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INTRODUCTION

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

its priorities and reflecting these priorities in the 2003-04 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 2003-04 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 2003-04 Budget Bill, which contains our review
of the 2003-04 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 2003-04 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,”
describes the current outlook for the economy and the administra-
tion’s and our forecasts.

= PartThree, “Perspectives on State Revenues,” provides a review
of the revenue projections in the budget and our own assess-
ment of revenues through 2004-05.




viii

Introduction

Part Four, “Perspectives on State Expenditures,” provides an
overview of the state spending plan for 2003-04 and evaluates
the major expenditure proposals in the budget.

Part Five, “Addressing the State’s Fiscal Problem,” provides:
(1) an analysis of the Governor’s tax proposal including an iden-
tification of possible revenue alternatives for the Legislature’s
consideration, (2) an assessment of the role realignment could
play in improving service delivery and addressing the state’s
budget difficulties, and (3) an identification of additional spend-
ing reduction options for addressing the state’s budget shortfall.
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State Fiscal Picture

California faces an unprecedented budget shortfall in 2003-04. This
shortfall—which is roughly one-third of the General Fund budget—is due
to an unexpected dramatic decline in state tax receipts combined with
ongoing increases in state government costs. The Governor’s budget pro-
posal lays out a comprehensive plan for dealing with this enormous prob-
lem. The plan incorporates a variety of specific proposals, including tax
increases, program realignment, deep spending cuts, and major reduc-
tions in local government subventions.

The actions proposed by the Governor reflect his priorities for dealing
with the shortfall. In evaluating and acting on these proposals, the Legis-
lature will be confronted with applying its own priorities to make funda-
mental decisions about the scope of government services; how these ser-
vices are distributed among the citizenry; and what the nature, amount,
and mix of taxes in California should be. Given the unprecedented scope
of the problem, any budget that seriously addresses the budget imbalance
will necessarily involve difficult choices that will likely affect all
Californian’s to one degree or another.

In this part, we summarize the 2003-04 Governor’s Budget proposal
and present our own perspective on the budget outlook. \We then discuss
key considerations that the Legislature may wish to take into account as it
develops its own priorities for dealing with the state’s fiscal problem.

THE BUDGET'S ECONOMIC AND REVENUE OUTLOOK

The budget’s economic and revenue outlook is down sharply from the
2002-03 Budget Act estimates. The new projections reflect the persistent
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softness in U.S. and California economic activity and the associated weak-
ness in General Fund revenues through the end of 2002. The budget fore-
cast assumes that economic softness will continue throughout much of
2003, with California personal income—a key determinant of state rev-
enues—growing by just 3.3 percent this year, before accelerating to a more
moderate pace of 5.3 percent in 2004. Based on this subdued economic
forecast, the budget assumes that General Fund revenues will grow from
$72.2 billion in 2001-02 to $73.1 billion in 2002-03, before falling to $69.2 bil-
lion in 2003-04. After excluding the numerous one-time revenue changes
involved in both the prior and current years, underlying revenue growth is
forecast to be sub par—just 1.4 percent in 2002-03 and only 2 percent in
2003-04.

THE BUDGET PROPOSAL

Total State Spending

The budget proposes total state spending in 2003-04 of $89.2 billion
(excluding expenditures of federal funds and bond funds). This represents
adecrease of 5.7 percent from 2002-03. General Fund spending is projected
to fall from $75.5 billion in the current year to $62.8 billion in the budget
year, while special funds spending will rise from $19.2 billion in 2002-03
to $26.5 billion in 2003-04. These totals reflect the proposed $8.2 billion
realignment program and elimination of the current base vehicle license
fee (VLF) backfill to localities, as discussed below.

General Fund Condition

Figure 1 shows the General Fund’s condition under the budget’s as-
sumptions and proposals. It indicates that:

e Revenues are projected to fall from $73.1 billion in 2002-03 to
$69.2 billion in 2003-04, a decline of 5.5 percent. This decline is
due to weak underlying growth in revenues from major taxes, and
the large amount of one-time receipts in 2002-03 from tobacco
securitization and loans from special funds.

e Expenditures are projected to decline from $75.5 billion in 2002-03
to $62.8 billion in 2003-04, a drop of 16.8 percent. The decline re-
flects both major program reductions and the above-cited proposed
program realignment to local governments.

= The large decline in expenditures results in an operating surplus
(that is, revenues in excess of expenditures) of $6.5 billion in
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2003-04. This causes the cumulative year-end reserve to increase from
aminus $5.9 billion in 2002-03 to a positive $531 million in 2003-04.

Figure 1
Governor’s Budget General Fund Condition

(Dollars in Millions)

2003-04

Percent

2001-02 2002-03 Amount Change

Prior-year fund balance $2,380 -$2,133 -$4,451
Revenues and transfers& 72,239 73,144 69,153 -5.5%

Total resources available $74,618 $71,010 $64,702
Expenditures 76,752 75,461 62,769 -16.8%

Ending fund balance -$2,133 -$4,451 $1,933

Encumbrances 1,402 1,402 1,402

l Reserve -$3,535 -$5,853 $531

& Reflects $6.2 billion loan repayment to the General Fund in 2001-02 from the Electric Power Fund.
Detail may not total due to rounding.

How the Budget Addresses the Shortfall

The administration has identified a budget problem of $34.6 billion in
2003-04. As we indicated in January, we believe that the administration
has somewhat overstated the problem facing the state, primarily because
its baseline expenditure estimate includes spending for education and other
areas that is above what would be required under current law or current
practices. (As we also have noted, these added baseline costs do not dimin-
ish the need for real solutions necessary to bring the budget into balance.
Instead, they result in differences in the scoring of the size of the problem
and the corresponding size of the budget solutions that are embedded in
the budget’s proposals.)

However, using for the moment the administration’s definition of the
budget problem and its corresponding size of the solutions needed, Fig-
ure 2 (see next page) shows how the Governor’s solutions are distributed
among major categories and by fiscal year.

Itindicates that, of the total solutions, roughly 40 percent are related to
program savings; slightly less than one-fourth are related to realignment;
about one-sixth are related to a shift of local government resources to the
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state; and the remaining one-fifth is split between fund shifts, transfers/
other revenues, and loans/borrowing. Regarding each of these major cat-
egories:

Figure 2
Allocation of Governor’s Proposed Budget Solutions2

(Dollars in Billions)

Two-Year Total

Percent of
2002-03 2003-04 Amount Total

Program savings $2.7 $11.0 $13.7 40%
Realignment — 8.2 8.2 24
Shifts to local governments 1.8 3.3 5.1 15
Other fund shifts 0.8 1.4 2.2 6
Transfers/other revenues 0.2 1.9 2.1 6
Loans/borrowingP — 3.3 3.3 9
Totals $5.5 $29.1 $34.6 100%

a Lao categorization of solutions using administration’s problem definition.
b The loans/borrowing category includes $25 million in 2002-03.
Detail may not total due to rounding.

= Program Savings. The budget contains approximately $13.7 bil-
lion in program savings. This includes $2.7 billion in current-year
reductions (mostly in K-14 Proposition 98 spending) and $11 bil-
lion in savings in 2003-04. Most programmatic areas of the budget
are affected.

< Realignment. The budget would raise a net of $8.2 billion in new
taxes to fund the shift of a like amount of primarily health and
social services responsibilities to local governments. The tax in-
creases consist of (1) a 1 percent increase in the sales and use tax
(SUT), (2) the imposition of 10 percent and 11 percent personal in-
come tax (PIT) marginal rates on the earnings of high-income tax-
payers, and (3) a $1.10 per-pack increase in the state cigarette tax
rate.

= Local Government Reductions. Aside from the realignment pro-
posal (which is intended to balance estimated expenditure respon-
sibilities with new resources in 2003-04), the budget shifts $5.1 bil-
lionin resources away from local governments in order to produce
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General Fund savings. Key components of this shift include (1) the
elimination of about three-fourths of the subventions to backfill
the VLF revenue losses sustained by localities when the VLF rate
was lowered in past years, (2) a shift of redevelopment-related
funds from local governments to schools, and (3) the elimination
of open-space subventions and booking fee reimbursements. These
amounts do not include the non-Proposition 98 mandate deferrals
which, as noted below, we are classifying as loans/borrowing.

= Funding Shifts. These total $2.2 billion and include (1) student fee
increases in all three of the higher education segments, (2) other
fee increases for trial courts and various resources programs, and
(3) use of federal funds to support some child-care costs.

= Transfers and Other Revenues. These account for $2.1 billion in
revenues. The major component is $1.5 billion in new revenues
associated with tribal gaming pacts, which are up for renegotia-
tion in March 2003. This category also includes about $95 million
in General Fund revenues from tax proposals involving the eligi-
bility for the investment tax credit and taxation of regulated invest-
ment companies.

< Loans and Borrowing. This category accounts for $3.3 billion of
total budget solutions. The largest components are the deferral of
local government and education mandates, and the deferral of con-
tribution costs to the state’s pension funds (either through direct
loans from the funds or the issuance of some sort of pension obli-
gation bonds).

Program Savings Overstated. As noted above, we believe that the bud-
get overstates both baseline costs and budget program savings in various
areas of the budget. Adopting our definition of baseline costs would re-
duce both the size of the budget problem and the corresponding value of
the solutions shown in Figure 2 by roughly $5.5 billion. The main area
affected in Figure 2 by this adjustment is the program savings category,
which would fall by approximately $4 billion. The effect of this change
would be to reduce the proportion of the total budget solution due to pro-
gram savings from about 40 percent to roughly one-third, with the other
components’ shares increasing commensurately.

Programmatic Features

Figure 3 (see next page) summarizes the budget proposal’s main pro-
grammatic features. Its specific proposals are discussed in more detail in
“Part IV” and in our 2003-04 Analysis of the Budget Bill.
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Figure 3
Main Programmatic Features of 2003-04 Budget

‘/ Taxes/Realignment. Proposes a net $8.2 billion of new taxes to fund
program realignment to local governments.

‘/ K-12 Education. Includes about $2.6 billion in mostly across-the-board
reductions to current-year programs, which are largely carried forward
into budget year.

‘/ Higher Education. Assumes student fee increases for all three
segments. Total funding up modestly for CSU and UC, but down for
community colleges.

‘/ Health. Proposes savings from provider rate reductions, elimination of
optional benefits, and tightening of eligibility.

‘/ Social Services. Reduces CalWORKSs and SSI/SSP grants by an
average of 6.2 percent.

‘/ Transportation. Suspends Proposition 42 transfers and forgives
General Fund loan repayments to the Traffic Congestion Relief Fund.

‘/ Local Government. Eliminates base VLF backfill to local governments,
defers mandate reimbursements, and shifts property taxes from
redevelopment funds to schools.

‘/ General Government. Borrows funding for $1.6 billion annual
contribution to retirement funds. Proposes $470 million savings from
employee compensation. Assumes $1.5 billion in new tribal gaming
revenues from new/renegotiated compacts.

THE LAO’s BUDGET OUTLOOK

In this section, we examine the implications of the Governor’s pro-
posal on the near-term and longer-term General Fund condition, using our
own estimates of revenues and expenditures that would occur under the
Governor’s proposal. Our estimates do not reflect any of the programmatic
recommendations that we make in our 2003-04 Analysis of the Budget Bill.
Nor do they take into account legislative actions that have been taken to
date on the budget. The causes of our differences from the budget’s projec-
tions are limited to (1) contrasting assumptions about the economic and
revenue outlook; and (2) estimation differences, such as from caseload pro-
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jections, in the level of expenditures that would be needed to fund the
Governor’s budget plan.

The intent of these estimates is to provide the Legislature with our
assessment of the extent to which the budget solutions proposed by the
Governor address the full magnitude of the short-term and longer-term
fiscal imbalance facing the state. Our key budget-related findings are high-
lighted in Figure 4, while our estimates of revenues, expenditures, and the
General Fund’s condition are shown in Figure 5 (see next page).

Figure 4
Key LAO Findings

‘/ If Fully Adopted, Governor’s Budget Is Balanced

¢ Our estimates suggest a $1.6 billion 2003-04 reserve would result,
largely because of higher LAO budget-year revenues.

« Shortfalls in tribal gaming revenues, federal reimbursements, or other
factors could eliminate most or all of reserve.

‘/ Proposal Would Also Address Long-Term Structural Imbalance
* Revenues and expenditures would roughly balance in 2004-05.

‘/ But Balance Only Achieved if Dramatic Actions Are Taken
* Requires benefits from all elements of plan to regain fiscal balance, or
need alternative solutions of similar magnitude.
 Fiscal situation quickly deteriorates without agreement on key budget
elements.

Budget Plan Would Balance

As shown in Figure 4 and Figure 5, we estimate that adoption of all of
the budget’s provisions and proposals would result in a positive reserve of
about $1.6 billion at the conclusion of 2003-04. This reserve amount is
about $1 billion higher than the $531 million included in the Governor’s
budget. The increase is due to our higher revenues, partly offset by the
additional spending requirements that we believe would be needed to fund
the Governor’s plan.

= Higher Revenues. Despite current-year softness in PIT receipts, we
project that General Fund revenues will exceed the budget forecast
by $1.3 billion over the current and budget years combined. Our
forecast assumes that an earlier and stronger economic accelera-
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Figure 5

LAQO’s General Fund Condition
Assuming Governor’s Policy Proposals

(Dollars in Millions)

2001-02 2002-03 2003-04 2004-05

Prior-year fund balance $2,380 -$2,135 -$4,490 $2,967
Revenues and transfers2 72,239 72,964 70,643 73,293
Total resources available  $74,618 $70,829 $66,154 $76,260
Expenditures $76,754 $75,318 $63,186 $72,562
Ending fund balance -$2,135 -$4,490 $2,967 $3,698
Encumbrances $1,402 $1,402 $1,402 $1,402

I Reserve -$3,537 -$5,891 $1,565 $2,296

& Reflects $6.2 billion loan repayment to General Fund in 2001-02 from the Electric Power Fund.

Detail may not total due to rounding.

tion in California will produce more revenue growth in 2003-04
than the administration is anticipating.

= Additional Expenditures. Partly offsetting our higher revenues are
about $273 million in net added costs that we believe are needed to
fund the Governor’s proposal. This increase primarily reflects
added General Fund costs needed to fund proposed spending in
the Healthy Families program, likely cost deficiencies in the Cali-
fornia Department of Corrections, and added cash-flow borrow-
ing expenses.

Many Threats Exist

There are a number of key risk factors that could easily consume the
total $1.6 billion year-end cushion that we are projecting for 2003-04. For
example, our estimates include the budget’s assumption of $1.5 billion in
new tribal gaming revenues. The amount of these revenues, however, is
dependent on the outcome of negotiations with the Indian tribes involved,
and early indications are that it is unlikely that the state would achieve the
targeted amount of revenues.

Similarly, while the budget does not rely on significant amounts of new
federal funds, it nevertheless faces risks associated with its assumptions
about the continuation of existing federal reimbursements. Specifically, the
budget includes $155 million in both the current year and budget year in
federal reimbursements for costs associated with the incarceration of un-
documented felons. While this is consistent with prior-year funding levels,
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neither the President’s budget for the current or subsequent federal fiscal
year nor the Congressional versions of the 2003 federal spending bill in-
clude funding for this purpose.

Just these two factors could easily consume our estimated $1.6 billion
budget-year reserve—even if all the budget’s provisions were adopted.

Governor’s Plan Would Also Address
State’s Structural Imbalance.. ..

We believe that the Governor’s budget plan—to the extent its assump-
tions and proposals are realized—would meaningfully address the longer-
term structural shortfall facing the state. Based on current law, we believe
this structural imbalance—defined as the annual excess of expenditures
over revenues—would likely be in the general range of $18 billion yearly.
In contrast, as indicated in Figure 6, we estimate that under the budget
proposal, revenues would slightly exceed expenditures in 2004-05, boost-
ing the cumulative reserve at the end of that year to $2.3 billion. Our longer-
term projections further suggest that revenues would continue to exceed ex-
penditures in subsequent years. Thus, the structural imbalance would be gone.

The favorable impact of the plan on the state’s structural shortfall re-
sults from the fact that most of the budget’s major proposals involving
education, health, social services, realignment, and local governments,
would produce ongoing savings.

... But Only if Major Actions Are Taken

Our fiscal estimates do not imply that it will be easy for the state to
regain fiscal balance in 2003-04 and beyond. On the contrary, a restoration
of California’s fiscal health will occur only if the Legislature either
(1) adopts the major savings and revenue proposals included in the budget
plan or (2) finds alternative solutions of similar magnitude that are real
and largely ongoing in nature. Absent this, the modest positive fiscal bal-
ance we are projecting would be quickly transformed into a large deficit.

Illustration. Figure 6 (see next page) demonstrates the cumulative ad-
verse impact that the rejection of two key administration proposals would
have on the state’s fiscal picture—if they were not replaced with alterna-
tive solutions of similar magnitude. For example:

= Rejection of the proposal to eliminate the base VLF local backfill
would result in lost annual savings of $1.3 billion in 2002-03,
$2.9 billion in 2003-04, and $3 billion in 2004-05. The figure shows
that the cumulative impact of these lost savings would be a $4.2 bil-
lion deterioration in the cumulative reserve by the end of the bud-
getyear, and a $7.2 billion deterioration by the close of 2004-05.
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Figure 6

lllustrative General Fund Impacts of Rejecting
VLF Backfill and Realignment Proposals2

(In Billions)

2002-03 2003-04 2004-05

LAO Estimated General Fund Reserve
Assuming All Budget Proposals -$5.9 $1.6 $2.3

Change to LAO Estimated General Fund
Reserve From Rejecting:

VLF backfill proposal -$1.3 -$4.28  -$7.28
Realignment proposal — -8.22  -1502

Revised LAO Estimated General Fund
Reserve Without VLF Backfill
And Realignment Proposals -$7.2 -$10.8  -$20.8

& These reflect the cumulative effects of rejecting the Governor’s proposals.

= Rejection of the realignment-related tax increases and the accom-
panying shift of program responsibilities to localities would re-
duce annual state budgetary savings by about $8 billion begin-
ning in 2003-04. The figure shows that this would lead to a two-
year deterioration in the reserve of nearly $15.9 billion by the end
of 2004-05.

The figure shows that the rejection of both of these proposals would trans-
form the projected $2.3 billion 2004-05 reserve into a $20.8 billion deficit.

Rejection of other key savings proposals in the areas of Medi-Cal, so-
cial services, or transportation, would also have major adverse impacts on
the reserve.

CONSIDERATIONS FOR THE LEGISLATURE

Given the enormity of the budget problem and the large number of
major proposed solutions included in the Governor’s plan, the Legislature
will be faced with many important policy issues and questions as it considers
the 2003-04 budget. Among the more important of these are the following:

= How Do the Proposal’s Spending Priorities Square With the
Legislature’s? In general, the budget’s deepest cuts are in local
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government, K-12 education, community colleges, Medi-Cal, SSI/
SSP, and CalWORKSs. At the other extreme, only modest reductions
are included for criminal justice programs, UC, and CSU. In con-
sidering current-year actions on the budget, the Legislature has
already indicated its intent to include reductions in corrections. In
our accompanying 2003-04 Analysis of the Budget Bill, and in “Part
V” of this volume, we offer reccommendations and options that the
Legislature may wish to consider in addressing the budget problem.

Is the General Nature, Overall Amount, and Distribution of the
Proposed Tax Increases Appropriate? Roughly one-fourth to one-
third of the Governor’s proposed budget solutions are related to
increased taxes (depending on how the budget problem is defined).
The basic questions in this area include whether the aggregate
amount and mix of taxes proposed are appropriate. We discuss
the Governor’s tax proposals in detail in “Part \.”

Can Local Governments Realistically Absorb a $5 Billion Funding
Reduction? The Governor’s proposals to eliminate the base VLF
backfill and transfer redevelopment funds to schools would have
a significant adverse impact on many city and county services.
This raises such issues as whether the Legislature should increase
the VLF rate itself and/or provide localities with other options for
raising revenues.

What About Mandates? For the second year in a row, the budget
would defer state payments for local government mandate claims.
The accumulated liability for such claims now exceeds $1 billion.
As discussed in “Part V” and in various sections of the Analysis,
the Legislature may wish to consider alternatives to mandate de-
ferrals, including the outright elimination or suspension of certain
mandates, and the inclusion of education mandate funding in a
block grant.

Does the Governor’s Realignment Proposal Make Sense? In evalu-
ating the administration’s realignment proposal, the Legislature
may wish to consider such issues as: (1) will counties have suffi-
cient program authority and flexibility to effectively and efficiently
manage their new responsibilities; (2) would other programs ben-
efit from realignment, either in lieu of or in addition to those being
proposed; and (3) will the realignment revenue stream match fu-
ture growth in program costs? In “Part \V”” we review the Governor’s
realignment proposal in more detail, and suggest other programs
that the Legislature may wish to include in a realignment plan.

What Are the Long-Term Budgetary Implications of Alternatives?
As indicated above, we believe that the Governor’s budget pro-
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posal would address the state’s current multibillion dollar long-
term structural fiscal imbalance, assuming that it was fully imple-
mented and its assumptions held up. As the Legislature considers
modifications and alternatives to the Governor’s proposal, it will
be important that it try to avoid diminishing the long-term fiscal
benefits that are inherent in the current proposal.

Conclusion

The state clearly faces an enormous challenge in getting its fiscal house
in order. We therefore continue to recommend that the Legislature put ev-
erything “on the table” including both program reductions and taxes, and
adopt solutions that are both real and ongoing.
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THE ECONOMIC OUTLOOK—SUMMARY

Most areas of the U.S. and California economies are struggling in
early 2003. Although there have been some positive developments—
namely, strength in interest-sensitive home and automobile sales—over-
all economic growth has subsided in recent months, and is currently at
risk of stalling out altogether. At present, consumer and business spend-
ing are being held in check by lagging confidence and uncertainties sur-
rounding a potential war with Iraq. Looking ahead, we anticipate slug-
gish economic performance to continue through the first half of 2003,
before giving way to more moderate growth in the second half of the
year. Akey to improved economic performance is business capital spend-
ing and hiring, which have been extremely soft during the past two years.

2002 IN RETROSPECT

U.S. Economy

The performance of the U.S. economy was generally disappointing
in 2002. Although the year began on an upbeat note and real gross do-
mestic product (GDP) did expand by 2.8 percent over the 12-month pe-
riod, growth was unbalanced between major economic sectors, and the
gains that did occur were insufficient to produce an improvement in em-
ployment and wages during the year.
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Unbalanced Growth

Figure 1 shows that virtually all of the economic growth that did
materialize came from consumer spending, inventory restocking, and
government purchases. Nonresidential fixed investment—which includes
business spending on equipment, software, and facilities—and net ex-
ports fell during the year. The declines in these two latter sectors were of
particular importance to California, whose manufacturing and business
services industries are dependent on business investment and foreign
demand.

Figure 1
Factors Underlying Modest GDP Growth in 2002
Change in Components of Real GDP
Fourth Quarter 2001 Through Fourth Quarter 2002
(In Billions)
Consumption
Inventories
Government
Purchases
Residential
Fixed Investment
Nonresidential
Fixed Investment
Net Exports
-$100 -50 0 50 100 150 200

Jobless Recovery Thus Far

The growth in output that occurred in 2002 was largely accomplished
through increased worker productivity and extended hours, as opposed
to increases in the number of jobs. In fact, the nation lost about 180,000
jobs between December 2001 and December 2002, as businesses cut back
payrolls in an effort to eliminate excess capacity, curtail costs, and boost
profits. These economizing measures have had a positive effect on busi-
nesses’ “bottom lines.” For example, earnings reports for the fourth quarter
show significant profit gains from the prior year. However, especially in
a state with California’s continuously expanding population, the key to
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healthy economic growth involves increases in productive capacity, out-
put, and jobs. Absent an improvement in the job market, it is unclear how
much longer consumer spending on homes, cars, and other durable goods
will be buoyed by low interest rates. The lack of consumer demand could,
in turn, further delay any meaningful pick up in business investment.
Given this, our expectation that there will be an improvement in busi-
ness hiring and capital spending during 2003 and 2004 is an important
element of our forecast.

California’s Economy

Like the nation’s, California’s economy struggled in 2002. Wage and
salary employment grew a marginal 0.3 percent between December 2001
and December 2002, with widely divergent performances among both
industries and geographical regions within the state. The main bright
spot has been housing construction, which strengthened during the year.

Divergence Among Industries

As indicated in Figure 2 (see next page), job gains occurred in indus-
trial sectors that particularly benefited from population growth and low
interest rates. These included nonbusiness services, retail trade, govern-
ment, and finance-related industries. Losses occurred in construction—
mostly related to declines in the nonresidential markets—as well as in
business services, transportation (reflecting continued layoffs in airline-
related industries), and manufacturing. The latter was battered by weak
U.S. investment spending and declines in foreign demand for California-
produced goods.

Manufacturing Job Losses Were Severe. As shown in Figure 3 (see
next page), California’s manufacturing sector lost over 250,000 jobs be-
tween early 2000 and the end of 2002. About one-half of these jobs were
in high-paying computer-related industries, which were adversely af-
fected by the downturn in U.S. capital spending and ongoing softness in
exports. Computer-related services also experienced a major downturn,
losing more than 60,000 jobs over the past two years. The job declines in
these industries are of special significance, given that their wage levels
tend to be well above those of other sectors of the economy (see Figure 4,
see next page). On a slightly more positive note, however, both manufac-
turing and computer-related services job losses have subsided in recent
months, and industry reports show an uptick in orders for computer chips.
These reports provide tentative evidence that the worst of the manufac-
turing slump is over.
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Figure 2

California's Job-Gaining and
Job-Losing Industries in 2002

Percent Change in Jobs
December 2001 Through December 2002
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Figure 3

California Manufacturing Jobs Hit Hard
By Economic Slowdown
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Figure 4
California High-Tech Wages Falling Dramatically

Annualized Average Wages by Quarter
(In Thousands)
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Pay In High-Tech Jobs Also Down. Along with job losses, Figure 4
shows that average wages within the high-tech manufacturing and ser-
vices industries have also experienced major declines over the past two
years. These losses are partly related to a nearly 80 percent slide in stock
option-related income and bonuses (which are included in the wage to-
tals). Figure 4 shows that average wages within the computer-related
manufacturing and services industries fell from a peak of $120,000 (an-
nual rate) in the first quarter of 2000 to about $80,000 as of mid-2000.
While the average wages in these industries remain over double the state-
wide average, the nearly one-third average wage decline in these sectors
has sharply depressed overall California income growth during the year.
Given the continued poor performance of the stock market, it is unlikely
that average wages in these industries will recover any time soon.

Divergence Among Regions

In sharp contrast to the early 1990s, when the recession was centered
in southern California, the current economic slowdown is focused in the
San Francisco Bay area. This is illustrated in Figure 5 (see next page),
which expresses jobs in each geographic region as a percentage of their
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first quarter 2001 totals (which is when the national recession began). It
shows that:

= The overall impact of the statewide slowdown on jobs in south-
ern California and the Central Valley region has been compara-
tively moderate. As shown in the figure, both of these regions
have experienced modest job growth since early 2001, although
not enough to avoid increases in unemployment.

= Incontrast, the San Francisco Bay area has experienced major job
losses, with Santa Clara County having lost over 10 percent of its
job base. These job losses reflect the massive adverse impact that
the high-tech downturn has had on employment and income in
the region.

Figure 5

Recession Has Been Concentrated
In the San Francisco Bay Area

Wage and Salary Jobs,
Percent of Prerecession Peak
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Softness Persists Into Early 2003

As of early 2003, most evidence suggests that California, like the na-
tion, is in a period of very sluggish growth that is likely to persist for
several months. While residential real estate markets remain strong, em-
ployment, income, and spending remain soft, as do most other areas of
the economy.
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THE GOVERNOR'S ECONOMIC FORECAST IN BRIEF

The Governor’s budget assumes that both the U.S. and California
economies will expand at a sluggish pace throughout most of 2003, be-
fore accelerating in 2004. At the national level, real GDP is projected to
increase by 2.5 percent in 2003—about the same pace as last year—and
by 3.5 percent in 2004 (see Figure 6). Key assumptions in the forecast are
that (1) U.S. consumer spending growth will subside to 2 percent in 2003,
before partially rebounding to about 3 percent in 2004, and (2) business
capital spending will remain dormant throughout most of this year, be-
fore reviving to a moderate pace in 2004. The forecast assumes that inter-
est rates and inflation will rise some from current levels, but will remain
low by historical standards.

Figure 6
Summary of the Budget’s Economic Outlook
Forecast
2002 2003 2004
U.S. Forecast
Percent change in:
Real GDP 2.3% 2.5% 3.5%
Personal income 3.0 4.1 5.4
Wage and salary employment -0.8 0.9 21
Consumer Price Index 1.6 25 2.4
Unemployment rate (%) 5.8 6.0 5.5
Housing starts (000) 1,691 1,570 1,660
California Forecast
Percent change in:
Personal income 0.9% 3.3% 5.3%
Wage and salary employment -0.7 0.7 2.1
Taxable sales -2.2 3.4 5.6
Consumer Price Index 25 2.8 3.2
Unemployment rate (%) 6.4 6.5 6.2
New housing permits (000) 159 157 162

The administration’s forecast assumes that California’s economic
performance will parallel that of the nation as a whole—with sluggish
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employment and income growth this year, and moderate growth next
year. State personal income is projected to increase by an estimated 3.3 per-
cent in 2003 before mildly accelerating to a 5.3 percent pace in 2004.

