would depend on the implementation of the measure. For example, if the
schedule applied only to the growth in property taxes, the extent of fiscal
disruption and reform would be modest.

Alternative II: Local Control Over ERAF

This next alternative focuses more directly on Chapter 94’s goal of
increasing local control over the property tax. Specifically, Alternative II
gives local governments direct authority and responsibility over part of
the property tax rate and its allocation.

How It Would Work
Currently, about 18 cents of every property tax dollar paid is allo-

cated to the fund created as part of the early 1990s property tax shift,
ERAF. Money from ERAF is allocated to K-14 schools in each county.
Under this alternative, the state would reduce the overall property tax
rate from 1 percent of assessed value to 0.9 percent. Cities, counties, and
special districts would not sustain any property tax revenue losses as a result of
this change. The only effect of the tax reduction would be to decrease rev-
enues allocated to ERAF. The state would be obligated to offset school
losses with increased General Fund dollars.
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After reducing the property tax rate from 1 percent of assessed value
to 0.9 percent, the Legislature would instruct cities and/or counties that
it is their decision whether to (1) increase city or county property taxes
up to the maximum 1 percent rate and/or (2) pass on the tax cut as prop-
erty tax relief to property owners in their communities. Figure 2 (see next
page) provides examples of this alternative. As the figure shows, the first
step in the alternative is to view the 1 percent rate as the composite of
different rates for different local governments. (The rates shown in the
figure represent statewide averages.) The second step is for the state to
reduce ERAF’s share of the property tax. Finally, in the third step, the
Legislature gives cities (or cities and counties) authority to increase the
rate. While our example shows local governments increasing the rate to
the maximum, some local governments would choose not to increase the
tax rate, and pass on the tax cut to their residents.

What Vote Would Be Needed to Increase the Tax Rate? Provided the
maximum property tax rate did not exceed 1 percent, Proposition 218
(Article XIII C, Section 2 [b]) appears to give this tax adjusting authority
to city councils and boards of supervisors, without requiring a vote of the
local electorate. Should local residents object to their representatives‘ de-
cisions, local residents could elect different local officials, or overturn the
property tax change using the initiative powers set forth in Proposition 218
(Article XIII C, Section 3). Cities and counties also could choose to place
these taxation matters before their local electorate.

Which Level of Government Would Have Power Over the Tax Rate?
The Legislature would need to designate the extent to which cities and/
or counties would have authority over the rate. Absent a constitutional
change, we do not believe that special purpose agencies, such as schools
or special districts, would have authority to modify the rate.

Discussion
This alternative makes significant improvements towards one of the

goals specified in Chapter 94—increasing local control of property tax
allocation. Specifically, it:

• Links the Level of Local Taxes With Local Preferences. Commu-
nities that prefer lower taxes can have their property taxes re-
duced. Communities that prefer higher levels of city or county
services can forgo a tax cut and enjoy higher levels of local ser-
vices. Should local preferences change over time, the local tax
rate could change as well.

• Focuses Accountability on Locally Elected Officials. For much
of the last two decades, locally elected officials have had limited
authority to alter the level of broad-based local taxes. As a result,
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some of the focus regarding local fiscal affairs has shifted from
locally elected officials to state officials and state budgetary ac-
tions. This property tax alternative, in contrast, places more fis-
cal responsibility upon locally elected officials.

This alternative makes less progress towards Chapter 94’s other goals.
Specifically, taxpayer understanding of the allocation system would be
limited because most tax revenues still would be allocated under the
AB 8 formulas. In addition, the alternative only modestly improves local
government’s skewed land use development incentives.

In terms of the tensions discussed earlier, this alternative moderately
shifts the balance towards local control of the property tax rate and its
allocation. In addition, because special purpose government would not
gain increased authority, the alternative shifts the focus of government
somewhat towards general purpose governments. Finally, in terms of
reform versus fiscal stability, this alternative makes improvements, but
imposes a cost to the state. Specifically, a 10 percent reduction in the prop-

Figure 2

Local Control Over ERAF

One way to think about
property tax allocation is
to consider the 1 percent
rate as the composite of
different rates for differ-
ent local governments.

Step 1: Current Effective Property Tax Rates (Statewide Averages)

Step 2: Reduce ERAF’s Tax Rate in Every Community

Rate

Schools .35
ERAF .18
Counties .20
Cities .11
Special districts .09
Redevelopment .08

Total 1.00

Current
Rate

State
Change

Reduced
Rate

Schools .35 — .35
ERAF .18 -.10 .08
Counties .20 — .20
Cities .11 — .11
Special districts .09 — .09
Redevelopment .08 — .08

Totals 1.00 — .90
(Continued)
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erty tax, as outlined here, would cost the state approximately $2 billion
annually. A 5 percent reduction would cost $1 billion annually.

Alternative III: Property Taxes for
Municipal Services and Schools

The third alternative significantly revamps and simplifies the prop-
erty tax allocation system to meet Chapter 94’s goals. Specifically, this
alternative links the property tax exclusively to two purposes: (1) mu-
nicipal services and (2) school finance. Each of these purposes would re-
ceive half of the property tax revenues collected from any property.

How It Would Work
Under this option, the allocation of every property’s tax bill would

be identical—half to local municipal services and half to schools. For the
half allocated to schools, the funds would be deposited into a countywide
fund. From this fund, schools throughout the county would receive an

Figure 2
Local Control Over ERAF (continued)

Reduced
Rate

Local
Change

New
Rate

Schools .35 .35
ERAF .08 .08
Counties .20 .05 .25
Cities .11 .05 .16
Special districts .09 .09
Redevelopment .08 .08

Totals .90 1.00

Reduced
Rate

Local
Change

New
Rate

Schools .35 — .35
ERAF .08 — .08
Counties .20 — .20
Cities .11 .10 .21
Special districts .09 — .09
Redevelopment .08 — .08

Totals .90 — 1.00

Step 3:

Option B—Authorize
Counties and Cities to
Increase Tax Rate

Option A—Authorize Cities
to Increase Tax Rate
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allocation. As with current law, the state’s General Fund would supple-
ment these funds and schools would be held harmless. For the remaining
half of the property tax, the funds would be allocated to the city in which
the property is located. For unincorporated areas, the county would re-
ceive the funds to carry out its role as the property’s municipal service
provider. Funds provided to a county for this purpose could not be redi-
rected to pay for general countywide services, such as county jails, public
health, and welfare.

City or county (in the case of unincorporated areas) representatives
would be responsible for providing (or contracting for) a defined set of
municipal services for their residents, such as police, fire, parks, libraries,
etc. Cities or counties could elect to allocate a portion of their property
taxes to special districts and/or redevelopment agencies. Because this
alternative provides such a large share of the property tax to municipal
service providers, counties would need a replacement revenue source to
pay for countywide services. This alternative shifts most city Bradley-
Burns sales tax and some city VLF revenues to counties for this purpose.
Counties would receive sales tax revenues from sales taking place any-
where within their borders, not just from sales occurring in unincorpo-
rated areas.

Discussion
This alternative would make considerable gains towards all of

Chapter 94’s goals. Specifically, the measure provides for:

• Simple Allocation System and Local Flexibility. For taxpayers,
understanding their property tax bills and holding their elected
officials accountable would become significantly easier. If they
were unhappy with the level of support being dedicated to a par-
ticular service, their city council or board of supervisors would
have the power to redirect resources away from another service.
Property taxes formerly allocated to special districts and/or re-
development agencies would be available to the city or county as
general purpose revenues. As a result, municipal service provid-
ers (cities and, for unincorporated areas, counties) would control
about $10 billion of property taxes. Local governments, however,
would not receive any additional authority to increase or decrease
these revenues.

• Balanced Land Use Decisions. By redirecting the Bradley-Burns
sales tax (up to $4 billion) away from cities to counties, the incen-
tives for land use practices that unduly favor retail establishments
would be greatly reduced.
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In terms of the tensions outlined earlier in this report, this alternative
maintains the current balance towards property tax rate stability, but
allows much greater local control over the allocation of property tax rev-
enues. This proposal places a stronger emphasis on general purpose gov-
ernments. For special districts or redevelopment agencies to continue to
receive property tax revenues, the city or county would have to choose to
dedicate a portion of their property tax revenues for these services. (In
the short run, however, cities may need to allocate some of their property
tax revenues to these agencies to meet debt service obligations.)

Alternative IV: Re-Balance Tax Burden

Under this alternative, a number of revenue sources are changed sig-
nificantly to: reduce the state’s reliance upon nondeductible taxes, pro-
vide a more balanced set of local government fiscal incentives regarding
land use, give communities local control over the property tax rate and
allocation, and reduce the barriers to entry for new businesses under an
acquisition-based assessment system. While these goals could be achieved
in a number of ways, one approach is outlined below. As summarized in
Figure 3 (see next page), the alternative makes changes to the sales tax,
the property tax, and the VLF in achieving its goals.

How It Would Work
Sales Tax Changes. This alternative reduces the sales tax by $5 billion

(1.25 percent) in order to (1) reduce a tax which California households
can not deduct against their federal income tax liabilities and (2) reduce
local governments’ incentives to favor retail developments. Because of
differential rates across counties, this tax cut would reduce the sales tax
rate in Los Angeles County from 8.25 percent to 7 percent, and in Butte
County from 7.25 percent to 6 percent.

This composite sales tax reduction of 1.25 percent would come from
cutting the:

• State’s sales tax rate by three-quarters of a cent.

• Local Bradley-Burns sales tax rate by one half cent.

In addition, in order to further correct local government’s strong in-
centives to approve retail developments over housing, half of local gov-
ernments’ remaining Bradley-Burns sales taxes would be allocated on
the basis of population, not by where the sale occurs.

These sales tax cuts would have an indirect effect on future VLF rate
reductions. As part of the 1998 budget agreement, the VLF was cut per-
manently by 25 percent, with additional VLF reductions beginning in 2001



120 Part V: Major Issues Facing the Legislature

Figure 3

Summary of Alternative IV:
Re-Balance Tax Burden

Reduce Sales Taxes by 1.25 Percent ($5 Billion)��
• Reduction split between state (0.75 percent) and local (0.50 percent)

rates.
• Under current law, state's loss of revenue would be largely offset by re-

duced state spending from future vehicle license fee (VLF) reductions not
going into effect.

Increase City and County Property Tax Revenues ($1.3 Billion)��
• In exchange for the receipt of these new revenues, local governments

would forego the revenues from the existing VLF backfill.

Increase Local Control Over Property Tax Rate��
• Each local entity would be authorized to raise or lower its own property tax

rate.
• Taxpayer protections would include the requirement of a local charter and

a 2 percent maximum annual increase.

Assess Nonresidential Property at Market Value ($2 Billion)��
• Business personal property and state assessed property (like public utili-

ties) are already assessed in this manner.

if specific revenue levels are reached. (In addition, the Legislature en-
acted legislation increasing the VLF reduction to a cumulative 35 percent
for calendar year 2000 only.) To offset the city and county revenue losses
associated with these VLF reductions, the state provides cities and coun-
ties the same amount of revenues they would have received under prior
law; these state General Fund subventions are called the VLF “backfill.”
Under the VLF legislation, any additional tax reductions that the Legisla-
ture enacts reduces, on a dollar-for-dollar basis, the amount of tax relief
provided through future VLF reductions. Under this alternative then, the
state’s sales tax cut would replace the scheduled future reductions to the
VLF over the base 25 percent reduction. This option, therefore, reduces a
nondeductible tax (sales) instead of a deductible one (VLF).

Increase Property Tax Shares. In order to provide more “neutral” land
use incentives to local governments, this alternative shifts about $1.3 bil-
lion of property taxes from schools to cities and counties. This redirection
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of property taxes would increase state General Fund costs for education.
To offset these increased state education costs and hold itself harmless,
the state would eliminate the $1.3 billion General Fund VLF backfill as-
sociated with the existing 25 percent VLF reduction currently allocated to
cities and counties. (Taxpayers, however, would continue to receive the
25 percent reduction.) Thus, as a result of this revenue swap, local gov-
ernments would continue to receive $1.3 billion in revenues. However,
cities and counties would now receive a revenue source which enhances
land-use incentives for balanced development (the property tax), as op-
posed to a state-controlled subvention (VLF backfill).

Increase Local Control. In order to increase taxpayer understanding
of their property tax bill and facilitate local allocation decisions, this al-
ternative would split the current 1 percent base property tax rate into a
series of individual local government by local government rates. Each
local government’s rate would be shown on the property owner’s tax bill.
The total of these rates for any property would sum to 1 percent initially.

The Constitution would be amended to specify that this maximum
aggregate rate of 1 percent applies in all parts of the state—unless it is
superceded by a voter-approved local government charter which speci-
fies a process by which the local government’s property tax rate may be
increased or decreased. (For example, one city’s local charter could specify
that property tax rate changes are permitted upon a two-thirds vote of
the electorate, while another city’s charter could require a majority vote
of the governing board.) The Constitution would specify, however, that
no local government would be permitted to raise its rate by more than
2 percent per year—for instance, from 0.50 percent to 0.51 percent. (There
could be exceptions to this limit in cases where a local government was
absorbing program responsibilities formerly provided by another gov-
ernment, such as a special district.) Thus, communities would gain a
mechanism for increasing and decreasing the level of property taxes allo-
cated to any jurisdiction. At the same time, homeowners would continue
to be protected from large year-to-year changes in their property tax bills.

Reduce Barrier to Entry for New Businesses. Finally, in order to ad-
dress the problem associated with higher property taxes paid by new
businesses, this alternative calls for assessing all nonresidential property
at its current market value. Business personal property and state assessed
property (like public utilities) are already assessed in this manner. This
change in assessment practices would likely generate about $2 billion in
additional property taxes in the first year. Revenues in subsequent years
would vary with economic conditions.
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Discussion
The combination of changes proposed by this alternative would yield

an improved system of local government finance that relies less on the
sales tax and returns control over the property tax to local governments.