THE LAQO’S EcoNomIC OUTLOOK

Our forecast assumes that the current period of sluggish economic
growth will persist until mid-year, before improving in the second half of
2003 and in 2004. While our updated outlook is more conservative than
our November 2002 projection, it nevertheless remains a bit more posi-
tive than the administration’s January budget forecast—reflecting an ear-
lier and stronger acceleration in economic activity.

U.S. Outlook

As shown in Figure 7, we project that real GDP will expand by 2.6 per-
cent in the current year and by 3.8 percent in 2004. This forecast is predi-
cated on the assumptions that (1) consumer spending will remain on an
upward track, and (2) business investment and hiring will gain momen-
tum in the second half of 2003 and accelerate further in 2004.

Consumer Spending

Despite a disappointing holiday shopping season, consumer spend-
ing held up reasonably well in 2002. This is especially the case given the
loss of jobs and the weak income growth that persisted through the year.
The primary force behind spending growth was low interest rates, which
boosted sales of automobiles, houses, and related big-ticket items such as
large appliances. While these factors will help keep spending on an up-
ward track during 2003, it is unlikely that consumption will regain sig-
nificant momentum until late in the year when more fundamental im-
provements in employment and income take hold.

Business Investment

Akey to achieving improved economy-wide income and job growth—
and thus the hoped-for improvement in consumer spending—is stepped-
up hiring and capital spending by businesses. Normally, investment
spending turns up sharply in an economic recovery, as businesses seek to
expand capacity to meet new demand. However, businesses remained
reluctant to step up spending in 2002. Factors cited by business execu-
tives for such limited investment spending include significant over-ca-
pacity in many industries and, more recently, uncertainties concerning
the timing and consequences of a Middle Eastern conflict.




Perspectives on the Economy and Demographics 25

Figure 7
Summary of the LAO’s Economic Outlook

Forecast
2002 2003 2004 2005
U.S. Forecast
Percent change in:
Real GDP 2.4% 2.6% 3.8% 3.3%
Personal income 3.0 4.8 6.3 5.6
Wage and salary employment -1.0 0.5 2.3 1.9
Consumer Price Index 1.6 2.3 2.4 2.6
Unemployment rate (%) 5.8 6.2 5.3 5.0
Housing starts (000) 1,691 1,564 1,641 1,668
California Forecast
Percent change in:
Personal income 1.0% 3.6% 6.5% 6.3%
Wage and salary employment -0.6 0.8 25 2.6
Taxable sales -1.5 3.6 6.5 6.0
Consumer Price Index 2.4 25 2.7 29
Unemployment rate (%) 6.5 6.6 5.7 5.5
New housing permits (000) 164 174 176 190

Several key factors favor an eventual upturn in capital spending. For
example, investment spending relative to GDP is currently at historically
low levels, and many businesses have not upgraded their major informa-
tion technology (IT) systems since late 1999 (in preparation for Y-2K).
However, these positive forces will not take hold until some of the near-
term uncertainty clears up, and business executives regain a greater de-
gree of confidence in the economy.

Our forecast assumes that business spending on equipment will start
to improve in the second half of this year, as uncertainties about war and
the durability of the expansion subside. Regarding investment in facili-
ties, we are projecting that this will turn upward in 2004, as the rate of
capacity utilization recovers. As discussed below, the timing and strength
of the capital spending recovery is the single largest “wild card” in the
current economic outlook.
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California Outlook

We forecast that California’s economy will continue to struggle in
the first half of 2003, as ongoing softness in national investment spend-
ing and exports depress the state’s manufacturing industries. Then, we
expect that economic growth will turn upward in the second half of the
year and further accelerate in 2004. Our forecast assumes that the manu-
facturing slump will bottom out in the first half of this year, and that the
interest-sensitive housing and finance-related sectors will continue to push
the economy upward.

California’s Income Growth to Eventually Overtake Nation

Historically, California’s employment and income growth has out-
paced the nation, reflecting the state’s relatively faster population growth
and its large share of fast-growing, high-tech industries. However, dur-
ing the past two years, its personal income growth fell well below the
nation’s, due to the sharp cyclical downturn in computer and software
employment, and the major drop in stock-option income. As shown in
Figure 8, our forecast assumes that California personal income growth
will once again lag the nation in 2003, but will overtake it in the subse-
guent two years, as improvement in business capital spending results in
added jobs and income in California’s high-tech industries.

Residential Construction to Remain Relatively Strong . . .

California’s residential construction activity was up considerably in
2002. New building permits were issued at an annual rate of about 180,000
units in the final quarter of the year—the highest level since the first quar-
ter of 1990. Single-family housing permits were up in almost all geo-
graphic regions of the state, with particularly large gains experienced in
the Sacramento and Riverside/San Bernardino regions. Multi-family per-
mits were also up in most regions other than the San Francisco Bay area,
with Los Angeles experiencing particularly large gains.

We are forecasting residential permit activity to drop back some from
its fourth quarter levels (in part because we understand that some of the
fourth quarter activity may have been an acceleration to avoid scheduled
permit-related fee increases in some geographic areas of the state). How-
ever, we still expect this sector to remain relatively strong though 2003
and 2004, reflecting low interest rates and continued population growth
in California.
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Figure 8

California Personal Income Growth
To Slowly Recover
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.. But Nonresidential Construction to Lag

In contrast to residential construction, nonresidential construction fell
in both 2001 and 2002. As shown in Figure 9 (see next page), the total
value of nonresidential permits has fallen by about 30 percent, or roughly
$7 billion, from its 2000 peak of nearly $21 billion. This substantial over-
all decline reflects a major drop in office construction throughout the state,
which in turn is due to rising office vacancy rates. It also reflects a major
drop in industrial building in Silicon Valley, where new construction is
only a small fraction of prior-year levels due to the battering the high-
tech sector and its supplier industries have taken there.

We forecast that nonresidential construction will continue to lag in 2003,
reflecting soft business conditions, before partially rebounding in 2004. Re-
garding the components of nonresidential construction, we expect com-
mercial building to rebound beginning in late 2003, and industrial and
office construction to start improving in 2004, as vacancy rates start fall-
ing and business once again starts adding to its available capacity.
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Figure 9

California Nonresidential Construction
To Pick Up in 2004
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Comparison to Other Recent Economic Forecasts

Figure 10 compares our forecasts for the nation and California to our
November 2002 forecast, as well as to a variety of other economic forecasts
made in recent months. These include the projections made by the Univer-
sity of California, Los Angeles (UCLA) Business Forecasting Project in De-
cember 2002, the consensus forecast published in the Blue Chip Economic In-
dicators (January 2003), the consensus outlook in the Western Blue Chip Eco-
nomic Forecasts (February 2003), and the Governor’s budget forecast.

It shows:

= Compared to the consensus of U.S. and California forecasters,
we are forecasting less economic growth in 2003, but more growth
in 2004. For example, we forecast that California personal in-
come—a key determinant of state General Fund revenues—will
expand by 3.6 percent this year and 6.5 percent in 2004. This com-
pares to the consensus estimate of 4.3 percent for 2003 and 5.5 per-
cent in 2004.

= Compared to the budget forecast and the UCLA December projec-
tions, our forecasts of both U.S. and California economic growth are
slightly more positive in 2003 and significantly more positive in 2004.
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Figure 10
Comparisons of Recent Economic Forecastsa

(Percent Changes)

2002 2003 2004
United States Real GDP:
LAO November 2.5% 2.6% 3.8%
UCLA December 2.4 25 3.5
DOF January 2.3 2.5 3.5
Blue Chip “Consensus’P January 2.4 2.8 3.6
LAO February 2.4 2.6 3.8
California Wage and Salary Jobs:
LAO November -0.8% 0.5% 2.4%
UCLA December -0.2 0.7 2.2
DOF January -0.7 0.7 2.1
Blue Chip “Consensus”® February 0.0 1.1 2.2
LAO February -0.6 0.8 25
California Personal Income:
LAO November 1.2% 4.0% 6.1%
UCLA December 1.1 3.4 5.3
DOF January 0.9 3.3 5.3
Blue Chip “Consensus” ¢ February 1.9 4.3 5.5
LAO February 1.0 3.6 6.5
California Taxable Sales:
LAO November -1.4% 3.9% 6.2%
UCLA December -3.3 4.1 6.1
DOF January -2.2 3.4 5.6
Blue Chip “Consensus” ¢ February 1.5 3.9 5.6
LAO February -15 3.6 6.5

a Acronmyms 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.
¢ Average forecast of organizations surveyed in February by Western Blue Chip Economic Forecast.

RISKS AND UNCERTAINTIES

The current economic outlook faces serious risks from a number of
quarters. These include a protracted war and an associated spike in oil
prices, further weakness in the European and Asian economies (which
would have additional negative effects on U.S. net exports), and a fur-
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ther slump in the U.S. stock market (which would adversely impact U.S.
consumer and business spending).

Even if the nation’s economy avoids the above-mentioned pitfalls,
however, there is still an inherent risk associated with our predicted im-
provement in business investment spending and related hiring. Contin-
ued weakness in this area would have direct adverse impacts on GDP
growth and could also undercut consumer spending—the strength of which
will depend increasingly on job growth and income gains over the next year.

THE 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 homes
and automobiles, the volume of taxable sales, and the amount of income
taxes paid. Similarly, the population and its age distribution affect school
enrollments and public programs in many other areas, such as health
care and social services. Consequently, the state’s demographic outlook
is a key element both in predicting economic performance and in assess-
ing and projecting the state’s budgetary situation.

State Population to Approach 37 Million by 2005

Figure 11 summarizes our updated state demographic forecast. We
project that California’s total population will rise from an estimated
35.8 million in 2003 to 36.3 million in 2004 and 36.8 million in 2005. These
population projections use as their starting point published 2000 Census
data for California, and have not been adjusted to correct for issues re-
lated to potential undercounting (see discussion in shaded box, page 32).

Some Slowing Projected. The state’s population is projected to grow
at an average rate of about 1.4 percent annually over the next three years.
This growth is slightly slower than that experienced in the latter part of
the 1990s, reflecting both the dampening effects of a slower economy on
net in-migration, as well as a continued decline in birth rates. Neverthe-
less, the state’s projected growth rate still is well above the nation’s cur-
rent rate of about 1 percent annually.

In numeric terms, the number of new Californians being added each
year—roughly 500,000—is well above the size of such cities as Long Beach,
Oakland, and Fresno, and very similar to such states as Wyoming.
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Figure 11
Summary of the LAO’s California Demographic Forecast

(Population in Thousands)

2003 2004 2005
Total Population (July 1 basis) 35,803 36,284 36,794
Changes in Population
Natural change (births minus deaths) 261 266 270
Net in-migration (in-flows minus out-flows) 240 215 240
Total Changes 501 481 510
Percent Changes 1.42% 1.34% 1.40%

Population Growth Components

California’s population growth can be broken down into two major
components—natural increase (the excess of births over deaths) and net
in-migration (persons moving into California from other states and coun-
tries, minus people leaving the state for other destinations). The popula-
tion growth associated with natural increase accounts for just over one-
half of California’s projected annual growth over the forecast period, and
is assumed to be fairly stable. Net in-migration accounts for the other half of
the growth over the period, but varies with California’s economic cycle.

Natural Increase. We project that the natural-increase component will
contribute around 266,000 new Californians annually over the forecast
period. This amount is slightly less than in the late 1990s due to the ongo-
ing decline of birth rates being experienced by all ethnic groups. Despite
declining birth rates, however, the natural-increase component is pro-
jected to grow slightly. This is due to significant growth in the female
population of child-bearing age groups in faster-growing segments of
the population, including Hispanic and Asian women.

Net In-Migration. We project that net in-migration will average
roughly 232,000 annually over the next three years, or 34,000 less than
the natural-increase component. The population growth associated with
net in-migration is projected to decline in the near term, due to the eco-
nomic slowdown. However, a modest rebound is forecast in 2005, re-
flecting the state’s projected economic strengthening.

Roughly 95 percent of the state’s net in-migration is associated with
foreign in-migration. Foreign in-migration has remained relatively steady
over the past decade and we expect similar levels in the near future, al-
though some decline should result from the economy’s sluggishness.
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What Is the Latest on the Undercount Issue?

Background. For many years now, a major issue concerning the
decennial census has been the size and distribution among states of the
population “undercount” that occurs when the census is undertaken
every ten years—that is, the number of individuals that are not counted
through the traditional methods that the census uses. Because
California’s population includes many subgroups that are known to
be particularly subject to being undercounted, the incorporation of ac-
curate undercount figures into the census results would have signifi-
cant beneficial implications for California, including the amount of fed-
eral funds that would be distributed to the state.

Adjusted Data Were Developed but Not Initially Released. Shortly
after conducting the 2000 Census, the Census Bureau employed statis-
tical methods to estimate the number of persons that census takers were
unable to count via questionnaires or in-person visits. However, al-
though the bureau did release an aggregate, national undercount fig-
ure, it elected not to use the adjusted data. In doing so, the bureau
expressed concerns about imperfections in the sampling process. As a
result, the bureau declined to publish adjusted numbers for states, coun-
ties, or cities.

Adjusted Data Were Then Released But Repudiated. Following nu-
merous requests filed under the Freedom of Information Act, a federal
court ordered the release of the adjusted data by the bureau, and the
data were in fact made available in late 2002. In releasing the adjusted
figures pursuant to the court order, the bureau noted that it has deter-
mined that its methodology dramatically overstates the number of indi-
viduals not picked up in the actual census count, and thus the adjusted
total is no more accurate than the unadjusted data. The Department of
Commerce (which oversees the Census Bureau) has taken the position
these adjusted estimates should not be used for any purpose that le-
gally requires use of data from the decennial census, and that it will
not assist public or private entities in using or interpreting the adjusted

Regarding net domestic in-migration, this has historically fluctuated
with California’s economy. For example, California’s early 1990s’ reces-
sion resulted in negative net domestic in-migration, as more people were
leaving the state than were moving in from other states. Similarly, we
project that the current slowdown of the state’s economy again will re-
sult in a decline in net domestic in-migration, especially in the very near
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What Is the Latest on the Undercount Issue? (continued)

population numbers. At this point, the federal government is not using
adjusted census data for distributing federal funds to states and localities.

What Do the Adjusted Data Show? The adjusted data that were
released indicate that the 2000 census’ national undercount was 3.2 mil-
lion persons (1.2 percent of the total U.S. population), an improvement
over the 1990 census’ 4 million undercount (1.6 percent of the total).
Likewise, according to the adjusted data, California’s 2000 census
undercount reportedly improved considerably from 1990. While
California’s undercount rate was 2.7 percent in 1990, it was just 1.5 per-
cent in 2000. However, California’s rate was still reportedly higher than
the national rate as expected, given its population characteristics.

Not Having Accurate Demographic Data Hurts California. Because
California is particularly vulnerable to undercounting, the use of un-
adjusted census data causes California to lose formula grant funding
(the allocation of nearly $200 billion in federal formula grant funds to
state and local governments depends on decennial census figures).
Counties with high undercount rates are particularly disadvantaged.
California counties thought to have undercount rates exceeding the
national average include Alameda, Fresno, Kern, Los Angeles, Orange,
San Bernardino, San Diego, San Francisco, and San Joaquin.

The use of inaccurate population figures also creates problems for
the state in using demographic data to forecast such economic and fis-
cal variables as school populations, health and social services caseloads,
infrastructure needs, available labor force, and housing needs.

So, Where Does This Leave Us? Despite the legitimate concerns
about undercounting and California’s predilection to being adversely
affected by it, the allocation of federal funds continues to be based on
the unadjusted data. Both public and private sector economists in the
state, however, generally continue to rely on official census figures in
their work, largely because better alternative comprehensive demo-
graphic data series are simply not available at this time.

term. However, net domestic in-migration should rebound somewhat in
response to the economy’s recovery, before tapering off to its projected
long-term level.

Growth to Vary by Age Group

The implications of demographic trends for the budget depend not
only on the total number of Californians, but also on their characteristics.
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California is well known for having one of the world’s most dynamic
and diverse populations, including an increasingly rich ethnic mix; a large
number of in-migrants; and a wide geographic dispersion encompassing
highly urban, suburban, and rural lifestyles. The state’s current age and
ethnic mix is shown in Figure 12.

Figure 12
The Age and Ethnic Mix of Californians
July 1, 2003

Age Mix Ethnic Mix

65 and over 0-4 _ All Others
Asian
45-64 5-17 Black
18-24
Hispanic
25-44

Regarding ethnicity, we project a continuing trend toward increased
diversity, as the whites’ share drifts down and that for Hispanics and a
wide variety of other ethnic groups rises. The age-related characteristics
of California’s population growth are especially important from a bud-
getary perspective, given their implications for such program areas as
education, health care, and social services. Figure 13 shows our forecasts
for both the percentage and numeric changes in different population
groups. The 45-to-64 age group (baby boomers) continues to be the fast-
est growing segment of the population. About 890,000 new people are
expected to move into this age category over the next three years, as the
tail end of the baby-boom generation moves into its mid-40s.
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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
implications for the state’s economy and public services in 2003-04 and
beyond. For example, strong growth of the 45-to-64 age group generally
benefits tax revenues since this is the age category that normally earns
the highest wages and salaries. The slowing growth in the 5-to-17 age
group implies slower growth in K-12 school enrollments. More general
examples of demographic influences include the following:

= Economic growth will benefit from an expanded labor force, due
to a stronger consumer sector and the increased incomes that
accompany job growth.

< However, overall demographic growth will also produce addi-
tional strains on the state’s physical and environmental infrastruc-
ture, including demands on the energy sector, transportation sys-
tems, parks, and water-delivery systems.

= Growthinthe young-adult population will place greater demand
on higher education, job-training programs, and possibly the
criminal justice and correctional systems.

Figure 13
Calfornia's Population Outlook by Age Group
Population Change
2002 Through 2005
Annual Average
Age Group Percent Change Number
04 All Ages (In Thousands)
' 1.39% 24
> 143
18-24 117
25-44 172
45-64 891
65 and over 145
T T T 1 Total
0 1.0 2.0 3.0 4.0% | 1.5 Million
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= Similarly, the “graying” of the baby boomers will place strains
on the state’s health programs and services, including Medi-Cal
and long-term nursing care facilities.

= Theincreasing ethnic diversity of the state’s population will also
mean that many public institutions, especially schools, will serve
a population that speaks a multitude of languages, and has a
wide range of cultural backgrounds.
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Recent Revenue Deterioration Has Been Unprecedented

As discussed in “Part I”” of this volume, the precipitating factor be-
hind the enormous fiscal imbalance currently facing California is the
record postwar deterioration in state revenues that recently occurred.
Revenue volatility is certainly nothing new to California, as it has ac-
companied essentially all of the state’s past business cycles. What is
unique abut California’s most recent experience, however, has been the
extreme nature of this volatility, with the state having experienced a truly
unprecedented revenue cycle. This is illustrated in Figure 1 (see next
page), which shows receipts from the state’s three major taxes—the per-
sonal income tax (PIT), sales and use tax (SUT), and corporation tax (CT).
These combined receipts rose at a modest pace in the early stages of the
1990s’ expansion, accelerated late in the decade, then dropped by a stag-
gering $13 billion between 2000-01 and 2001-02—primarily because of a
26 percent decline in PIT revenues. This deterioration reflects the effects
of both the recession and the stock market’s collapse.

Revenue Outlook Is Key Factor in Addressing the Budget Shortfall

Just as recent revenue performance is the key factor explaining the bud-
get shortfall’s emergence, so too will future revenue performance be the key
determinant of the amount of expenditure reductions, revenue augmenta-
tions, and other solutions necessary to balance the budget. Thus, in making
its budget-related decisions, it is critical that the Legislature have available
an accurate estimate of the amount of revenues the state can reasonably
expect to receive over the next 18 months. Developing such an estimate is
especially challenging at this time because the economy is still emerging
from the recession, the stock market is still unsettled, and the possibility of
war in the Middle East and other uncertainties cloud the outlook.
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Figure 1
California's Dramatic Revenue Fall-Off

General Fund Revenues From Major Taxes
(In Billions)
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The remainder of this part provides background information relat-
ing to the revenue outlook, discusses recent revenue developments, sum-
marizes the budget’s revenue projections, and presents our own revenue
forecast. Among the key questions considered are: (1) how much further
might PIT receipts fall in the current year; (2) when will a meaningful,
broad-based revenue rebound from all major tax sources begin; and
(3) how strong will this bounce-back be?

THE BUDGET'S FORECAST FOR TOTAL STATE REVENUES

The 2003-04 Governor’s Budget projects that California state govern-
ment will receive $96.1 billion in revenues during 2003-04, a 9.1 percent
increase from the current year. These revenues are deposited into either
the General Fund or a variety of special funds. Figure 2 shows that:

= General Fund Revenues. About 72 percent of total state revenue
is deposited into the General Fund. These revenues are then allo-
cated (largely through the annual budget process) for such pro-
grams as K-12 and higher education, health and social services,
and criminal justice.
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State Revenues in 2003-04
(In Billions)
General Fund Total State Revenues Special Funds
Revenues $96.1 Billion Revenues
Personal Income Proposed Realignment
Tax $33.6 Revenues $8.28
Motor Vehicle-Related
Sales and Use Taxes 7.6
Tax 232 Sales and Use
Tax? 25
Corporation Tax 6.4 Tobacco-Related
Taxes 2.0
All Other 6.0 All Other 6.7
Total $69.2 Total $26.9
Detail may not total due to rounding.
2 Excludes $0.1 billion allocated to existing tobacco tax special funds.
b Includes $2.3 billion to Local Revenue Fund and $0.2 billion for transportation-related purposes.
Excludes $2.3 billion allocated to Local Public Safety Fund, which is not included in the
Governor's budget totals.

= Special Funds Revenues. The remaining 28 percent of revenues
are received by special funds and are primarily earmarked for
specific purposes, such as transportation, local governments, and
targeted health and social services programs. The 2003-04 spe-
cial funds revenue total includes $8.3 billion in new taxes (dis-
cussed below) proposed by the Governor to support a shift of
certain health and social services programs from the state to lo-
cal governments as part of a major realignment program.

As the figure shows, some revenues, such as the SUT, support both
the General Fund and special funds.

Sources of General Fund Revenues. Figure 2 indicates that over 90 per-
cent of total General Fund receipts are attributable to the PIT, SUT, and
CT. The remainder comes from a variety of smaller taxes (including the
insurance, estate, tobacco, and alcoholic beverage taxes), as well as in-
vestment earnings and various transfers from special funds. The 2003-04
General Fund total also includes $1.5 billion in new revenues associated
with the budget’s proposal to renegotiate gaming compacts with various
Indian tribes.
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The Budget’'s General Fund Revenue Outlook

Figure 3 summarizes the budget’s General Fund revenue outlook for
2002-03 and 2003-04.

Current-Year Forecast. The budget forecasts that General Fund rev-
enues and transfers will total $73.1 billion in 2002-03, a modest 1.3 per-
cent increase from the prior year. The prior-year and current-year rev-
enue totals and growth rates reflect numerous one-time actions, includ-
ing tobacco securitization in 2002-03, loans from special funds in both
years, and the 2001-02 repayment of the General Fund’s loan of $6.2 bil-
lion to the Electricity Power Fund for energy purchases. The 2002-03 rev-
enue total also includes the effects of the tax increases and accelerations
passed in conjunction with the current-year’s budget.

If the distorting effects of these one-time factors on revenue growth are
eliminated, underlying revenues are up by 1.4 percent in the current year.
This reflects the administration’s assumption that revenues from each of the
major taxes will be soft in 2002-03, due to sluggish economic conditions.

Budget-Year Forecast. The administration forecasts that General Fund
revenues and transfers will total $69.2 billion in 2003-04, a 5.5 percent
decline from the current year. The drop is mainly related to the $8.5 bil-
lion in one-time revenues and transfers included in the current year to-
tals (including $4.5 billion from tobacco securitization, about $3 billion
in one-time loans and transfers, and $1 billion in one-time revenues).
Excluding these and related factors, underlying revenues are projected
to increase by 2 percent. This modest growth rate is related to the
administration’s assumption that the sluggish economic expansion in 2003
will boost revenues from the state’s major taxes only modestly in the
2003-04 fiscal year.

Revenue-Related Changes and Proposals

The current-year and budget-year General Fund revenue totals in-
clude the impact of a variety of revenue-related changes enacted with
the 2002-03 budget as well as the Governor’s revenue-related proposals
for 2003-04. Figure 4 (see page 44) displays the fiscal impacts of these
measures (please note that the Governor’s major realignment-related tax
increase proposals that were identified in “Part I” of this volume are dis-
cussed separately in “Part V). It shows the following:

= 2002-03 Changes. Tax-related changes enacted with the 2002-03
budget will raise revenues by $2.1 billion in the current year, and
$769 million in 2003-04. The main provisions include: (1) increased
withholding on income associated with stock options, bonuses,
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Figure 3
Summary of the Budget’s
General Fund Revenue Forecast
2001-02 Through 2003-04
(Dollars in Millions)
Actual
Revenue Source 2001-02 2002-03 2003-04
Estimated Percent Projected Percent
Amount Change Amount Change
Taxes:
Personal Income Tax $33,047 $32,880 -0.5% $33,610 2.2%
Sales and Use Tax 21,355 22,349 4.7 23,210 3.9
Corporation Tax 5,333 6,452 21.0 6,361 -1.4
Insurance Tax 1,596 1,742 9.2 1,830 5.1
Other taxes 1,324 1,075 -18.8 819 -23.9

Other Revenues, Transfers, and Loans:
Tobacco securitization bond

proceeds —  $4,500 — — —
Tribal gaming revenues — — — $1,500 —
Other revenues? $1,929 1,148 -40.5% 1,471 28.1%
Transfers and loans 7,655 2,998 -60.8 353 -88.2

Totals $72,239 $73,144 1.3%  $69,153 -5.5%

& Amount for 2001-02 includes $6.2 billion loan repayment to General Fund from the Electric Power

Fund.

and real estate sales; (2) a two-year suspension of net operating
loss carryforward deductions (followed by an increase in the per-
centage of such losses that can be carried forward and deducted
in future years); and (3) a change in the treatment of bad debt
reserves maintained by banks.

2003-04 Changes. The Governor’s budget proposes General Fund
revenue-change increases totaling about $1.6 billion. The major-
ity of this amount is related to an assumed $1.5 billion increase
in tribal gaming revenues resulting from renegotiation of tribal
compacts. The remaining $95 million is related to proposals that
would (1) prohibit banks from utilizing Regulated Investment
Companies for mutual fund investments to avoid California in-
come taxes, and (2) clarify the industries that are eligible for the
manufacturers’ investment tax credit (MIC). The budget also pro-
poses other legislation that would have revenue impacts in
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2004-05 and beyond. These include the extension of the MIC be-
yond 2003. Under existing law, the MIC would likely expire in
2004, since manufacturing job growth between January 1994 and
January 2003 will likely be less than the 100,000 required in stat-
ute to keep the program in effect.

Figure 4

Effects of Recently Enacted and
Proposed Revenue Changes

(In Millions)

2002-03  2003-04

Changes Enacted With 2002-03 Budget
Personal Income Tax

Withholding of stock options and bonuses $200 $10
Withholding on real estate sales proceeds 195 10
Net operating loss suspension 175 75
Teachers’ tax credit suspension 170 —
Other 142 23
Totals, Personal Income Tax ($882) ($118)
Sales and Use
Waiver of penalties and interest $20 —
Corporation Tax
Net operating loss suspension $750 $525
Bank bad debt reserves 285 15
Tax credit auditing 60 60
Other 58 51
Totals, Corporation Tax ($1,153) ($651)
Totals, 2002-03 Changes $2,055 $769
2003-04 Proposals
Renegotiation of tribal compacts — $1,500
Bank mutual fund investments — 45
Investment tax credit definitions — 50

Total, 2003-04 Proposals — $1,595
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THE LAO’S GENERAL FUND REVENUE OQUTLOOK

Figure 5 presents our General Fund revenue outlook for 2002-03,
2003-04, and 2004-05. Our projections are based on our economic and
demographic forecasts presented in “Part I1,” reflect all of the Governor’s
proposals—including the receipt of $1.5 billion in tribal gaming revenues—
and take into account the recent negative cash developments noted below.

Figure 5

Summary of the LAO’s
General Fund Revenue Forecast

2002-03 Through 2004-05
(Dollars in Millions)

2002-03 2003-04 2004-05
Percent Percent Percent
Revenue Source Amount Change Amount Change Amount Change

Taxes:
Personal income tax $31,900 -3.5% $33,570 5.2% $36,210 7.9%
Sales and use tax 22,600 5.8 23,750 5.1 25,270 6.4

Corporation tax 6,920 29.8 7,240 4.6 7,120 -1.7
Insurance tax 1,780 11.5 1,880 5.6 1,985 5.6
Other taxes 1,099 -17.0 842 -234 625 -25.8
Other Revenues, Transfers, and Loans:

Tobacco

Securitization Bond

proceeds $4,500 — — — — —
Tribal gaming

revenues — — $1,500 — $1,538 —
Other revenues 1,167 -39.5% 1,508 29.2% 1,380 -8.5%
Transfers and loans 2,998 -60.8 353 -88.2 -835 —

Totals $72,964 1.0% $70,643 -3.2% $73,293 3.8%

LAO’s Forecast Up $1.3 Billion From Budget. As noted in “Part I,”
our General Fund revenue forecast is up from the administration’s fore-
cast by a net of $1.3 billion over the current- and budget-years combined.
This net two-year increase is the combined result of two opposing fac-
tors. Specifically, we believe that cash trends point to lower revenues in
the current year, but that the renewed economic expansion in late 2003
will produce higher revenues in 2003-04.
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2002-03 Revenues

Down $180 Million From Budget. We forecast that General Fund rev-
enues and transfers will total $73 billion in the current year, a 1 percent
increase from 2001-02. As shown in Figure 5, we are forecasting increases
in SUT and CT revenues, but a significant decline in PIT receipts. Com-
pared to the administration, our forecast is down a total of $180 million,
reflecting nearly $1 billion less in PIT receipts, partly offset by higher
collections from the other major tax sources.

Current-Year PIT Receipts Are Soft. Our lower estimate of PIT rev-
enues is largely related to soft year-end cash receipts from this source.
The PIT payments—other than withholding that the state receives in late
December and January—are very important in assessing the current PIT
revenue outlook, since they are related to quarterly estimated payments
remitted by taxpayers with substantial amounts of capital gains and other
forms of nonwage compensation. These receipts often provide an early
indication of the strength or weakness of the payments received by the
state the following spring, when final PIT payments are due. This Janu-
ary, these December-January nonwithholding payments were about
$250 million below the administration’s updated forecast. Although this
deviation is only one-fourth the size of last year’s, such lower-than-ex-
pected receipts still suggest that final payments on 2002 returns will also
be down from the administration’s expectations—perhaps by $500 mil-
lion or more. Combining this $750 million total with the likelihood of
further softness in current-year prepayments suggests that 2002-03 PIT
revenues will end up falling short by roughly $1 billion.

Trends in other revenue indicators have been more positive. In par-
ticular, PIT withholding and CT prepayments have been a little stronger
than we would have expected, given the economy’s current sluggish-
ness. Nevertheless, given the fact that year-end PIT prepayments have
been such an important indicator in the past and that the PIT is our larg-
est revenue source, recent cash developments constitute on balance a sig-
nificant negative factor in the near-term revenue outlook.

2003-04 Revenues

Up $1.5 Billion From the Budget. We forecast that revenues and trans-
fers will total $70.6 billion in 2003-04, a 3.2 percent decline from the cur-
rent year. After adjusting for the special factors affecting both current-
year and budget-year receipts, the underlying growth rate from ongoing
revenue sources is somewhat stronger—about 4.5 percent. Our 2003-04
forecast is up about $1.5 billion from the budget projection, consistent
with our expectation of a somewhat earlier and stronger rebound in the
economy. Most of this net revenue gain is from higher SUT and CT receipts.
In contrast, we expect the PIT to be down slightly from the budget’s forecast.
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2004-05 Revenues

Moderate Growth Projected. We forecast that total revenues and trans-
fers will increase by about 3.8 percent in 2004-05, to $73.3 billion. Exclud-
ing the impact of the Governor’s policy proposals on the revenue totals,
the underlying increase would be about 6.5 percent. This increase is con-
sistent with our assumption that the economic rebound will gain mo-
mentum in 2004, thereby boosting revenues from all three of the state’s
largest taxes during the year.

THE LAQO’S FORECAST FOR MAJOR REVENUE SOURCES

As indicated above, the state’s three major taxes—the PIT, SUT, and
CT—are expected to account for over 90 percent of total General Fund
revenues in 2003-04. Thus, the performance of these taxes will dominate
the overall revenue outlook. In the following sections, we discuss in more
detail recent developments and the outlook for each of these three key taxes.

Personal Income Tax

Background

Personal income taxes account for about 48 percent of forecasted to-
tal General Fund revenues in 2003-04. Although its share has fallen sig-
nificantly since 2000-01, the PIT remains by far the largest source of state
General Fund revenues. In general, the PIT is patterned after federal law
with respect to reportable types of income, deductions, exemptions, ex-
clusions, and credits. Under the PIT, taxable income is subject to mar-
ginal rates ranging from 1 percent to 9.3 percent, with the top rate apply-
ing to taxable income in excess of $76,582 for joint returns in 2002.

PIT Liabilities

Recovery to Begin in 2003. Our forecast of PIT liabilities is shown in
Figure 6 (see next page). After soaring in the late 1990s, PIT liabilities
have plunged during the past two years, falling by over 30 percent from
the peak reached in 2000. We forecast that liabilities will recover slowly
in 2003, before accelerating in 2004.

Factors Behind the Liability Forecast. As indicated in Figure 6, the
majority of the PIT liability decline between 2000 and 2002 was related to
a huge drop in stock options and capital gains, both of which are subject
to PIT taxation. Combined PIT liabilities attributable to these two sources
fell from $17 billion in 2000 to $6.5 billion in 2001, and further to $4.7 bil-
lion in 2002. Liabilities from other income sources, such as ordinary wages,
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Figure 6
After Plunging, PIT Liabilities to Grow Moderately

California Annual PIT Liabilities, by Source
(In Billions)
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business earnings, interest, rents, and pensions, fell modestly, reflecting
the impacts of the general economic slowdown on employment, wages,
and profits in the economy. Looking ahead, we forecast that PIT liabili-
ties will grow moderately faster than personal income in 2003 and 2004,
reflecting both a strengthening economy and the PIT’s progressive rate
structure.

PIT Stock Market-Related Bubble Gone

As noted above, our forecast for 2003 and beyond does assume that
PIT revenues will benefit from an overall improvement in economic ac-
tivity. However, we are not counting on a significant rebound in stock
market-related revenues at any time during the forecast period.

In general, this reflects our assumption that the 1990s’ dramatic run-
up in the stock market will in part be viewed retrospectively as an his-
torical anomaly, especially since it was unaccompanied by many of the
factors traditionally viewed as economically justifying such a run-up,
like strong profit performance. Thus, we do not foresee such a run-up as
recurring, at least in the near term. Furthermore, even if this view proves
wrong and the stock market does rebound and expand sharply in the
next year, it will likely take capital gains and stock option-related income
themselves a while to materially recover. This partly reflects two factors:
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= First, many stocks and options are currently “under water” (that
is, their current market price is well below their purchase price).

= Second, recently granted options (reflecting current low stock
market prices) normally have vesting periods of up to four years,
with such vesting periods being the minimum time period that a
stock option must be held prior to being exercised.

Given the above, the odds are small that PIT liabilities will be signifi-
cantly boosted from this source.

PIT Revenue Forecast

Based on our estimated changes in PIT liabilities, we forecast that
fiscal-year PIT receipts will decline from $33 billion in 2001-02 to $31.9 bil-
lion in 2002-03, and then expand to $33.6 billion in 2003-04 and $36.2 in
2004-05. Even with these latter two years’ gains, however, PIT receipts as
of mid-decade would remain nearly $9 billion below their 2000-01 peak level.

Comparison to the Budget Forecast. Compared to the budget fore-
cast, our current projection of PIT revenues is down by $980 million in
the current year, and by a much smaller $40 million in 2003-04. Our cur-
rent-year estimate reflects the impact of the softer near-term cash trends,
discussed above. Our budget-year forecast reflects our projection of a
stronger rebound in overall economic growth in late 2003 and early 2004,
which should boost PIT liability growth by more than assumed by the
administration.

Sales and Use Tax

Background

The SUT is the General Fund’s second largest revenue source, ac-
counting for about 34 percent of total revenues in 2003-04. The main com-
ponent is the sales tax, which is imposed on retail sales of tangible goods
sold in California. Some examples of tax transactions include spending
on clothing, furniture, computers, electronics, appliances, automobiles,
and motor vehicle fuel. Purchases of building materials that go into the
construction of homes and buildings are also subject to the sales tax, as
are purchases of computers and other equipment used by businesses.
The largest exemption from the sales tax is for most food items consumed
at home. The great majority of services are not subject to the sales tax.

The second component of the SUT—the use tax—is imposed on prod-
ucts bought from out-of-state firms by California residents and businesses
for use in this state. With the exception of automobile purchases (which
must be registered), out-of-state purchases are difficult to monitor, and
the state is prohibited under current federal law from requiring most out-
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of-state sellers to collect the use tax for California. As a result, use tax
receipts account for only a small portion of total SUT revenues.

SUT Rates

The total SUT rate levied in California is a combination of several
different individual rates imposed by the state and various local govern-
ments. These include:

= State Rates. The current state SUT rate is 6 percent. The largest
single component is the 5 percent state General Fund rate. Also
included in the overall state rate are two half-cent rates, whose
proceeds are respectively deposited into (1) the Local Revenue
Fund, which supports health and social services program costs
associated with the 1991 realignment legislation; and (2) the Lo-
cal Public Safety Fund, which was approved by the voters in 1993
for the support of local criminal justice activities.

= Uniform Local Rate. This is a uniform local tax rate of 1.25 per-
cent levied by all counties (the so-called Bradley-Burns rate). Of
this total, 0.25 percent is deposited into county transportation
funds, while the remaining 1 percent is allocated to city and
county governments for their general purposes.

= Optional Local Rates. The final overall SUT rate component in-
volves optional local tax rates, which local governments are au-
thorized to levy for any purpose. These taxes, which require lo-
cal voter approval, are normally levied on a countywide basis—
primarily for transportation-related purposes. They can be levied in
0.25 percent or 0.5 percent increments and cannot exceed 1.5 per-
cent in total (except in San Francisco and San Mateo Counties).

Combined SUT Rates. The combined state and local SUT rate varies
significantly across California due to differences in the local optional rates
that are levied. As depicted in Figure 7, the combined SUT rate currently
ranges from 7.25 percent (for those counties with no optional rates) up to
8.5 percent (for the City and County of San Francisco). No county cur-
rently imposes the maximum allowable SUT rate of 8.75 percent. Imposi-
tion of the Governor’s proposed 1 percent rate increase for realignment
would boost the current SUT rates up to a range of 8.25 to 9.5 percent.

Recent Taxable Sales Held in Check by Weak Business Spending

The key determinant of annual sales tax receipts is the performance
of consumer and business spending on taxable items. Figure 8 shows re-
cent and projected changes in taxable sales. After increasing by 12 per-
cent in 2000, taxable sales declined by 1.5 percent in 2001, and another
0.7 percent in 2002. Looking at detailed industry data for 2001 (the most
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Figure 7
Sales Tax Rates Vary by County

January 1, 2003
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recent year for which such data are available), the main culprit behind
the downturn was exceedingly weak business spending, which was down
by nearly 10 percent in the fourth quarter of that year. Retail spending by
consumers has fared better, reflecting strong car sales, and mixed results
elsewhere.

It appears that total taxable sales bottomed out in early 2002 and ex-
panded modestly in the second half of the year, reflecting slow gains in
consumer spending and a second-half increase in home construction.

Taxable Sales Outlook—Accelerating Growth in Late 2003. We fore-
cast that taxable sales will continue to grow at a sluggish and uneven
pace in early 2003, reflecting continued softness in business-related spend-
ing, and some retrenchment in auto sales. We expect sales to gain mo-
mentum in the second half of the year, as business spending begins to
accelerate. Overall, we forecast that taxable sales will increase by 3.6 per-
cent for 2003 as a whole and 6.5 percent in 2004, or roughly in line with
personal income growth for the two years.

SUT Revenue Forecast

Based on our forecast of taxable sales, we project that SUT receipts
will increase from $21.4 billion in 2001-02 to $22.6 billion in the current
year. About one-half of the year-to-year projected increase is related to
slow underlying improvement in taxable sales. The other half is related
to the fact that the SUT rate had been reduced by one-quarter percent
during the first half of 2001-02 due to a previously adopted “trigger”
provision, lowering revenues by about $600 million in that fiscal year.

In 2003-04, we forecast that sales tax receipts will increase to $23.8 bil-
lion, a 5.1 percent increase from the current year. This anticipated growth
is due to our projected acceleration of taxable sales beginning in the sec-
ond half of 2003.

Comparison to the Budget Forecast. Our SUT estimate is up from the
budget forecast by $251 million in the current year and by $540 million
in 2003-04. Our higher forecast for SUT receipts is related to our assump-
tion of an earlier and stronger recovery in taxable sales beginning in the
second half of this calendar year.

Corporation Tax

Background

The CT is levied at a general tax rate of 8.84 percent on California
taxable profits. Banks and other financial institutions subject to the CT
pay an additional 2 percent tax, which is in lieu of most other state and
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local levies. Corporations that qualify for California Subchapter ”S” sta-
tus are subject to a reduced 1.5 percent corporate rate. In exchange, the
income and losses from these corporations are “passed through” to their
shareholders where they are subject to the PIT.

Approximately two-thirds of all CT revenues come from multistate
and multinational corporations. These companies have their consolidated
U.S. income apportioned to California based on a formula involving the
share of their combined property, payroll, and sales that is attributable to
this state. California’s CT allows for a variety of exclusions, exemptions,
deductions, and credits, many of which are similar or identical to those
provided under the federal corporate profits tax. Major examples include
the research and development tax credit and net operating loss “carry
forward” provisions, whereby companies can use a portion of their oper-
ating losses incurred in one year as a deduction against earnings in sub-
sequent years. As noted previously, California also offers a MIC (manu-
facturers’ investment tax credit).

Profits Have Bottomed Out ...

The key determinant of CT receipts is the strength of corporate prof-
its reported on California tax returns by businesses. While these profits
have been hit hard by the economic downturn, it appears that the worst
is over, and that profits will expand significantly once economic growth
picks up. As shown in Figure 9, profits fell by over 14 percent in 2001, as
earnings were squeezed by falling sales and large amounts of unused
capacity. Businesses then undertook major cost-cutting efforts in 2002,
writing off underutilized assets, and scaling back their workforce. Fourth
quarter earnings reports for that year suggest that these cost-cutting mea-
sures were paying off, as companies reported small increases in sales but
larger increases in earnings for the quarter. Consistent with this, Decem-
ber 2002 corporate prepayments were up sharply from the prior Decem-
ber, suggesting that the aggregate annualized earnings of California firms
have at least stabilized, and may even have begun to turn upward.

... and Should Accelerate in 2003 and 2004

Looking ahead, we forecast that taxable California profits will in-
crease by 7.5 percent in 2003 and by 9.5 percent in 2004 (see Figure 9,
next page). While sales and production will likely be restrained in the
first half of 2003, we believe that companies will continue to benefit from
cost-savings actions taken over the past 12 months. We then expect that
profits will improve significantly in the second half of the year when
sales and output pick up.

Less Stock Option Activity Should Boost Profits. An additional fac-
tor that should boost profits relative to past years relates to stock options.
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Figure 9
Profits on Upswing
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Specifically, the difference between the grant price and the market price
of options which are exercised is deductible as an expense on corporate
tax returns. The huge amount of options being exercised in the late 1990s
clearly boosted PIT receipts, as discussed previously. However, the op-
tions also had the opposite effect on profits reported by companies, who
were deducting the options as a business expense. Currently, just the re-
verse is happening. Namely, the sharp decline in the amount of stock
options is depressing PIT receipts, while the reduced amount of corpo-
rate deductions for options should have a correspondingly positive ef-
fect on the amount of reportable earnings. This is an especially important
factor in California’s high-tech manufacturing and business services in-
dustries, which have been responsible for large amounts of stock options
in recent years.

Corporation Tax Revenue Forecast

We forecast that CT receipts will be $6.9 billion in 2002-03, a nearly
30 percent increase from the prior year. About one-third of this gain is
related to underlying profit improvement, while the remaining two-thirds
is due to the net operating loss deduction suspension and other tax-re-
lated provisions adopted in conjunction with the 2002-03 budget. These
provisions combined will boost CT receipts by $1.1 billion this year. We
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also forecast that CT receipts will increase further to $7.2 billion in 2003-04.
This moderate increase reflects healthy underlying profit growth, but a
reduced second-year amount of revenues associated with above-cited
2002-03 tax-related provisions.

Comparison to the Budget Forecast. Our CT forecast is above the
budget forecast by $468 million in 2002-03 and by $879 million in 2003-04.
The increase is largely related to the recent favorable CT cash trends and
our more positive assumption about profit growth in 2002 through 2004.

Other Revenues and Transfers

The remaining 10 percent of total 2003-04 General Fund revenues and
transfers consists of taxes on insurance premiums, estates, alcoholic bev-
erages, and tobacco products. It also includes interest income and a large
number of other more minor revenues and fees, loans, and transfers. We
forecast that combined revenues from all of these “other” sources will
fall from $12.5 billion in 2001-02 to $11.5 billion in 2002-03, and then de-
cline further to $6.1 billion in 2003-04. About $4.5 billion of the annual
totals is related to ongoing taxes and fees, which we expect will grow
modestly over time. The remainder is related to numerous special fac-
tors. For example:

e 2001-02. The prior-year total includes (1) over $6.2 billion in loan
repayments for energy purchases made by the General Fund on
behalf of the customers of the state’s major private utilities in
2000 and (2) about $1.4 billion in one-time General Fund loan
receipts from various special funds.

e 2002-03. The current-year total includes (1) $4.5 billion from the
tobacco securitization bond sale and (2) roughly $3 billion from
additional one-time loans and transfers from special funds.

e 2003-04. The budget-year forecast includes (1) about $353 mil-
lion more in mostly one-time loans and transfers from special
funds, plus (2) $1.5 billion in new gaming revenues resulting from
the planned renegotiation of tribal gambling compacts.

Estate Tax Phase-Out Continuing. Our forecast includes the impact
on the state of a provision included in the federal tax reduction package
passed in the spring of 2001 which is resulting in the phase-out of
California’s estate tax. This phase-out involves California’s voter approval
in 1982 of Proposition 6—a statutory initiative that eliminated California’s
inheritance and gift tax and replaced it with a “pick-up” tax. This pick-
up tax equals the maximum state credit that is allowed, under federal
law, to be applied against a California estate’s federal estate tax liability.
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For example, if the federal estate tax law allows a $10,000 state credit
against a $100,000 federal liability, the state tax would be set at $10,000
and the federal $100,000 tax would be reduced to $90,000 after applica-
tion of the credit. Thus, while the tax provides revenues for California, it
does not impose any net cost on the taxpayer. The 2001 federal change
provides for the phase-out of the state credit (and thus the state’s pick-up
estate tax) over a four-year period, beginning in 2002. This is causing
California’s estate tax revenues to decline from $891 million in 2001-02
down to an estimated $670 million in the current year, $430 million in
2003-04, and just $220 million in 2004-05.

THE BUDGET’'S FORECAST FOR SPECIAL FUNDS REVENUES

As shown in Figure 10, the Governor’s budget assumes that special
funds revenues will total $26.9 billion in 2003-04. This includes about
$8.3 billion in new taxes associated with the administration’s realignment
proposal.

New Realignment Revenues. The Governor’s budget includes three
major tax increases, the proceeds of which would go into a special re-
alignment fund to support the shift of a roughly equivalent amount of
program responsibilities from the state to local governments. The tax in-
creases consist of (1) the establishment of a 10 percent and an 11 percent
PIT rate to be imposed on high-income tax payers, (2) a 1 percent increase
in the SUT, and (3) a $1.10 per pack increase in the cigarette tax. These
major tax proposals are discussed in more detail in “Part V" of this volume.

Other Special Funds Revenues. About one-half of the remaining spe-
cial funds revenues are associated with motor vehicle-related taxes and
fees. These include the vehicle license fee, which is in-lieu of the property
tax and whose proceeds are distributed to local governments for their
general purposes. They also include fuel taxes and registration fees, which
support transportation-related spending. Virtually all of the budget-year
increase in such fee revenues is related to proposed increases in various
registration fees to address the funding shortfall in the state’s Motor Ve-
hicle Account.

Finally, special funds revenues include a variety of other types of
taxes and fees. These include a portion of the SUT’s revenues (which are
related to the 1991 realignment of health and social services programs to
local governments), and cigarette taxes (which are earmarked for vari-
ous anti-smoking and health programs). The budget-year special funds
revenue totals also include a variety of increases in fees to support pro-
grams in the areas of the courts, higher education, and resources.
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Figure 10

Summary of the Budget’s
Special Funds Revenue Forecast

2001-02 Through 2003-04
(Dollars in Millions)

2002-03 2003-04

Actual Estimated Percent Projected Percent
Revenue Source 2001-02 Amount Change Amount Change

2003-04 Realignment-Related Revenues:

Personal income tax — — — $2,580 —
Sales and use tax — — — 4,584 —
Cigarette tax® — — — 1,170 —
Subtotals — — —  (%8,334) —
Motor Vehicle Revenues:
License fees (in lieu) $1,927 $1,868 -3.1% $1,900 1.7%
Fuel taxes 3,296 3,307 0.3 3,332 0.7
Registration, weight, and
miscellaneous fees 1,892 1,955 3.3 2,325 18.9
Subtotals ($7,115) ($7,130) (-0.2%) ($7,556) (6.0%)
Other Sources:
Sales and use tax $2,461 $2,383 -3.2% $2,503 5.0%
Cigarette and tobacco taxes 981 951 -3.1 821 -13.6
Interest earnings 214 182 -14.6 147 -19.5
Other revenues 7,595 6,932 -8.7 7,880 13.7
Transfers and loans -824 -2,648 — -338 —
Totals $17,541 $14,930 -14.9% $26,903 80.2%

2 Includes $96 million from gross realignment revenues to compensate existing cigarette-related special
funds for revenue losses.

KEY REVENUE RISKS AND UNCERTAINTIES

In any year, there are a variety of risks and uncertainties in the rev-
enue outlook. One always relates to the future performance of the
economy. Another involves stock market activity, including taxpayer
decisions regarding, for example, capital gains realizations and the grant-
ing and exercise of stock options. Other risks and uncertainties typically
can include such factors as domestic and foreign political and military
developments, future federal fiscal and monetary policies and, especially
in California, developments in such critical areas as energy and water.
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This year, we are seeing a variety of conflicting evidence concerning the
revenue outlook. Our forecast attempts to balance these positive and nega-
tive factors. However, we believe that the main risks to the forecast are
on the downside, and are related to three key factors:

The Near-Term Economic Outlook. As indicated in “Part I1,” the
U.S. and California economies ended 2002 on a soft note, and
there is considerable restraint among businesses and consumers
as 2003 unfolds. Our economic forecast assumes that confidence
and spending will improve once uncertainties over a potential
conflict with Iraq are cleared up, and that growth will accelerate
in the second half of the year. If the current slowdown turns out
to be deeper or more prolonged than anticipated in our forecast,
however, revenues from each of the state’s major taxes would
fall substantially below our current projections.

PIT Final Payments. Given the weak January prepayments, a
second risk is that PIT receipts will fall below expectations this
spring when final payments are due. In preparing our current
PIT estimate, we attempted to take into account the effect of cur-
rent soft cash trends on our PIT forecast by using historical infor-
mation on the relationship between tax prepayments and final
payments. However, there is considerable variability in this his-
torical relationship and it is possible that in the current soft eco-
nomic environment, actual receipts this spring will fall even be-
low our forecasted levels. Thus, even if the overall economy per-
forms as expected, the state faces a near-term risk that cash re-
ceipts will fall below our estimates.

Tribal Gaming Revenues. The $1.5 billion in new tribal gaming
revenues is related to the administration’s assumption that it will
be able to renegotiate existing gaming compacts and enter into
new compacts with tribes that will involve revenue sharing agree-
ments capable of generating $1.5 billion in new receipts for the
General Fund. At this point, it is unclear how many tribes will
enter into negotiations, or what the terms of any new compacts
will be.
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AN OVERVIEW OF STATE EXPENDITURES

PROPOSED TOTAL SPENDING IN 2002-03 AND 2003-04

The Governor’s budget proposes total spending in 2003-04 of $89.2 bil-
lion, including $62.8 billion from the state’s General Fund and $26.5 bil-
lion from its special funds (see Figure 1). This total budget-year spending
is significantly less than current-year spending—by $5.4 billion (5.7 per-
cent). Proposed spending translates into $2,469 for every man, woman,
and child in California, or $244 million per calendar day.

Figure 1
Governor’s Budget Spending Totals

2002-03 and 2003-04
(Dollars in Millions)

Change
2002-03 2003-04 Amount Percent

Budget Spending

General Fund $75,461 $62,769 -$12,692 -$16.8%
Special funds® 19,203 26,464 7,261 37.8
Totals $94,665 $89,233 -$5,431 -5.7%

& Does not include Local Public Safety Fund expenditures of $2.2 billion in 2002-03 and $2.3 billion in
2003-04. These amounts are not shown in the Governor’s budget. Includes $8.2 billion in proposed
new realignment spending in 2003-04.

Detail may not total due to rounding.
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As discussed in “Part I” of this volume, the budget proposes a major
realignment of state, county, and court program funding responsibilities.
Under this plan, the state would shift responsibility to counties for roughly
$8 billion of health, child care, and social services programs—and reduce
by $300 million state General Fund support for trial courts. To offset these
changes, the budget raises a net $8.2 billion from increased revenues from
the personal income tax, sales and use tax, and cigarette tax, and provides
this funding to counties and the courts via a new special fund. Because of
this realignment proposal, the composition of spending between the Gen-
eral Fund and special funds will change significantly. For example, of total
budget-year spending, General Fund spending accounts for slightly more
than 70 percent. This compares to the average General Fund share of about
80 percent for the ten years ending in 2002-03.

General Fund Spending

Background. The General Fund is the main source of support for state
programs, funding a wide variety of activities. For example, itis the major
funding source for K-12 and higher education programs, health and social
services programs, youth and adult correctional programs, and tax relief.

Proposed Spending. As shown in Figure 2, the Governor proposes Gen-
eral Fund spending of $62.8 billion for 2003-04. This is down $12.7 billion,
or 16.8 percent, from the current-year’s level. Under the proposal, most
program areas would experience major General Fund reductions. It should
be noted that the large declines in state spending shown for health and
social services reflect both the realignment proposal and deep program-
specific cuts (the Governor’s specific proposals in individual program ar-
eas are discussed in the next section of this volume). Without the realign-
ment proposal, the decline in total General Fund expenditures in 2003-04
would be 6 percent.

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 many licenses and fees) for specific functions or
activities of government designated by law. In this way, they differ from
General Fund revenues, which can be spent by the Legislature for any pur-
pose. Historically, over one-half of the special funds revenues come from
motor vehicle-related levies. Other major funding sources include the SUT
and tobacco-related receipts.
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Figure 2
General Fund Spending by Major Program Area
(Dollars in Millions)
Proposed 2003-04
Actual Estimated Percent
2001-02 2002-03 Amount Change
Education Programs
K-12—Proposition 98 $26,755 $26,373  $26,320 -0.2%
Community Colleges—Proposition 98 2,577 2,525 1,906 -24.5
UC/CSU 6,058 5,894 5,622 -4.6
Other 4,178 3,721 2,052 -449
Health and Social Services Programs
Medi-Cal $10,005 $10,844 $7,147 -34.1%
CalWORKs 2,016 2,082 1,604 -23.0
SSI/SSP 2,793 3,013 2,317 -231
Other 7,006 7,090 4,079 -425
Youth and Adult Corrections $5,641 $5,674 $5,639 -0.6%
All Others $9,722 $8,246 $6,085 -26.2%
Totals $76,752 $75,461 $62,769 -16.8%

Proposed Spending. In 2003-04, the Governor proposes special funds
spending of $26.5 billion. This is a 37.8 percent increase from the current-
year’s proposed total of $19.2 billion. As indicated in Figure 3 (see next
page), this sharp increase is due almost entirely to the additional special
funds spending associated with the realignment proposal. This explains
the dramatic 166 percent increase in local government subventions. Ex-
cluding the realignment proposal, special funds spending is proposed to
decline by 4.7 percent.

It should be noted that the budget’s special funds spending total for
2003-04 excludes expenditures of roughly $2.3 billion from the Local Pub-
lic Safety Fund (LPSF). Such spending is also excluded from the current-
and prior-year totals. Our view is that LPSF revenues are state tax revenues
expended for public purposes. This treatment is consistent with how the
budget treats other dedicated state funds, such as the Motor Vehicle Li-
cense Fee Account (which, like the LPSF, is constitutionally dedicated to
local governments) and the Cigarette and Tobacco Products Surtax Fund
(Proposition 99), both of which the budget does include in its spending
totals. However, although we believe that such spending does constitute
state spending, we do not include it in our figures in order to facilitate
comparisons with the budget’s figures.
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Figure 3
Special Funds Spending by Major Program Area

(Dollars in Millions)

Proposed 2003-04

Actual Estimated Percent
2001-02  2002-03 Amount Change

Transportation $5,332 $5,533 $5,060 -8.5%
Local government subventions® 6,434 4,921 13,101 166.2
Resources-related programs 1,665 1,862 1,948 4.6
Public Utilities Commission 1,132 1,438 1,224 -14.9
All others 4,885 5,448 5,131 -5.8
Totals $19,448 $19,203 $26,464 37.8%

a Budget-year increase reflects the Governor’s realignment proposal, while current-year reduction re-
flects proposed base vehicle license fee backfill elimination.

Spending in Relation to the State’'s Economy

Figure 4 shows how state spending has varied as a percentage of total
California personal income (which is a broad indicator of the size of the
state’s economy). From 1993-94 through 2001-02, total state spending in-
creased steadily as a share of personal income—from 7.1 percent to 8.5 per-
cent. Growth in General Fund spending accounted for all of the increase,
since special funds spending as a percentage of personal income actually
declined—by 0.6 percentage points.

Since 2001-02, however, total state spending as a percentage of per-
sonal income has reversed direction, and is projected to drop to 7.3 percent
in 2003-04. The decline in the ratio results from previously noted 2003-04
declines in combined General Fund and special funds spending, and our
projection that personal income will resume moderate growth.