How Would Individuals Fare Under this Alternative? This alterna-
tive would give a sizable tax reduction to individuals in the form of a
sales tax reduction. While taxpayers would forego additional VLF reduc-
tions, the sales tax reduction would be about twice as large as the future
VLF cuts. Furthermore, VLF payments are deductible for many taxpay-
ers whereas sales tax payments are not. In addition, taxpayers would be
able to see the current allocation of the property tax through entity-by-
entity rates and decide whether that allocation met their preferences. Each
community could decide for itself whether it wanted to maintain the one
percent rate cap or opt for a modest modification. Communities would
also have a much easier task reallocating revenues, or eliminating the
property tax share allocated to some local governments.

How Would Businesses Fare Under this Alternative? Under the cur-
rent property tax system, business properties—on average—are assessed
at about 80 percent of market value. Thus, the change in assessment prac-
tices would increase their property tax liabilities by about 25 percent. This
increase in property tax liability, however, would be significantly offset
by a large decrease in sales tax liability. Thus, businesses, on average,
could expect to pay approximately the same amount of taxes as today.
Unlike the current system, however, new businesses would not be at a
competitive disadvantage with regards to property tax payments.

How Would Governments Fare Under this Alternative? Local gov-
ernments in the aggregate, would be held fiscally neutral under this al-
ternative, even without increasing the base property tax rate. Local gov-
ernment land use incentives also would be significantly improved. The
amount of local tax revenues generated from all types of land uses would
increase because of (1) a transfer of additional property taxes to local
governments and (2) the increased property tax revenues from the as-
sessment of nonresidential property at market value.

The state would experience a revenue loss resulting from the sales
tax reduction. These state losses would be partially offset, however, by
increased property taxes associated with the change of assessment for
nonresidential property (which would offset state costs for K-14 educa-
tion) and savings from not implementing further VLF reductions (which
would require additional state backfill payments). In total, we estimate
that the alternative would likely increase state costs several hundreds of
millions of dollars annually.
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Alternative V: Making Government Make Sense

This fifth alternative addresses the goals of Chapter 94 and the prob-
lem of inefficient intergovernmental program coordination, discussed
earlier in this report. Specifically, this alternative—“Making Government
Make Sense” (MGMS) (1993-94 Budget: Perspectives and Issues)—provides
for significant fiscal changes and a realignment of the duties of state and
local government. This alternative illustrates how the issues of local fi-
nance, governance, and program reform may be addressed together.

How It Would Work
A series of guiding principles underlie the MGMS proposal and di-

rect its reforms. Specifically:

• Maximize the separation between state and local duties.

• Whenever possible, transfer program responsibilities to the level
of government closest to the people.

• Focus state responsibility on programs where uniformity is
needed—or where statewide benefits are to be achieved.

• Ensure that program funding responsibility and program policy
control reside at the same level of government.

• Rely on financial incentives to promote intergovernmental coor-
dination.

• Match state goals for economic development with fiscal incen-
tives facing local communities.

The MGMS alternative relies upon these principles as it examines
each governmental program and assigns principal responsibility for the
program to the state—or a single local government entity. For most pur-
poses, this alternative eliminates the differences between city and county
program responsibilities. Thus, a city is responsible for providing all lo-
cal services to city residents and a county is responsible for providing all
services to residents of the unincorporated area. Special districts and re-
development agencies are not assigned duties by the state, but may be
delegated responsibilities by cities or counties.

Alternative V also significantly modifies the state-local financing sys-
tem to reflect the changes in program responsibility and the statement of
principles. Specifically, this alternative shifts a very large share of prop-
erty taxes from schools to cities and counties to offset (1) the net fiscal
effect of the program shifts and (2) a transfer of all of the local Bradley-
Burns sales tax to the state. In order to equalize opportunities for com-
munity success, each community’s allocation of property taxes would be
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redetermined by the state. This allocation of property taxes would con-
sider local needs for municipal and community-based services. After this
initial allocation by the state, local governments would be authorized to raise
or lower their property tax rates by majority vote of the local electorate.

Discussion
This alternative makes significant progress towards the goals

specified in Chapter 94. Specifically, taxpayers would have a clear under-
standing about the allocation of property taxes—and control over this
allocation. The vast majority of any property tax bill would be allocated
to a single agency—the city, or county, if the property was in an unincor-
porated area. Locally elected officials would be responsible for using these
property taxes to pay for a wide array of local municipal and commu-
nity-based services. If taxpayers wished their local government to have a
higher or lower level of property taxes, taxpayers could modify the property
tax rate accordingly. Finally, by shifting so much property taxes to local gov-
ernment and eliminating local reliance upon the Bradley-Burns sales tax,
this fifth alternative substantially improves local land use incentives.

While this alternative meets all of the goals of Chapter 94 and re-
aligns program responsibilities to focus accountability and achieve greater
results, MGMS clearly demonstrates the tension between reform and fis-
cal stability discussed earlier in this report. Simply put, the alternative
entails very significant governance and finance changes. In terms of the
other tensions discussed earlier in the report, this alternative emphasizes
the goal of local control over the property tax (its rate and allocation) and
promotes general purpose governments.

COMPARING THE ALTERNATIVES

Each of the five alternatives described above would improve upon
the current system of property tax allocation. Each alternative addresses
at least one of the three major problems with the current property tax
allocation system described by Chapter 94—limited accountability to tax-
payers, a lack of local control, and skewed development incentives. In
Figure 4 (see next page), we rate these alternatives on their ability to solve
these problems, as well as the larger state-local issues of barriers to new busi-
nesses, tax deductibility, and intergovernmental program coordination. We
have assigned from zero to three checkmarks to each alternative for its abil-
ity to solve these problems (with three checkmarks being the best score).

For instance, Alternative III is given three checkmarks for its ability
to address skewed development incentives (since it dramatically increases
property tax shares for cities and reduces the situs allocated sales taxes).
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However, this alternative receives only one checkmark for its ability
to enhance local control (although some fiscal flexibility is provided, there
is no authority to modify the property tax rate).

An examination of Figure 4 reveals an increasing number of
checkmarks as one moves from Alternative I to Alternative V. This is not
a coincidence—in order to make significant progress in addressing the
stated problems, the alternatives make increasingly dramatic changes to
the status quo. For instance, while we believe Alternatives IV and V offer
the most progress to a long-term solution to the state-local fiscal relation-
ship, these alternatives come with a cost. In order to implement these
alternatives, both statutory and constitutional changes would be needed
that would reduce—at least in the short-term—fiscal stability. For example,
Alternative IV and Alternative V would require changes to the constitu-
tional provisions governing the maximum property tax rate and voter
approval requirements.

Figure 4

Addressing Tax Allocation Problems: Comparison of Alternatives

Problem

I. Set
Uniform
Shares

II. Local
Control

Over ERAF

III. Property
Taxes

For Municipal
Services

And Schools
IV. Re-Balance

Tax Burden

V. Making
Government
Make Sense

Limited accountability
 to taxpayers � � ��� ��� ���

Lack of local control — �� � ��� ���

Skewed development
 incentives — � ��� ��� ���

Barrier to new
 businesses — — — ��� —

Reliance on
 nondeductible taxes — — — �� —

Inefficient
 intergovernmental
 program coordination — — — — ���

Legend:

 — Does not address problem.    � Some improvement.  �� Moderate improvement.    ��� Significant improvement.
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MOVING FORWARD TO A SOLUTION

In enacting Chapter 94, the Legislature declared its intent to revamp
the state’s system of property tax allocation. Given the policy tradeoffs
inherent in the five alternatives and the failures to implement past re-
form proposals, is there hope for local finance and property tax allocation
reform in the near term? We believe there is reason for optimism if the
following considerations are kept in mind.

No Perfect Solution Exists
None of the five alternatives is the perfect solution to California’s

property tax allocation problems. Nor will the Legislature find a perfect
solution by waiting to take action. In fact, the longer the current system
remains unchanged, the worse the problems become. Local governments
adjust to the counter-productive fiscal incentives inherent in the current
finance system, and residents turn increasingly to the state to address
local concerns. By acknowledging the shortcomings and tradeoffs inher-
ent in all local reform proposals, the Legislature can make an informed
determination as to which alternative best meets its priorities.

Need for Focused Attention
If the Legislature considers each reform proposal individually, each

proposal likely would be rejected because entities negatively affected by
it will mount strong opposition, emphasizing the proposal’s imperfec-
tions. However, the Legislature could increase the likelihood of enacting
reform by (1) creating a joint committee, charged with evaluating all re-
form proposals and (2) requiring the committee to recommend the best
alternative within a specific time period. This focused attention, given to
all reform proposals by a single body, would facilitate the process of ap-
praising the strengths and limitations of reform options. This process also
would increase the likelihood of compromise, innovation, and ultimately
enacting an agreeable solution.

In addition to the alternatives described in this report, the committee
could consider proposals from the Speaker’s Commission on State/Lo-
cal Government Finance, the Commission on Local Governance in the
21st Century, the Controller, and local government associations. Ideally,
the administration would participate in these deliberations given the in-
terest in local government fiscal reform it expressed a year ago.

Set Aside Funds
Given its long-standing concern about improving local finance, the

Legislature should consider setting aside a realistic level of one-time and
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ongoing resources to implement its final reform product. As discussed
earlier, many previous reform efforts have failed due in large part to their
attempts to be fiscally neutral. Chapter 94, in contrast, acknowledges the
desirability of providing resources to facilitate reform. Setting aside funds
could ease the transition to a new system. One-time funds could reduce
the fiscal impact on local governments during the initial implementation
period. Ongoing resources may be needed to implement the long-term
structural changes.

The magnitude of dollars needed for this purpose is difficult to de-
termine before the Legislature has developed a local reform proposal re-
flecting its priorities. Given the billions of tax dollars potentially subject
to reallocation and the thousands of local governments involved, how-
ever, resources in the range of hundreds of millions of dollars may be
necessary to minimize the fiscal disruption associated with local finance
reform.

Developing a set-aside of this magnitude would compete with other
legislative priorities but need not be solely reliant on new state resources.
Rather, the Legislature could consider redirecting some of the local
subventions that have been created in recent years (partly in response to
the impaired fiscal capacity of local governments). If the Legislature’s
reform proposal improved local fiscal capacity and accountability, the
need for these subventions may be reduced. For example, the Legislature
could consider redirecting into a local reform set-aside funds currently
budgeted for some of the following programs: the Citizen’s Option for
Public Safety (COPS) program, property tax administration loan program,
booking fees reimbursements, redevelopment subventions, and criminal
justice grants administered by the Office of Criminal Justice Planning.
Combined, the Governor’s budget currently includes over $300 million
for these purposes.

CONCLUSION

This report outlines five alternatives which would make progress
towards the goals articulated in Chapter 94 and local government finance
in general. None of these alternatives is perfect; each requires difficult
tradeoffs across multiple, worthy policy objectives. In developing a local
government reform proposal, the Legislature will confront the tensions
between taxpayer stability and local preferences, local and state control,
general purpose and special purpose governments, and reform and fis-
cal stability. Notwithstanding these tensions, the current year offers a good
opportunity for the Legislature to consider making improvements in the
property tax allocation and local finance systems.
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Appendix I

COMPLEXITY AND VARIATION IN PROPERTY TAX ALLOCATION

Under California law, each area of the state which is served by the
same set of local governments is called a “tax rate area” or TRA. Each
TRA has its own detailed formula governing the distribution of property
taxes collected from within its borders. A sample allocation formula—for
a TRA in an older section of Anaheim—is shown in Figure 1. As the fig-
ure indicates, if a new business were constructed in this area, 11 percent
of the property taxes would be distributed to the City of Anaheim, 7 per-
cent to the County of Orange, and the rest would be allocated to various
school entities and special districts.

Figure 1

Tax Rate Area Example a

Percent
Share

City of Anaheim 11%
Orange County 7
Orange County Water District —b

Orange County Water District
Water Reserve —b

Orange County Transportation Authority —b

Orange County Sanitation District No. 2 3
Orange County Flood Control District 2
Orange County Harbors, Beaches, and

Parks 2
Orange County Vector Control District —b

Orange County Cemetery District —b

Anaheim High General Fund 19
North Orange County Community College 8
Anaheim Elementary 30
Orange County Department of Education 2
ERAFc (distributed to various schools) 16

Total 100%
a

Percentages indicate allocation of taxes from a new home or busi-
ness in Anaheim tax rate area 01-007.

b
Less than 1 percent.

c
Educational Revenue Augmentation Fund.
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Few California cities have only one TRA within its borders; some
have dozens. Generally, however, tax distribution formulas associated
with TRAs within a city are somewhat similar. In contrast, tax formulas
assigned to local governments that cross city boundaries can vary remark-
ably. The Rescue Fire Protection District, for example, receives property
taxes from 40 TRAs in El Dorado County. In some areas, the fire district
receives less than 5 percent of the property taxes; in others, it collects more
than 11 percent. The difference in these tax shares does not reflect differ-
ences in the level of service the fire district provides, but the implementa-
tion of the AB 8 allocation system.

Variation in Tax Allocation Across County Boundaries
In addition to this variation within a county, there are remarkable

differences in the allocation of property taxes across counties. In the case
of fire districts, for example, our review of a small sample of California
TRAs found fire districts receiving as low as a 4.5 percent share of prop-
erty taxes and as high as a 32 percent share.

To illustrate this variation in the property tax allocations among local
governments, Figure 2 displays tax allocation formulas for various TRAs
across the state. Specifically, the figure shows how property taxes collected
from a new home or business are distributed to: K-14 schools, cities, coun-
ties, and “other” local governments (special districts and city- or county-
controlled library and fire districts).

School Shares. K-14 education’s share of property taxes in our figure
ranges from a low of 23 percent in the City of Industry to a high of 78 per-
cent in an unincorporated area of Santa Clara. It is important to note that
this variation does not alter the amount of revenues available to schools
in these areas. This is because, under the state’s school funding formulas,
higher allocations of property taxes to school districts simply reduce the
amount of state education assistance. Thus, the real effect of this varia-
tion in school property taxes is the variation in the residual amount of
property taxes available for nonschool local programs.

City Shares. The figure also shows large variation in the share of prop-
erty taxes allocated to cities. The City of Irvine, for example, receives about
3 percent of the property taxes collected in this sample neighborhood—
less even, than the share of property taxes allocated to the various water
districts serving the area’s residents. The City of Los Angeles, on the other
hand, receives about 26 percent of property taxes collected in this sample
area. Most of the variation in these city share percentages reflects: (1) dif-
ferences in the number of services cities provided before Proposition 13,
(2) the date of city incorporation, and (3) local taxation choices by city
residents before Proposition 13.
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Figure 2

How Are Property Taxes Allocated?

Sample Area a

Property Tax Shares

County Schools City County Other

Chicob Butte 58% 16% 19% 7%
Orovilleb Butte 49 24 16 11
Lafayette Contra Costa 55 6 10 29
Walnut Creek Contra Costa 54 9 14 23
Placerville El Dorado 41 4 30 26
South Lake Tahoe El Dorado 34 22 29 14
South Lake Tahoeb El Dorado 35 22 29 14
Unincorporated El Dorado 34 — 26 40
Industryb Los Angeles 23 8 47 21
Los Angeles Los Angeles 48 26 24 1
Unincoporated Los Angeles 43 — 33 24
Westlake Village Los Angeles 44 6 26 24
Anaheim Orange 74 11 7 9
Fullertonb Orange 71 16 6 7
Irvine Orange 69 3 6 23
Laguna Hills Orange 72 5 4 19
Palm Springs Riverside 56 23 14 8
Rancho Mirage Riverside 45 — 33 22
Riverside Riverside 69 12 15 5
Citrus Heights Sacramento 51 7 16 25
Sacramentob Sacramento 56 26 18 1
Unincorporated Sacramento 43 — 15 43
San Franciscob San Francisco 34 — 65 1
Milpitasb Santa Clara 50 18 24 8
Morgan Hill Santa Clara 69 11 14 6
Palo Alto Santa Clara 71 9 16 4
San Jose Santa Clara 69 13 15 3
Unincorporated Santa Clara 78 — 15 7
Rohnert Park Sonoma 59 12 24 6
Santa Rosa Sonoma 64 11 20 5
Unincorporated Tulare 66 — 20 15
Visaliab Tulare 64 12 18 7
Davis Yolo 66 21 9 4
West Sacramento Yolo 45 49 3 3
a

Percentages indicate allocation of taxes from a new home or business in a tax rate area (TRA) of juris-
diction listed. Jurisdictions may have many different TRAs.

b
Designates that the area is in a redevelopment project. In these areas, the allocation formulas shown
are superceded, and most of the growth in property taxes is allocated to the redevelopment agency.
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County Shares. The figure shows similar variation among the shares
of property taxes allocated to counties and other entities (such as special
districts and city- and county-controlled fire and library districts). The
unusually high share for other entities in Lafayette, Walnut Creek, and
the unincorporated area of Sacramento reflects the relatively large share
of property taxes allocated to their fire districts.



CALIFORNIA  TAX POLICY

AND THE INTERNET

Summary
• The Internet and “e-commerce” activities are evolving at a rapid

pace, raising important policy issues at all levels of government.

• One key issue involves Internet tax policy, including how to allow
the Internet to continue to evolve and develop while ensuring tax
fairness and considering its potential impact on tax bases. Fed-
eral and state moratoria have temporarily frozen tax law actions
to facilitate resolution of these issues.

• The two main Internet-related tax issues are related to the sales
and use tax (SUT) and involve (1) tax fairness and (2) potential
revenue losses. These issues relate to collecting taxes on out-of-
state sales, and the conversion of tangible taxable goods into
nontaxable intangible forms.

• Current SUT revenue losses are small relative to the tax base, but
could grow significantly in the future and materially erode the base.

• Other tax issues involve the appropriateness of current telecom-
munications taxes and determining the income taxes of multistate
and multinational corporations.

• Regarding the SUT, immediate tax law actions are not required,
given the current magnitude of the problems. However, the Leg-
islature should (1) pursue multistate agreements, and (2) con-
sider undertaking a comprehensive review of the SUT.

• The Legislature also should undertake a comprehensive review
of California’s different telecommunications levies. The results of
this study could be used to assess the need for any extension of
the current California Internet Tax Freedom Act.

What Tax Issues Are Raised by Internet Activities?
What Should California Do to Address These Issues?
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INTRODUCTION

The rapid development and growth of the Internet in recent years
has resulted in fundamental changes in the manner in which communi-
cations and transactions occur between and among businesses and indi-
viduals. These changes will continue to occur—and probably accelerate—
as the Internet evolves and its use becomes more widespread throughout
society. Such Internet-induced changes take a variety of forms. For ex-
ample:

• The manner in which goods and services are exchanged has been
changing, as transactions previously conducted by telephone,
mail, or face-to-face contact can now occur directly through the
use of computers and telecommunication lines. Consumers, for
instance, can purchase clothing and other items simply by con-
necting to a seller’s web page and conducting the transaction over
the Internet. Business transactions are also facilitated by the
Internet.

• The form in which goods are exchanged also has been changing,
as Internet technology has facilitated the transformation of cer-
tain goods from tangible into digitized intangible forms—as with
books, movies, and musical recordings.

• Finally, modes of communication have been altered due, in part,
to the Internet. While telephone, television, radio, and wireless
communications all developed as separate and distinct technolo-
gies, the Internet and related developments have resulted in a
convergence of these different technologies. As a result, they are
no longer isolated from one other. Internet connections, for in-
stance, currently can be made through both telephone lines and
cable television connections, and will soon be widely available
through wireless technology. Conversely, telephone service can
now be obtained through Internet connections, as can radio ser-
vice.

The above changes have a number of important public policy impli-
cations—including in the areas of economic growth and labor productiv-
ity, information security and privacy, and the structure of industry and
the manner in which businesses operate. Of special interest, however, are
the implications of the Internet for state and local tax policy.

This report, prepared at the request of Senator John Vasconcellos, fo-
cuses on tax-related issues, including the options available to the Califor-
nia Legislature for addressing them. The report is accompanied by a
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series of supplements, which are cited throughout the text and are avail-
able on our web site (www.lao.ca.gov) or upon request.

WHAT IS THE INTERNET?

The Internet is a worldwide network of computers and connections
that uses a common communications language. This communications lan-
guage provides a common link that enables individual computer sys-
tems to interact with one another. Individual computers are linked to
Internet service providers (ISPs)—such as America Online—by a combi-
nation of wired (telephone, local area network [LAN], or cable) and/or
wireless technology. These ISPs, in turn, connect to the Internet “back-
bone”—a large-capacity, high-speed, telecommunications network. A
small percentage of the Internet-linked computers provide content via
worldwide web sites that are available to other computers connected to
the Internet.

Early History
The Internet began in the late 1960s as part of a Department of De-

fense project aimed at developing a computer-related communications
system linking government agencies, university research facilities, and
high-tech defense contractors. As the original system evolved, it expanded
beyond the original participating institutions, and included broader in-
dustry and government participation, as well as encompassing commer-
cial, nonprofit, and individual users. In the 1990s, much of the Internet
system was turned over to private industry.

Basic Structure
The basic “layout” of the Internet is shown in Figure 1 (see next page).

It consists of (1) individual users who connect to ISPs, most often through
dial-up telephone lines or cable; and (2) institutional users—such as uni-
versities, governments, and large commercial entities—which generally
connect to ISPs using dedicated wiring such as LANs or leased telephone
lines. The ISPs are then linked to a regional or mid-level network which,
together with other regional networks, connect to a “major point of pres-
ence” (MPOP). These MPOPs are linked at very high speeds to create the
Internet backbone. The U.S. Internet backbone connects to other back-
bones around the world. Links to web sites, e-mail to individuals, sales
transactions, and other uses of the Internet go through these networks
and commercial service providers.
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Figure 1

Structure of the Internet

ISP 

ISP

Small
Business

University

Small
Business

Internet Backbone

Major Point of Presence

Internet Service Provider

Institutional User

Individual User

ISP

Corporate

Government



California Tax Policy and the Internet         137

Scope of the Internet and
E-Commerce Activity

As yet, no official U.S. data on Internet usage or e-commerce are avail-
able, and, as a consequence, the exact magnitude of Internet activities is
not currently known. However, there is no question that Internet activity
and e-commerce are extensive and rapidly expanding. For example, the
number of worldwide users of the Internet is currently estimated at some
200 million, up from an estimated 3 million in 1993. In the United States,
it is estimated that the number of Internet users grew from fewer than
1 million in 1993 to over 80 million by 1999. Internet penetration has
reached nearly 40 percent in the United States, the largest population share
among all nations.

Similarly, e-commerce has been exploding. Annual U.S business-to-
business volume is estimated to reach between $1.3 trillion and $2 tril-
lion by 2003, up from an estimated volume of approximately $100 billion
to $150 billion in 1999. Internet business-to-consumer transactions, which
were estimated at less than $10 billion in 1998, are estimated to have grown
to $20 billion in 1999—with some estimates in excess of $35 billion. Retail
e-commerce is expected to reach between $100 billion and $200 billion by
2003. Regardless of its exact magnitude, Internet and e-commerce activ-
ity is extensive and rapidly growing, with similar trends expected for the
future as this new technology continues to evolve and expand in scope.

(Supplement A provides additional detail regarding the Internet’s
structure, technical characteristics, economic advantages, and usage, as
well as further information concerning e-commerce activity.)

TAX POLICY AND THE INTERNET—
A GENERAL OVERVIEW

The dramatic evolution of Internet technology raises numerous is-
sues with respect to state and local taxes. These issues—which generally
relate to the basic fairness and equity of the tax systems involved and the
potential erosion of state and local tax bases—have been the subject of
considerable discussion and debate for several years at both the national
and state levels. Yet, they remain largely unresolved. Figure 2 (see next
page) summarizes key Internet-related tax issues. These issues are briefly
described below, and more fully analyzed in the following section.
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Figure 2

Key Internet-Related Tax Policy Issues

Sales and Use Tax (SUT)

Current limitations on the application of the SUT to out-of-state sales can��
result in unequal treatment of different businesses and consumers.

Internet activity can result in revenue losses to state and local governments��
under current tax collection procedures.

Increasing conversion of tangible goods into intangible goods has adverse��
implications for the SUT base and raises issues regarding the consistency
of the tax.

Telecommunications Taxes

There currently are many inconsistencies and inequities associated with��
these taxes.

Technological changes in the industry and the “convergence” of various��
technologies raise many tax and regulatory issues.

Changes in the competitive environment of telecommunications indus-��
tries—including the Internet—make it especially difficult to apply existing
taxes in an equitable and consistent manner.

Corporate Income Taxes

Internet activity such as e-commerce raise significant issues regarding the��
definition of nexus and how to apportion the income of multistate and multi-
national corporations for tax purposes.

Sales and Use Tax Issues
The Main Issue—Tax Treatment of Remote Sales. The issue that has

received by far the greatest attention in the Internet tax policy debate is
the fact that often the SUT may not be paid on out-of-state sales. This
occurs because Internet technology facilitates the ability of businesses to
conduct commerce on a “remote” (that is, out-of-state) basis. As discussed
later in this analysis, California has limited ability to require companies
located out-of-state to collect the SUT on sales to its own residents that
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are conducted over the Internet. As a consequence, in many cases taxes
go uncollected on sales of goods to Californians shipped from out-of-
state. The same collection issues arise for the 44 other states which levy
sales taxes. While this issue of SUT collection is not new, state and local
officials recognize that as the Internet grows and this type of commerce—
termed “remote sales”—increases, there will be a steady erosion of the
SUT base.

How Extensive Are Internet Sales? Figure 3 presents estimates of e-
commerce as a factor of various economic measures. E-commerce activ-
ity in the United States is estimated to represent three-quarters to four-
fifths of the worldwide total. It does not appear as though Internet sales
currently comprise a substantial proportion of total retail sales in our na-
tion. This perspective is generally confirmed by a wide variety of studies
and sources. Such sales do not, therefore, represent a significant loss of
state and local SUT revenues at this time. Nevertheless, because of the
ongoing rapid evolution and expansion of e-commerce and Internet ac-
tivity generally, this relatively small impact certainly may not hold in the
future.

Figure 3

Worldwide E-Commerce Is Expanding at a Rapid Rate

Currently, e-commerce is estimated to be approximately one-third of U.S.��
catalog sales, but is expected to increase to eight times catalog sales by
2003.

It is estimated that e-commerce currently comprises roughly 3 percent of��
U.S. credit card sales, a figure that is expected to expand to one-half of all
credit card sales by 2003.

Current estimates suggest that e-commerce sales account for approxi-��
mately 1 percent to 2 percent of total retail sales. By 2003, this is expected
to rise to an estimated 15 percent.

As a percent of direct marketing, e-commerce is expected to grow from the��
current 2 percent of the total to over 40 percent by 2003.

Source: Organisation for Economic Cooperation and Development.
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The growth of Internet activity, coupled with substantial reliance on
SUT revenues by state and local governments, poses a legitimate cause
for concern on the part of public officials in California and other states
regarding revenue impacts. As shown in Figure 4, many states are reliant
to a substantial degree on revenues from the SUT. In addition to this po-
tential Internet-related revenue loss, the distinction between remote sell-
ers and traditional businesses identified above creates tax inequities. As
a result of this tax differentiation, some businesses get an unfair competi-
tive advantage over others, and some consumers get tax-related “price
breaks” while others do not.

Conversion of Tangibles to Intangibles Also Is Occurring. In addi-
tion to the restricted ability of state governments to require that out-of-
state companies collect the SUT, the technology of the Internet is increas-
ing the rate at which certain types of products are no longer even subject
to the SUT. In California, as in most other states levying a sales tax, the
SUT is levied only on tangible personal property. As discussed later, the
Internet makes it possible for certain types of products (such as music,
books, and movies) to be easily converted to an intangible state for sale to
the consumer. In such an intangible form, transactions involving many such
products would not be a component of the SUT base in states like California.

Figure 4

Most States Rely Heavily on Sales and Use
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The above factors have raised concerns over the future health of the
SUT base, which has already been experiencing erosion as nontaxed ser-
vices have become an increasingly large share of consumer spending. The
fact that the state and local governments are quite reliant on the SUT for
revenues in California makes this a particularly important issue for the
Legislature. Internet activity has also made more apparent the inequities
inherent in the application of the tax, in that it treats remote businesses
and traditional businesses (and their customers) differently.

Taxes on Telecommunications

The concerns in this second area relate to the tax treatment of Internet
communication activity itself, as opposed to treatment of sales using the
Internet. In California, no Internet access tax currently is in place. How-
ever, such taxes have been proposed by some California localities in the
past, and are levied in some form in a number of other states and locali-
ties (see Figure 5). Some of the states shown in Figure 5 are considering
repealing these access taxes.