Spending From Federal Funds and Bond Proceeds

In addition to the $89.2 billion of proposed 2003-04 spending from the
General Fund and special funds, the budget also proposes $50.6 billion in
spending from federal funds and another $7.2 billion from bond proceeds.
If expenditures from bond proceeds and federal funds are included in total
state spending, proposed 2003-04 spending exceeds $147 billion.
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Figure 4
State Spending As a Percent of Personal Income

1993-94 Through 2003-04
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Federal Funds

As noted above, about $50.6 billion in federal funds are proposed to be
spent through the state budget in 2003-04. (This is about one-fourth of the
roughly $200 billion in total federal funds allocated to California. The re-
maining three-fourths are allocated directly to local governments, busi-
nesses, or individuals within the state.) Federal funds in the budget consist
almost exclusively of federal contributions to health and social services
programs ($32.1 billion, or 64 percent of the total), education ($13 billion,
or 26 percent), and transportation ($2.8 billion, or 6 percent).

Spending of Bond Proceeds

Budgetary Treatment. Debt service on general obligation and lease rev-
enue bonds is included in spending for the appropriate programmatic ar-
eas, as are direct expenditures on capital outlay projects from the General
Fund or special funds. This gives a more complete picture of the current
allocation of spending among different program areas. Spending from bond
proceeds has not been included in the General Fund and special funds
budget totals, however, because the spending of bond proceeds does not
represent a current state cost. Instead, the cost of bond programs is re-
flected when the actual debt service payments (comprised of bond-related
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principle and interest payments) are made. For 2003-04, the budget pro-
poses General Fund debt service expenditures of $2.4 billion, including
$1.9 billion for general obligation bonds and $572 million for lease rev-
enue bonds.

Although this way of treating bonds makes sense from a budgetary
standpoint, tracking bond fund expenditures themselves still is useful as
an indication of the actual volume of “brick and mortar” activities going
on inagiven year with respect to capital projects.

Spending of General Obligation Bond Proceeds. The budget estimates
that the state will spend $7.2 billion in general obligation bond proceeds
for capital projects in 2003-04. This compares to $14.7 billion in the current
year and $3 billion in the prior year. About two-thirds of budget-year bond
fund expenditures is for various local assistance projects such as K-12
school construction and local water quality improvements. The remaining
one-third is dedicated for state-level capital outlay projects, primarily in
the area of higher education.

Spending of Lease Revenue Bond Proceeds. In addition to general obli-
gation bonds, the state also uses lease revenue bonds to finance the con-
struction and renovation of capital facilities. Lease revenue bonds do not
require voter approval, and their debt service is paid from annual lease
payments made by state agencies (funded primarily through General Fund
appropriations). For 2003-04, the budget proposes $1.8 billion in spending
from lease revenue bond proceeds for such purposes as construction of
state buildings, resources projects, and prison construction.

State Appropriations Limit

Background. In 1979, California’s voters established a state appropria-
tions limit (SAL) when they approved Proposition 4. The SAL places an
“upper bound” on the amount of tax proceeds that the state can spend in
any given year and grows annually by a population and cost-of-living
factor. Most state appropriations are subject to the SAL; however, certain
appropriations are exempt—including those for subventions to schools
and local governments, capital outlay, and tax relief. If actual tax proceeds
exceed the SAL over a two-year period, the excess must be divided among
taxpayer rebates and Proposition 98 education funding.

Expenditures Projected to Be Below Limit. Due to the downturn in the
state’s economy and its adverse affects on the state’s revenues, the budget’s
proposed expenditures are well below the SAL in both the current and
budget years. This is in contrast to recent years when rapid spending
growth eroded the “room” under the limit until the SAL was finally ex-
ceeded by $702 million in 1999-00.
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In 2002-03, appropriations subject to the limit are $15 billion below the
limit. In 2003-04, the administration’s estimate of the gap shrinks to just
under $6 billion. The smaller budget-year gap is partly due to the proposed
$8.2 billion net increase in realignment-related taxes, and the fact that many
of the budget reductions being proposed are in areas that are currently
exempt from the limit. These include vehicle license fee subventions, and
K-14 education apportionments.

STATE SPENDING—AN HISTORICAL OVERVIEW

Prior to looking at the programmatic details of the Governor’s spend-
ing plan for 2003-04, itis first helpful to provide some perspective on state
spending by looking at how the new plan’s spending amounts compare to
historical trends.

Figure 5 shows that total state spending increased moderately between
1993-94 and 1998-99, then jumped by nearly 33 percent between 1998-99
and 2001-02. In contrast, it is projected to fall 1.6 percent in the current
year, and by a steeper 5.7 percent in 2003-04. Over the full ten-year period,
total spending is up an estimated $37.6 billion (73 percent), an average
annual rate of growth of 5.6 percent.

Figure 5
Total State Spending Over Time?

1993-94 Through 2003-04
(In Billions)
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4Data are on a budget basis and exclude bond fund expenditures, federal funds, and
Local Public Safety Fund expenditures.
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Figure 6 shows total state spending adjusted for inflation and popula-
tion. Itindicates that:

= After adjusting for inflation, spending has grown 35 percent over
the entire ten-year period. This indicates that about one-half of the
$37.6 billion increase was due to inflation.

= Real per-capita spending—which adjusts for both inflation and
population growth—has increased by about 17 percent over the
period. This reflects projected spending of $2,469 per capita in
2003-04, up from $2,109 per capita in 1993-94. Despite a projected
decline in per capita expenditures in the budget year of 9.2 per-
cent, real per-capita spending has grown an average of 1.6 percent
over the entire period.

Figure 6
Spending Adjusted for Inflation and Population
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SPENDING BY PROGRAM AREA

Total State Spending

Figure 7 shows the allocation of the proposed $89.2 billion of total state
spending in 2003-04 among the state’s major program areas. Both General
Fund and special funds expenditures are included in order to provide a
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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 7

Proposed Total State Spending
By Major Program Area?®

2003-04

Other?

. K-12 Education
Corrections

Transportation

Social Services Higher Education

Health

2 Excludes bond funds, federal funds, and Local Public Safety Fund. Spending for the
Governor's realignment proposal is distributed by program area.
b Includes expenditures on resources, environment, and shared revenues.

The figure shows that K-12 education receives the largest share of total
spending—slightly less than one-third of the total. (It should also be noted
that K-12 education receives additional funding from local sources.) When
higher education is included, education’s share rises to over 42 percent.
Health and social services programs account for about 29 percent of pro-
posed total spending, while transportation and corrections together ac-
count for roughly 13 percent. The “other” category (16 percent) includes
general-purpose fiscal assistance provided to local governments in the form
of shared revenues.

Relative Program Area Growth in the Budget Year

In order to gain perspective on how total state spending has changed
for each broad programmatic area, Figure 8 (see next page) shows their
proposed growth in the budget year compared to the average annual growth
in these programs over the past ten years. For the second consecutive yeatr,
the Governor is proposing a budget with fewer expenditures than the cur-
rent year. Total state spending is projected to decline significantly in the
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budget year (by 5.7 percent), which is in striking contrast to the average
total growth over the past ten years (6.1 percent).

Figure 8

Growth in Total State Spending
By Major Program Area?®

Il 2003-04 (Proposed) —

Annual Percent Change [ Average for Prior Ten Years

2003-04 and Prior Ten Years

K-12 Education - |

Higher Education

Health —

|
Social Services
Transportation |
|

l |

Corrections
Total — |
-8 -6 -4 -2 0 2 4 6 8%

3Excludes "all other" spending. Proposed realignment spending for 2003-04 is allocated
by program area.

As Figure 8 illustrates, spending for every broad programmatic area is
projected to decline during 2003-04, in contrast with average annual in-
creases ranging from over 3.5 percent to nearly 7 percent for the prior de-
cade. Higher education shows the largest decrease in state support during
the budget year (7.1 percent), reflecting allocated and unallocated reduc-
tions at both the University of California and California State University.
These reductions were largely offset in the budget proposal by assumed
student fee increases. Transportation would decline by about 6.6 percent,
health by 4.9 percent, and social services by 4.4 percent. K-12 education
fares better (declining 2.4 percent), while corrections spending would drop
by less than 1 percent.
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MaAJOR EXPENDITURE PROPOSALS
IN THE 2003-04 BUDGET

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 Analy-
sis of the 2003-04 Budget Bill.

PROPOSITION 98

The Governor’s budget appropriates $44.1 billion in Proposition 98
funding for 2003-04. This is $182 million, or 0.4 percent, higher than the
Governor’s revised current-year amount. The proposed 2003-04 appro-
priation exceeds the constitutionally required minimum level by $104 mil-
lion. In contrast, the Governor’s 2002-03 mid-year revisions would re-
duce current-year Proposition 98 appropriations from the enacted level
of $46.5 billion to the revised minimum guarantee of $43.9 billion. Be-
low, we discuss the K-12 Proposition 98 proposal.

Proposal—K-12 Proposition 98

Proposition 98 allocations to K-12 schools (which include local prop-
erty tax revenues) are proposed at $40 billion in 2003-04. This represents
an increase of $624 million, or 1.6 percent, over the Governor’s current-
year estimate. The current-year estimate includes significant spending
reductions proposed by the Governor in December and January. As of
this writing, the Legislature had passed AB 8x (Oropeza), which would
reduce the K-12 Proposition 98 spending by $2 billion. Relative to the
level of funding approved in the 2002-03 Budget Act, the proposed spend-
ing level for 2003-04 represents a decrease of $1.6 billion, or 3.9 percent.
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The budget proposes Proposition 98 resources of $6,723 per pupil for
2003-04. This represents an increase of 0.6 percent relative to the revised
current-year estimate, but a 5.1 percent decrease relative to the 2002-03
Budget Act amount.

The major 2003-04 budget proposals include:

= $1.5billion in savings from the continuation of the across-the-
board cuts proposed by the Governor in the 2002-03 mid-year
revisions.

= $322 million for a 1 percent enroliment growth in revenue limits,
and $37 million for special education. The budget does not fund
growth for any other programs.

= Provides no funds for the statutory cost-of-living adjustment
(COLA). Estimated cost of the COLA (1.55 percent) is $635 million.

= Realignment of $968 million of most child care responsibilities to
counties.

= $382 million increase for the Public Employees’ Retirement Sys-
tem offset reduction due to anticipated contribution rate increases.

= $250 million for revenue limit equalization.
= $364 million in net deferral costs:

— $931 million freed-up from one-time costs of deferrals from
2001-02 to 2002-03.

— $648 million in 2002-03 program costs deferred to 2003-04.
— Building $648 million in programs back into the 2003-04 base.

K -12 Education Issues for Legislative Consideration

Permanent Reductions Needed Because Education Credit Card is
Maxed Out. Assuming adoption of AB 8x (Oropeza) as amended on Feb-
ruary 4, 2003, which would reduce 2002-03 K-12 funding by $2 billion,
the state would enter the 2003-04 fiscal year with almost $2.8 billion in K-
12 education deferrals. For the last two years, the state has deferred state
reimbursable mandates, categorical programs, and revenue limit fund-
ing in order to avoid real program reductions. We believe that the state
has reached a critical point which requires permanent program funding
reductions. The Governor has proposed $1.6 billion in program reduc-
tions, most of which are accomplished through a $1.5 billion across-the-
board reduction. We support the level of program reductions proposed
by the Governor, although we suggest some alternative reductions. We
believe that a $1.5 billion across-the-board reduction is reasonable if com-
bined with categorical program consolidation discussed below. However,
if the Legislature rejects the categorical program consolidation, we would
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suggest targeted reductions, and provide a list of budget options in
“Part VV” of this document.

Need for Greater Local Flexibility—Categorical Reform. We believe
that now more than ever, the Legislature needs to provide school dis-
tricts with greater fiscal and programmatic flexibility to absorb funding
reductions while minimizing the impact on students. The Governor’s
proposal to combine 58 categorical programs into a K-12 Categorical Block
Grant would have many advantages for school districts over current law.
Italso would create significant problems. Most importantly, the proposed
block grant does not adequately address the negative local incentives
that led to the initial creation of many categorical programs. As we dis-
cuss in detail in the 2003-04 Analysis, we recommend the Legislature con-
solidate 62 programs into five block grants. Districts would report to the
state key fiscal and outcome data on each grant. We believe our proposal
would increase district fiscal and program flexibility while increasing
district accountability for providing needed services to students

Restoring Funding for High Priority Programs. We have identified
approximately $427 million of additional Proposition 98 costs for
2003-04 because either (1) the Governor’s budget under-funded specific
programs, or (2) the Legislature increased 2003-04 obligations because of
actions taken in the first extraordinary session. As we discuss in detail in
the 2003-04 Analysis, we recommend that the Legislature fund these pri-
ority needs, and have identified savings from other proposals to stay
within the Governor’s Proposition 98 funding level. Specifically, we rec-
ommend: (1) setting aside funding for the special education deferral
(%214 million), (2) paying off ongoing mandate costs ($100 million), and
(3) fully funding state intervention and sanction programs ($50 million).

Higher Proposition 98 Minimum Guarantee Would Allow State to
Reduce Debts. We forecast a $372 million higher Proposition 98 minimum
guarantee for 2003-04 than the Governor. Our fiscal forecast projects an
economic recovery starting in the latter part of 2003, resulting in higher
General Fund revenues than assumed in the Governor’s budget. In order
to begin to reduce the amount of education deferrals discussed above,
we recommend the use of additional Proposition 98 funding to reduce
the outstanding deferrals.

Child Care Realignment Merits Consideration. The Governor’s bud-
get proposes a major “realignment” of state and county program fund-
ing responsibilities. Under this proposal, the state would shift responsi-
bility for most child care programs administered by the State Depart-
ment of Education to counties. As we discuss in detail in the “Education”
chapter of the Analysis, the state’s existing child care system creates sig-
nificant problems for families and local providers. For example, the sys-
tem (1) requires local providers to comply with cumbersome rules re-
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garding allowable expenditures, attendance accounting, eligibility, and
reimbursement rates; and (2) treats families with similar incomes differ-
ently, depending on whether they have received assistance through the
California Work Opportunity and Responsibility to Kids (CalWORKSs)
program. In view of these problems, we believe the Governor’s child care
realignment proposal merits legislative consideration. Realignment would
give counties the flexibility to use child care funds as part of an inte-
grated county strategy to serve low-income families and to tailor their
child care programs to meet the needs of their communities’ working
poor. It would also reduce administrative complexity in the system by al-
lowing counties to provide child care under their own set of program rules.

CALIFORNIA COMMUNITY COLLEGES (CCC)

Proposal

The Governor proposes Proposition 98 funding of $4.1 billion for
2003-04. This represents a decrease of $527 million, or 11.5 percent, from
the Governor’s current-year estimate. The current-year estimate includes
about $327 million in targeted and across-the-board reductions proposed
by the Governor in December and January. Among these reductions is
$80 million in base apportionment funding that the administration be-
lieves was inappropriately added in recent years for concurrently enrolled
high school students.

For 2003-04 the budget proposes the first fee increase in a decade for
community college students, from $11 to $24 per unit. The budget as-
sumes that the fee increase will cause enrollment attrition of 5.7 percent.
In anticipation of this enrollment decline, as well as the receipt of addi-
tional student fee revenue, the budget reduces apportionment funding
by $365 million. It also makes $215 million in targeted reductions to cat-
egorical programs. When all resources—including General Fund support,
student fees, property taxes, and other funds—are considered, CCC’s
budget would decline by $383 million, or 6 percent, from the revised cur-
rent-year level. This compares with overall increases of 1 percent to 4 per-
cent at the other higher education segments.

Issues for Legislative Consideration

In the Analysis we assess the proposed changes in student fees and
student enrollment. While we believe that it is reasonable to increase stu-
dent fees and to reduce enrollment funding, we find the following:

Governor’s Fee Proposal Misses Opportunity to Help Needy Stu-
dents. We find that the proposed fee increase to $24 per unit is reason-
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able. However, we note that if the fee were raised $1 higher, needy stu-
dents would each become eligible for up to $108 dollars in additional
federal financial aid. We therefore recommend that the Legislature ap-
prove a $25 fee, which would still be the lowest fee in the nation.

Additional Enrollment Funding May Be Warranted. We find that some
decline in student enrollment at CCC is appropriate. However, we be-
lieve that the projected decline of about 62,000 full-time equivalent stu-
dents (or 5.7 percent of total enrollment) may be unnecessarily high. To
the extent that additional Proposition 98 resources are available, we rec-
ommend that the Legislature consider increasing enroliment funding by
up to $100 million. This additional funding would support an additional
25,000 students.

OTHER HIGHER EDUCATION PROGRAMS

Proposal

Besides CCC, the state’s higher education agencies include the Uni-
versity of California (UC), the California State University (CSU), Hastings
College of the Law, the California Student Aid Commission, and the Cali-
fornia Postsecondary Education Commission. None of these agencies is
subject to Proposition 98. The 2003-04 budget proposal would provide
$6.3 billion in General Fund support for these programs. This is $183 mil-
lion, or 2.8 percent, less than the revised current-year level.

The budget includes a number of General Fund reductions in higher
education. These include targeted and across-the-board reductions to
various programs. Further reductions are made possible by offsetting
General Fund support with revenue generated by increased student fees.
The budget includes no funding for COLASs, nor does it include any ma-
jor new initiatives. However, it does fund enrollment growth of about
7 percent at UC and CSU. It also significantly expands various financial
aid programs operated by the Student Aid Commission, UC, and CSU.

The budget assumes that student fees at UC and CSU would increase
about 25 percent (for resident undergraduates) in the budget year. When
the new revenue generated from these fees, as well as all other fund
sources, are considered, the UC and CSU budgets would increase by
4.1 percent and 1.2 percent, respectively, in the budget year.

Issues for Legislative Consideration

In the Analysis we recommend an alternative to the Governor’s bud-
get proposal concerning fees, enrollment growth, and financial aid. Our
alternative would achieve the same level of General Fund savings as pro-
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posed by the Governor, while at the same time improving student access
and avoiding additional reductions to instructional programs. Specifi-
cally, we recommend:

= Budget-Year Fee Increases Should Be Lower. We recommend that
the undergraduate fee increases for UC and CSU assumed by the
budget should be reduced from 25 percent to 15 percent. We also
recommend that the Legislature adopt in statute an explicit fee
policy that would result in gradual, moderate, and predictable
fee adjustments in subsequent years.

= Enrollment Growth Should Be Lower. We recommend that the
increase in budgeted enrollment at UC and CSU be reduced to
4 percent at each segment. This is more in line with projected
demand.

< Financial Aid Should Be Expanded at State Level. We recom-
mend actions that would reduce the significant increase proposed
for university-based financial aid, and instead fund meaningful
augmentations in statewide financial aid programs.

HEALTH AND SOCIAL SERVICES

Under the Governor’s budget proposal, state General Fund expendi-
tures for health and social services programs would total $15.1 billion in
2003-04, about 24 percent of proposed General Fund spending for all
purposes. Besides the Governor’s realignment proposal, which is dis-
cussed in “Part VV” of this volume, the budget’s most significant impact
on health and social services programs involves various program reduc-
tions affecting program beneficiaries.

Proposal

The budget proposes $2.9 billion in major reductions affecting cur-
rent beneficiaries of cash assistance, social services, and health programs.
Figure 9 summarizes these reductions compared to current law service
levels. About $1.5 billion of the proposed savings is in the form of COLA
suspensions and grant reductions for social services, and about $1.3 bil-
lion relates to reductions in health services.

Issues for Legislative Consideration

In addressing California’s budget shortfall, the Legislature faces many
difficult choices, perhaps none more difficult than determining the level
of income support and health services to be provided by the state to low-
income individuals (often aged or disabled persons or children). Below
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Figure 9
Health and Social Services

Major Budget Reductions
Affecting Program Beneficiaries

(In Millions)
Savings
Program State Federal
Social Services
SSI/SSP
Delete June 2003 state COLA $280.8 —
Reduce SSI/SSP grants by an average of 6.2 percent 662.4 —
Delete January 2004 state COLA 915 —
CalWORKs?2
Delete June 2003 COLA 146.0 —
Reduce CalWORKs grants by 6.2 percent 238.0 —
Delete October 2003 COLA 106.0 —
Subtotals ($1,524.7) —
Health Services
Medi-Cal
Reduce provider rates by 15 percent $630.1 $630.1
Eliminate optional benefits (dental, medical supplies) 298.6 298.6
Roll back Section 1931(b) expansion 111.8 111.8
Reinstate quarterly status reporting 80.0 80.0
Require share of cost for certain aged and
disabled recipients 63.8 63.8
Developmental Services
Require share of cost for services for certain children 295 —
Establish statewide standards for purchases of ser-
vices 100.0 —
Early Mental Health Initiative
Eliminate program 15.0 —
Subtotals ($1,328.8) ($1,184.3)
Totals $2,853.5 $1,184.3

& Combined General Fund and TANF block grant funds, which are fungible with the General Fund.
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we present several factors that the Legislature may consider in evaluat-
ing these and other proposed reductions for health and social services
programs.

What Is the Impact on Federal Funds? Many health and social ser-
vices programs have federal matching funds. A reduction in such match-
ing funds, in our view, should not constitute justification for rejecting a
budget reduction proposal. Given the magnitude of state’s fiscal prob-
lems, and the many cases in which state General Fund savings can be
achieved only with a further loss of federal funds, such an approach would
make it much more difficult for the state to achieve a budget solution.

Moreover, such a criterion may not fully take into account the
Legislature’s own judgments about which services and programs meet
the most critical needs of Californians, and thus merit preservation, ver-
sus those which, while perhaps worthwhile services, are of secondary
importance.

Nevertheless, in choosing reductions among programs deemed by
the Legislature to be of equal value to beneficiaries, budget reduction
proposals that do not result in reduced federal funding, or that take ad-
vantage of the availability of federal funding to “leverage” state dollars,
may be preferable to proposals that result in the loss of federal funds. For
example, the Department of Developmental Services budget includes a
proposal to expand the number of Regional Center clients eligible for
partial federal support under the Medicaid waiver program (Medi-Cal
in California) that we believe could be modified to result in an even greater
savings to the state for the cost for these services.

Availability of Other Support. In considering the Governor’s pro-
posals, the Legislature should evaluate whether other services or sup-
ports will be available to affected beneficiaries. For example, about 40 per-
cent of the 6.2 percent reduction in CalWORKSs grants would automati-
cally be offset by an increase in federal Food Stamps coupons. With re-
spect to health programs, some beneficiaries who might become ineli-
gible for Medi-Cal benefits might become eligible for coverage under the
Healthy Families Program or might be able to receive some of the same
medical services through county indigent care programs or through the
charity of private medical institutions.

Suspension Versus Elimination of Services or Programs. For most of
the proposed reductions, the Legislature has the option of making the
changes temporary (for example, for one or two fiscal years) to achieve
state savings rather than permanent reductions. For example, the
administration’s proposal to reduce Medi-Cal provider rates by 15 per-
cent is limited to a three-year period (through 2005-06).
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In cases in which the Legislature may be unwilling to consider a per-
manent program reduction, it might nonetheless wish to consider a tem-
porary reduction in that same program. For example, suspension of den-
tal services for a year for adult beneficiaries would be less harmful to
most beneficiaries than the permanent elimination of such services.

We caution that this approach would not be wise in all situations. For
example, it may be difficult or unduly expensive to reestablish the deliv-
ery system for a health or social services program that has been suspended.
Moreover, adopting temporary suspensions of programs on a large scale
would only postpone the hard choices needed to balance the state’s bud-
get, and would potentially result in the return of fiscal problems once the
budget reductions expire.

Selectively adopting some temporary reductions in programs might
make sense, however, to the extent the Legislature also adopted signifi-
cant long-term programmatic reforms of programs that took some time
to achieve their full savings potential for the state.

JUDICIARY AND CRIMINAL JUSTICE

Proposal

The budget proposes about $7.3 billion from the General Fund for
judiciary and criminal justice programs in the budget year, a decrease of
4.7 percent below estimated current-year spending. The California De-
partment of Corrections (CDC) accounts for the largest share of this fund-
ing, $5.1 billion. The CDC’s budget is proposed to increase about 1 per-
cent above the current-year amount. The budget does not include pro-
posals that would reduce the inmate or parole populations. Instead, it
proposes to reduce funding for inmate academic and vocational programs.
In addition, as we recommended in our 2002-03 Analysis, the budget pro-
poses to close the Northern California Women'’s Facility in Stockton.

The Trial Court Funding program represents the next largest share of
expenditures in this area of the budget at $2.2 billion. The budget pro-
poses General Fund spending of $791 million, about 28 percent below
the revised current-year amount. This reduction is achieved by shifting
partial General Fund support for the courts to new sales tax (as part of
the realignment proposal) and fee revenue. In addition, the budget pro-
poses significant unallocated reductions to the court budget.

Issues for Legislative Consideration

Cost Reduction Measures Needed in Corrections. The CDC is the larg-
est state corrections agency in the nation. With over 45,000 employees
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and a total budget of about $5.3 billion, the CDC manages over 160,000
prison inmates, and more than 119,000 parolees. During the past ten years,
the average annual growth rate of CDC expenditures has been about 8 per-
cent. Given the magnitude of the state’s fiscal problem, the Legislature
may wish to consider ways to reduce the inmate and parole populations.
Because the CDC is a caseload-driven budget, it will not be possible to
significantly reduce expenditures for the department without taking ac-
tion to reduce the inmate and parole population.

In considering reductions to the inmate and parole populations, the
Legislature should focus on two target groups: nonviolent offenders and
short-term offenders. The state prison system has a significant number of
inmates who are serving time for nonviolent offenses such as property
and drug offenses. Similarly, there is a sizeable number of offenders with
short prison terms, some with terms as short as six months or less. The
state incurs significant costs to process and house these inmates. Target-
ing reductions on these two groups makes the most sense both from a
fiscal and public safety standpoint.

It should also be noted that maintaining an offender in the commu-
nity under supervision is significantly less costly than incarceration in
prison. For example, inmates who are released early from prison to pa-
role could be placed in the community with intensive supervision. For
example, electronic monitoring devices could be used to ensure that in-
dividuals remain within a confined area. This could work particularly
well for nonviolent, chronically ill, and elderly inmates.

= Elderly Inmates. Research shows that elderly inmates are two to
three times as costly to incarcerate in state prison than younger
inmates, and that elderly offenders are less likely to re-offend
and have greater success on parole. For these reasons, we recom-
mend the Legislature adopt trailer bill language requiring that
nonviolent elderly inmates be released early to parole. We esti-
mate this would generate savings of $9 million in the budget year.

< Inmate Work Credits. Inmates who are being processed in the
reception centers and who are unassigned to a full-time work or
education program due to a shortage of slots earn less than the
maximum level of work credits. The state could save $70 million
by allowing these inmates to earn day-for-day work credit in-
stead of the one-day-for two days participation they currently
earn. According to CDC, on average, this would reduce the sen-
tence of approximately 29,000 inmates by only 27 days.

Other Criminal Justice Issues. In addition, there is potential for re-
ductions in other areas of the criminal justice budget. For example, the
state could close several of its Youth Authority facilities, and shift Office
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of Criminal Justice Planning (OCJP) programs to other departments with
similar missions and programs. These are discussed below.

= Shift OCJP Programs to Other Departments. The OCJP is mostly
avehicle for disbursing state and federal funds. Given the office’s
poor performance in the administration of its programs, and the
significant level of overlap of its mission and programs with those
of other departments, we recommend that OCJP programs be
shifted to other departments. This would improve the efficiency
and service delivery of state government, save $1.5 million from
the General Fund, and free up $3.7 million in federal funds for
other programs.

e Closure of Youth Authority Facilities. Last year, in response to
the significant decline in the ward population, the Legislature
adopted legislation requiring the Youth Authority to close one
institution by the end of the budget year, and to develop a plan
to close three facilities by 2006-07. The plan submitted by the
Youth Authority would close the male portion of the Ventura
Youth Correctional Facility and the DeWitt Nelson Youth Cor-
rectional Facility (in Stockton) by the end of the budget year, and
close the Fred C. Nelles Youth Correctional Facility (in Whittier)
by the end of 2005-06.

Trial Courts Funding Shift to Special Funds. For the first time in a
number of years, fee revenues are proposed to exceed the General Fund
share of the Trial Court Funding budget. These special funds have grown
from 19.5 percent of court funding in 2001-02 to an estimated 42.6 per-
cent in 2003-04. This growth is the result of fee and penalty increases
included in the 2002-03 Budget Act, as well as proposed budget year in-
creases in fees. For the budget year, the Governor proposes to increase
the existing trial motion fee from $23 to $33, establish a new court secu-
rity fee, and transfer certain “undesignated fees” from the counties to the
courts to offset General Fund reductions. In addition, the Governor pro-
poses to shift $300 million in court security costs from the General Fund
to newly proposed realignment sales tax revenues. Our review of the new
court security fee and undesignated fee proposals indicates that the level
of projected revenue from these fees is uncertain, and potentially puts
the state at risk to make further unallocated reductions to the court bud-
get, or backfill the shortfall with General Fund monies.

TRANSPORTATION

In 2000, the Legislature enacted the Traffic Congestion Relief Pro-
gram (TCRP), which established a six-year funding plan for state and
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local transportation needs, covering the period from 2000-01 through
2005-06. The plan was later extended to eight years, through 2007-08.
The program is funded from two sources:

= Traffic Congestion Relief Fund (TCRF). The TCRF received $2 bil-
lion from the General Fund in 2000-01. This amount included
$1.6 billion which, combined with future transfers from the TIF
(discussed below), is to pay for a portion of the costs of 141 TCRP
projects defined in statute. The remaining $400 million went for
local street and road improvements.

e Transportation Investment Fund (TIF). Beginning in 2003-04, the
General Fund is to transfer revenues from the sales tax on gaso-
line—more than $1 billion per year—into the TIF. Of these funds,
a total of $3.3 billion is to be made available for the 141 TCRP
projects from 2003-04 through 2007-08. The remaining TIF money
is to be divided among other state transportation improvement
projects, local street and road improvements, and public trans-
portation.

TCRF Monies Loaned to General Fund. As the state’s financial situa-
tion worsened in recent years, about $1.3 billion from TCRF has been
loaned to the General Fund. Current law requires that this money be re-
paid to TCRF in time to prevent any delay to TCRP projects, or in any
case no later than June 30, 2006.

Proposal

Budget Proposes Further Redirection of TCRF and TIF Money. The
Governor proposes to shift about $1.7 billion from TCRF and TIF to the
General Fund. Specifically, the budget proposes the following actions:

e Transfer $100 million from TCRF to the General Fund in the
current year.

= Forgive a$500 million loan repayment from the General Fund
to TCRF scheduled for the budget year.

= Suspend the transfer of about $1.1 billion in sales tax reve-
nue from the General Fund to TIF in the budget year.

These actions would permanently redirect about $1.3 billion desig-
nated for TCRP projects and $400 million from the other transportation
purposes funded by TIF to the General Fund. The proposal would leave
no money for TCRP projects in 2003-04 and about $300 million in TCRF
monies for the current year to pay for expenditures that have already
occurred and to close out existing contracts.
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Proposal Would Delay TCRP Projects and Raises Substantial Un-
certainties Regarding TCRP Status. At a minimum, the Governor’s pro-
posal would delay many TCRP projects until 2004-05, when TIF money
would again be available. In the interim, only projects that have access to
other funding sources may be able to continue. In response to the
Governor’s proposal and other transportation funding pressures, the Cali-
fornia Transportation Commission (CTC) stopped all new allocations for
TCRP projects in December 2002 in order to avoid increasing the amount
it has committed to pay for these projects. It is uncertain at this point
whether any project would be permanently cancelled. The status of the
program’s future is also uncertain, as the administration’s intent regard-
ing TCRP funding beyond 2003-04 is unknown. This creates doubt about
whether project sponsors need only find temporary funding to keep
projects going in the budget year, or whether they will need to find per-
manent replacements for lost TCRP funding.

Issues for Legislative Consideration

In considering the Governor’s proposal, the Legislature should ad-
dress two issues related to the funding of TCRP. Addressing these issues
in a timely manner would significantly reduce the uncertainties regard-
ing the program’s status.

Should Near-Term “Bridge” Funding Be Provided? While the budget
leaves no funding in 2003-04 and only $300 million to cover TCRP ex-
penditures in the rest of the current year, some TCRP projects will con-
tinue to incur expenditures in the budget year unless outstanding con-
tracts are terminated. The administration has developed rough estimates
of the amounts of funds that would be needed in 2003-04 to move projects
through different stages. For example, the administration estimates that
about $200 million would be needed in the budget year to continue work
on projects that are currently under construction, and about $310 million
would be needed to continue work on all projects that are currently un-
der contract. However, CTC has begun collecting more up-to-date infor-
mation on project status and near-term funding needs.

We believe that the information being collected by CTC is essential
in order for the Legislature to determine whether to provide any funding
for TCRP projects in 2003-04. Accordingly, we recommend that CTC pro-
vide to the Legislature by mid-March detailed information on the status
of each TCRP project, including projected expenditures to close out all
contracts, to continue construction contracts through the budget year, and
to continue all contracts through the budget year.

What Is the Ultimate Fate of TCRP? The Legislature has a number
of options in considering the ultimate status of TCRP. The Legislature
could adopt the Governor’s proposal as a one-time action, making clear
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that total funding for the program is reduced by $1.3 billion. In adopting
this option, the Legislature should also determine how to allocate the
reduction among the TCRP projects.

Other options range from terminating any future funding for the pro-
gram to making a full funding commitment to the program. We discuss
these options below.

= Option: End the State’s Commitment to TCRP. This option would
remove the statutory commitment of state funds to TCRP projects,
thereby allowing the Governor’s proposal to aid the General Fund
to be adopted without having to repay any money to TCRF. The
TCRP projects would still be able to compete with other trans-
portation improvement projects for state funding. However, ab-
sent the funding provided under TCRP, some large projects might
never get built. This is because local entities do not have suffi-
cient funds from other sources to make up the TCRP projects’
funding gap. The Legislature may have to provide separate fund-
ing for these projects if they are still a priority.

e Option: Commit to Repayment of TCRP Dollars From the Gen-
eral Fund. This option would entail a clear commitment to par-
tially or fully repay in future years the redirected amount ($1.3 bil-
lion) plus the loans already made to the General Fund ($0.8 bil-
lion). Full repayment would allow the state to fulfill its commit-
ment to TCRP projects, but it would significantly delay funding
for the projects. It would also increase General Fund expendi-
tures by $2.1 billion in future years.

= Option: Provide Full TCRP Funding From a Predictable Funding
Source. The Legislature could consider a gas tax to raise revenues
to fully fund the TCRP. A 3-cent-per-gallon increase would pro-
vide about $2.1 billion over four years, relieving the General Fund
of any obligation to repay TCRP projects. It would also provide a
steady revenue stream, allowing projects to proceed without fur-
ther delay. If the tax were to be continued on a permanent basis,
the additional revenues could begin to address a 10-year trans-
portation funding shortfall of over $100 billion that was identi-
fied by CTC in 1999.

Legislature Should Act Soon to Minimize Uncertainty. The
Governor’s proposal to remove $1.3 billion from TCRP projects creates
uncertainty about the ultimate fate of these projects. This uncertainty af-
fects the decisions that project sponsors must make regarding the priori-
ties of these projects relative to other transportation projects. In order to
assist these parties in making informed decisions regarding the priorities
of their transportation projects and to avoid having to revisit TCRP fund-
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ing on an annual basis, the Legislature should act as quickly as possible
to determine its level of commitment to the TCRP and to ensure that funds
are available to match this level of commitment.

RESOURCES

Proposal

Funding for Resources and Environmental Protection Programs.
While the Governor’s budget proposes several fee increases in order to
reduce General Fund expenditures in this area, General Fund support
still remains substantial for 2003-04.

Fire Protection. The budget proposes $341 million from the Gen-
eral Fund for the California Department of Forestry and Fire Pro-
tection (CDFFP) to provide fire protection services to property
owners in “state responsibility areas” (SRAS).

Timber Harvest Plan (THP) Review. The budget proposes about
$23.5 million (almost all General Fund) for state agencies to re-
view and enforce THPs which lay out proposed harvest volume,
cutting method, and wildlife habitat protection.

Water Rights Regulation. The budget proposes $8.7 million
(7.2 million General Fund) for the State Water Resources Con-
trol Board’s (SWRCB’s) water rights program which issues new
water rights, approves changes to existing rights, and conducts
enforcement and compliance monitoring.

Dam Safety Regulation. The budget proposes $8.8 million
($7.8 million General Fund) for the Department of Water Re-
sources’ (DWR’s) dam safety program for supervising the main-
tenance and operation of about 1,250 dams in the state that are
not under federal jurisdiction.

Air Quality Regulation. The budget proposes $39.6 million
($10.4 million General Fund) for the Air Resources Board’s
(ARB’s) stationary source program. The budget proposes to shift
$10 million from the General Fund to fees and to add manufac-
turers of consumer products (such as aerosol sprays) and archi-
tectural coatings (paints, stains, and varnishes) to the fee-paying
base.

Pesticide Regulation. The budget proposes $53.3 million for the
Department of Pesticide Regulation’s (DPR’s) pesticide regula-
tory program. Most of funding is proposed to come from the DPR
Fund, supported mainly by an assessment on pesticide sales. The
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budget proposes to shift $10.5 million in funding from the Gen-
eral Fund to the DPR Fund, leaving essentially no General Fund
support in the department.

= Resource Assessment. Various state agencies, including the De-
partment of Fish and Game (DFG), engage in resource assess-
ment efforts preparatory to issuing permits for activities that may
impact natural resources. In addition, local agencies use these
resource assessments prior to approving developments. Resource
assessment activities relate to determining the condition of natu-
ral resources in the state. The DFG also gathers data on individual
fisheries and uses this information to manage and regulate com-
mercial and recreational fisheries.

Bond Expenditure Proposals. The budget proposes about $2.2 billion
of bond funds for various resources and environmental protection pro-
grams. A number of these proposals are to implement a new program, or
to substantially expand an existing one. These bond expenditure propos-
als include:

= $33.3 million (Propositions 40 and 50) for the river parkway pro-
gram and $7 million (Proposition 50) for the Sierra Nevada Cas-
cade program in the Secretary for Resources.

= $84.8 million (Proposition 50) for the integrated regional water
management program (SWRCB and DWR) and $15.1 million
(Proposition 50) for the water security program (DWR and the
Department of Health Services [DHS]).

= $442 million (various bond funds) for a number of state agencies
to implement the CALFED Bay-Delta Program.

= $363.5 million (Proposition 50) in the Wildlife Conservation Board
(WCB) for various programs, including $32.5 million for Colo-
rado River management.

= $98 million (Proposition 40) for an historical and cultural re-
sources preservation grant program in the Department of Parks
and Recreation.

Issues for Legislative Consideration

Funding for Resources and Environmental Protection Programs. We
identify a number of opportunities to shift General Fund costs to fees,
beyond those proposed in the Governor’s budget. Adopting our recom-
mendations would result in General Fund savings totaling $214 million.
Fees are an appropriate funding source in these cases, either because the
state is (1) providing a service that directly benefits an identifiable per-
son or business (such as fire protection services) or (2) administering a
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pollution control program that could reasonably be funded on a “pol-
luter pays” basis. Under the polluter pays principle, private parties that
benefit from using public resources are responsible for paying the costs
imposed on society to regulate such activities.

The specific opportunities for General Fund savings are:

Fire Protection. Property owners in SRAs directly benefit from
CDFFP’s fire protection services and therefore should share in
funding the department’s costs. Although fees could be struc-
tured in a number of ways, we recommend establishing a $6 per-
acre fee for 2003-04 and 2004-05, resulting in annual General Fund
savings of $170 million. We recommend that the Board of For-
estry develop a permanent fee structure that would apply in later
years, based on statutory direction.

THP Review. We think that timber operators who benefit from
the state’s review and enforcement of THPs should pay for those
activities. Of the available options for structuring fees, we rec-
ommend a timber yield fee, calculated as a percentage of the value
of harvested timber. Such a fee would save the General Fund
$22.1 million annually.

Water Rights Regulation. Because water rights holders directly
benefit from all aspects of the water rights program—including
permit issuance and compliance monitoring—the existing fee
structure should be revised so that fee revenues replace all Gen-
eral Fund support for this program. Adoption of such a recom-
mendation would reduce General Fund costs by $7.2 million an-
nually.

Dam Safety Regulation. Because dam owners benefit from the
dam safety program, we believe that they should pay for such
services. Such a shift would reduce General Fund costs by
$5.4 million annually.

Air Quality Regulation. About $4.4 million of ARB’s stationary
source budget is for General Fund expenditures related to plan-
ning and monitoring activities that provide a scientific and tech-
nological basis for air quality-related permits. These activities
prevent permit requirements from being arbitrary or unduly bur-
densome on the holder of the permit. As such, they provide a
benefit to the permit holder and therefore should be funded from
fees. By shifting funding for these activities to fees as we recom-
mend, the General Fund would save $4.4 million.

Pesticide Regulation. In addition to DPR, a number of other state
agencies conduct work associated with the regulation of pesti-




88

Part IV: Perspectives on State Expenditures

cides. These include ARB, SWRCB, DFG, and DHS. These agen-
cies primarily conduct environmental reviews that are necessary
to permit the sale of pesticides in the state. The budget proposes
at least $3.3 million ($2.9 million General Fund) for the pesticide-
related work of these other agencies. (The level of funding pro-
posed for DHS is not currently known.) We think that the pesti-
cide-related activities of ARB, SWRCB, DFG, and DHS should be
funded by fees charged to registrants and users of pesticides since
they benefit from the activities of these agencies. By shifting fund-
ing to fees as we recommend, the General Fund would save at
least $2.9 million.

Resource Assessment. Many permit applicants and developers
benefit from resource assessment activities because the assess-
ments are used by the department in the environmental review
of permits and conservation plans, which must be approved be-
fore the development process can go forward. We conclude that
the assessment activities related to permit and development ap-
provals should at least be partially funded by the permit appli-
cants/developers. Similarly, we conclude that DFG’s costs to con-
duct marine assessments should be at least partially borne by the
commercial and recreational fishing activities that benefit from
the management of those resources. Shifting one-half of the Gen-
eral Fund support of these activities to fees would save the Gen-
eral Fund $2 million annually.

Bond Expenditure Proposals. There are a number of issues for legis-
lative consideration when evaluating the Governor’s budget proposals
to expend resources bond funds:

Legislative Oversight. We recommend that the budget and policy
committees of each house hold joint hearings on the Governor’s
budget proposal related to Propositions 40 and 50, thereby al-
lowing the Legislature to be apprised of the Governor’s overall
expenditure priorities from each of these bond measures. Addi-
tionally, we recommend that the Legislature appropriate the
Proposition 40 and Proposition 50 bond funds for the Wildlife
Conservation Board in the budget bill. These expenditures would
not otherwise be reviewed by the Legislature, given the board’s
existing “continuous appropriations” authority for most of its
bond expenditures.

Improving Bond Fund Accountability. Legislative oversight of
bond fund expenditures is made more difficult because the fund
condition statements of most of the recently enacted resources
bonds are not displayed in the Governor’s budget document.
Absent this information it is difficult for the Legislature to ascer-
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tain spending requirements and available balances. We therefore
recommend the enactment of legislation that requires the
Governor’s budget document to display these fund conditions.
This will promote accountability and will facilitate the monitor-
ing of fund balances for use in current and future budget appro-
priations.

= Providing Legislative Guidance for Bond Fund Expenditures. The
budget provides few details on the bond fund expenditure pro-
posals for the river parkway, Sierra Nevada Cascade, integrated
regional water management, and water security programs. For
these programs, we recommend that funding be deleted from
the budget bill, and instead be put in legislation that defines the
programs and guides their implementation.

= Ensuring That Legislative Direction Is Followed. A number of
the Governor’s proposals are inconsistent with previous legisla-
tive direction, and we recommend legislative actions to ensure
consistency. Specifically, the Governor’s proposals for the
CALFED Bay-Delta Program provide the new California Bay-
Delta Authority with greater expenditure authority than permit-
ted in statute. Also, the proposal for the Colorado River program
in WCB is inconsistent with statutory direction (Chapter 617, Stat-
utes of 2002 [SB 482, Kuehl]), regarding the use of the Proposi-
tion 50 allocation that is relied on to fund the proposal. Finally,
the proposal for a historical and cultural resources grant program
in DPR should be made consistent with Chapter 1126, Statutes of
2002 (AB 716, Firebaugh), that specifies a structure and criteria
for the award of historical and cultural resources preservation
grants using Proposition 40 bond funds.

EMPLOYEE COMPENSATION AND RETIREMENT

Employee Compensation. The Governor’s budget proposes $22 bil-
lion in salary, wage, and benefit compensation for 325,000 authorized
personnel-years in state government. Under current contracts, most state
employees are scheduled to receive a 5 percent salary increase on July 1,
2003. Both highway patrol and corrections employees have long-term
contracts—with the first of four annual pay raises also scheduled to be-
gin on July 1, 2003 (6 percent and 3.5 percent, respectively). In total, the
budget-year costs of these pay raises are estimated to be $532 million.
More than half of these costs are attributable to the General Fund.
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Retirement Contributions. The state makes annual contributions to
the Public Employees’ Retirement System (PERS) and the State Teachers’
Retirement System (STRS) to fund retirement benefits for state employ-
ees and teachers that will be paid out in the future. In 2003-04, the esti-
mated state contribution to PERS is $2.1 billion. Of that amount, the Gen-
eral Fund would contribute $1.1 billion. The General Fund provides the
entire contribution to STRS, which is estimated at $448 million in the
budget year.

Proposal

Employee Compensation Reduction. The budget does not include the
$532 million for the scheduled employee salary increases. Instead, the
Governor proposes an $855 million ($470 million General Fund) reduc-
tion in employee compensation expenditures. The $855 million in sav-
ings is roughly equivalent to an across-the-board 8 percent salary reduc-
tion. The savings, however, could be achieved through any combination
of pay cuts, reduced benefits, or other actions like furloughs or layoffs.
The administration proposes to achieve these savings through the collec-
tive bargaining process with the employee unions.

Financing Retirement Contributions. The Governor’s budget pro-
poses not to make the standard retirement contributions to PERS and
STRS. Instead, the budget proposes two alternatives: (1) issue pension
obligation bonds or (2) borrow the necessary funds from the systems.
The alternatives would save the state up to $2.5 billion ($1.5 billion Gen-
eral Fund) in 2003-04. These alternatives instead would have the state
finance these retirement operating costs over a number of years.

Issues for Legislative Consideration

Options for Exercising Control Over Compensation Reductions. The
Governor’s proposal has the administration leading the determination
of employee compensation reductions. Given the state’s fiscal condition,
we believe it is appropriate to consider reductions in employment costs.
But the Legislature need not defer to the administration in determining
or allocating the negotiated reductions. Specifically, the Legislature could
choose to exercise some control over the proposed reductions—such as
determining the desired level of cuts, establishing parameters for nego-
tiations, and ensuring adequate time for review of any reductions.

Retirement Proposal. We have two major concerns with the
Governor’s retirement proposal:

= Departure From Standard Use. Since 1993, more than two dozen
cities and counties in California have issued taxable pension ob-
ligation bonds to pay off the difference between retirement ben-
efit liabilities and existing resources. These local governments
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have relied on court interpretations that pension bonds exchange
the existing retirement debt obligation for the new bond obliga-
tion. The Governor’s proposal, however, is fundamentally dif-
ferent than these efforts in that the state would primarily be issu-
ing debt to pay for current operating costs. As a result, it is un-
clear to us if local government precedents would apply.

Incurring Debt for Operating Costs Is Il Advised. Incurring de-
cades worth of debt to avoid an annual operating expense as a
budget-balancing tool is poor fiscal policy. Consequently, we rec-
ommend that the Legislature reject these debt proposals.
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Addressing the
State’s Fiscal Problem

Asdiscussed in “Part I” of this volume, California faces an enormous
budget problem in 2003-04. To address this problem, the Governor’s bud-
get proposal includes deep spending cuts in most program areas; major
reductions in local government subventions; and a variety of other loans,
funding shifts, and borrowing. Our companion volume, the 2003-04 Analy-
sis, evaluates the spending proposal in detail.

Approaching the Budget Problem

In evaluating and deciding how to respond to the Governor’s overall
budget-balancing plan and individual proposals, the Legislature faces a
formidable challenge. It must first identify its own spending and revenue
priorities. It must then assess whether the Governor’s proposals in vari-
ous areas are consistent with its own priorities, and if they are not, what
other budget-balancing options it should consider.

In December 2001, we identified for the Legislature certain key bud-
get-balancing principles, strategies, and tools that it might wish to con-
sider in evaluating the Governor’s proposals and formulating its own
budget-balancing options. We continue to stress the need to:

= Undertake current-year actions to accompany the budget-year
solutions that will be adopted later, so as not to concentrate the
entire solution to the shortfall all in one year.

= Puteverything “on the table” when considering alternative bud-
get solutions, so as to neither overly rely on any one group of
solutions nor overlook others.
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= Recognize that a significant amount of ongoing solutions will be
needed to supplement the one-time ones if the state’s underlying
structural budget deficit is to be fully and comprehensively ad-
dressed.

We also have suggested the Legislature pursue such key strategies in
order to (1) decide on the relative roles of expenditure and revenue options
in dealing with the shortfall, (2) identify the appropriate contributions to
come from different program areas, and (3) decide the appropriate mix of
one-time versus ongoing solutions.

Overview of “Part V" Analysis

This part includes three pieces that are intended to assist the Legisla-
ture in addressing the state’s fiscal problem and developing its own re-
sponse and options to it. These three pieces deal with the following key
topics:

= The Governor’s $8.3 billion tax increase proposal and alternative
revenue-raising proposals to help address the problem.

e The budget’s realignment plan to shift roughly $8.2 billion of state
program responsibilities (primarily in health and social services)
to localities, and provide new tax revenues to support them.

= Alternative options for reducing state expenditures that the Legis-
lature may wish to consider in addition to, or as substitutes for, the
budget’s proposals.




THE GOVERNOR’'S TAX PROPOSAL:
EVALUATION AND ALTERNATIVES

What Are the Major Considerations for the Legislature in
Assessing the Governor’s Proposal to Increase Tax Rates,

And What Alternatives Should it Consider?

Summary

The 2003-04 Governor’s Budget proposes a major tax increase to
help address the budget shortfall by using these new revenues to fund
the realignment of various programs to local governments. The budget
proposes establishing new personal income tax (PIT) rates on high-in-
come taxpayers, increasing the sales and use tax (SUT) rate by 1 per-
cent, and raising the cigarette excise tax by $1.10 per pack. The pro-
posal is expected to result in additional revenues of $8.3 billion in
2003-04.

The administration’s revenue proposal raises numerous issues relat-
ing to the characteristics of the revenue sources that are slated for a rate
increase, as well as regarding the impacts of these tax proposals on the
state’s business and individual taxpayers. In order to assist the Legisla-
ture in its evaluation of this proposal, we suggest a number of criteria
upon which the assessment of the Governor’s plan should be based.

Based on these criteria, we discuss the various characteristics asso-
ciated with the three taxes, especially with respect to their growth and
volatility. In addition, we examine the impact of the tax increase proposal
on different categories of taxpayers in the state and on individual taxpay-
ers within them. Finally, given the importance of revenues to the Governor’s
realignment plan—and the budget as a whole—we also identify and dis-
cuss a number of other revenue options the Legislature may want to
consider in its deliberations.
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INTRODUCTION

As one of his solutions to the budget shortfall, the Governor proposes
a substantial tax increase. The tax proposal involves increasing the rates
on three major taxes—the SUT, the PIT, and the cigarette excise tax—and
earmarking the revenues resulting from these tax increases for the Enhanced
State and Local Realignment Fund (ESLRF). As noted in the realignment
discussion in this part, the ESLRF is to be used to provide funds for various
programs shifted to the local level as part of the budget’s realignment pro-
posal.

In the following discussion, we describe the Governor’s tax proposals
and their likely revenue impacts on the state. We consider the characteris-
tics of the affected taxes, and how these characteristics might affect their
suitability both as a partial solution to the overall budget problem, and as
sources of revenue for the Governor’s realignment proposal. We also in-
vestigate the impact of the tax proposals on individual taxpayers. Finally,
we identify various revenue alternatives to the above tax changes and com-
pare them to the Governor’s proposals.

WHAT IS THE TAX PROPOSAL?

The Governor’s tax proposal consists of three principal components:

= One Cent Increase in the SUT Rate. The 2003-04 Governor’s Budget
proposes to increase the statewide SUT rate by 1 cent, beginning
onlJuly 1, 2003. The increase would result in raising the SUT rate to
aminimum of 8.25 percent and to a maximum of 9.50 percent, de-
pending upon the county and the existence of any special tax dis-
tricts within it.

< New High-Income PIT Brackets. The Governor’s budget proposes
to establish new 10 percent and 11 percent PIT brackets for tax
years beginning in 2003. Currently, the top PIT rate is 9.3 percent.
The 10 percent rate would affect married taxpayers filing jointly
with annual taxable incomes between $272,230 and $544,460. The
11 percent bracket would affect joint filers with taxable annual
incomes in excess of $544,460. The applicable income thresholds
for single taxpayers would be one-half these amounts. The pro-
posal also increases the Alternative Minimum Tax rate from 7 per-
cent to 8.5 percent.

= Increase in the Cigarette Excise Tax. Under the 2003-04 plan, the
excise tax on cigarettes is proposed to increase by $1.10 per pack
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from the existing tax rate of 87 cents per pack. The cigarette tax
increase is scheduled to go into effect July 1, 2003.

The increase in the SUT rate and the cigarette excise tax rate are rela-
tively straightforward, since—in each case—they involve no change in the
nature of the tax base and utilize existing administrative procedures. Our
understanding is that the additional state administrative and taxpayer
compliance costs from (1) requiring registered sellers to collect an addi-
tional 1 cent of the SUT and (2) charging $1.10 more for cigarette tax indicia are
relatively minor. However, the PIT rate increase proposal is somewhat more
complex and involved, from both the state’s and the taxpayers’ perspectives.

Specifically, the PIT proposal would result in a new tax rate schedule
and require additional withholding schedules for certain taxpayers. The
PIT increase proposal would also require the Franchise Tax Board (FTB) to
separate PIT receipts resulting from the higher 10 percent and 11 percent
brackets from the PIT revenues resulting from the existing tax rates and
bracket structure. We discuss this issue further below, when we examine
the PIT proposal and consider various associated administrative issues.

Overall Impacts on Taxpayers. The Governor’s tax proposal would
have very different effects on California taxpayers, depending upon their
incomes and consumption patterns. For example, the PIT increase pro-
posal would have a direct impact only on a very limited number of high-
income taxpayers. The cigarette tax increase proposal would obviously
have a direct effect only on cigarette smokers. Only the proposed increase
in the SUT would have a broad-based direct impact on California taxpay-
ers. We discuss the impacts of the individual taxes later in this analysis.

Proposition 98 Considerations. In general, state tax increases imple-
mented in 2003-04 have the potential of raising the Proposition 98 mini-
mum funding guarantee for education. Because of this potential interac-
tion, an important issue related to the budget’s proposal is the extent to which
its new taxes would be available to address the state’s budget shortfall (through
realignment or some other means) versus how much would instead be re-
quired to go to added school funding (see shaded box, next page).

The administration’s view is that because counties and courts—not
the state—would receive the new tax revenues, they need not be included
in its calculations of the state’s Proposition 98 minimum funding guaran-
tee. Thus, the administration reflects these tax increases as special fund
revenues and excludes them from the Proposition 98 calculation.

Although the interaction with Proposition 98 is certainly a vital con-
sideration for the Legislature, we would also note that the realignment and
revenue proposals warrant consideration on the basis of their own merits
as well.
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New Taxes and Proposition 98

Proposition 98 guarantees a certain level of funding for K-14 edu-
cation. Given current law, we estimate that this minimum funding guar-
antee for 2003-04 is $44.1 billion. Should the Legislature wish to in-
crease General Fund taxes to help address the budget shortfall, we esti-
mate that education’s funding guarantee would grow by an amount
equal to about half of the new tax revenues. Put another way, only half
of the new taxes would go towards eliminating the budget gap.

The California Constitution allows the Legislature to suspend
Proposition 98 in an urgency bill other than the budget bill. Suspen-
sion allows the Legislature to fund K-14 education in an amount lower
than indicated by the Proposition 98 formulas. The Legislature, for ex-
ample, could fund education in 2003-04 at the same amount it would
have received in the absence of new taxes, or $44.1 billion.

Such a one-time suspension of Proposition 98 would not materi-
ally alter future state education funding obligations under Proposi-
tion 98 relative to what the state’s funding obligation would have been
without new taxes. Thus, it would allow the full amount of any new
General Fund taxes to be applied to addressing the budget problem.

Revenue Impacts of the Tax Proposal

The proposed tax increases for 2003-04 are estimated to result in total
revenues of $8.3 billion, with $8.2 billion to be used to fund the Governor’s
realignment program. (The remainder of the increase involves cigarette
taxes that would be used to compensate special funds for expected revenue
losses from consumption declines caused by cigarette tax increases.) Fig-
ure 1indicates the additional revenues estimated for the three taxes through
2005-06. As indicated in the figure, revenue stemming from the high-in-
come tax brackets is expected to decline in 2004-05. This is because in
2003-04—the first year affected by the PIT rate change—there is a one-time
“doubling up” of revenues, due to both higher payments for 2003 tax year
liabilities and increased withholding for 2004 tax year liabilities. Cigarette
taxes are also expected to decline in future years due to ongoing decreased
per capita consumption—a trend that has been occurring for some time.

LAQ’S EVALUATION OF THE TAX PROPOSAL

The Governor’s proposal to raise tax rates for three of the state’s exist-
ing revenue sources raises important issues regarding such factors as: the
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Figure 1
Revenue Effects of the Governor’s Tax Increase Proposal

2003-04 Through 2005-062
(In Billions)

2003-04 2004-05P  2005-06P

Sales and Use Tax

1 percent increase $4.6 $4.9 $5.2

Personal Income Tax

High-income brackets 2.6 1.8 2.0

Cigarette Excise Tax

$1.10 per pack increase® 1.2 1.1 1.0
Totals $8.3 $7.8 $8.2

2 Detail may not total due to rounding.
b LAO estimates based on Governor’s revenue forecast.

€ Includes backfill amounts for the provisions of Proposition 99, Proposition 10, and Breast Cancer
Fund legislation.

characteristics of the associated revenue streams, their effect on the state’s
economy, and their impact on the state’s taxpayers—both individually and
collectively. Some of the taxes’ characteristics are of heightened impor-
tance due to the fact that their increased revenues are proposed as realign-
ment revenues earmarked to fund particular programs.

In evaluating changes to the state’s tax system, there are a number of
commonly cited elements that the Legislature should consider. In very broad
terms, these elements relate to the efficiency, equity, revenue sufficiency,
and administrative qualities associated with the tax system. Given that the
Governor’s proposal involves increasing the rates for three particular taxes
and devoting the revenues raised to particular programs, there are certain
other specific characteristics that the Legislature should also consider in
evaluating the appropriateness of the revenue proposals. These character-
istics—which are incorporated in Figure 2 (see next page)—are of particu-
lar importance given the current budget challenge facing the state.