In addition to Internet access taxes, the convergence of Internet, tele-
phone, and cable technologies has raised concerns related to the consis-

Figure 5

States that Currently Tax Internet Access
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tent tax treatment of similar types of communications activities. When
these communications systems existed as separate and distinct entities,
such consistency issues regarding tax treatment were neither as preva-
lent nor as apparent as they are today. However, as the technologies have
overlapped and become intertwined, tax inconsistencies and fairness is-
sues have become more visible and harder to disregard. Changes in the
competitive structure of the industry have added additional complexity
to the issue.

Corporate Income Taxes

The main issue posed by Internet activity with respect to corporate
income taxes occurs because, for multistate and multinational corpora-
tions in most states, they are based on the geographic apportionment of
income. In California, this apportionment is in turn based on a formula
which incorporates property values, employment levels, and sales vol-
umes. With respect to the sales component, Internet activity raises cer-
tain questions about how sales should be attributed to different states,
and thus how the amount of income earned by a particular corporation
should be allocated amongst such states. In addition, Internet activity
raises issues regarding “nexus” (that is, degree of presence) rules for cor-
porate income tax purposes.

Where Do Things Currently Stand
On These Tax Issues?

Resolution of the above Internet-related tax issues has not yet oc-
curred. In fact, due to the significant debate at both the national and state
levels regarding them, temporary moratoria have been passed to pre-
clude tax decisions from being made until some consensus has been
reached. Such consensus will presumably attempt to balance concerns
regarding: (1) the fiscal issues the Internet poses for state and local govern-
ments; (2) tax inequities, complexities, and inconsistencies; and (3) constraints
on the healthy growth and evolution of the Internet-based economic subsector.

To aid in this process, several advisory groups have been formed or
are involved. Some of the most prominent groups are the federal Advi-
sory Commission on Electronic Commerce (ACEC), National Tax Asso-
ciation, Electronic Commerce Advisory Council, Joint Venture: Silicon
Valley Network, and Organisation for Economic Cooperation and Devel-
opment. (The activities of these entities, some of the findings and recom-
mendations of which have yet to be released, are summarized in Supple-
ment B.)
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Internet Tax Moratoria
The federal Internet Tax Freedom Act. The federal Internet Tax Free-

dom Act (ITFA), was signed into law on October 21, 1998. It provides for
a three-year prohibition against states and local governments levying taxes
on Internet access, unless such a tax already was imposed prior to Octo-
ber 1998. It also prohibits both “multiple” taxes and “discriminatory” taxes
on Internet activity. (These are described in more detail in Supplement C.)

The federal ITFA also established the ACEC, which is to study Internet
tax policy issues and report to Congress as to whether e-commerce should
be taxed and, if so, what the appropriate taxation method would be. The
ACEC is comprised of three federal officials, eight state and local govern-
ment representatives, and eight representatives from the e-commerce in-
dustry, telecommunications carriers, local retail businesses, and consumer
groups. By April 2000, ACEC is to deliver its report to Congress on vari-
ous tax-related matters. (Again, see Supplement C for more detail.)

The California ITFA. Prior to the passage of the federal ITFA, Cali-
fornia passed its own version of the measure. The California ITFA—Chap-
ter 351, Statutes of 1998 (AB 1614 [Lempert])—was signed into law by
Governor Wilson on August 24, 1998. The California ITFA imposes a three-
year moratorium on specifically identified new or discriminatory taxes,
including taxes on Internet access or online computer services, “bit” or
bandwidth taxes, or any discriminatory tax on online computer services
or Internet access. Discriminatory taxes are defined as those that result in
either a tax rate on online computer services or Internet access that is
higher than the rate on other businesses, or results in taxes that are ap-
plied only to online computer services or Internet access.

The California ITFA does not preclude new or existing taxes of gen-
eral application that are imposed in a uniform and nondiscriminatory
manner. Thus, the collection of SUT, utility user charges (such as on basic
cable television and telephone and cellular phone service, even if the lines
are used for Internet access) or (under current federal law) franchise fees
continues to occur under the act. The California ITFA also allows cities
and counties to continue to collect business license taxes and the state to
collect telecommunication taxes.

We now turn to a more detailed discussion of these issues on a tax-
by-tax basis.

SALES AND USE TAX ISSUES

As noted earlier, currently the most discussed, visible, and poten-
tially important Internet-related tax policy issues for California involve
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the state’s SUT. One frequently voiced concern involves the tax inequi-
ties that result when some transactions trigger the collection of a sales
tax, whereas other similar types of transactions do not. A second, interre-
lated concern involves the potential loss of SUT tax collections because
through Internet activity certain types of transactions become not tax-
able. In addressing these concerns, one should keep in mind an impor-
tant tax administration issue—namely, that the SUT’s administrative and
compliance costs for businesses are significant and can substantially dif-
fer for in-state versus out-of-state transactions.

The SUT issues have long existed involving tax-base erosion, inequi-
ties between different taxpayers and different transaction modes, and ad-
ministrative and compliance cost differentials. The Internet, however, has
exacerbated these concerns, as well as put some new issues “on the table.”
In this section, we discuss these issues and their policy implications.
(Supplement D provides additional information on SUT issues.)

Background on the SUT

Importance of the SUT
The SUT is one of California’s largest sources of government rev-

enue. In 1999-00, it is projected to raise revenues of approximately $32.1 bil-
lion, including $24.4 billion by the state (General Fund plus special funds)
and $7.7 billion by localities. The SUT is the state government’s second
largest source of General Fund revenue, accounting for approximately
one-third of the total. The tax is also important for local governments.
Statewide, it provides about one-third of total city tax revenues. For coun-
ties it is an important source of funding for certain programs (criminal
justice, transportation, and particular health programs).

Tax Base and Rates
What Is Taxed? California’s SUT is imposed on the retail price of tan-

gible personal property sold to final purchasers (unless specifically exempt).
It does not apply to either real property (for example, houses) or intan-
gible personal property (such as stocks or items sold in digital form).
Services are also generally exempt from direct SUT taxation, although they
can be indirectly taxed to the extent that their value is incorporated into the
final value of the tangible products they help produce. The SUT is typically
collected and remitted by sellers to the administering state agency—the Cali-
fornia State Board of Equalization (BOE). When collecting the SUT, sellers
generally apply the tax rate in effect where the transaction occurs.

Tax Rates. Figure 6 shows that there are both state and local SUT rates.
The basic combined rate is 7.25 percent, including an overall state rate of
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6 percent and a local one of 1.25 percent. In addition, localities can im-
pose an added tax rate which generally can not exceed 1.5 percent. The
state rate includes 5 percent for the General Fund, plus two half-cent lev-
ies earmarked for localities in the Local Public Safety Fund and the Local
Revenue Fund.

Figure 6

Sales and Use Tax Rates in California

Current Rate

State
General Fund 5.00%
Local Revenue Fund 0.50
Local Public Safety Fund 0.50

Subtotal (6.00%)
Local

Uniform Local Taxes 1.25%
Optional Local Taxesa 1.50

Subtotal (2.75%)

Combined Maximum Rate 8.75%
a

Maximum allowable rate except for City and County of San Fran-
cisco (1.75 percent) and San Mateo County (2 percent).

Sales Taxes Versus Use Taxes
The SUT is actually comprised of two separate levies. The first is the

sales tax, which is applied to items which are both purchased and to be
consumed within California. In contrast, the companion use tax is levied
on goods purchased outside of the state for use within the state. These two
taxes are similar in that they are both imposed on sales of goods to be
used in California and are levied at the same rate. However, their pro-
ceeds going to local governments are distributed somewhat differently, and
the Internet-related administrative and tax-collection issues associated with
them are quite different (as more fully described in Supplement D). It is the
latter characteristic of the use tax which makes it of special interest to this
report.

Revenue Trends
Recently, SUT collections have displayed strong performance. Tax-

able sales, for example, grew by over 8 percent in 1999—reflecting the



146 Part V: Major Issues Facing the Legislature

state’s extremely robust economic performance and booming expendi-
tures for both consumer durables and business investments. However,
SUT performance often did not keep pace with the economy during the
1980s, as evidenced by the past declines in the ratio of taxable sales to
personal income and the failure of this ratio to materially rebound dur-
ing economic expansions (see Figure 7).

This decline appears to reflect a variety of factors, including increased
spending on nontaxable services, reduced levels of residential building
activity since the mid-1970s, increased catalogue sales from out-of-state
sellers, and transformations of certain products from tangible (taxable) to
intangible (nontaxable) form. (See Supplements D-2 and D-5.) Although
its performance has been strong recently, the possibility of further SUT
base erosion—including from Internet-related activities—has been of spe-
cial concern to many state and local officials.

Figure 7

Taxable Sales Have Dropped as a
Percent of Personal Income

1983 Through 1999
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Problems Raised for the SUT by
The Internet and E-Commerce

The two problem areas for the SUT posed by the Internet and its as-
sociated e-commerce activity are (1) tax inequities and (2) potential base
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erosion. Below, we examine each of these issues in turn, and then discuss
why they occur.

Inequities Related to the
Application of the SUT

Currently, California generally collects the SUT only on sales where
the seller has a physical presence in the state. This means that in many
cases, the purchase of a tangible item—a book or item of clothing, for
example—through the Internet (or other remote sales method) will not
result in the payment of the SUT (as discussed below). If this same trans-
action were to occur instead through a traditional “bricks and mortar”
business in California, the SUT would be applied by the seller to the pur-
chase. This differential treatment in SUT responsibilities based solely on
the transaction method results in unequal treatment of both sellers (based
on their sales method) and consumers (based on their means of purchase).
In addition, if lack of Internet access is more predominant among those
in lower-income households than the population as a whole, this could
result in a somewhat increased share of the existing SUT burden towards
the lower end of the income spectrum, especially as the Internet contin-
ues to expand.

Potential Base Erosion
The SUT base erosion associated with the Internet involves both re-

mote sales and the conversion of goods from tangible into intangible form.

Remote Sales. It is not clear exactly what the current volume of e-
commerce sales activity is, let alone the portion subject to California’s
SUT and the share of this portion that is currently not collected. Making
an accurate estimate of lost revenue is complicated both by a lack of reli-
able comprehensive information on current Internet and e-commerce ac-
tivity, and the fact that not all such activities result in California SUT rev-
enue losses. Nevertheless, as detailed in Supplement
D-3, it appears that California retail e-commerce currently could be as
much as several billion dollars annually.

In order to estimate SUT revenue losses due to Internet sales, this
amount would be reduced by taking into account: (1) sales of exempt
consumer items, (2) displaced catalogue and telephone sales on which
the SUT is not presently being paid, and (3) sales that result in the collec-
tion of the SUT by businesses with nexus in the state. Based on these
adjustments, current total SUT revenue losses would appear to be in the
high tens of millions of dollars to $200 million annually. This figure would
not include revenue losses due to nonpayment of use taxes by businesses
which are not registered sellers, nor does it include SUT not collected on



148 Part V: Major Issues Facing the Legislature

other remote sales. It should be noted that frequent revision of Internet
and e-commerce activity occur and these revenue impacts constitute rough
estimates.

The concern in this area is not so much related to current losses, but
rather that this amount could grow substantially in the future, as the
Internet and e-commerce continue to evolve. While the amount of esti-
mated revenue losses is currently likely less than 1 percent of the SUT
revenue base, Internet growth rates in the next three to five years equiva-
lent to those experienced in the recent past could raise the magnitude of
such losses. By 2003, such revenue losses could range into the mid- to
high-hundreds of millions of dollars, constituting as much as 2 percent to
4 percent of state and local SUT revenues.

Conversion of Tangibles. One of the important and unique character-
istics of Internet technology is its ability to transform vast quantities of
information from physical into digital form. As a result, virtually any
product which is based on information can be sold, transferred, or con-
veyed through the Internet. The process of reducing such items to “pure
information,” or “digitizing” them, transforms them from a tangible form
(which generally would be subject to the SUT) into an intangible form
(which is not subject to taxation). This occurs with respect to both inter-
state and intrastate sales.

This process of reducing goods to their pure informational form is
not new. Previous telecommunications-based technologies also were used
to transform information from physical to digital form (see Supplement
D-5). For example, facsimile machines can be used to deliver or sell cer-
tain types of information, including reports, renderings, or similar items.
However, the development and continued improvement in Internet tech-
nology has vastly expanded—in terms of both volume, variety, and com-
plexity—the ability to engage in such digital exchanges. Examples of this
process include the digitization of music, computer software, graphics
programs, books, movies, and data bases.

The revenue losses stemming from the transformation of tangible
goods into intangible form are unknown and difficult to estimate. At
present, they are probably not all that significant relative to the SUT’s
base, given the technology’s age and state of development. Future losses,
however, are likely to be considerably more significant, as the technology
used to convert information to digital form evolves and becomes more
refined and widespread. This evolution also will increasingly raise tax
administration issues regarding how to apply the SUT to a world where
the line between tangibles and intangibles becomes more and more
blurred, and the destination or place of delivery of such intangibles may
be both unknown and unknowable (see Supplement D-7).
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Sales and Use Tax Collections Problems—
What Underlies Them?

The collections-related problems associated with the Internet and e-
commerce relate primarily to the issue of nexus as it pertains to the use
tax and the related administrative and legal barriers to collecting the SUT.
These issues are discussed below. With respect to the conversion of tax-
able tangible goods to nontaxable intangible goods, this issue cannot be
addressed without fundamentally altering the SUT tax base.

The Concept of Nexus. In simple terms, nexus refers to the degree of
presence or connection between things. For state tax purposes, it refers to
the degree of contact or connection required between a state and a tax-
payer before the state has the legal authority to impose and/or require
the collection of a tax by a taxpayer. In the case of California, nexus must
be established before the state can require the seller to collect the use tax
component of the SUT. Although states normally define nexus in statute,
it still may be subject to judicial review for such purposes as determining
its constitutionality. Specifically, the courts have overturned nexus stat-
utes if they violate the due process clause or commerce clause of the U.S.
Constitution (see Supplement D-4).