With these criteria in mind, we next discuss the specific individual
changes in taxes that the Governor has proposed.
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Figure 2

Essential Criteria for Evaluating
The Governor’s Tax Proposals

Growth Performance—Will the new tax revenues grow along with the
economy and/or the program responsibilities they are expected to fund?

Reliability and Volatility—Are new revenues raised by the taxes
relatively stable over time or are they excessively volatile and difficult to
predict?

Distributional Effects—Is the additional burden or “incidence” from the
increased taxes distributed among taxpayers in a manner that the
Legislature believes is appropriate?

Tax Administration—Are the new taxes simple to collect and
administer or do they add additional complexity to the existing
administrative structure?

Federal Interaction—Would the increased taxes be deductible for
federal purposes, allowing the state to “shift” some of the additional tax
burden to the federal government?

T Y Y Y A

Economic Climate—What effects are the proposed tax increases likely
to have on the business climate and overall economic activity?

SUT Proposal

Overall Performance of the SUT and Its Base—Relatively Steady

The performance of the SUT and taxable sales (the SUT’s primary determi-
nant) has been relatively steady, although on average, their growth has gener-
ally lagged that of the overall economy and been a bit more volatile.

Growth. Figure 3 shows the overall growth of taxable sales compared
to the state’s personal income for the period 1990 through 2003. The an-
nual average growth in taxable sales over this period was approximately
3.7 percent, compared with the overall growth rate in personal income
during the same period of roughly 4.6 percent annually.

The reasons for this discrepancy in the two growth rates are partially
related to the large increase in personal income that occurred in the late
1990s among high-income taxpayers. Increases in income—particularly
for these groups—do not necessarily translate fully into additional taxable
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Figure 3

Taxable Sales Growth—
Generally Steady But Less Than Personal Income
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consumption. For example, much of the additional earnings may be saved
or invested rather than used for current consumption. Furthermore, the
lower growth rate in taxable sales (and indirectly, the SUT) is also likely
related to some of the structural weaknesses in the tax base, as we discuss
below.

Volatility. Taxable sales exhibit moderate volatility, having fluctuated
abit more than personal income over the last decade. They have been less
volatile than some other tax bases upon which the state relies—for ex-
ample, taxable personal income and corporate profits. Figure 4 (see next
page) indicates annual percent changes in taxable sales over the last de-
cade or so and the corresponding changes that have occurred with respect
to personal income in California. As shown in the figure, taxable sales
oftentimes outperform the economy in an expansion period and under-
perform during periods of contraction.

Despite this particular quality, the structure of the SUT makes it some-
what more protected from economic variability in some circumstances than
it would otherwise be. This is because the SUT is composed of roughly two-
thirds retail sales and one-third business-to-business sales, a profile that
makes the tax somewhat protected in the event a decline in either con-
sumer spending or business investment alone occurs.
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Figure 4

Taxable Sales Can Be
A Bit More Volatile Than the Economy

Annual Percent Change in Taxable Sales and
California Personal Income
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The SUT Possesses Some Fundamental Weaknesses

Despite its overall steady growth and moderate volatility, taxable sales
do suffer from some basic weaknesses that could adversely affect the SUT’s
revenue performance in the medium to long term. These features are par-
ticularly important to the extent that revenues from the tax are used for
particular program financing rather than having such support come from
the General Fund at large, with its more diversified tax base. Specifically,
these structural issues are:

= Taxable Sales as a Percent of Personal Income. Taxable sales repre-
sented close to 50 percent of personal income in the mid-1980s, but
in more recent years the figure has declined to less than 40 percent.
Ongoing shifts in the economy towards services and the develop-
ment of new telecommunications technology suggest that addi-
tional changes in the tax base are possible. For example, alterna-
tive means of acquiring goods for consumption—such as through
the Internet—make it possible that the SUT base may continue to
erode. These new avenues of consumption make it easier for resi-
dents to (1) order from out-of-state businesses (who are not obli-
gated to collect the California SUT from the purchaser) and
(2) purchase nontaxed intangible goods as substitutes for the taxed




The Governor’s Tax Proposal 105

tangible versions. We examine these issues further in our writeup
on the Board of Equalization (BOE) in the Analysis.

< Narrow Base and High Tax Rate. As consumption patterns have
shifted over the years towards services and intangible goods, the
base of the SUT has narrowed relative to the economy in general
and consumption in particular. The trend among many states (in-
cluding California) to increase SUT rates may be at least partially
due to an effort to compensate for the reduced base. Higher rates
make the state more susceptible to cross-border sales and outright
tax evasion. Higher tax rates also cause disproportionate economic
distortions, due to consumption and investment decisions being
made on a tax basis rather than based on more fundamental eco-
nomic considerations.

How Would the Increase Affect Taxpayers?

Incidence of the SUT. How a tax—and the proposed increase in the
SUT in particular—affects taxpayers in the aggregate and individually is
one of the key questions that policymakers should consider with respect to
the Governor’s budget proposal. How the burden of a tax affects different
groups of taxpayers is referred to as the tax’s “incidence,” and is typically
measured in relation to the proportion of taxpayers’ income that goes to
paying the tax.

Most studies have shown that the SUT is a regressive tax—meaning
that the proportion of income used to pay the tax decreases as income
increases. (In contrast, progressive taxes show an increase in the tax as a
proportion of income as income increases.) Thus, economists have found
that lower income households pay a larger share of their income in sales
taxes than do higher income households.

California’s SUT does not levy the tax on food (which accounts for a
large share of consumption for low-income households). Even with this
substantial tax exemption, however, California’s SUT is considered to be
generally regressive. Some recent studies have found that the proportion of
income spent on taxable purchases ranges from something in excess of
40 percent for households with incomes of $30,000 or less to about 22 per-
cent for households with incomes greater than $100,000. Correspondingly,
the percent of income spent on the sales tax for these two groups is about
3 percentand 1.5 percent, respectively. Figure 5 (see next page) shows (us-
ing as a guideline the findings of past research) what typical taxpayers in
various income classifications would experience due to the change in the
SUT rate, given an average level of taxable purchases by each taxpayer.
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Figure 5

Effect of Proposed SUT Increase on Taxpayers
Varies by Income Level

Sales Tax Amount Sales Tax Increase

Household ~ Taxable Percent of
Income  Consumption® cCurrent®  Proposed® Amount Income

$25,000 $11,250 $889 $1,001 $113 0.45%
50,000 15,500 1,225 1,380 155 0.31
75,000 18,750 1,481 1,669 188 0.25

100,000 23,000 1,817 2,047 230 0.23

150,000 33,000 2,607 2,937 330 0.22

250,000 52,500 4,148 4,673 525 0.21

a Assumptions on taxable consumption adapted from “Estimating the Tax Burden in California,” Steven
Sheffrin and Marla Dresch, California Policy Seminar, 1995.

b Computed at the current statewide average rate of 7.9 percent.

¢ Computed at the proposed statewide average rate of 8.9 percent.

PIT Proposal

Growth In PIT Has Been Strong . ..

Overall PIT Growth. Since 1990, personal income in the state has grown
rapidly, especially at the higher end of the income spectrum. The annual
average growth in personal income in the state from 1990 to 2003 was
approximately 4.6 percent. By comparison, the state’s income from the PIT
has generally grown even more rapidly than overall growth in personal
income, largely due to the increased income at the high-end of the income
spectrum and the higher average marginal tax rate to which these taxpay-
ers’ income is subject. Accordingly, the annual growth in the PIT from
1990-91 through 2002-03 was 5.8 percent. Through 2000-01, the growth in
the PIT was significantly higher at over 10 percent, but revenues dropped
by over 25 percent in 2001-02.

High-Income PIT Growth. Between 1991 and 1995, California had
10 percent and 11 percent brackets in place similar to those proposed by
the Governor. Figure 6 indicates the actual revenue that was raised from
these higher income brackets during the fiscal years for which they were in
effect (1991-92 through 1995-96) and an estimate of the revenue that would
have been raised from these brackets had they continued to exist through
2002-03. The revenue that would have been associated with these high-
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income brackets grew considerably over the period—at an approximate
annual rate of 13 percent through 2000-01. However, revenues from the high-
income brackets would have declined significantly in the last two years, mak-
ing the annual growth rate over the entire period equal to 7.2 percent.

Figure 6
Actual and Estimated Revenue
From PIT High-Income Brackets
(In Millions)
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.. But Revenues Can Be Quite Volatile

Indicators of Volatility. The above growth rates obscure the significant
degree of annual fluctuation in revenues generated from these top PIT brack-
ets. Asshown in Figure 7 (see next page), over the entire period of the 1990s
high-income taxpayers experienced significant changes in personal in-
come relative to other taxpayers. For example, income increased by 28 per-
cent for high-income taxpayers in 1999, but by about 8 percent for all other
taxpayers. Similarly, in 2001, income associated with high-income taxpay-
ers dropped by over 22 percent compared to a decline of only slightly more
than 1 percent for all other taxpayers.

What Is Causing the Volatility? The reason for the volatility in the PIT
in general, and that for the PIT revenues from high-income taxpayers in
particular, are interrelated. First, there has been an increase in the concen-
tration of income at the upper end of the income spectrum over the last
decade, resulting in an increasingly larger proportion of the PIT being paid
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Figure 7
High-End Income Is Subject
To Considerable Volatility
Annual Percent Change in Income Reported
On California Tax Returns
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by taxpayers paying at the highest marginal tax rate. This, coupled with
the fact that these very taxpayers receive a large proportion of their income
from sources which are themselves quite variable, has led to the increased
volatility overall in this revenue source.

The greater volatility at the high end of the income spectrum is largely
the result of stock options and certain nonwage income received by this
group. Many components of nonwage income fluctuate enormously de-
pending upon economic conditions and taxpayer decisions. For instance,
those business profits that are taxed under the PIT tend to swing more than
most other forms of income. Similarly, capital gains—which comprised a
significant component of high-income taxpayers’ nonwage income in the
late 1990s—are subject to enormous and frequent swings. The volatility of
ordinary wage income compared to these more volatile other income sources
is shown in Figure 8.

Volatility Will Continue, But Could Lessen. Volatility is likely to be a
continuing characteristic of the PIT given the current structure of the tax.
Even with the market declines that have occurred, high levels of stock own-
ership—especially among high-income households—will continue, along
with compensation practices involving stock options. Thus, even in a nor-
mal market environment, individual company stock performance—along
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Figure 8

Stock Options and Nonwage Income—
Key Source of Revenue Fluctuations

Annual Percent Change in Income Reported on California Returns
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with employee behavior regarding stock options—will have unpredictable
impacts on the PIT. These factors, in conjunction with forces underlying
the continuing concentration of income in California, make it likely that
revenue fluctuations associated with the PIT—especially in the high-in-
come brackets—will continue.

Despite this characteristic, however, it seems likely that future PIT vola-
tility will not reach the extremes of the recent past. Given that the capital
gains and stock options gyrations of the last few years have been unparal-
leled in their magnitude, these fluctuations could prove to be historical
anomalies.

How Will Taxpayers Be Affected by the Proposal?

Creation of New Tax Schedule. The Governor’s tax proposal will result
in two additional brackets for high-income taxpayers. As noted earlier,
California previously imposed new brackets for high-income individuals
for the 1991 through 1995 income years, in response to the previous reces-
sion and accompanying budget crisis. The income earned by these taxpayers
is currently taxed at the marginal rate of 9.3 percent; however, the proposal
will result in a new tax schedule as shown in Figure 9 (see next page).
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Figure 9
Preliminary Tax Brackets—Current and Proposeda

Married Couples Filing Jointly

2003
If Taxable Income Is: Current Law Tax Liability Is:
But Not This Of The Amount
Over Over Amount And Over
$0 $11,925 $0 + 1.0% $0
11,925 28,266 119 + 2.0 11,925
28,266 44,612 446 + 4.0 28,266
44,612 61,929 1,100 + 6.0 44,612
61,929 78,267 2,139 + 8.0 61,929
78,267 and over 3,446 + 9.3 78,267
If Taxable Income Is: Proposed Law Tax Liability Is:
But Not This Of The Amount

Over Over Amount And Over
$0 $11,925 $0 + 1.0% $0
11,925 28,266 119 + 2.0 11,925
28,266 44,612 446 + 4.0 28,266
44,612 61,929 1,100 + 6.0 44,612
61,929 78,267 2,139 + 8.0 61,929
78,267 272,230 3,446 + 9.3 78,267
272,230 544,460 21,485 + 10.0 272,230
544,460 and over 48,708 + 11.0 544,460

& Based on 2002 tax rate schedule indexed by 2.2 percent.

Incidence of the Tax Increase. It has been estimated that the PIT rate
changes proposed will affect approximately 4 percent of all income tax
filers (and about 6.5 percent of those filers with a tax liability). The income
categories affected by the tax proposal have been responsible for roughly
two-thirds of all PIT liabilities in recent years. The change would result in
an increase in the share of the total state liability paid by taxpayers with
adjusted gross incomes (AGI) of more than $600,000 and declines in the
share of the total PIT paid by all other taxpayers. The percentage of the total
paid by taxpayers with AGls of $1 million or more would increase from
19 percent to 23 percent.

How Will Individual Taxpayers Be Affected? Figure 10 shows average
tax liabilities and the percentage change in them due to the proposal for
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each of five AGI classes. Taxpayers in the upper end of the income spec-
trum would face an average tax increase of 24 percent, or about $27,000,
while those in the lowest income class shown in the figure would experience
an average increase of only $2. We should also note that the tax increases are
also likely to affect a large number of businesses that file under the PIT, such as
partnerships, sole proprietorships, and Subchapter S corporations.

Figure 10

Some Taxpayers Would Experience
Large Increases in Liabilities

Average California PIT Liabilities by Adjusted Gross Income

Increase in
e ] o
Adjusted Average Liabilities Average Liabilities
Gross Income Current Law Proposed Law Actual Percent
Up to $200,000 $1,592 $1,594 $2 0.13%
$200,000 - $400,000 13,271 13,390 119 0.90
$400,000 - $600,000 27,366 28,317 951 3.48
$600,000 - $1,000,000 44,654 47,923 3,269 7.32
$1,000,000 and over 114,160 141,520 27,360 23.97

& state liabilities only. Does not incorporate effects of federal deductibility.

Under most circumstances, some of the increase in taxpayers’ state tax
liabilities is likely to be offset by reduced federal income taxes due to the
deductibility of state and local taxes for federal income tax purposes. For
example, as noted above, an average taxpayer with AGI of $1 million or
more would have an increased state liability of $27,360 under the Governor’s
proposal. That taxpayer s federal taxes, however, would decline by $10,561
(due to higher itemized deductions for state taxes). This deductibility fea-
ture would result in reducing the additional net taxes to $16,799. We dis-
cuss additional issues associated with deductibility below.

Cigarette Excise Tax Proposal

Cigarette Smoking Has Been Trending Down

Due to a variety of factors, the per capita consumption of cigarettes in
California has trended downward over the last 20 or so years. As shown in
Figure 11 (see next page), per capita cigarette consumption in the state has
declined from 124 packs annually in 1980-81, to an estimated 35 packs
annually in 2003-04. The number of packs consumed in California dropped
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from a peak of 2.9 billion in 1980-81 to an estimated 1.2 billion in 2002-03.
This drop occurred despite the fact that California’s population grew by
roughly 50 percent over the same period.

Figure 11
Cigarette Consumption Has Declined Steadily

Per Capita Consumption of Packs of Cigarettes
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Why Has Per Capita Smoking Fallen?

The main reasons for the over 70 percent decline in per capita con-
sumption are the following:

Overall health concerns associated with tobacco use.

Restrictions on smoking in workplaces and public areas.

Tobacco price increases associated with increased taxes or manu-
facturers’ cost increases.

Figure 11 indicates that if the adverse consumption effects of tax-in-
duced price increases were removed from the calculations, per capita ciga-
rette consumption would still have declined. These declines, primarily due
to smoking restrictions and health concerns, have averaged on the order of
3 percent per year.
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Tax Evasion Has Also Played a Role in the Decline

It should be noted that the data involving consumption are based on
actual sales of cigarette stamps sold for tax purposes. To the extent that
there has been increased evasion, however, there will be a discrepancy
between the apparent consumption, shown in the official tax data, and
actual consumption of tobacco products. That is, actual consumption will
be greater than that suggested by the data.

The effect of tax evasion (primarily smuggling and stamp counterfeit-
ing) has been of concern to states and federal regulatory agencies for some
time, but has increased in importance in recent years as many states and
the federal government have raised their cigarette excise taxes. Tax in-
creases—including those proposed by the administration—increase exist-
ing incentives to engage in tax evasion and cigarette smuggling activities,
leading to additional governmental revenue losses.

While the data on cigarette smuggling and tax evasion activity are
sketchy, the BOE puts the total annual state revenue loss due to tax evasion
at between $130 million and $260 million, a range that generally coincides
with state-by-state estimates reported by the General Accounting Office.
We examine revenue impacts and other issues associated with cigarette
tax evasion in our write-up regarding the BOE in the Analysis.

Downside Risks to the Revenue Estimate Exist

Given the above, the administration’s estimate of the revenue gain from
the cigarette tax increase proposal is subject to a number of risks and un-
certainties. One, of course, is that evasion could rise. Another involves
price effects. In terms of declines due to price increases (including those
arising from higher taxes), most studies have shown that consumption
declines by approximately 5 percent for every 10 percent increase in price.
These estimates of the consumption response to a price increase (known as
price elasticity of demand) have been based on situations where the per-
centage price increase has been relatively modest.

With larger price increases (such as those that would likely result from
the adoption of the Governor’s proposal), however, the established price-
consumption relationship may not hold. Thus, if there were a larger-than-
normal consumption decline due to a significant increase in price from the
proposal (assuming the tax is largely passed through to consumers), rev-
enues would be lower than estimated.

How Much Should Cigarettes Be Taxed?

In considering the Governor’s proposal, a related question that should
be addressed is: How much should the state tax cigarettes? This involves
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considering both the tax’s incidence and the social costs (or “externali-
ties’) associated with smoking.

Incidence of the Tax. In general, economists have concluded that the
cigarette excise tax is a regressive tax, in that it is largely borne by the
consumer, and imposes a greater burden on low-income individuals than
on high-income individuals. Research has indicated that cigarette expen-
ditures amount on average to over 3 percent of incomes in the bottom in-
come quartile but only 0.4 percent in the highest income quartile.

Social Costs. There is some divergence of opinion among economists
and tax analysts regarding the “appropriate” level of cigarette taxation. If
the appropriate level of taxation on cigarettes is an amount that basically
recovers the adverse external costs imposed on society by smokers (such as
increased health care costs), much of the existing research indicates that
the tax should be less than $1 per pack. However, these estimates have not
traditionally included such factors as (1) impacts of secondhand smoke on
nonsmokers and (2) adverse effects on infant birth weight of smoking by
pregnant women. Including these factors could justify cigarette taxes in
excess of $1 per pack according to some researchers. In addition, some
analysts have argued that—due to tobacco’s addictive qualities—there are
reasons beyond simply recovering social costs that justify additional taxation.

Will a Cigarette Tax Increase Hurt Tobacco Securitization?

The significant cigarette tax increases that have been recently proposed
in California and other states have undoubtedly had an adverse impact on
the interest rates and other terms of tobacco securitization bond sales across
the nation. Investor expectations about future tax increases are important
because (1) tobacco settlement receipts are the sole security for the tobacco
bonds; (2) under the terms of the 1998 agreement between the states and
cigarette companies, settlement payments are tied to national cigarette con-
sumption levels; and (3) consumption levels can be reduced by tax in-
creases imposed by states.

The expectation of future cigarette tax increases in California and other
states were incorporated within the terms of California’s first securitization
bond sale, which was completed in January 2003, and these expectations
will also affect the terms of the state’s second sale, currently planned for
later this spring. Once the bonds are sold, enactment of a tax increase
would have no further impact on the state’s ability to raise the planned
$4.5 billion in cash. However, higher taxes and reduced consumption levels
may affect (1) the amount of time it takes the state to retire the debt and (2) the
amount of interest the state will have to pay in the future to retire the bonds.
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Outside Influences on Cigarette Tax Revenues

The cigarette tax is susceptible to other influences that may affect its
performance as a governmental revenue source, over which state and local
governments have no control. First, as a regulated substance, cigarette sales
and consumption could be further restricted in a fashion that would lead
to additional reductions in smoking and reduced taxes. Second, additional
taxation at the federal level (or cost increases to manufacturers) would lead
to price increases for California smokers and a reduction in revenue, either
due to actual consumption declines or increased smuggling.

The Realignment Tax “Portfolio”

The Governor’s proposal is to devote the revenues from the above three
increased tax rates toward the funding of specific realigned programs. The
above examination of these increases indicates that the taxes exhibit very
different characteristics:

= The SUT has been a relatively stable but slow-growing tax, and
possesses certain structural weaknesses that may become increas-
ingly important.

= The PIT on high-income taxpayers can be very fast growing and
responsive, but is susceptible to volatility due to the fluctuating
incomes associated with many of these taxpayers.

= Cigarette excise taxes do not fluctuate much, but are levied on a
declining base that is susceptible to additional regulation and price
increases that could further erode the base.

Given these features associated with the individual taxes, two impor-
tant questions arise:

= First, what are the characteristics of the overall portfolio of these
three taxes combined?

= Second, are the characteristics of the overall realignment revenues
compatible with the new program responsibilities being shifted to
these localities?

Characteristics of the Revenue Portfolio

Based on a simulation using our economic and revenue projections,
we estimate that the realignment revenue portfolio would grow in the range
of 5.5 percent to 6 percent annually during the next five years. With respect
to volatility, the combined portfolio is obviously more stable than the PIT
alone, but still displays substantial swings. The data and our simulation
basically indicate that the other components of the tax package do not fully
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compensate for the significant swings in PIT revenue from the high-in-
come tax brackets.

Characteristics of the Realigned Programs

A major concern with the Governor’s realignment proposal is whether
the revenue stream that is proposed is one that can be reasonably assumed
to provide adequate revenue for funding the various program responsibili-
ties to be taken on by local governments. We estimate that the growth in
realignment revenues is potentially somewhat lower than overall growth
in the programs being shifted to local governments. This may constrain the
ability of local governments to fund programs in the future at the level they
would prefer. In addition, the tax portfolio has displayed significant vola-
tility in the past, and is likely to continue to manifest this characteristic in
the future. This may pose problems for local governments, which have
fewer tools to manage volatility than does the state. We discuss these is-
sues further in the companion piece in this part on realignment.

How Can a Potential “Mismatch” Be Addressed? In the case of the
state government, there is a large variety of revenue sources available and
considerable latitude in being able to adjust these sources to reflect expen-
diture choices. In the case of the Governor’s realignment proposal, how-
ever, local governments are likely to be somewhat limited in their expenditures
by the characteristics of the new revenue sources. Given this, it becomes im-
portant to develop a means to address possible funding shortfalls.

Other Tax Issues for Consideration

Tax Administration

The SUT. Since the increase in the SUT builds from the state’s existing
tax administrative system, there would not be any significant tax adminis-
tration issues associated with this portion of the tax proposal. In addition,
this tax revenue would be allocated to local governments based on state-
wide taxable sales, such that local government land use decisions would
not have an effect on the tax.

The Cigarette Tax. Although the proposed increase in the cigarette tax
also builds on an established system, there are already identified compli-
ance problems associated with the tax base. As discussed earlier, addi-
tional cigarette taxes are likely to worsen the existing compliance problem,
possibly requiring significant additional enforcement resources devoted
to preventing tax evasion.

The PIT. The PIT increase also raises administrative issues, particu-
larly with respect to allocating revenues from the high-income brackets to
the realignment programs. The proposal would require the FTB to separate
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PIT revenues generated by the 10 percent and 11 percent brackets from all
other PIT revenues. While the FTB has carried out such procedures for the
purposes of research and analysis, its existing methodology has not been
used prior to this date for the actual allocation of revenue, since all PIT
revenues have been devoted to the General Fund.

An additional concern is that actual data regarding PIT revenues are
not available when the budgets for the local governments receiving the
funds are adopted. In fact, actual tax data may not be available until 12 to
18 months after final PIT payments are due for the previous tax year. Thus,
for example, information regarding the 2002 tax year may not be available
until the middle of 2004. This time lag would require the use of estimates
for purposes of revenues flowing into the ESLRF. Reconciliation of the ac-
counts would then need to take place subsequently when data on actual
taxpayer returns are available.

Federal Interaction

Business Taxpayers. Under federal law, businesses can deduct all state
and local taxes from their federal returns as business expenses. This will
result in lowering their federal tax liabilities, and partially offset the state
tax increases.

Individual Taxpayers. The federal government allows the deduction of
certain state and local taxes from income for federal PIT purposes for those
taxpayers who itemize deductions. This reduces a taxpayer’s federal tax-
able income and associated federal tax liability. Among the California taxes
that taxpayers are generally allowed to deduct are state income taxes, real
property taxes, and the vehicle license fee (VLF).

Unlike many other types of state and local taxes, the SUT is not deduct-
ible for purposes of the federal PIT. Therefore, taxpayers would not be in
the position of being able to reduce their federal PIT due to the increase in
SUT taxes paid. This nondeductibility also applies to any excise tax, in-
cluding the cigarette tax.

For itemizing taxpayers, California’s PIT is deductible from income for
federal income tax purposes. As shown earlier, this can result in a reduc-
tion in federal taxes (when state taxes are raised) equal to the amount of the
state PIT change times the taxpayer’s federal marginal tax bracket—or
38.6 percent for high-income taxpayers. However, the full deduction may
not be available in many cases. In particular, the effects of the deduction are
lessened for some higher income taxpayers and completely eliminated for
others. This is due to two factors:

= The Phase Out of Deductions for High-Income Taxpayers. Current
federal tax law requires taxpayers with incomes above a certain
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dollar threshold to reduce certain of their itemized deductions—
including state taxes—by a scheduled percentage. For the 2003 tax
year, the preliminary phase out threshold is $139,500 for joint re-
turn and single taxpayers.

= The Alternative Minimum Tax (AMT) calculation. Under certain
conditions, the AMT is a tax that must be paid by taxpayers who
claim a large dollar amount of deductions (including state taxes),
exemptions, and other tax preference items in the determination of
their regular PIT liability.

As noted earlier, the addition of the high-income brackets is estimated
to raise $2.6 billion in 2003-04. Absent the above factors, federal deduct-
ibility would result in reduced federal tax liabilities of about $1 billion.
However, due to the above factors, we estimate that the reduction in federal
taxes will actually be about $550 million, resulting in a net tax increase to
high-income Californians of approximately $2 billion.

Economic Climate

In weighing various budget options—and the appropriate role of any
revenue increases—the Legislature should consider the effect that such
decisions can have on economic activity in the state and the state’s busi-
ness climate. While taxes can be a deciding factor for some firms, the level
of state taxation has not been identified in most studies as a major factor
that is considered by investors seeking to expand or relocate activities.
Typically, in fact, taxes are well down the list of considerations after such
major factors as access to markets, transportation availability, general in-
frastructure, and labor availability and productivity. Nevertheless, taxes
clearly enter into business and individual decisions with regard to their
location and investments. In addition, given the current subdued economic
conditions in the state, taxes may take on a heightened importance as busi-
nesses and individuals attempt to minimize their costs.

With respect to its economic environment, California is generally con-
sidered a high cost state in which to conduct business, as are most indus-
trial states. However, its overall tax burden relative to income is only slightly
above the average for all states and below that of many of the large indus-
trial states. On the other hand, California’s tax burden is generally higher
than in other western states. In addition, the state has other regulatory and
associated business costs that may be higher than in some states.

While the possible effects of any tax increases on California’s economic
climate should be considered carefully by the Legislature, this should oc-
cur with an awareness of the mix of public and private spending. Deci-
sions on the part of the Legislature to invest in infrastructure, education,
and other public goods have impacts on the well-being of the state and, in
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fact, are crucial to its economic performance. Given this, the Legislature
needs to carefully balance the role of state expenditure programs with the
effects of revenue increases that are needed to fund them. The goal should
be a balanced approach to public and private spending.

OTHER REVENUE OPTIONS

There are a number of other general approaches the Legislature could
consider in terms of revenue options, whether to fund realignment or more
directly address the budget shortfall. While the Governor’s proposals are
strictly limited to raising rates on existing taxes, there are a number of
alternatives the Legislature could consider, including broadening tax bases
and restricting certain tax programs. Figure 12 shows some of the general
alternatives that the Legislature could consider.

Figure 12

Additional Revenue Options for
Legislative Consideration

‘/ Personal Income Tax
« Tax surcharge of 5 percent for all taxpayers.
« Income limits on the dependent care credit.
< Reduction in the dependent exemption credit.
« Restriction of the mortgage interest deduction.

‘/ Business Taxes
« Suspension of selected business activity credits.
 Elimination of selected business investment credits.
 Restrictions on Subchapter S corporation treatment.

‘/ Sales and Use Tax
« Base broadening through taxation of selected services.

Various PIT Options

Tax Surcharge. One alternative to a PIT rate increase to the high-in-
come brackets would be to levy a tax surcharge on the before-credit tax
liability of all taxpayers. Such a tax surcharge, levied at a rate of 5 percent,
would result in additional revenues of approximately $1.5 billion annu-
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ally. This approach would keep the state’s basic existing rate structure in
place—and thus its distributional effects—by requiring all taxpayers to
pay an additional but proportionately similar amount. The approach also
avoids incorporating at least some of the revenue volatility that would
result from the proposed high-income brackets.

Tax Expenditure Programs. Other PIT options would involve reform-
ing or eliminating some of the tax expenditure programs (TEPS) currently
available to taxpayers. For example, the dependent care credit allows a
refundable credit equal to a specified percent (varying with income level)
of household and dependent care expenses incurred as necessary costs to
sustain employment. The credit is available to taxpayers with annual in-
comes of up to $100,000. Limiting the availability of the credit to those
earning $50,000 or less would result in additional revenues of $60 million
annually; eliminating the credit entirely would result in additional rev-
enues of $220 million in the budget year.

Other TEP changes that the Legislature might consider include:

= Dependent Exemption Credit. Through 1997, the dependent credit
exemption was equal to the personal exemption credit. As a com-
ponent of tax relief granted by the Legislature beginning in 1998,
the amount of the credit was expanded. For the 2002 tax year, the
dependent exemption credit is $251 (compared to $80 for the per-
sonal exemption credit). Returning the dependent exemption credit
to the level of the personal exemption credit would result in addi-
tional revenues of $895 million in the budget year.

= Restriction of Mortgage Interest Deduction. The mortgage interest
deduction is allowed for interest on mortgages up to a total of
$1 million on first and second homes. Restricting the deduction to
interest on mortgages up to $500,000 and first homes only would
result in additional revenues in the budget year of $220 million.

Selected Business Tax Alternatives

Businesses located in California are generally subject to a tax rate of
8.84 percent on income earned in the state. California also grants various
credits, deductions, and other tax provisions, usually in order to encour-
age additional business activity. These TEPs are available to businesses
through the corporation tax, the PIT, or the SUT, depending upon the struc-
ture and activity of the business. Suspending, eliminating, or limiting these
TEPs could result in additional revenues for the state. For example:

= Suspend Certain Business Activity Credits. The research and de-
velopment credit (RDC) is available to businesses which engage in
certain applied research activities and is equal to 15 percent of the
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gualified expenses associated with this activity. Temporarily sus-
pending the RDC for 2003 and 2004, would result in additional
revenue in the budget year of $770 million.

= Eliminate Certain Business Investment Credits. The manufactur-
ers’ investment credit (MIC) is an income tax credit equal to 6 per-
cent of the purchase costs of certain capital equipment. Investment
credits of this type have not been shown to be either particularly
effective or efficient at generating economic activity, as we indi-
cated in our October 2002 report, An Overview of the Manufacturers’
Investment Credit. Eliminating the MIC would result in approxi-
mately $400 million of additional revenues annually.

= Restrict Subchapter S Corporation Treatment. Subchapter S corpo-
rations are business entities that are allowed to “pass through”
their income for tax purposes to shareholders and are subject to a
minor corporation tax of 1.5 percent, rather than the 8.84 percent
rate paid by most other California corporations. While most S cor-
porations are small, there are a number of quite large ones as well.
Restricting the S corporation option to businesses with receipts of
less than $20 million would result in additional revenues of
$785 million in 2003-04. Restricting the option further to those with
receipts of less than $10 million would result in total additional
revenues in excess of $1 billion in 2003-04.

Expanding the SUT Base

As we discussed earlier, while the SUT has shown steady overall
growth, in the recent past it has generally lagged somewhat the overall
growth in the economy. One manner in which to address the revenue im-
plications of this is to broaden the tax base to include certain business or
personal services and intangible personal property. For example, levying
the SUT on certain entertainment activities—such as admissions fees, pri-
vate club memberships, and cable television—could result in additional
revenues in the mid-to-high hundreds of millions of dollars.

The Governor’s tax proposal is administratively more straightforward
than SUT base-broadening would be. The taxation of certain services could
add additional complexities to the tax system, which would likely extend
beyond a short transition period. For example, the taxation of some busi-
ness service purchases by firms with locations out-of-state would be diffi-
cult to enforce without the existence of an effective multistate compact or
similar institutional framework.
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CONCLUSION

The Governor’s tax proposal is just one of many options for changing
the state’s tax system and providing additional revenues to assist in ad-
dressing the budget problem in a manner that reflects the Legislature’s
priorities. If raising additional revenues is one of the broad approaches the
Legislature wishes to consider in dealing with the state’s budgetary short-
fall, the Legislature needs to address what its fundamental tax policy ob-
jectives are, and what types of tax changes are needed to most appropri-
ately achieve these objectives. The fiscal, economic, and distributional con-
sequences of these tax changes should be carefully examined and weighed
to determine whether they are consistent with the Legislature’s objectives
with respect to their effects on both the state’s finances and its individual
and business taxpayers.




REALIGNMENT AND THE
2003-04 BUDGET

What Role Could Realignment Play in Improving Service

Delivery and Addressing the State’s Budget Difficulties?

Summary

The centerpiece of the administration’s spending plan is a “realign-
ment” of 12 percent of state General Fund program obligations. Under
this plan, the state would increase taxes by a net of $8.2 billion and shift
this funding to counties and courts, along with a commensurate amount
of program obligations. Similar to state actions to implement its 1991
realignment plan, the administration does not include the new taxes in its
calculation of the minimum spending requirement for K-14 education un-
der Proposition 98.

Given the size and diversity of California, we think that realignment
of some state programs could improve program outcomes. For this rea-
son, we think realignment merits consideration by the Legislature—
regardless of its decisions regarding taxes or education funding.

To assist the Legislature in its review, we identify factors for the Leg-
islature to weigh in considering which programs would benefit from re-
alignment. Using these factors, we identify $9.1 billion in programs mer-
iting consideration: $5.1 billion of programs proposed by the administra-
tion and $4 billion of programs suggested by our office. Because of com-
plexities associated with realignment, however, we do not think that a full
$9.1 billion realignment plan could be “ready to go” by the start of the
fiscal year. Instead, some realignment changes would need to be phased
in over several years.

Given the requirements of the California Constitution and voter-ap-
proved measures, enacting realignment will require achieving a broad
consensus among many parties. Because realignment plans are difficult
to modify over time, we recommend the Legislature take a long-term
view in enacting program and funding changes.
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INTRODUCTION

When different levels of government share responsibility for a pro-
gram, deciding which government should control, pay for, and administer
the program is a complex, but critical, task. If these program responsibili-
ties are aligned sensibly, intergovernmental tension is minimized and pro-
gram managers can focus their efforts on improving program outcomes
and finding efficiencies.

The relationship between the State of California and its 58 counties
long has been complicated by tension arising from a poor “sorting out” of
many program duties. Typically, the state controls a program’s rules, but
counties administer the program, paying for it with a mixture of state and
county funds. Frequently, state and county governments disagree over the
efficacy and efficiency of state program requirements, the extent of county
administrative discretion, and the allocation of program costs.

The centerpiece of the Governor’s budget proposal is a major “realign-
ment” of program duties, similar to the plan enacted by the state in 1991. In
short, the Governor’s plan raises $8.3 billion in taxes, and shifts $7.9 bil-
lion to counties to implement increased program obligations, $300 million
to courts for security costs, and $100 million to other funds to compensate
for cigarette tax revenue losses. To enable counties to manage their in-
creased fiscal responsibilities, the administration proposes giving them
some increased authority over most realigned programs.

Because counties and courts—not the state—would receive the new
revenues, the administration indicates that the new revenues are not in-
cluded in its calculations of the state’s Proposition 98 minimum funding
guarantee. Thus, the administration counts the $8.2 billion realignment
package as part of its “budget solution.”

In our opinion, this proposed realignment, like California’s 1991 re-
alignment plan, has potential to improve the delivery of services. For this
reason, we believe realignment merits consideration regardless of the
Legislature’s decisions regarding new taxes or Proposition 98 spending.

Enacting any program realignment, however, would be very complex
and involve difficult trade-offs regarding state and county control. In addi-
tion, given the difficulties associated with modifying a realignment plan
after its enactment, the Legislature would need to develop a plan that could
withstand the test of time.

To assist the Legislature in its deliberations, this piece:

= Summarizes the administration’s proposal.
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= Discusses several overarching fiscal and policy considerations
related to realignment.

= ldentifies factors to weigh in considering which programs may be
appropriate to realign.

= Reviews the programs the administration proposed to realign—
and provides an initial list, totaling $9.1 billion, of programs we
believe merit legislative consideration.

OVERVIEW OF ADMINISTRATION PROPOSAL

What Program Changes Are Proposed?

The administration proposes to shift about 12 percent of state General
Fund spending obligations to counties and trial courts—and to fund these
programs from new realignment revenues.

County Changes. The realignment plan transfers to counties full—or
increased—funding responsibility for a variety of health, social services,
and child care programs, effective July 1, 2003. Along with this $7.9 billion
increase in county fiscal responsibilities, the administration indicates it would
support changes to increase county authority over most realigned programs.

Court Changes. The administration’s plan provides $300 million of
realignment revenues to replace state General Fund support for trial court
security. The administration indicates courts would be given increased
authority over court security decisions.

Figure 1 (see next page) displays the programs in the realignment plan,
along with the administration’s characterization of the extent of program
discretion it proposes be given to counties and the courts. In the chart, the
word “Full” identifies programs for which the administration envisions
transferring full program authority to counties or courts, including the
authority not to operate the program at all. “Partial” identifies programs
over which the administration proposes to give counties or courts some
additional discretion, such as the authority to change eligibility rules or
administrative practices. “Minimal” indicates that the administration en-
visions very limited changes to county or court program control.

What Taxes Would Support Realignment?

The administration proposes three tax increases to raise $8.3 billion in
new revenues: a one cent increase in the sales tax, new 10 percent and
11 percent tax brackets for the personal income tax, and a $1.10 per pack
increase in the excise tax on cigarettes. After compensating special funds
for expected revenue declines due to the cigarette price increase, $8.2 bil-
lion would be available for realignment.
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Figure 1
The Administration’s Realignment Plan

(Dollars in Millions)

Level of
County

Programs Cost Shift2 Discretion
Health Programs

Medi-Cal benefits $1,620P Minimal
Medi-Cal long-term care 1,400 Minimal
Substance abuse treatment programs and drug courts 230 Partial
Integrated Services for Homeless and

Children’s System of Care 75 Full

Public health 68¢ Partial

Subtotal ($3,393)
Social Services Programs

In-Home Supportive Services and administration $1,171 Partial
Child Welfare Services 610 Partial
CalWORKS (administration and services) 5474 Partial
Foster Care grants 460 Minimal
Foster Care administration 34 Partial
Food stamp administration 268 Partial
Adoptions Assistance 217 Minimal
Programs for immigrants 110 Full
Adult protective services 61 Full
Kin-GAP 19 Minimal

Subtotal ($3,497)

Child Care

Required child care matching payments $498 Partial
Discretionary child care 470¢ Full
Court Security $300 Partial

Total $8,154

a Represents 100 percent cost shift unless other wise noted (excluding federal funds).

b 15 percent cost shift to counties.

€ n addition, counties would receive $78 million in Proposition 99 and federal funds.

d 50 percent cost shift to counties.

e

In addition, counties would receive $63 million in additional realignment revenue and $863 million in
federal funds.

Detail may not total due to rounding.
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As discussed in the preceding piece, we estimate that over the next
several years the realignment revenue portfolio would likely grow in the
range of 5.5 percent to 6 percent annually. This rate of projected growth is
slightly lower than the 6.4 percent we estimate for the state’s General Fund
over the same period.

How Would the New Revenues Be Distributed?

Under the administration’s proposal, about $3 billion of the new rev-
enues would be set aside in a new statewide funding pool for county Medi-
Cal costs and $300 million of the funds raised from the sales tax increase
would be deposited in the state’s Trial Court Trust Fund. The remainder of
the realignment money, about $5 billion, would be allocated to counties as
asingle large block grant. In the first year of realignment, the administra-
tion proposes to allocate the $5 billion block grant to individual counties
based on existing program formulas. Because many existing program for-
mulas reflect dated distribution methodologies rather than current condi-
tions, the administration proposes that a working group comprised of the
Legislature, administration, and counties develop a new county block grant
formula for 2004-05 and thereafter.

Itis our understanding that counties would have the authority to allo-
cate the block grant funds to any realigned program, as local priorities
indicate. In the case of drug and alcohol programs, however, counties would
need to send a certain portion of its realignment funding back to the state to
have it counted as a state expenditure pursuant to a federal maintenance of
effort agreement. (We discuss this issue in more detail below.)

Finally, the administration indicates that the new realignment revenues
would not affect any element of the 1991 realignment. For programs re-
aligned in 1991 and 2003, therefore, counties would comply with separate
sets of funding and program provisions.

Does the Plan Affect Proposition 98?

The administration indicates that it did not include the realignment
revenues in its calculation of Proposition 98’s minimum funding guaran-
tee because the new realignment revenues are allocated to counties and the
courts, not the state. Were these revenues included in the calculation, we
estimate it would raise the state’s minimum funding level for schools by
about $3.5 billion.

The administration also indicates that it “rebenched,” or lowered its
estimate of 2003-04 Proposition 98 support, by $880 million to reflect the
transfer of child care responsibilities from the State Department of Educa-
tion (SDE) to counties.
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The administration indicates that it is evaluating whether legislation
is needed to suspend Proposition 98 if a court were to rule that the realign-
ment revenues must be included in the minimum funding calculation. (The
1991 realignment legislation included such a conditional suspension of
Proposition 98.) The administration is also evaluating options to reduce
the likelihood of a challenge to the rebenching of Proposition 98.

OVERARCHING CONSIDERATIONS

Before reviewing the individual components of the administration’s
realignment plan, we recommend that the Legislature consider several
matters relating to the realignment package as a whole. Figure 2 summa-
rizes these considerations, which we discuss separately below.

Figure 2
Overarching Considerations Relating to Realignment

‘/ Realigning Some State-County Programs Makes Sense
‘/ Programs, Not Taxes, Should Be the Focus of Realignment
‘/ Realignment Plans Are Not Easily Changed

‘/ Counties Will Need Control Over Realigned Programs

‘/ Roughly Match Revenues and Expenditures

‘/ Details Matter in Designing the Structure of Realignment

‘/ Achieving General Consensus Will Be Critical

Realigning Some State-County Programs Makes Sense

In a state as large and diverse as California, it is difficult to establish
statewide program rules, while at the same time promoting program inno-
vation, efficiency, and responsiveness to local conditions. Typically, state
laws and regulations strive for uniformity in county actions and compli-
ance with minimum state standards. While this emphasis on “sameness”
is appropriate for programs of great statewide concern, for other programs
itis an impediment to county program collaboration and innovation.
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Achieving good program outcomes in many health and human service
programs, for example, requires county agencies to work across policy ar-
eas and to experiment with different approaches. Helping a homeless fam-
ily, for example, often requires services in addition to housing assistance,
such as mental health, drug or alcohol treatment, employment services,
child care, and/or income assistance under California Work and Opportu-
nity to Kids (CalWORKS). When each of these programs is operated in
isolation, in compliance with extensive state rules, the total benefit may be
less than if the county structured the programs to work collaboratively.

The administration’s realignment plan provides the Legislature with
an opportunity to “re-sort” state-county program responsibilities and con-
sider which programs need statewide control and which could benefit
from devolution to counties. The lesson California learned from the 1991
realignment is that counties, given the dependability of a dedicated fund-
ing stream and freed from centralized regulation, can achieve noteworthy
program results.

Programs, Not Taxes, Should Be the Focus of Realignment

As discussed above, realignment, implemented correctly, can improve
the management and delivery of important programs. For this reason, we
believe the Legislature’s decision to realign a program should focus on
program policy objectives and interest in increasing local control—not sim-
ply on raising revenues.

To that end, we recommend that the Legislature begin its work by iden-
tifying programs that would benefit from realignment. Should the Legisla-
ture determine that it wishes to raise more revenues than it wishes to re-
align programs, we recommend the Legislature avoid adding programs to
the realignment package that are inconsistent with the concept of realign-
ment—or programs over which the Legislature is unwilling to grant coun-
ties greater control.

If the Legislature wishes to raise more revenues than is needed to fi-
nance its realignment plan, but is concerned about interactions with Propo-
sition 98, we note that the Legislature has other options. As we discuss in
the “Education” chapter of the Analysis, for example, the Legislature could
enact additional revenues, allow the money to count towards Proposi-
tion 98, but suspend the minimum guarantee. Such a one-time suspension
of Proposition 98 would have about the same long-term impact on school
spending as enacting the realignment plan proposed by the administration.

Alternatively, should the Legislature wish to enact realignment with-
out increasing taxes, the Legislature could earmark a portion of existing
state revenues as the dedicated revenues for realignment.
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Realignment Plans Are Not Easily Changed

Realignment plans are not easily amenable to future legislative or ad-
ministrative change. Under the administration’s realignment proposal (as
well as the 1991 realignment), counties assume a series of program obliga-
tions and commit to pay for them with revenues from a dedicated tax base.
Developing the realignment package requires extensive legislative work
and negotiations with many parties. As discussed further below, the re-
alignment plan likely will be “backed up” by legislative provisions re-
ferred to as “poison pills” which safeguard the state’s fiscal interests if
elements of the realignment are successfully challenged in court.

The net result of these elements is that future changes to the realign-
ment program and tax “package” become exceedingly complicated to
change. We note, for example, that very few provisions of the 1991 realign-
ment plan have been modified over the last 12 years. In contrast with many
other state-local program and funding relationships, the basic structure of
the 1991 realignment plan has remained constant. Before enacting a re-
alignment plan, therefore, the Legislature should have a high degree of
comfort with the program changes and revenue base.

Counties Need Control Over Realigned Programs

The concept of realignment is to focus accountability by placing—to
the greatest extent possible—program control, funding responsibility, and
administration at the same level of government. Transferring funding re-
sponsibility to counties, therefore, is only the first step. Counties also need
authority over the realigned programs.

Counties need program authority so that they may modify their pro-
grams to meet the highest needs in their community and facilitate innova-
tive approaches and collaboration. Counties also need authority so that
they can respond to the inevitable fluctuations in realignment revenues—
as well as any long-term gap between realignment revenue growth and
program demands. Just as the Legislature annually reviews program re-
quirements and expenditures in light of the state’s fiscal fortunes, counties
would need authority to adjust program requirements and expenditures to
reflect changes in realignment revenues. In fact, counties may have greater
need for such authority because counties have less ability to increase taxes
to pay for the programs.

Roughly Match Revenues and Expenditure Expectations

In determining a revenue base for the realignment programs, the Legis-
lature should roughly match the revenue base’s projected growth rate with
projections for overall long-term program spending. This does not mean
there must be a “perfect” match between revenues and expenditures, but
that the revenue base should grow at about the same rate as program costs.




Realignment and the 2003-04 Budget 131

Our review indicates that, over time, the administration’s proposal
could result in a contraction of spending for some programs. Specifically,
we project that, as currently administered, the cost of the programs pro-
posed for realignment by the administration would grow at about 7 per-
cent to 8 percent annually over the next several years, while realignment
revenues likely will increase by 5.5 percent to 6 percent annually. Thus,
unless counties used their increased program authority to reduce program
costs, or supplementary state or local revenues were added to realignment,
funding for some realignment programs may be constrained over time.
Alternatively, the Legislature, in reviewing the Governor’s proposal, may de-
cide that it would prefer a different mix of revenue sources, a mix which more
closely tracks to the projected expenditure growth of the realigned programs.

Details Matter in Designing Structure of Realignment

In addition to selecting programs suitable for realignment, the Legisla-
ture will need to develop an appropriate structure for the realignment pack-
age. Details of this structure are key to the success of the realignment pro-
gram and, given the difficulties in enacting future realignment changes,
should be considered carefully.

Several components of the realignment structure are particularly im-
portant:

= Implementation Timing. From a practical standpoint, it may not be
possible to fully implement all realignment changes overnight.
Thus, in developing the realignment plan, the Legislature should
be cognizant of the possibility that the state may not realize a full
year’s fiscal benefit for each program change.

= Revenue Allocation. Currently, many program-funding formulas
do not reflect present-day county conditions and needs. The Legis-
lature should consider the extent to which it wishes to minimize
program disruptions by maintaining these formulas—versus giv-
ing all counties a more comparable funding base.

= County Fiscal Authority. Under the administration’s proposal,
counties would have significant fiscal authority over programs
included in the block grant. To the extent that the Legislature wishes
to guarantee funding for a program, or group of programs, the Leg-
islature could limit county fiscal authority by placing some re-
alignment resources into different program funding “pools.” In
considering such limitations to county fiscal authority, the Legis-
lature should balance the state’s need to control program funding
with the county need for fiscal authority to: manage increased pro-
gram obligations, foster program collaboration, and respond to
community preferences. Finally, the Legislature may wish to con-
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sider giving counties increased revenue raising authority so that
they could supplement the realignment revenues, if desired.

< Realignment Reserve. Given the volatility associated with the pro-
posed realignment funding portfolio, a realignment reserve may
be appropriate to minimize the adverse impact of revenue down-
turns on the realigned programs.

= Performance Measurement. Given the state’s ongoing interest in
many of the programs proposed for realignment, the Legislature
should consider how it will monitor future county program per-
formance and, if necessary, ensure that counties and the state com-
ply with federal requirements.

= Integration With 1991 Realignment. To increase accountability to
the public and decrease the administrative complexity of the pro-
posed 2003 realignment plan, the Legislature should consider what
changes are needed to integrate California’s two state-county re-
alignment plans.

Achieving General Consensus Will be Critical

California’s Constitution and statutory measures approved by the
state’s voters contain provisions that constrain the Legislature’s authority
to modify state and local government responsibilities and revenues: Proposi-
tion 98, the mandate provision of Proposition 4, Proposition 36, and others.

In 1991, the Legislature’s realignment plan sidestepped some of these
provisions through the enactment of four legislative provisions referred to
as “poison pills.” For example, one of these poison pill provisions sus-
pends Proposition 98 if a court rules that the 1991 realignment revenues
must be counted towards the Proposition 98 minimum funding guarantee.
Another provision renders the entire realignment plan inoperative if a court
rules that its provisions are a state-reimbursable mandate under Proposi-
tion 4. These poison pill provisions continue to this day, placing the 1991
realignment plan and the delivery of important programs at some risk. To
a large extent, therefore, the 1991 realignment plan survives because the
various parties involved with realignment think its end results are supe-
rior to the alternatives.

Our review indicates that the administration’s 2003 realignment plan
probably would require at least as many poison pill provisions asin 1991.
Before enacting realignment, therefore, the Legislature, administration,
counties, education community, and other key parties should achieve gen-
eral consensus that realignment is a reasonable approach. Absent this con-
sensus, the various requirements in the State Constitution and voter-ap-
proved initiatives may prove to be too great of an obstacle to overcome.
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WHAT FACTORS SHOULD THE LEGISLATURE WEIGH
IN ASSIGNING PROGRAM RESPONSIBILITIES?

Much of the work involved in developing a realignment plan is “sort-
ing out” which level of government should have program authority and
funding responsibilities over different programs. As we have discussed in
previous publications, government accountability is enhanced when resi-
dents know which level of government is responsible for different pro-
grams, and efficiency is enhanced when the level of government that pays
the bill sets the program requirements. Thus, as the Legislature reconsiders
state and county program responsibilities, we recommend that, whenever
possible, asingle level of government pay for a program and have author-
ity over its design and implementation.

Given this, which programs should the state control and which should
counties control? There is no “right” answer to this question. To assist the
Legislature in its decision making, we highlight several factors, summa-
rized in Figure 3 (see next page), for the Legislature to weigh as it reviews
the assignment of program responsibilities.

Which Programs Should the State Control? As Figure 3 indicates, state
control of programs makes sense under certain circumstances. If statewide
uniformity is vital because service level variation would impede the achieve-
ment of overriding state objectives or create incentives for people to move
across county borders, state control of a program makes sense. In addition,
state control is appropriate for programs where the costs or benefits of a
program are not restricted geographically, and thus individual counties
might underinvest in a program because the county does not see the full
impact of its actions. Finally, state control over income support programs
makes sense, because it allows the redistribution of income to reflect the
resources of the entire state, as opposed to the resources of a specific county.

Which Programs Should Counties Control? County control over pro-
grams offers different advantages. Counties have greater ability to adjust
programs to meet the needs of their communities and experiment to deter-
mine which efforts improve program outcomes. Because county depart-
ments are smaller than state agencies, it is easier for counties to develop
programs involving multiple program specialties. Finally, when budget
constraints are significant, counties are in a better position to discern what
works in their community and preserve the activities yielding the best out-
comes. Thus, when program innovation, responsiveness to community
interests, and efficiency is critical, we recommend the Legislature consider
assigning the program to counties.
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Figure 3

Factors to Weigh in Assigning Program Responsibilities

\/ Programs where statewide uniformity is vital, where statewide
benefits are the overriding concern, or where the primary purpose of
the program is income redistribution—usually are more effectively
controlled and funded by the state.

« Reduces inappropriate service level variation.

« Focuses state attention on programs integral to state goals.

« Allows income support programs to reflect the resources of the state—
not a single county.

\/ Programs where innovation, responsiveness to community interests,
and efficiency are paramount—usually are more effectively
controlled by local governments.

« Facilitates citizen access to the decision-making process and
encourages experimentation.

« Allows community standards and priorities to influence allocation of
scarce resources.

\/ Coordination of closely linked programs is facilitated when all
programs are controlled and funded by one level of government,
usually local government.

« Increases attention to programmatic outcomes.
« Reduces incentives for cost shifting among programs.

\/ If state and local governments share a program'’s costs, the state’s
share should reflect its level of program control. If the costs of
closely linked programs are shared, the cost sharing arrangements
should be similar across programs.

* Increases accountability to the public.

* Promotes efficiency in expenditures and discourages inappropriate cost
shifting.

What About Programs That Are Closely Linked to Another? From a
practical standpoint, many California programs are linked to others. Some-
times one person, or family, receives services under multiple programs si-
multaneously (such as mental health and drug or alcohol treatment ser-
vices) or in succession (such as child welfare services, foster care, and
adoptions), with some of the programs being “preventive” in nature and
others oriented towards responding to acute problems. When assigning
program responsibilities, it is important for the Legislature to acknowl-
edge these program linkages because fostering collaboration among pro-
gram administrators will facilitate successful program outcomes. Given
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the scale of California state government, usually counties are in a better
position to manage these programs. By keeping closely linked programs
“under the same roof,” the government controlling the programs can make
sure that different program efforts are coordinated—and have the appro-
priate incentives to invest in programs that focus on prevention.

What About Sharing Responsibilities for Programs? Sometimes, because
of federal laws, overriding state concerns, or other factors, it is not practical
for the Legislature to assign full program control and funding responsibil-
ity to a single level of government. In this case, the state may wish to de-
velop a hybrid system of program control and funding responsibility. If the
Legislature assigns funding and program responsibilities to multiple lev-
els of government, we recommend that the Legislature ensure that the state’s
share of cost is reflective of its degree of program control. As ageneral rule,
we believe that the greater the program control a level of government has, the
greater its fiscal share should be. Making sure that the state pays a share
reflective of its degree of program control serves as an important check on the
state as it contemplates future program changes with fiscal implications.

PROGRAMS TO REALIGN:
AN INITIAL LAO ASSESSMENT

Using the factors discussed above, we reviewed the programs the ad-
ministration proposed for realignment, as well as programs not included
in the administration’s plan. In undertaking this review, we focused pri-
marily on whether a program was a good “fit” with the concept of realign-
ment. For example, we examined whether a transfer to counties of program
and funding responsibilities might yield better outcomes—or whether it
would impede achievement of overall state objectives. The purpose of our
review, therefore, was not to develop a definitive recommendation as to
whether the Legislature “should” realign a program, but to identify programs
that show the greatest potential for improvement under realignment.

From this review, we identified programs, totaling $9.1 billion, which
appear to be good candidates for realigning to county control. These pro-
grams are listed in Figure 4 (see next page), along with page numbers de-
noting where our discussion of each program begins. As shown in Fig-
ure 4, we recommend the Legislature consider for realignment $5.1 billion
of programs from the administration’s plan and $4 billion of additional
programs. In considering the list of programs in Figure 4, however, it is
important to note that we do not believe that all these proposed changes
could be implemented by the start of the fiscal year. Figure 4 denotes the
programs where we think the program changes are so significant that fu-
ture-year implementation would be necessary.
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Figure 4

Developing a 2003 Realignment Plan:
Which Programs Should Be on the
Legislature’s List for Consideration?

(In Millions)
LAO
Recommendation Page
Program Consider Remove Discussed

Health Programs—Administration's Plan

Medi-Cal benefits —
Medi-Cal long-term care $1,4002
Public health 68
Integrated Services for Homeless and

Children's System of Care 75
Substance abuse treatment programs and drug courts 230
Additional Programs—Suggested by LAO
50 percent county share of Medi-Cal administration $304
Other long-term care programs 2102
Battered Women's Shelter Program 24
EPSDT 381
Mental health managed care 213
Other mental health 39
Social Services Programs—Administration's Plan
Child Welfare Services $610
Foster Care grants and administration 494
Adoptions assistance 217
Adult protective services 61
Kin-GAP 19
CalWORKs (administration and services) 547
Food Stamp administration 134
In-Home Supportive Services and administration 275

Programs for Immigrants —
Additional Programs—Suggested by LAO

Adoptions Program $41
25 percent county share of CalWORKSs grants 750
25 percent county share of automation projects 42

$1,620
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LAO
Recommendation
Page
Program Consider Remove Discussed
Child Care—Administration’s Plan $968 — 149
Criminal Justice-Administration’s Plan
Court security — $300 150
Additional Programs—Suggested by LAO
Juvenile Justice $337 — 151
Adult Parole 435 — 151
Adult Parole-Return to Custody 807 — 151
COPS 116 — 151
Juvenile Justice Challenge Grants 116 — 151
13 Amended MandatesP—Suggested by LAO 140 — 152
Totals $9,053 $3,060
Administration $5,098 $3,060
LAO 3,955 —
a This program shift could not be implemented in 2003-04.
b No funding is provided in Governor's 2003-04 budget, but spending obligation is a constitutional requirement.