Nexus Rules for Out-of-State Remote Sales. Legal issues involving
state tax nexus have a history which predates the appearance of Internet
technology and e-commerce. In particular, catalog sales and telephone
order sales both raise the same or similar issues regarding SUT nexus as
do Internet sales. All such activities can be characterized as involving
remote sales—that is, sales where the seller is located out-of-state but the
buyer and user of the purchased item is located in-state. The legal guide-
lines for whether a state can require companies to collect the SUT on
Internet sales were established by a series of previous Supreme Court
cases dealing with non-Internet remote sales (see Supplement D-4).

The general rule is that states cannot require the collection of the SUT
by out-of-state sellers without them having a sufficient physical presence
in the state. Many Internet sellers do not have such a presence. As a re-
sult, states like California cannot require such retailers to collect the SUT.
Many states have sought and continue to try to broaden the definition of
nexus, such that more companies and transactions will meet the “physi-
cal presence” test. However, the current “bottom line” is that, short of
Congressional action, it is not possible for states to require collection of
the use tax component of the SUT on many Internet sales by out-of-state
parties.

Does the SUT Still Have to Be Paid? California law does provide that
purchasers of remote-sale taxable items are themselves liable for the use
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tax even if it is not collected and remitted by the seller. However, as a
practical matter, the BOE reports that the SUT is routinely paid by pur-
chasers on such out-of-state sales only in cases that involve (1) items pur-
chased by taxpayers which are registered sellers and whose transaction
records are reviewed by the BOE during the normal course of its auditing
activities; and (2) items that have legal registration requirements, such as
cars, trucks, and boats. Otherwise, the tax goes unpaid except for those
individuals and businesses who voluntarily report it. According to the
BOE, there are few such voluntary payments made.

What Should Be Done?

What, if anything, should the Legislature do about the above prob-
lems the Internet and e-commerce pose for the SUT? Unfortunately, no
simple answer exists. However, in considering this question, there are
several tax policy criteria that should guide the Legislature’s thinking.
These include the principles of tax efficiency, tax neutrality, tax equity,
revenue sufficiency, and administrative cost and feasibility. (Supplement
D-6 describes these principles in more detail.)

What Should the Focus Be?
Because the major SUT issues the Internet raises are not new but rather

are generic to the SUT and only highlighted and exacerbated by the
Internet, it is important that the Legislature decide at the outset how broad
an approach it wishes to use in addressing this issue. For example:

• One alternative is to choose to do absolutely nothing and let the
current SUT system operate as it presently does.

• At the opposite end of the spectrum, the state could decide to
“stand back” and take this opportunity to review the entire SUT
system, including the problems and issues posed by services and
other intangibles (see Supplement D-7). The thrust of this ap-
proach could include broadening the SUT’s base so as to reduce
tax rates, to looking at how SUT revenues are distributed to lo-
calities, to replacing the SUT with a broad-based consumption or
value-added tax.

• It could instead take a “middle ground” approach of viewing the
basic SUT system already in law as a “given,” and attempt to
apply and administer it to Internet-related activities as fairly as
possible.
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Action-Step Recommendations
The approach we recommend depends in large part on the time frame

under consideration. For the present—and in the immediate future—we
recommend a cautious approach. Estimated revenue losses are not of
sufficient size to warrant immediate remedial action. In addition, the tax
inequities discussed here do not lend themselves to a short-term solu-
tion, given the current structure of the SUT.

However, in order to address the identified tax inequities and in view
of the fact that future base erosion and potential revenue losses are ex-
pected to increase substantially, the state should begin to explore and
evaluate means by which the SUT can be applied more effectively and
fairly. The options California has in this regard involve both (1) taking
independent “state specific” actions and (2) working in cooperation with
other states. These options are summarized in Figure 8, next page (and
discussed in detail in Supplement D-8). In addition, we recommend that
the Legislature consider undertaking a comprehensive assessment of the
SUT, with a focus on its long-term viability.

State-Specific Actions. In terms of state-specific actions, we believe
that the ability of California to unilaterally address Internet-related tax
issues is inherently limited. The state-specific options shown in Figure 8
(see next page) would either not be particularly effective in dealing with
the underlying tax policy issues highlighted by Internet development, or
would raise additional—perhaps more serious—problems. For example,
pursuing a more aggressive enforcement of nexus would not address the
fundamental legal issues involved and would likely entail extensive liti-
gation. Likewise, encouraging use tax compliance would serve to edu-
cate taxpayers as to the use tax obligation, but it would be unlikely to
have a measurable impact on SUT collections. With regard to shifting to an
origin-based SUT, the disadvantage with this is that economic locational dis-
tortions could occur, since this approach essentially results in shifting the
SUT from a consumption-type tax to a production-type tax.

The last option—that the state investigate the potential of a web-based
tax calculation and collection system—would not directly address
Internet-related tax issues; however, we believe that a web-based tax col-
lection effort would at least alleviate some of the secondary issues stem-
ming from Internet activity and remote sales. Among the advantages of
this option is that it would facilitate use tax collections, avoid placing
additional administrative costs on sellers, and could result in a fairer ap-
plication of the SUT.

Cooperative Actions. With respect to the cooperative options, more
potential exists, at least in the long term. Multistate compacts seem the
most viable and appropriate of the options. This approach would focus
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Figure 8

Options for Dealing With Internet-Related
Sales and Use Tax Issues

State-Specific

Lessen California Nexus Problems��
• Expand the concept of nexus in California, so that it encompasses the full

range of Internet transactions which would appear to be appropriately
taxable under existing sales and use tax (SUT) law.

Encourage Increased Compliance��
• Have California more rigorously enforce the use tax on purchases from

out-of-state sellers.

• This could be attempted in a number of ways, including providing in-
creased information to the taxpaying public and conducting increased
auditing.

Change the SUT’s Application in California��
• Change how the SUT is applied in California by switching from the current

destination-based system to an origin-based system.

• Under this approach, sellers would apply the tax rate at their location and
not be required to determine the rate at the purchaser's location.

Have California Facilitate Tax Collections��
• California could create a web-based tax application to allow for easier

collection of the SUT.

• For example, the state could act as an on-line collector of the SUT by
establishing links between sellers’ web sites and a state web site.

Cooperation With Other States

Federal SUT Collection��
• Work with other states and the federal government to have the latter col-

lect the SUT for states, and then distribute collections back to them.

Individual State Agreements��
• Strike reciprocal agreements with individual states for the collection and

remittance of the use tax on out-of-state sales.

Pursue Multistate Compact��
• Work jointly with other states to develop collective approaches to applying

the SUT to out-of-state sales. This approach could minimize foregone
revenues, reduce tax inequities, and lessen administrative costs.
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on designing and implementing a simplified and streamlined SUT ad-
ministration system, involving some or all of the following: (1) single or a
reduced number of state rates, (2) standardized definitions of products
and taxable items, (3) standardized and simplified tax calculation and
collection procedures, and (4) exemptions for small sellers (see Supple-
ment D-8). Key goals would be to reduce SUT variations among states
and reduce the compliance burden for sellers, while achieving tax neu-
trality. California has pursued multistate approaches in the past in the areas
of corporate income taxes and fuel taxes.

One specific option of this type was developed jointly by the Na-
tional Governors’ Association (NGA) and National Conference of State
Legislatures (NCSL) and endorsed by several other state and local gov-
ernment membership organizations. It was presented to the ACEC at its
December 1999 meeting in San Francisco. This “zero burden” proposal
would establish a voluntary system where a third party would deter-
mine the taxability of and tax rate on purchased items. The third party
would also collect the tax and remit the proceeds to states.

We recommend that the Legislature explore the appropriateness of
this option as well as other alternative joint efforts with other states. We
note, however, that any cooperative approach would not at this time re-
sult in a requirement that remote sellers collect and remit the use tax for all
sales. This is because absent Congressional action addressing the issues
raised by various legal decisions, out-of-state sellers could only be required
to collect the use tax if they had physical presence in the purchaser’s state.

Conclusion Regarding the SUT

California is inherently limited regarding what it can do in dealing
with the SUT-related issues raised by the Internet and e-commerce. How-
ever, some steps can be taken, and pursuing a two-tiered approach offers
the best prospects for addressing Internet-related SUT issues. Specifically,
we believe that California should (1) pursue multistate agreements that
facilitate collecting the use tax while minimizing administrative costs,
such as by standardizing tax rates and adopting common definitions for
taxed commodities; and (2) consider undertaking a comprehensive re-
view of the SUT, focusing on its long-term viability.

ISSUES INVOLVING TELECOMMUNICATIONS TAXES

Internet-related tax policy issues involving telecommunications taxes,
franchise fees, and utility user taxes are the result of two principal char-
acteristics of the telecommunications industry (including the Internet)—
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namely, changes in industry technology and changes involving the
industry’s competitive structure. These features of the telecommunica-
tions system raise two primary issues related to Internet telecommunica-
tions tax policy (1) equitable and technologically neutral treatment of tax-
payers and (2) potential revenue implications for local governments and
specific state programs. These issues are summarized in Figure 9, dis-
cussed below, and examined in greater detail in Supplement E.

Figure 9

Internet-Related Telecommunications Tax Issues

Current tax treatment was designed for a telecommunications industry that��
is rapidly being transformed in terms of its technology and competitive char-
acteristics.

Increasing competition and technological convergence in the industry have��
strained the state's ability to apply the existing tax structure in an appropri-
ate and fair manner.

A confusing array of different taxes and charges are being applied to tele-��
communications activities, including local franchise fees, local utility user
taxes, and state telecommunications charges.

Existing taxes on telecommunications activities fund specific programs at��
the state level and are a discretionary source of local government revenues.
However, significant issues exist regarding the rationales for many of these
levies and their continued desirability.

Many levies on telecommunications activities were established for
an industry that no longer exists in its original form, either in terms of
technology or competitive characteristics. Furthermore, the levies involved
are outmoded and have neither changed sufficiently to “mesh” with cur-
rent industry competitive structure, nor possess the flexibility to accom-
modate future changes in the telecommunications industry. Regarding
the technology area, the basic modes of telecommunications (telephone,
television, radio, and the Internet), while still distinct in many respects,
are increasingly “converging” (blending and overlapping). This process
has made many of the current tax distinctions between the different me-
dia difficult to justify in economic terms, resulting in inefficiencies and
unfairness.
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Current Telecommunications Taxes

There are several types of taxes or fees in California that can be ap-
plied (directly or indirectly) to the Internet as it currently exists or which
may affect it as it continues to evolve. These involve both flat-rate levies
and gross receipts taxes, and include: (1) state surcharges levied on tele-
phone service; (2) local taxes levied on utility use of telephone and cable
service; (3) local franchise fees on cable service; and (4) various federally
assessed surcharges, fees, and taxes. Although a few states impose Internet
access taxes, California does not impose or allow state or local taxes on
Internet access.

What Are the Basic Issues?

Equitable and Technologically Neutral Taxation
The Industry Has Markedly Changed. Changes in technological con-

vergence and market structure make it increasingly possible to conduct simi-
lar activities using different means and, as a result, be treated differently
for tax purposes. With respect to technological changes, for example, the
blurring of the line between conventional telephones and Internet-based
communications (voice and written) has raised issues related to tax fair-
ness and neutrality. Voice communication using telephone providers is
subject to direct telecommunications charges, yet similar voice commu-
nication using Internet telephony or written communication is not sub-
ject to such direct charges. Wireless cable is not subject to either local
taxes or fees or state telecommunications surcharges and fees.

With respect to market structure, telecommunications have evolved
from an industry characterized by monopoly to one displaying an in-
creasing degree of competition. Statewide monopoly franchises and rights-
of-way access were awarded to telephone companies and, in exchange,
companies provided common-carrier service and were subject to special
tax treatment. Telephone surcharges and other fees were levied on mo-
nopoly telephone utilities partially in an effort to extend telephone ser-
vice to high cost areas, provide low- cost telephone service, provide emer-
gency service, and extend access to the disabled.

Do Current Levies Make Sense? The growth of competition in the
telephone-service market has weakened the original justification for many
of these taxes for long-distance telephone service and, increasingly, for
local telephone service as well. Retaining the existing tax structure raises
issues of tax equity, in that Internet activity may be subject to certain types
of taxes and tax burdens using telephone access, a different tax treatment
when cable access is used, and still another if wireless Internet connec-
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tions are employed—even though the activity conducted may be identi-
cal. For utility user taxes and franchise fees, the change in competitive
industry structure and technological convergence raises similar issues of
tax fairness and equity.

Is the Industry Under-Taxed or Over-Taxed? In addition to the issues
of tax equity discussed above, changes in telecommunications raise a more
fundamental question as to whether the tax burden on these services is
too high with respect to other services, which may not be subject to the
same level of taxes, fees, or charges. While this issue is beyond the scope
of this report, the basic question is—Should the existing system of telecom-
munications taxes, utility user taxes, and franchise fees be modified and, if so, in
what ways given the current and evolving structure of the industry? To the
extent that any differential tax treatment between technologies persists, a
situation may develop where activity moves to the lowest taxed area—
based on the level of fees, taxes, and charges—instead of using the most
efficient or appropriate means.

Potential Revenue Issues
Limited Revenue Loss May Be Occurring. Changes in technology and

market structure present a potential for revenue losses if telecommunica-
tions activities migrate to telecommunication modes that are not taxed,
such as the Internet. Generally, these fiscal concerns are of less magni-
tude than those related to the SUT. For telephone surcharges and fees, the
potential revenue losses are rather small and do not comprise a signifi-
cant portion of state revenues (accounting for less than 1 percent of total
revenues). Although these revenues are earmarked for particular pro-
grams, they could be rather easily replaced from other sources. In addi-
tion, there exist no particular policy reasons why the programs should be
funded from specific excise taxes, rather than from general governmental
revenues.

Similarly, the fiscal effects on utility user taxes and franchise fees for
local governments are likely to be substantially less important than those
associated with the SUT. While revenue losses could occur due to tax
differentiation between technologies—for example, telecommunications
activity could move from conventional telephone lines to cable-based ser-
vice if overall taxes are lower for the latter—we believe that in the short to
medium term the likely fiscal effects are quite small.

Local Concerns Should Be Addressed. Potential revenue losses are an
issue that may be more cause for concern for local governments in the
longer term. Utility user taxes and franchise fees account for a small pro-
portion of local government discretionary revenues but are more impor-
tant for certain selected localities. Although clearly not all of these rev-
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enues would be in jeopardy due to changes in tax policy, in view of their role
in local finance, any long-term restructuring of the telecommunications tax
area should explicitly account for any local fiscal effects.

What Are the Policy Options?

In addressing the above issues involving telecommunications taxes
associated with the changing nature of the industry—including the im-
pacts of the evolving Internet technology—California has two basic alter-
natives. First, it can adopt the status quo approach of leaving the basic
telecommunications tax structure as it currently stands and focus simply
on trying to “patch it” so as to make its application fairer. Or second, it
could take direct action to address the many underlying problems with
the basic system by moving toward its restructuring. A first step with
respect to the latter approach would be a thorough study of all existing
telecommunications taxes and an assessment of their rationales and overall
desirability.

“Patching Up” the Existing Tax System
The main action to consider here would be to extend telecommunica-

tions taxes to all types of telephone or similar communications services.
Doing this, including applying them to communications conducted over
the Internet, would result in a removal of the tax-generated bias towards
these alternative technologies. This approach would allow for equal treat-
ment of similar activities. To the extent that this policy results in addi-
tional revenue due to base broadening, the Legislature can adopt a rev-
enue neutral approach by reducing tax rates accordingly. This approach
may, however, suffer from certain technical difficulties since Internet tele-
phony signals are indistinguishable from other digital transmissions. Gener-
ally, options to patch up the existing system are—due to continuing techno-
logical shifts—likely to result in only a temporary resolution of the issue.

Basic Tax Restructuring
This policy strategy could include such steps as removing some or all

of the various telecommunications and utility user taxes on telephone
service and treating it similarly to other services. This would put tele-
communications services on an “equal footing” with other services and
address the uneven treatment of the industry with respect to other tele-
communications technologies such as Internet telephony. This fundamen-
tal change would necessitate alternative means of funding universal ser-
vice and other similar state programs. In addition, given that such taxes
are a discretionary revenue source for localities, basic restructuring would
need to be sensitive to alternative funding sources for localities.
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Although reducing or eliminating various telecommunications taxes
may be a reasonable approach, it should not be taken “in a vacuum.”
Rather, it should only be undertaken as part of a comprehensive assess-
ment of the overall tax burden on the telecommunications industry (in-
cluding such levies as property and corporate income taxes). This will
help ensure that the industry is not advantaged or disadvantaged by its
tax treatment.

Action-Step Recommendations

As in the case of the SUT, recommended state actions regarding taxes
on telecommunications are dependent on the time frame involved. In the
near term, the potential revenue loss resulting from Internet activity is
not substantial and the tax fairness issues cannot be cured through any
“quick fix.” Thus, there is relatively limited potential or need for action.
In the short and medium term, any efforts undertaken should focus on
applying the existing tax regime as fairly as possible—such as treating
activities conducted over the Internet in a manner similar to activities
conducted through other means. However, given that the Internet tech-
nology continues to evolve rapidly, any solution is likely to be short-lived.

Instead of expending substantial resources in patching the existing
system, we recommend that the Legislature undertake a comprehensive
study geared toward an overall evaluation of the telecommunications
tax and regulatory area. The overall objective of this approach should be
to examine the system and its rationales and address issues of equitable
tax treatment of the industry. As part of the process, careful consideration
should be given to the impact of changes on state and local fiscal condi-
tions. The results of this study could be used to inform the Legislature re-
garding the appropriateness of any extension of the Internet tax moratorium.

CORPORATE INCOME TAX ISSUES

Internet-related tax issues raised for the Bank and Corporation Tax (BCT)
primarily involve (1) determination of nexus and (2) the geographic appor-
tionment of income of multistate and multinational corporations. (Additional
details are provided in Supplement F.) These issues principally affect the
potential of base erosion of the BCT.

The BCT Issues Are Highly Technical in Nature

Determination of Nexus. The determination of nexus for BCT pur-
poses is less clear to begin with than for the SUT and the development of
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the Internet essentially lays an additional layer of complexity on this al-
ready difficult area. (This complexity is discussed further in Supplement
F.) However, the bottom line is Internet development makes it more likely
than in the past that businesses can conduct activity in the state while
avoiding nexus. This is because they can conduct business on a remote
basis, thereby minimizing contacts with the state. This situation could
affect the state’s collection of corporate income taxes in some cases.

Apportionment of Income. Regarding apportionment issues, these
relate to how much of an interstate or international company’s total in-
come is subject to California’s BCT. The income apportionment factor for
California is based on a firm’s average ratio of its corporate activity in
California to its total corporate activity for three factors—property, pay-
roll, and sales (the latter weighted twice). Sales of tangible goods to Cali-
fornia businesses and individuals would result in California sales since
these are attributed to the destination point.

Sales of intangible goods to California purchasers—such as those in
a digitized form—would typically result in a California sale for tax pur-
poses only if the state was the location of the greatest direct costs of pro-
duction. As a consequence of these rules, even if nexus is established under
current law, this may not necessarily result in a business having any Cali-
fornia taxable income. Because the Internet may cause an increase in the
sales of intangible goods relative to tangible goods, less income may be
taxable.

Considerations for the Legislature

Of the tax issues raised by Internet and e-commerce activity, those
involving the BCT are among the least visible and perhaps most com-
plex. While the issue of tax fairness—regarding the treatment of tangible
versus intangible goods, for example—may be relevant, this issue is more
directly related to the overall design of the tax rather than the effects of
the Internet per se. Similarly, the potential revenue impacts of Internet
activity are likely to be limited at this time and are unlikely to grow in
importance as rapidly as for other taxes.

The fact that the current- and near-term impacts of the Internet on
the BCT are not likely to be significant at this time, coupled with the in-
herent complexity of the issues involved, suggests that the Legislature
need not take any immediate action in this area. Rather, the appropriate
approach may be to wait and see how Internet-related business activity
develops and how effective the existing tax system is in meeting the chal-
lenges posed. Pursuit of multistate tax compacts and agreements involv-
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ing nexus and apportionment appears to be California’s best means of
eventually addressing these issues in the near term and for the future.

SUMMARY AND CONCLUSIONS

As summarized in Figure 10, the Internet and its associated e-com-
merce raises taxation issues for the Legislature in a number of areas, in-
cluding tax administration challenges, tax-equity concerns, and potential
revenue losses. No simple or obvious solution to these issues currently
exists, as evidenced by the ongoing debate surrounding them. In addi-
tion, identifying action steps for addressing the issues is further compli-
cated by the fact that Internet technology is still evolving. Thus, with re-
gard to some of the issues involved, a wait and see attitude is the best
policy for the present.

There are, however, certain steps that the Legislature should initiate
now in light of the issues raised by the Internet. In particular, it should
pursue multistate SUT agreements to simplify, standardize, and collect
the tax. Coupled with this, the Legislature should consider undertaking
an overall assessment of the effectiveness and long-term viability of the
SUT. We also recommend that the Legislature undertake a comprehen-
sive review of the state’s telecommunications-related tax polices in light
of the issues the Internet raises in this area. The results of this study could
be used to assess the need for any extension of the current Internet tax
moratorium. Finally, it should pursue solutions to some of the technical is-
sues related to the BCT raised by Internet activity by working through its
affiliations with multistate organizations.
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Figure 10

Key Findings and Considerations

Key Findings

Internet-related sales and use tax (SUT) issues exist involving both tax��
inequities and revenue base erosion. These relate to collecting use taxes
on out-of-state sales and converting goods from tangible into intangible
form.
• While currently limited, revenue losses are increasing and will continue to do so

in the future.

Concerning taxing Internet activity itself, telecommunications media such��
as telephones are already subject to taxation. However, tax policy in this
area is full of inconsistencies and inequities, and the “lines” are blurring
between different telecommunications modes.

Tax nexus and income apportionment issues complicate the calculation of��
income tax liabilities for multistate and multinational corporations in Cali-
fornia.

Considerations

Given that current revenue effects are fairly minor relative to the tax base,��
immediate action in terms of fundamentally altering the SUT tax system is
not required.

Since medium- and long-term issues are likely to be more substantial, the��
Legislature should address Internet-related SUT issues by (1) pursuing
multistate agreements to minimize foregone revenues, reduce tax inequi-
ties, and lessen administrative costs; and (2) considering a comprehen-
sive analytical appraisal of the SUT, including its long-term viability.

A comprehensive review of the state's telecommunications taxes and fees��
generally should be conducted. This review:
• Should clarify the rationales for existing levies, and determine whether, and in

what forms, such levies should exist in the future, including on the Internet.

• Should be completed prior to taking any actions regarding taxation of Internet
activity and access charges, and could be used to assess the need for any ex-
tension of the California Internet Tax Freedom Act.

Multistate agreements should be explored to incorporate Internet-related��
considerations into the determination of nexus and the apportionment of
corporate income for tax purposes.
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FISCAL CHALLENGE FROM

THREE MAJOR LAWSUITS

Summary
While economic and revenue developments have helped create a

very positive budgetary environment for California, three legal challenges
pose some fiscal concern. Specifically:

• Special Education.  Elements of the state’s Master Plan were
determined to be a state mandate. While one school association
suggests state liability could be $1.6 billion, our review finds that
the state’s costs should be much lower—or nothing.

• Property Tax Shift.  The California Constitution generally requires
the state to reimburse local governments for their costs to imple-
ment a state-mandated program or higher level of service. In an
unusual ruling, the Sonoma County Superior Court found that
the revenue loss associated with the property tax shift is a state
reimbursable mandate. While the state is appealing this ruling,
we discuss options the Legislature could take to reduce any po-
tential liability.

• Smog Impact Fees.  An appellate court ruled that charging these
fees on out-of-state cars is unconstitutional. While the court did
not order the state to repay all fee payers, the Legislature and
administration have indicated interest in doing so. We review is-
sues for legislative consideration relating to the fee refund.

How Should the Legislature Approach These Issues?
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Given the size and complexity of the state’s budget, California fre-
quently faces litigation in a variety of policy areas. Usually, the magni-
tude of the state’s fiscal exposure associated with this litigation is small
or moderate. This year, three legal challenges pose a potentially larger
fiscal concern:

• Special Education. The Commission on State Mandates (COSM)
determined that eight elements of the state’s Master Plan for Spe-
cial Education constitute a state mandate. Because this test claim
spans two decades and applies to up to 1,000 school districts, one
school association contends that state costs to reimburse districts
could total $1.6 billion. In this analysis, we explain why the state’s
costs are likely to be much lower, or potentially nothing.

• Property Tax Shift. The superior court in Sonoma County ruled
that the tax shift (also referred to as “ERAF”, after the name of
the fund the property taxes were deposited into, the “Educational
Revenue Augmentation Fund”) is a state mandate. Billions of
dollars of property taxes have been shifted annually from local
governments to schools since the early 1990s. In this analysis, we
discuss the unusual nature of this court ruling and the status of
the state’s appeal. We also discuss options for the state to reduce
any potential liability if the superior court ruling is upheld.

• Smog Check Fees. An appellate court ruled that the fees on out-
of-state cars are unconstitutional. The Legislature and adminis-
tration have indicated their interest in refunding fee payers. This
analysis outlines some of the issues associated with fee repay-
ment.

SPECIAL EDUCATION MANDATE CLAIM

During the 1970s and early 1980s, there were extensive efforts in the
courts, federal government, and the states to improve special education
services for children with disabilities. These efforts sought to ensure that
children receive special education services reflecting their individual
needs, and that school districts avoid categorizing children by handicap.
To facilitate these changes, the California Legislature enacted its Master
Plan for Special Education (MPSE) (Chapter 797, Statutes of 1980 [SB 1970,
Rodda]).

In 1981, the Riverside County Superintendent of Schools filed a claim
for reimbursement of the “state-mandated” costs of complying with the
master plan’s requirements. Article XIII B, Section 6, of the California
Constitution generally requires the state to reimburse local governments
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if the state has required local governments to provide a “new program”
or “higher level of service.” Riverside’s mandate claim—which extends
to all local agencies providing special education services—has slowly
worked its way through most of the claims reimbursement process, after
twice going to court over the interpretation of Article XIII B.

The Mandate Claim Process
Pursuant to state law, local claims for mandate reimbursement are

evaluated by the COSM, a quasijudicial body comprised of representa-
tives of the Department of Finance, State Treasurer, State Controller, Of-
fice of Planning and Research, local school boards, cities or counties, and
the public. Figure 1 (see next page) provides an overview of the mandate
reimbursement process. For any mandate, the COSM typically takes three
important actions—it adopts:

• A Statement of Decision, outlining the basis for finding that a
state action imposed—or did not impose—a mandate.

• Parameters and Guidelines (P&Gs), which describe the specific
costs that will be reimbursed and the documentation required.

• A Statewide Cost Estimate, an estimate of the state’s cost to re-
pay all local governments’ past-year and current-year costs us-
ing the methodology set forth in the P&Gs.

Status of Legal Challenge

In 1992, an appellate court found that most of the MPSE was a federal
mandate, not subject to the reimbursement provisions in the State Con-
stitution. The court instructed COSM, however, to review state and fed-
eral law to determine the extent to which any specific activities in the
state’s MPSE surpassed the requirements of federal law.

In November 1998, the COSM issued a statement of decision identi-
fying eight minor components of the MPSE as state mandates. While any
single school district’s costs to comply with these eight requirements
would be very low, given the number of years since the initial special
education claim and the number of school districts potentially eligible
for reimbursement (up to 1,000), there has been significant concern about
the possible magnitude of the state liability.

Within months of COSM issuing a decision establishing that a state
requirement is a mandate, COSM usually adopts P&Gs specifying the
general reimbursement methodology. Shortly thereafter, the magnitude
of the state’s liability becomes apparent as local agencies begin filing
reimbursement claims. In this case, however, there has been substantial
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Figure 1

The Mandate Reimbursement Process
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controversy delaying COSM’s adoption of the P&Gs. Specifically, the state
contends that annual state budget appropriations for special education
should count as an “offset” in the reimbursement methodology, while
the claimants contend that these general appropriations should not be
counted. (We discuss this “offset” issue below.)

In December 1999, after 13 months of debate, the special education
claimants and state representatives agreed to (1) postpone until June 29,
2000 the final COSM hearing on the adoption of the mandate’s P&Gs and
(2) attempt to negotiate a settlement. The parties’ agreement, however,
specifies that either party can end negotiations and request resumption
of the hearing on the P&Gs if it believes the negotiations to be ineffective.
The parties also agreed to report to COSM on the status of their negotia-
tions on March 15, 2000.

Fiscal Effect

In recent months, there have been numerous reports citing a poten-
tial state special education mandate liability of $1.6 billion. Below, we
discuss the source of this number and explain why we belief the state’s
liability would be much lower, if anything.

Basis for $1.6 Billion Estimate
Shortly after COSM issued its decision finding eight activities to be

state mandates, the school district claimants submitted their proposed
P&Gs. The Department of Finance (DOF), in turn, estimated the cost of
the mandate for a sample year, 1996-97, using the proposed P&G meth-
odology. In developing its estimate, the DOF indicated that their esti-
mate constituted a “maximum possible” cost estimate because it used
assumptions favorable to school districts when needed data were not
available. In addition, the DOF asserted that the proposed methodology
used in the claimant’s P&Gs was overly generous to districts in several
respects. As Figure 2 (see next page) indicates, the DOF estimated the
cost of reimbursing claimants under their proposed methodology to be
about $140 million for the sample year.

The California School Boards Association, in turn, adjusted the DOF
estimate for annual changes in inflation and the number of special district
students served over the two decades to arrive at a total liability of $1.6 bil-
lion. This estimate cited by the school board association contains both the
favorable assumptions of the DOF estimate and the overly generous meth-
odology implicit in that estimate.

Our review of the DOF estimate found that the assumptions used
result in costs that are overestimated by as much as one-third.
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Figure 2

Special Education Mandates Identified by the
Commission on State Mandates in 1998

(In Millions)

Annual
Cost a

Maximum Age Limit . Provide special education services for
�� students who become 22 years old while receiving services.

Federal law requires services until age 21.

$7.9

Specialist Caseload Maximums . Monitor specialist case-
�� loads to ensure they do not exceed a specified number of stu-

dents. Federal law does not specify caseload maximums.

4.3

Community Advisory Committees . Establish local advisory
�� committees that include specified school personnel. Federal

law does not require the local committees.

2.6

Extended School Year . Provide at least 20 days of extra
�� school for all special education students requiring an extended

year (even if the full 20 days are not required by a student’s
individual plan). Federal law requires extended school year if
required by a student’s individual plan.

51.0

Interim Placement . Involve a student’s instructional team in
�� the interim placement of a special education student who

transfers to another district. Federal law permits fewer people
involved in the decision under certain circumstances.

8.1

Governance Structure . Involve representatives of parents
�� and teachers on local Special Education Local Plan Areas

(regional administrative agencies). Federal law contains no
such mandate.

0.7

Written Parental Consent . Obtain written parental consent of
�� a student’s IEP. Federal law does not require written consent.

3.6

Resource Specialist Program . Provide instructional aides to
�� at least 80 percent of certain specialists. Federal law requires

staffing as identified in a student’s individual plan.

60.7

Total $138.8
a

Department of Finance estimate of maximum reimbursement amount (1996-97).
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Actual costs would be even lower if the COSM reflected some of the DOF’s
proposed changes to the claimants P&G methodology. Even with these
reductions, however, the past-years’ cost of the mandates would still be
quite large, probably in the range of $500 million to $1 billion, with addi-
tional annual costs of at least tens of millions of dollars.

Counting Offsetting Revenues Could Eliminate State Liability
Under mandate law, funds which the state provides to help local

governments implement a mandate are called “offsetting revenues” and
reduce the state’s liability on a dollar-for-dollar basis. Counting as an
offset some of the billions of dollars the state appropriates for special
education in the annual budget act, therefore, could reduce or eliminate
the state’s fiscal liability. This issue of counting previous state appropria-
tions for special education is central to the negotiations between the school
districts and the administration. Few previous mandate claims, however,
have relied upon this provision and its legal parameters have not been
fully explored.

In general, the claimants contend that the state’s previous appropria-
tions should not be counted because the state, when enacting the MPSE,
agreed to pay all increased program costs not reimbursed by the federal
government. Claimants argue that the state has broken its commitment
to maintain local special education costs “frozen” at their 1979 levels and
that school districts have had to spend their state funds to meet the spe-
cial education requirements set forth in federal law.

Claimants also contend that the state funding provided in the MPSE
legislation and annual budget acts does not meet the statutory definition
of an offset. Specifically, they argue that Government Code
Section 17556 (e) requires offsetting revenues be identified as “specifi-
cally intended to fund the costs of the state mandate” and that the funds
be included in the same statute that creates the mandate.

In fall 1999, we submitted two reports to COSM and the Legislature
regarding this special education mandate. Below, we summarize infor-
mation we provided regarding the claimants’ allegations.

Did the Legislature Agree to Pay
All Increased Special Education Costs?

In the development of any significant legislation, differing statements
regarding its intent typically emerge. To ascertain the legislative and ad-
ministrative intent with regards to the financing elements of the MPSE,
we examined the fiscal system enacted in the measure and the bill analy-
ses commenting on the development of that fiscal system. Our review
found no evidence that the Legislature committed to pay all increased
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special education costs. Rather, the fiscal model contained in the MPSE
treats special education—like other education programs—as a shared re-
sponsibility of state and local government. This shared responsibility is
particularly apparent from the two elements featured prominently in the
MPSE financing model: the (1) enrollment cap and (2) deficit factor.

Legislature Capped Number of Students Funded. For any school
agency providing special education services, the MPSE specified that the
state would not reimburse costs to provide services for more than 10 per-
cent of its general student population. The DOF bill analyses at the time
referred to this percentage cap as “one of the most significant fiscal as-
pects” of the master plan because the enrollment cap was set at a level
that was lower than:

• The percentage of special education students some school agen-
cies were currently serving.

• The percentage of students the state had been funding under the
earlier pilot versions of the state master plan.

Thus, the enrollment cap was a clear attempt by the Legislature to
limit state fiscal liability and to share some special education program
costs with local agencies.

Deficit Factor Limited State Costs. The state’s Master Plan also in-
cluded a powerful state fiscal “safety valve,” allowing the state to unilat-
erally and unconditionally reduce its total special education costs in any
year. Specifically, Article 10 of Chapter 797:

• Directs that state special education aid be prorated among local
education agencies if any state budget act does not appropriate
sufficient money to fund all local costs.

• Does not require state funding shortages be made up in future
years.

From this review, we saw no evidence that the state guaranteed to pay all
future cost increases for special education.

Why Were the State Funds Not Linked
To Eight Mandated Activities?

The Master Plan legislation provided $619 million in state aid for spe-
cial education. This amount reflected an approximately $160 million in-
crease in state support for special education over the prior year, and a
$90 million increase in state aid over the amount required by then cur-
rent law. This $90 million increase was the basis for the statements in bill
analyses (developed by this office, other legislative fiscal staff, and the
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DOF) that the bill included sufficient sums to offset the cost of any state
mandate included in the legislation.

The use of the $90 million was not specifically earmarked by the Leg-
islature to cover the costs of the eight “state-mandated” activities because:

• The distinction between the federally required components of the
special education program versus the state-required activities of
the Master Plan was not known yet. That is, the Legislature was
aware that some elements of the state’s Master Plan exceeded
federal special education requirements, but the precise differences
between the plans was not ascertained until COSM issued its state-
ment of decision in 1998.

• Earmarking special education funding would be contrary to the
Legislature’s intent to provide school districts with broad flex-
ibility to improve special education services.

• The Legislature had no reason to think that its significant fund-
ing increase ($90 million provided in the initial legislation and
maintained, with growth, in subsequent budget acts) would not
be “counted” as reimbursing state-mandated local costs. The
California Constitution’s mandate provisions—enacted just one
year prior to the MPSE—simply call for a “subvention of funds
to reimburse” local government; it does not say that the funds
must be earmarked to specific activities.

Issues for Legislative Consideration

As described above, $1.6 billion appears to be a significantly over-
stated estimate of the cost to reimburse claimants under the terms of their
own P&Gs. Moreover, there is a strong argument for modifying the reim-
bursement methodology to include part of the annual state special edu-
cation appropriation. Counting these revenues as an offset would reduce
or eliminate any remaining state mandate liability.

We note, however, that—at the urging of COSM—discussions regard-
ing the development of the P&G reimbursement methodology are occur-
ring behind closed doors. In addition, the Legislature is not represented
on COSM. Thus, it is possible that COSM may enact a P&G methodology
for this mandate that does not reflect the Legislature’s perspective. It is
also possible that the claimants and administration could reach an agree-
ment calling for alternative education relief provided in the budget. Given
this, we discuss options available to the Legislature under either of these
scenarios.



172 Part V: Major Issues Facing the Legislature

Mandate Claim: Legislative Options
As noted above, it is not clear that the state has any fiscal responsibil-

ity to pay a mandate claim for special education. If, however, the com-
mission finds some state liability, the Legislature has significant options
available to it. Specifically, the Legislature could:

• Modify any P&G methodology adopted by COSM.

• Schedule payment of any claim reimbursement over time.

• Eliminate future mandate liability.

• Determine the extent to which a claim reimbursement is paid from
revenues within the existing Proposition 98 guarantee.

We discuss these options below.

Modify P&Gs. As shown earlier in Figure 1, to request an appropria-
tion to reimburse local agencies, COSM must submit to the Legislature a
claim’s P&Gs and a statewide estimate of the mandate’s cost. Govern-
ment Code Section 17612 specifies that the Legislature may amend, modify,
or supplement these P&Gs and appropriate a different sum for reimburs-
ing local agencies. Such an action must be done carefully, however. If the
Legislature deletes funding for a mandate, a local agency may file an ac-
tion in court to declare the mandate (in this case, the eight state-man-
dated activities) unenforceable and/or bring other legal actions seeking
reimbursement for mandated costs. Thus, any change to the P&Gs or
mandate reimbursement amount must be supported by sound legal rea-
soning.

Alter Timing of Reimbursement. Ordinarily, the state pays all prior
years’ cost of a mandate at once. Given the potential magnitude of the
state’s liability, however, the Legislature may wish to consider schedul-
ing any mandate’s repayment over a series of years. While the state would
accrue interest on any claim paid more than a year after COSM adopts its
statewide cost estimate, state law specifies that interest is charged at the
Pooled Money Investment Account rate. Accordingly, the state’s interest
cost for postponing full payment on the mandate claim would be the
same as its earnings from leaving the funds in the Pooled Money Invest-
ment Account. Thus, the state would not incur any real costs to schedule
repayment of the claim over time, but would gain some funding flexibil-
ity.

Eliminate Future Mandate Liability. In 1997, the Legislature stream-
lined special education funding in order to increase local flexibility and
reduce the impact of funding rules on local program decisions. The cre-
ation of new reimbursable mandates would partially negate these reforms
by establishing funding formulas that could influence local program prac-
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tices. To minimize the impact of these mandates on local decisions and to
eliminate the state’s liability for mandate costs in the future, the Legisla-
ture could enact legislation to make optional or eliminate the eight pro-
grams identified by COSM as state mandates.

Impact on Proposition 98 Guarantee. Our review indicates that the
Legislature could fund special education mandate costs from funds al-
ready required under the guarantee. For example, past mandate costs
could be repaid over several years from one-time Proposition 98 funds
that are available in the budget process in most years. Future costs could
be accommodated within the amounts provided annually under the ex-
isting Proposition 98 formula.

Budget Proposal: Legislative Options
It is also possible that the negotiations between the administration

and claimants could result in a proposal to drop the mandate claim and
provide alternative education funding in the budget. There are two rea-
sons such an approach may be proposed by the administration and claim-
ants.

• First, funds appropriated for mandate reimbursement are pro-
vided as general purpose revenues to local agencies; these rev-
enues would not be earmarked for special education programs.
Thus, there is little practical difference between funding this
mandate claim and budgeting funds for a discretionary school
spending—except that the state could have greater control over
the allocation across school districts of any budgeted revenues.

• Second, developing a methodology for reimbursing local agen-
cies is likely to be very complicated due to the difficulty of locat-
ing records spanning two decades—and the adoption of the meth-
odology could set an undesirable precedent regarding treatment
of offsetting revenues in future mandate claims.

Thus, a budgeted solution—providing schools funds through the state
budget rather than the mandate claims reimbursement process—may be
preferable to the administration and claimants.

Should the administration and claimants propose to drop the man-
date claim in exchange for increased state funding in the budget, the Leg-
islature would have full authority over the proposal. For example, the
Legislature could modify the level of funding proposed, or the use of its
resources. Similarly, the Legislature could provide school funding in the bud-
get using one-time funds (which do not affect the Proposition 98 guarantee)
or through an ongoing program which is included within the guarantee.
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PROPERTY TAX SHIFT LAWSUIT

For four years in the early 1990s, the state faced annual budget gaps
of $4 billion to $14 billion. To close these gaps, the Legislature and ad-
ministration raised fees and taxes, cut programs, deferred costs, trans-
ferred costs to the federal government, and shifted property taxes from
local governments to schools.

While the formulas underlying the property tax shifts were very com-
plex, the concept was simple: shifting property taxes from local govern-
ments to schools reduced, on a dollar-for-dollar basis, the amount the
state was required to spend for schools. In this way, the property tax shifts
played a critical role in helping the state resolve its severe budget diffi-
culties.

Because the property tax shifts were implemented on a permanent
basis, cities, counties, and special districts continue to receive a smaller
share of property taxes than they did before the tax shifts—and schools
receive a larger share. In the budget year, the property tax shifts redirect
about $4 billion of property taxes from local governments to schools. This
increased local funding offsets a commensurate amount of state educa-
tion spending.

Status of Legal Challenge

Shortly after the property tax shifts were enacted, local governments
sought to overturn the actions in court on the grounds that (1) the state
lacked the authority under Article XIII A of the State Constitution to real-
locate property taxes to increase school funding and (2) the shifts vio-
lated local governments’ “home rule” authority in the State Constitution.
The courts rejected these arguments.

In December 1997, the County of Sonoma initiated a different chal-
lenge to the property tax shifts. Specifically, the County of Sonoma (joined
later by most other counties) filed a claim with the COSM, arguing that
the property tax shifts represent a reimbursable mandate. In its filings,
Sonoma County argued that the state transferred part of its school fund-
ing responsibility to local governments and, thus, under Article XIII B,
Section 6, is eligible for reimbursement. In November 1998, the commis-
sion issued its decision, rejecting the test claim on the basis that a reduc-
tion of revenue previously allocated to a local government does not qualify
as a reimbursable mandate. Specifically, the commission found that there
was “no local expenditure” within the meaning of the Constitution be-
cause the disputed property taxes are transferred directly to schools. That
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is, local governments never “see” these monies; they are withheld by the
county auditor and deposited into a school fund.

In March 1999, the County of Sonoma petitioned the Sonoma County
Superior Court to set aside the commission’s decision regarding the prop-
erty tax shifts. In October 1999, the court concluded that the property tax
shifts created a new program or higher level of service because they com-
pel local governments to accept partial financial responsibility for a state
program—schools. The court also found that the commission erred in
concluding that the Constitution requires local governments to spend tax
proceeds for a program as a prerequisite for reimbursement. The court
said “It is sufficient that the financial responsibility or cost of the pro-
gram be shifted from the State to the local government.” Accordingly, the
court ordered the commission to find that the property tax shifts consti-
tute a reimbursable mandate and to make a determination as to the amount
of money that should be reimbursed. The state is appealing this decision. No
court date had been announced at the time this analysis was prepared.

Fiscal Effect

The ruling by the Sonoma County Superior Court represents a major
change from previous interpretations of the state reimbursement require-
ment. In the past, the state has reimbursed local governments’ costs to
implement a new program or higher level of service. Under this ruling,
the state would be responsible for reimbursing a loss of revenue. Many
legal experts are skeptical as to whether the court’s rulings will be up-
held on appeal. If the ruling is upheld, however, the state’s fiscal liability
could be high, given the billions of property taxes that have been shifted
to schools under the property tax shift laws.

Magnitude of Revenues Potentially Affected. Although the test claim
was submitted by the County of Sonoma, the mandate ruling would ap-
ply to all local governments sustaining property tax shift losses: cities,
counties, and special districts. In addition, state law specifies that test
claims, submitted before the end of a calendar year, extend to costs dat-
ing from the prior fiscal year. Thus, local governments could be eligible
for reimbursement for property taxes shifted since 1996-97. By the end of
the budget year, the amount of property taxes shifted since 1996-97 would
total over $13 billion.

Offsetting Revenues. Since the first proposal for a property tax shift,
the Legislature has worked to mitigate its fiscal effect. Both the 1992-93
and the 1993-94 property tax shifts were enacted in tandem with relief
measures. In addition, as the state’s fiscal condition has improved, the
Legislature has enacted additional relief measures. An earlier publica-
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tion by our office, Shifting Gears: Rethinking Property Tax Shift Relief (Feb-
ruary 1999), provided an accounting and perspective on these relief mea-
sures. In 1998-99, for example, we estimated that mitigation measures
enacted by the state offset more than 60 percent of local government prop-
erty tax shift losses.

As discussed earlier in this document, however, previous test claims
before the commission and the court have not clarified the terms under
which state support constitutes an “offsetting revenue” for purposes of
mandate reimbursement. A strict reading of the Government Code sug-
gests that offsetting revenues should be appropriated in the legislation
that creates the mandate and should be explicitly earmarked for the pur-
pose of mandate relief. In this case, however, some of the property tax
shift relief measures were enacted after the property tax shifts (such as
trial court funding reform and the Citizens Option for Public Safety pro-
gram) and the provision which provides the greatest amount of revenues,
the half-cent public safety sales tax, was enacted as a voter approved propo-
sition (Proposition 172). Thus, if the Sonoma County Superior Court opinion
is upheld on appeal, it is possible that the commission may not consider all
the state’s mitigation measures as an offset to the state’s liability.

Issues for Legislative Consideration

Given the history of other complicated mandate claims (such as the
special education mandate discussed earlier), resolution of this claim could
take years. While it is possible that the superior court’s ruling may be
overturned, given the magnitude of revenues at stake it is important for
the Legislature to monitor the lawsuit and take action to minimize its
potential liability.

Changes to State Law Regarding Offsets. In order to clarify how the
commission should consider state subventions to local governments in
the context of mandate reimbursement, we recommend the Legislature
reexamine Government Code Section 17556. For example, the Legisla-
ture may wish to modify the provision to specify that offsetting revenues
may be provided in legislation enacted after the legislation which imposes
the mandate, or through the annual budget process.

Existing Local Relief Programs. In any legislation to extend or modify
an existing program which was enacted to mitigate the impact of the prop-
erty tax shifts, the Legislature may wish to include language stating this
intent. Similarly, the Legislature may wish to include language in legisla-
tion directing COSM to consider this relief in any calculation of property
tax shift mandate liability. Our earlier publication, Shifting Gears: Rethink-
ing Property Tax Shift Relief, provided a list of programs which were en-
acted with the clear or implied goal of mitigating the property tax shifts.
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New Local Relief Programs. Over the years, the Legislature has pro-
vided local relief in many ways, such as: one-time grants, annual
subventions, and by assuming partial (or full) financial responsibility for
local programs. Under the State Constitution, a legislative act to discon-
tinue a grant or subvention program typically does not create a reimburs-
able state mandate. Discontinuing state support for a program for which
the state has assumed responsibility, on the other hand, can constitute a
mandate. Given the Sonoma County Court ruling and its associated large
state fiscal liability, we recommend the Legislature use care to preserve a
significant amount of control over the level of state funding for local as-
sistance programs. Accordingly, in evaluating any new local fiscal relief
program, we recommend that the Legislature be cognizant of whether
the state could eliminate the program in the future without imposing an-
other mandate.

Local Finance Reform. As we discuss extensively in another analysis
in this part—Reconsidering AB 8: Exploring Alternative Ways to Allocate Prop-
erty Taxes—California’s system of property tax allocation and local finance
has significant flaws. In Chapter 94, Statutes of 1999 (AB 676, Brewer),
the Legislature stated its intent to revamp the tax allocation system and
improve local finance. This pending mandate claim, and its associated
large state fiscal liability, brings uncertainty to the current discussions
regarding finance reform. This is because reaching agreement on reform:

• Will require a high degree of cooperation and trust between state
and local governments.

• Will likely require an ongoing commitment of state resources.

This mandate claim dispute, however, need not impede progress to-
wards reform. For example, if the Legislature developed a local reform
proposal which included constitutional changes, the Legislature could
specify the resolution of this property tax shift mandate claim in the mea-
sure placed before the voters. (In that way, the two matters—finance re-
form and the mandate claim—could be resolved together.) Similarly, if
the Legislature wished to enact local reform by establishing pilot projects
in some communities, the Legislature could specify that the reform pro-
gram would be available to only those local governments which waive
their right for property tax shift reimbursement. Finally, the Legislature
could enact a statewide reform measure, but place a “poison pill” in the
measure to protect the state’s fiscal interests. For example, the Legisla-
ture could specify that some funding for the reform proposal is elimi-
nated if any local government submits a claim for property tax shift reim-
bursement. Thus, while the pending lawsuit complicates matters, it need
not stop progress toward needed reform.
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SMOG IMPACT FEE

Chapter 453, Statutes of 1990 (AB 1109, Katz) imposed a Smog Im-
pact Fee of $300 on out-of-state vehicles when the vehicle is registered for
the first time in California. According to Chapter 453, the fee was imple-
mented to “. . . ensure equity between owners of California-certified ve-
hicles and other vehicles, provide funding for environmental programs,
and to promote good health and safety standards.”

Legal Status of Challenge

In October 1999, the California Court of Appeals ruled that the Smog
Impact Fee violated the commerce clause of the United States Constitu-
tion (Article I, Section 8, clause 3) and Article XIX of the California Con-
stitution. The court’s judgment provided for fee refunds for the four people
who were parties to the court action. The state is not appealing this decision.

Fiscal Effect

As a result of the court’s decision, the Governor directed the Depart-
ment of Motor Vehicles (DMV) to stop collecting the fee and indicated his
intent to refund all persons who paid the Smog Impact Fee. Below, we
discuss the:

• Magnitude of fee revenues which have been collected (and thus,
may be refunded).

• Programs which were funded by the fee revenues.

Total Smog Impact Fees Collected
To date, over $500 million in smog impact fees have been collected

(see Figure 3). Through 1997-98, the proceeds of the fee were deposited
into the General Fund (about $410 million in total). Beginning in 1998-99,
proceeds of the fee were deposited into the High Polluter Repair and
Removal Account (HPRRA), pursuant to Chapter 802, Statutes of 1997
(AB 208, Migden).

Two programs currently use funding from the HPRRA:

• Low-Income Repair Assistance Program (LIRAP). Pursuant to
Chapter 804, Statutes of 1997 (AB 57, Escutia), the Bureau of Au-
tomotive Repair within the Department of Consumer Affairs of-
fers assistance to help low-income motorists repair vehicles that
fail their biennial smog check.
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Figure 3

Smog Impact Fee Collections

(In Millions)

Fiscal Year Amount

1990-91 $31.2
1991-92 50.2
1992-93 44.3
1993-94 44.9
1994-95 49.6
1995-96 56.1
1996-97 63.3
1997-98 70.1
1998-99a 76.5
1999-00a 21.3

Total $507.6
a

Fee collections deposited in the High Polluter Repair and Removal
Account.

• Vehicle Retirement Program (VRP). Pursuant to Chapter 28, Stat-
utes of 1994 (SB 198, Kopp), this program provides vehicle own-
ers with $450 to retire their vehicle if the vehicle fails its biennial
smog check and is a gross polluter. If a vehicle owner decides to
participate in the VRP, the vehicle is sold to a private scrap dealer.

After the Smog Impact Fee was declared unconstitutional, the state
directed some proceeds from the Smog Abatement Fee (paid by owners
of newer cars in lieu of biennial smog check) into the HPRRA to fund
both the LIRAP and VRP. Thus, funding for these programs is not af-
fected by the court’s decision.

When prior account balances and earned interest are accounted for,
we estimate the HPRRA contains approximately $100 million that could
be used to fund refunds of the Smog Impact Fee.

Issues for Legislative Consideration
Currently there are six bills related to the Smog Impact Fee pending

before the Legislature. As Figure 4 (see next page) indicates, most of these
bills repeal the provisions of law creating the fee and provide fee refunds.
In addition, the Governor’s budget includes $672 million ($562 million
from the General Fund and $103 million from the HPRRA) for Smog Im-
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Figure 4

Smog Impact Fee
Major Provisions of Pending Legislation

As of January 28, 2000

AB 809 (Lowenthal) —Currently in Senate Transportation Committee��
• Provides refunds of the Smog Impact Fee, with interest at Pooled

Money Investment Account rate.
• Establishes a verification and claims procedure for refund.
• Allows consumers up to four years to request refund.
• Companion bill to SB 215 (Karnette).

AB 1702 (McClintock) —Currently in Assembly Transportation Committee��
• Repeals the Smog Impact Fee.
• Provides refunds, with interest at rate Board of Equalization charges

on delinquent sales and use tax payments.
• Does not establish a verification procedure.
• Appropriates $767 million from General Fund for refunds.

AB 1726 (Reyes) —Currently in Assembly Transportation Committee��
(Same provisions as AB 1702 above.)

SB 215 (Karnette) —Currently in Assembly Transportation Committee��
• Repeals the Smog Impact Fee.
• Appropriates $665 million from General Fund to provide refunds as

provided in AB 809.
• Companion bill to AB 809 (Lowenthal).

SB 230 (Johannessen) —Currently in Senate Third Reading��
• Repeals the Smog Impact Fee.

SB 1325 (Karnette) —Currently in Senate Transportation Committee��
• Repeals the Smog Impact Fee.
• Provides for the refund of any tax or fee that is determined to be

unconstitutional--not limited to the Smog Impact Fee.

pact Fee refunds—a level of funding consistent with the proposals pend-
ing before the Legislature. This amount assumes that refunds would be
provided to all eligible persons.
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In reviewing these various proposals, the Legislature has numerous
options as to how to structure the refund program. We discuss some of
these options below.

Amount of Interest to Include in the Refund. The Revenue and Taxa-
tion Code provides certain interest rate calculations for tax payments.
These rates vary in amount—some are equal to a set amount (for instance,
3 percent of the total tax payment) and others are calculated (for example,
equal to the state’s Pooled Money Investment Account rate). Because there
is no interest rate specified for the Smog Impact Fee, we believe the Leg-
islature has the discretion to set this interest rate.

Source of Funding for the Refunds. As we mentioned previously, the
state’s liability to pay these refunds could be in excess of $650 million.
(This amount will vary depending on the interest rate used to calculate
the refund.) Given that the HPRRA contains only about $100 million, any
large scale refund program will require a significant contribution from
the General Fund.

Implementing the Fee Refund. The bills pending before the Legisla-
ture when this analysis was prepared included different methods of noti-
fying consumers of the fee refund and disbursing the refund to consum-
ers. We believe the Legislature has many options for notifying consum-
ers and paying the refund. For example, the state could send letters to all
consumers identified by the DMV as having paid the fee, or the state
could allow consumers to contact DMV and request a refund. Regardless
of how consumers are made aware of the refund program, we believe
requiring some type of verification is appropriate. In addition, we be-
lieve the refund check should be paid by the State Controller, given that
office’s expertise in reviewing claims and disbursing revenues.

SUMMARY

Three legal challenges pose some fiscal concern to the state. Two of
these—special education and the Smog Impact Fee—may be resolved
during the budget year. As we discuss above, the cost of addressing these
issues depends, to a significant extent, on policy choices of the Legislature.
For instance, in the case of special education, the Legislature has signifi-
cant authority to alter the magnitude and timing of any funding provided,
as well as the extent to which the funding affects the Proposition 98 guar-
antee. In addition, while the resolution of the property tax shift claim
may be years away, the Legislature could act now to reduce any potential
fiscal liability. Finally, six bills are currently before the Legislature, each
proposing a different approach to the Smog Impact Fee issue. The magni-
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tude of the state’s fiscal liability will depend on the Legislature’s choices
regarding the terms of the refund, the interest rate paid, and the extent of
fee-payer verification required.