In beginning the Legislature’s review of realignment, we recommend
the Legislature focus its efforts on the programs shown in the consider
column of Figure 4. Over the coming weeks, we will continue to examine
state-county programs and may be able to identify additional programs for
legislative consideration. Given the short time since the release of the
administration’s realignment plan, and the conceptual nature of our re-
view, we are not certain whether unknown factors—such as federal regu-
latory requirements—might limit the Legislature’s ability to realign some
of the programs in Figure 4. To the extent that we are aware of significant
issues limiting the Legislature’s ability to realign a program, however, we
discuss them in the write-ups below.

Finally, in our program write-ups, we identify some of the areas where
the Legislature would need to increase county program authority and flexibil-
ity. Aswe have discussed throughout this document, however, counties would
need significant authority for all programs in the realignment package.

Health Programs

The Governor’s budget summary indicates that the realignment plan
shifts $3.4 billion of health program costs from the state to counties. If the
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Legislature enacted the administration’s provider rate and other budget
cuts, however, the proposed health program shift to counties would total
$2.9 billion. Regardless of the total amount shifted, as shown in Figure 1,
the administration’s plan gives counties “full” or “partial” program con-
trol over about $375 million of the realigned health programs. Thus, the
administration’s plan gives counties major fiscal responsibility without
the program authority to manage the vast majority of these costs.

As we discuss below, we think that—with modifications—a substantial
portion of the health programs in the administration’s plan would be appro-
priate to realign. In our discussion below, we also identify additional pro-
grams (totaling about $1.2 billion) meriting consideration for realignment.

Medi-Cal Administration, Not Benefits, Suited for Realignment

The administration’s realignment plan shifts to counties a 15 percent
share of costs for Medi-Cal medical benefits, or $1.3 billion to $1.6 billion,
depending on the Legislature’s actions regarding the administration’s
budget reduction proposals. (The $1.6 billion amount shown in our figures
reflects the amount shown in the Governor’s Budget Summary.) The esti-
mated Medi-Cal cost for all counties would be taken “off the top” of the
new realignment revenues and placed into a single statewide health care
cost pool. The state, in turn, would use this revenue pool to pay Medi-Cal
benefit costs, without reference to the county in which the Medi-Cal cost was
incurred. Individual counties, therefore, would not realize any direct advan-
tage or cost from changes in their residents’ utilization of Medi-Cal services.

As shown in Figure 4, we recommend the Legislature remove Medi-
Cal benefits from the list of programs to be considered for realignment
because federal law requires that this program be provided uniformly across
the state and because counties have little ability to affect long-term Medi-
Cal benefit costs. Federal and state governments establish eligibility re-
quirements for this program, what services will be provided, and how much
will be paid to health care service providers. For these reasons, we see little
program or fiscal benefit to assigning counties a share of the cost for medi-
cal services provided under this program.

Consider Establishing a Medi-Cal Administrative Cost Share. Although
counties have little control over the costs of Medi-Cal benefits, county deci-
sion-making and collective bargaining affect the costs of Medi-Cal eligibil-
ity determinations. Under current law, however, counties do not pay a share
of costs associated with county employees screening applicants for Medi-
Cal eligibility. Thus, counties do not face an incentive to minimize these
administrative costs. To align county and state fiscal interests in minimiz-
ing the administrative cost of this program, we propose that the Legisla-
ture consider a county share of costs for Medi-Cal eligibility determina-
tions. Such a cost arrangement would be consistent with current require-
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ments for the CalWORKSs and Food Stamps programs. In determining the
level of costs to be shared, it is important to note that county Medi-Cal
eligibility workers frequently screen individuals and families for other pro-
grams, such as CalWORKSs and Food Stamps. Establishing a similar state-
county administrative cost share for these programs would reduce any
incentive for inappropriately cost shifting among programs. As we note
under our CalWORKSs discussion, we think an administrative cost-shar-
ing ratio for these programs of up to 50 percent would be appropriate,
given the extent of county control over these program costs.

Alternative Long-Term Care Proposal Merits Consideration

Under current law, the state and federal government share the cost of
providing nursing home care for Medi-Cal recipients. The administration’s
realignment plan shifts to counties 100 percent of the state’s cost for Medi-
Cal long-term care: $1.1 billion to $1.4 billion annually. (The amount of the
shift depends on the Legislature’s actions regarding the administration’s
budget reduction proposals. The dollar amount shown in our figure re-
flects the amount shown in the administration’s budget summary.) Similar
to the administration’s Medi-Cal services proposal, funding for nursing
homes would be taken “off the top” of the new realignment revenues and
placed into a single statewide cost pool.

Our review indicates that counties would have few tools to manage
this major new funding responsibility. Specifically, counties would not
have authority over the major factors driving Medi-Cal long-term care costs:
provider reimbursement rates, program eligibility, or the decision to place
Medi-Cal recipients into nursing homes. Moreover, the Governor’s pro-
posal would not address the serious fragmentation and lack of coordina-
tion that now exists for long-term care in which multiple agencies operate
multiple programs with no real system in place.

Accordingly, we do not recommend the Legislature approve the pro-
gram shift as proposed for the budget year. We find, however, that the state’s
long-term care delivery system would benefit greatly by county coordina-
tion and control. Thus, we recommend the Legislature transform the
administration’s proposal into a plan that phases-in over a longer period
an integrated system of long-term care, managed by counties. Such a sys-
tem, described below, would be similar to current county responsibilities
for mental health services.

An Alternative Approach to Realignment of Long-Term Care. Under
our modified realignment concept, commencing in two to three years coun-
ties would fund and manage a range of programs and services associated
with long-term care. Thus, counties would manage the shift of Medi-Cal
patients, when medically appropriate, from expensive acute care hospital
beds to lower levels of care. Counties also would coordinate additional
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support services needed to care for Medi-Cal beneficiaries in the commu-
nity and thus in some cases avoid inappropriate and costly institutional-
ization in nursing homes.

Developing such a major realignment of long-term care responsibility
would be complex, and pilot projects to implement similar changes have
encountered significant delays. Accordingly, we do not believe that the
transfer of authority over long-term care programs could be implemented
immediately. For this reason, we suggest the Legislature consider the fol-
lowing approach:

= Enact provisions directing that a realignment of both funding and
responsibilities for long-term care programs to individual coun-
ties be phased-in on a timetable that is practical and feasible, per-
haps two to three years. The state would work with counties dur-
ing the intervening period to ensure a smooth transition to an inte-
grated system of long-term care.

= Phase-in the realignment of additional long-term care programs
(totaling $210 million) to the realignment package during the same
timeframe: adult day health care (with a proposed 2003-04 budget
of $152.6 million from the General Fund), Program of All-Inclusive
Care for the Elderly ($35.3 million), and Multipurpose Senior Ser-
vices Program ($22.3 million).

Realignment of Public Health Programs Generally Sound

The administration’s realignment plan shifts to counties the fiscal and
program responsibility for various maternal and child health, primary and
rural health care, and county health grant programs. To offset these pro-
gram costs, the county block grant includes $68 million in realignment
revenues. In addition, counties would receive $78 million in additional
Proposition 99 revenues and some related federal funding.

Public health programs, including indigent care for poor individuals
not qualified for enrollment in Medi-Cal, were a major component of the
1991 realignment plan. The proposed shift of additional health “safety
net” programs would increase county ability to develop innovative ap-
proaches for the provision of public health care services and meet specific
health needs in their communities. Moving away from a structure where
related public health programs receive separate categorical funding gives
counties greater ability to coordinate services. For these reasons, we recom-
mend the Legislature consider for realignment in 2003 all safety net pro-
grams proposed by the administration, as well as funding for a related
program excluded from the administration’s plan: the battered women’s
shelter program ($24 million General Fund proposed for 2003-04).
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Finally, although we believe the administration’s public health pro-
posal makes sense, we note that currently there are restrictions on the use
of Proposition 99 and federal funds. The administration’s plan consoli-
dates realignment funding into a single fund and gives counties flexibility
to shift revenues in accordance with local priorities. The public health
component of this plan, however, includes special funds collected under
Proposition 99 (a voter-approved initiative that increased tobacco-related
taxes) that must be used for specific purposes. Similarly, federal laws may
limit the state’s ability to shift Title V federal funds to county use.

Additional Mental Health Programs Merit Realignment

The administration’s realignment plan shifts to counties two discre-
tionary mental health grant programs totaling $75 million: (1) the Inte-
grated Services for the Homeless, which helps transition homeless indi-
viduals into recovery and stability in the community, and (2) the Children’s
System of Care, which funds programs designed to provide a continuum of
care for mental health programs for children.

Our review of the mental health programs realigned in 1991 indicates
that counties used their increased program and fiscal authority to improve
the overall delivery of mental health services. Given the similarity between
the mental health programs proposed for realignment in 2003 with the
programs realigned in 1991, we think the administration’s proposal makes
sense. Providing counties with revenues for services to the homeless and
children would allow counties to develop ongoing programs that meet
their community’s needs.

Given the results of the 1991 realignment, we recommend the Legisla-
ture consider realigning mental health programs in addition to those iden-
tified in the Governor’s plan. Specifically, we believe the following mental
health programs, most of which are currently administered by counties,
would benefit from increased local program and fiscal authority:

= Early and Periodic Screening, Diagnosis and Treatment ($381 mil-
lion General Fund proposed for 2003-04). Such a transfer would
provide counties with a strong incentive to implement appropri-
ate utilization controls on these programs.

= Mental health managed care, including a separate San Mateo
County effort ($213 million).

= Mental health local mandates, such as the AB 3632 program, which
provides mental health services to special education students in
compliance with the requirements of federal law (no funds for the
mandates are proposed in Governor’s budget).
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= Ancillary services for individuals in Institutions for Mental Dis-
ease ($27 million).

= Community services for brain-damaged adults ($11.7 million).

In the case of the mental health managed care program, we note that
because this program is funded under a federal Medicaid waiver, changes
to the funding mechanism would require federal approval.

Overall, we believe these changes to the authority and control of men-
tal health programs would improve county ability to meet critical local
mental health system needs, reduce program administrative costs, and re-
duce the fragmentation of community mental health programs.

Drug Treatment Realignment Makes Sense,
But Faces Major Obstacles

The Governor’s plan shifts to counties $230 million of realignment
funds to support a variety of substance abuse programs, including Drug
Medi-Cal, various discretionary grants, drug court programs, services for
parolees, and allocations for Proposition 36 (the November 2000 initiative
requiring treatment services for nonviolent drug possession offenders). The
$230 million represents a level of funding that is about 10 percent higher
than current-year support for these programs.

The realignment plan obligates counties to transfer most of the pro-
posed realignment funding to the state through an intergovernmental agree-
ment. This transfer is intended to enable the state to comply with federal
maintenance-of-effort (MOE) rules relating to state program spending. Vio-
lation of the federal MOE could jeopardize the ability of counties to obtain
about $260 million annually in federal substance abuse treatment grants.

From a policy perspective, we believe the Governor’s proposal make
sense. Realignment would give counties flexibility in the design and op-
eration of treatment programs. Under realignment, for example, counties
may be better able to use their funds to serve people with a dual diagnosis
of mental iliness and addiction to drugs. Realignment also might open the
door for expansion of Drug Medi-Cal services by allowing counties to draw
down additional federal matching funds.

Despite these advantages, we find that the Governor’s proposal has
technical problems that may preclude or complicate its implementation.
Specifically:

= Federal MOE and Court Order Must Be Resolved. To preserve county
eligibility to receive federal substance abuse treatment grants, fed-
eral authorities must be willing to count realignment funds as state
expenditures satisfying the federal MOE. At this point, it is uncer-
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tain whether the federal government would provide such flexibil-
ity. In addition, elements of the administration’s plan must be rec-
onciled with a federal court order that appears to require certain
treatment services be available statewide.

= Proposition 36 Changes Required. The Governor’s plan proposes
changes to Proposition 36 that some initiative proponents con-
tend violate the terms of the measure, such as the elimination of
state operations to supervise the measure’s implementation.

e Funding Transfer Adds Complexity. The mechanism by which re-
alignment funding would be transferred to counties, transferred
back to the state, and then transferred again to counties would
increase administrative complexity. This transfer also may engen-
der conflicts between the state and counties regarding which level
of government has control over the realigned programs’ funds.

If these significant issues cannot be resolved, the Legislature may wish
to consider alternatives to the administration’s proposal, such as (1) ex-
cluding Proposition 36 programs from realignment (at least until 2006-07
when state appropriations mandated by Proposition 36 expire), (2) fund-
ing realignment though existing state General Fund revenues or a new
state revenue source, or (3) maintaining at the state level, outside of realign-
ment, a share of the funding for the Drug Medi-Cal program to ensure
compliance with the federal court order requiring certain treatment ser-
vices be available statewide.

Social Services

The administration proposes to realign to counties $3.5 billion in state
social services program responsibilities. This represents about 44 percent
of 2002-03 General Fund spending within the Department of Social Ser-
vices (DSS).

Given the large number of social services programs—and program
components—proposed for realignment, Figure 5 (see next page) provides
amore detailed look at the information summarized in Figure 4. As shown
in Figure 5, the social services programs proposed for realignment fall into
six categories: (1) children’s programs, (2) CalWORKSs, (3) Food Stamps
administration, (4) In-Home Supportive Services (IHSS), (5) noncitizen ben-
efit programs, and (6) Adult Protective Services (APS). With the exception
of CalWORKSs, the realignment plan shifts 100 percent of the nonfederal
costs of these programs to counties. For CalWORKSs, the plan shifts 50 per-
cent of the cost for administration and welfare-to-work services. In general,
the administration excludes the major social services automation projects from
realignment.
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Figure 5

Programs Meriting Consideration for Realignment
Social Services

(In Millions)

Fund Recommendation

Programs Shift  Consider Remove

1
Administration Recommendations =

Children’s Programs—100%

Child Welfare Services $596 X

Foster Care grants 460 X

Adoptions Assistance 217 X

Foster Care administration 34 X

Kin-GAP 19 X

Child abuse prevention, intervention, and 13 X
treatment

CalWORKs

50% county share of CalWORKs $423 X
employment services

50% county share of CalWORKs administration 123 X

Food Stamp Administration—100% $268 50% see

below?
In-Home Supportive Services (IHSS)—100%  $1,171 50% see
below?

Noncitizen Benefit Programs—100%

Cash Assistance Program for immigrants $95 X

California Food Assistance Program 15 X

Adult Protective Services—100% 61 X

IHSS—50% county share of cost $275

Adoptions—100% 41 X

Food stamp administration—50% county 134 X
share of costs

25 percent county share of CalWORKs grants 750 X

25 percent county share of automation projects 42 X

Total of Programs Recommended
For Consideration $3,316

@ The LAO recommends realigning 50 percent, rather than 100 percent, of these costs. See the
“Changes Suggested by LAO” section of this table for the proposed shift.
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Figure 5 shows the proposed funding shift for each social services pro-
gram, our views as to whether the program should be considered for re-
alignment, and three additional programs (totaling about $830 million)
that we suggest the Legislature consider for realignment.

Realign Full System of Children’s Programs

The administration proposes to realign all children’s social services
programs, with one exception. Specifically, the plan realigns child welfare
services, foster care, and the adoptions assistance program (provides cash
benefits), but excludes the adoptions program (provides services). Given
the close linkages between the children’s social services programs, we rec-
ommend that the Legislature incorporate the adoptions program into any
decision it makes regarding the other programs.

In general, we think realigning the full array of children’s programs to
counties makes sense. Counties would have control and responsibility for
the entire interactive system of child welfare and foster care. Specifically,
counties would be responsible for deciding when to remove children from
their homes (child welfare services), caring for children who are separated
from their families (Foster Care), and determining the best long-range plan
for foster children (adoption, reunification, emancipation, or permanent
placement with a relative under the Kinship Guardian Assistance Pro-
gram). Giving counties control and responsibility for this full system of
care encourages counties to manage each element of the program effec-
tively and efficiently.

Counties Would Need Increased Program Control As discussed through-
out this analysis, in order for realignment to improve program outcomes,
counties need sufficient program authority to allow them to administer
programs in a way that responds to local needs and conditions. In the case
of children’s programs, giving counties this authority would require the
state to eliminate as many nonfederal requirements as possible, such as the
state’s requirement for monthly social worker visits (the federal standards
is semiannual visits).

Need to Address Federal Children and Family Services Reviews. Cali-
fornia recently failed a federal performance review for children’s services
and must improve performance through a performance improvement plan,
or face a reduction in federal funding. Accordingly, we recommend the
realignment plan address how the state and counties would share the cost
of the performance improvement plan, and how any loss in future federal
funding would be allocated.

CalWORKs: Some Costs Appropriate to Realign

CalWORKSs is a county administered entitlement program for which
the state must meet strict federal participation requirements or face signifi-
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cant penalties. In addition, to prevent migration effects, the state has an
interest in making sure grant levels are uniform and that recipients have
access to necessary services before reaching their five-year time limits. For
these reasons, we think that the state should be responsible for most
CalWORKS program costs. However, we recognize that county actions do
influence this program’s long-term costs, and therefore we think there is
merit to the administration’s proposal to give counties a share of the
program’s costs for administration and employment services. In addition,
we suggest that the Legislature consider giving the counties a share of the
grant costs. We discuss these suggestions separately.

Employment Services and Administration Merit Inclusion in Realign-
ment Plan. In general, we concur with the administration’s proposal for a
50 percent county share of costs for administration and employment ser-
vices. Although counties are responsible for developing welfare-to-work
plans and providing the necessary training, child care, and case manage-
ment services in support of those plans, counties pay no marginal cost for
CalWORKs employment services or administrative costs. (Counties pay
only a fixed cost based on their expenditures in 1996-97.) Without a mar-
ginal share of cost for employment services and administration, counties
have limited incentive to control costs for these critical inputs, including
the labor cost of county employees administering the CalWORKS program.

Add a Share of CalWORKSs Grants to Realignment. While economic
factors beyond a county’s control drive the number of families eligible for
CalWORKS in any community, local actions also influence the size of a
county’s CalWORKSs caseload. Specifically, counties are responsible for
providing welfare-to-work services that enable recipients to make the tran-
sition from cash aid to self-sufficiency. Thus, through the delivery of em-
ployment services, counties have some control over program exits. Increas-
ing a county’s share of grant costs—it is currently 2.5 percent—would give
counties greater incentives to successfully move recipients toward self-
sufficiency. Given the degree of control counties have over CalWORKSs cash
assistance costs, we recommend that the Legislature consider a partial
share of cost for grants, perhaps in the range of 25 percent to 35 percent. A
25 percent share would be equivalent to about $750 million.

Food Stamps Administration—Sharing Costs Makes Sense

Currently, counties administer the Food Stamp program, in conformity
with federal Food Stamps eligibility rules, but pay no marginal share of
costs for this program. The administration proposes to shift to counties
100 percent of the cost of Food Stamps administration. In our view, a shift
of 100 percent of the cost of administering this income assistance program
would be inappropriate, given the limited county control over these costs.
Instead, we recommend the Legislature consider realigning a share of the
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cost of Food Stamps administration as a reflection of the degree of control
counties have over these costs, particularly employee wages.

To avoid any potential for cost shifting among social services programs,
we suggest that the county share for Food Stamps administration match the
share of cost for CalWORKSs administration and services. (In some coun-
ties, the same workers perform the eligibility function for both programs.)
The Governor has proposed a 50 percent share for CalWORKSs administra-
tion. We believe any share of cost for Food Stamp administration—in the
range of about 25 percent to 50 percent—would work, so long as this share of
costs is consistent with the share of administrative costs for related programs.

Immigrant Programs Are Inappropriate to Realign

The Cash Assistance Program for Immigrants (CAPI) and California
Food Assistance Program (CFAP) provide cash or food coupon benefits to
federally ineligible legal immigrants. As shown in Figure 1, the Governor
proposes to give counties full discretion in operating these programs, in-
cluding the option of eliminating these benefits. As these programs are
cash (or cash equivalent) programs, the state has an interest in maintain-
ing uniformity in benefit levels. Variation in benefit levels could lead to
migration, or potentially a “race to the bottom,” whereby one county’s re-
duction in benefits spurs others to reduce benefits in order to avoid becom-
ing a benefit “magnet.” Given the state’s interest in uniform benefits, we
believe that CAPI and CFAP should remain state responsibilities.

In-Home Supportive Services:
Partial Realignment Makes Sense

The IHSS program provides various services to eligible aged blind,
and disabled persons who are unable to remain safely in their own homes
without such assistance. The IHSS program has two components: the Per-
sonal Care Services Program (PCSP), which is federally funded through
Medicaid, and the Residual program, which is funded entirely with state
and county funds. The nonfederal costs of the program are shared 35 per-
cent county and 65 percent state.

The federal PCSP is an entitlement program, with eligibility governed
by federal rules that generally provide that low-income aged or disabled
individuals are eligible for services. However, such individuals are not
eligible for PCSP if they choose a responsible relative provider or need
supervisory care. Such persons are served in the state-only Residual pro-
gram, which is also an entitlement pursuant to state law. Federal and state
rules govern the types of services provided, but counties make specific
determinations concerning the degree of impairment and hours of service pro-
vided. Counties also negotiate the rates paid to service providers. The IHSS
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program has been one of the fastest growing social services programs—since
1998-99 its General Fund costs have more than doubled to over $1 billion.

Because counties make decisions that significantly affect costs of the
IHSS program—assigning hours of service based on their assessment of
impairment and negotiating provider payment rates—realigning more pro-
gram costs to counties has merit. However, we believe a 100 percent pro-
gram shift to counties does not match counties’ level of control over IHSS
costs since they do not establish eligibility rules. Accordingly, we believe
the Legislature should consider an increased county share, perhaps 50 per-
cent (compared to 35 percent under current law). The Legislature should
also consider giving counties more control over IHSS, especially in the
Residual program, which is governed by state rather than federal law.

Interaction With Long-Term Care. The IHSS and long-term care pro-
grams are integrally linked. The IHSS program assists people in remaining
in their homes; long-term care assists people unable to live independently.
Earlier in this piece, we argued that the Governor’s realignment plan for
long-term care as proposed is unworkable. We offered suggestions for modi-
fying the Governor’s proposal to phase in a realignment plan for increased
county responsibility for an integrated long-term care system. If long-term
care is ultimately realigned to counties, then the Legislature should enact
commensurate increases in county responsibilities under IHSS.

Adult Protective Services Makes Sense to Realign

Created by Chapter 946, Statutes of 1998 (SB 2199, Lockyer), the APS
program provides assistance to elderly and dependent adults who are func-
tionally impaired, unable to meet their own needs, and who are victims of
abuse, neglect, or exploitation. Like CAPI and CFAP, the Governor pro-
poses that counties have complete flexibility in determining the level of
service in this program, including the option of eliminating these services.
In recent years, as the Legislature reduced funding for this program, it
amended the APS statute to free the counties from certain mandatory ac-
tivities. The Governor’s proposal moves further in this direction by making
the program optional. Because we think it is reasonable to allow commu-
nity standards and priorities to influence the management and funding of
this program, we believe it merits legislative consideration for realignment
to counties.

Automation Projects: Align State and County Interests

Currently the state is responsible for developing and maintaining sev-
eral large welfare automation projects operated by the 58 counties. These
systems include the Statewide Automated Welfare System, the Child Wel-
fare Services/Case Management System, and the Case Management Infor-
mation and Payrolling System.
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Although counties share in the maintenance and operations of such
systems, their share of development costs is very small (about 5 percent of
nonfederal costs). Counties play a significant role in the development of
these systems as the state project managers treat the counties as “clients.”
Further, counties benefit from these systems because increased automation
capacity increases their ability to serve clients while reducing labor costs.

Under the current system, counties have financial incentives to “ask
for more” during the development phase because their development cost
share is low, and they will benefit from any increased automation func-
tionality that is developed. Because the state has a large interest in oversee-
ing statewide implementation and federal compliance, we believe that the
state should continue to support the majority of automation costs. Never-
theless, increasing the county share of development costs would better
align state and county goals in automation development. We suggest rais-
ing county costs to about 25 percent. For 2003-04, this would shift approxi-
mately $42 million in automation costs to the counties.

Child Care

Program Improvements Possible through Realignment

California’s subsidized child care system is administered primarily
through SDE and DSS. The 2002-03 Budget Act allocates about $3.1 bil-
lion—$1.7 billion from the General Fund and $1.4 in billion federal funds—
for over 15 different child care and development programs. About half of
this funding is for programs restricted to current and former CalWORKSs
recipients. The remaining funding is for programs open to all California
residents, based on income eligibility and space availability.

The administration’s realignment plan shifts to counties responsibil-
ity for—and significant authority over—most child care programs admin-
istered by SDE. In addition to the $8.2 billion in new revenues that would
be available to counties for child care and other programs, the proposed
budget includes $863 million in federal funds for child care subject to en-
actment of the realignment proposal.

Currently, the state’s centralized child care system creates significant
difficulties for families and local child care providers:

= Difficult for Families to Access Services. The state’s child care pro-
grams generally use separate eligibility criteria, require different
points of entry, and maintain separate waiting lists. The uncoordi-
nated manner in which these programs are administered impedes
families’ access to the system.
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= Provider Rules Are Unduly Complex. Local child care providers
that receive funding under more than one child care program often
must negotiate separate contracts for each program and comply
with separate rules regarding allowable expenditures, attendance
accounting, eligibility, and reimbursement rates.

= Similar Families Treated Differently. The state’s child care pro-
grams treat families with similar incomes differently, depending
on whether they have received assistance through the CalWORKSs
program. In general, families that previously have been on
CalWORKS continue to receive services, while other working poor
families are placed on waiting lists.

In view of the above, we believe the administration’s proposal to re-
align child care programs to counties merits legislative consideration. Re-
alignment would give counties the flexibility to use child care funds as
part of an integrated strategy to serve the needs of their communities’ work-
ing poor. Counties could reduce the administrative complexity of the sys-
tem by setting countywide rules relating to eligibility, family fees, and reim-
bursement rates. (Please see the “Child Care and Development” section in
the “Education” chapter of the Analysis for further discussion regarding
the child care realignment proposal.)

Criminal Justice

The administration’s plan proposes changes to only one criminal jus-
tice program—trial court security. As shown in Figure 4, we recommend
the Legislature reject the administration’s trial court proposal, but con-
sider for realignment several programs relating to juvenile and adult cor-
rections.

Court Security Fund Swap Is Not Realignment

Under the administration’s realignment plan, 6.54 percent of the rev-
enues raised by the new sales tax is deposited into the Trial Court Trust
Fund for court security purposes. State General Fund support for court
security is then reduced by acommensurate amount. Our review indicates
that the administration’s plan does not realign any governmental duties or
improve the delivery of services; it simply moves the costs of a state funded
program from the General Fund to a new revenue source. For this reason,
we recommend the Legislature exclude this program from the list of pro-
grams considered for realignment. While the administration’s plan pro-
poses to give courts needed increased flexibility in the management of se-
curity costs, the Legislature could provide this increased flexibility
through a separate statute.
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Realign Adult and Juvenile Offender Programs

Currently, the state is responsible for the incarceration and treatment
of thousands of adult and juvenile offenders who, within a few years or
months, will be released from state facilities. Upon their release, most juvenile
and adult offenders return to their home communities. Thus, local govern-
ments have a significant interest in the future behavior of these individuals.
Counties also administer many of the programs these individuals need to
reduce their likelihood of recidivism—drug and alcohol treatment programs,
mental health services, indigent health, and some employment services.

We believe that realignment of program and funding responsibility for
certain components of the criminal justice system merits consideration by
the Legislature because of the program linkages discussed above. In addi-
tion, such an approach would provide counties with a strong incentive to
intervene early with criminal offenders and develop alternative methods
of incarceration and services to minimize an individual’s risk of reoffending.
The programs we believe worth consideration for realignment are juvenile
justice, adult parole, and return-to-custody.

Juvenile Offenders. Counties currently are responsible for more than
95 percent of all juvenile offender cases, primarily through their probation
departments. The state’s Department of the Youth Authority provides in-
carceration, rehabilitation services, and community supervision for juve-
nile offenders who have committed crimes that are more serious in nature
or have repeatedly failed to respond to local juvenile justice programs.
Current law requires counties to pay a share of the cost for Youth Authority
commitments based on a sliding fee schedule that charges counties a higher
fee for less serious offenders and a lower fee for more serious offenders. The
county share of cost varies from about 4 percent to 63 percent depending
on the classification of the ward being committed to the Youth Authority.
Under our proposed realignment, counties would be responsible for treat-
ment of all juvenile offenders at the local level, or for paying the full cost of
placing offenders in state facilities. This realignment would clarify the
responsibility for juvenile commitments and give counties greater incen-
tives to invest in prevention and treatment programs.

Adult Parole. Currently, when a state prison inmate completes his or
her sentence, he or she is supervised on parole by state staff in the commu-
nity for up to three years. The community supervision services provided on
parole are very similar to the services provided by county probation de-
partments to probationers. Under our proposed realignment, state parole
would be abolished and the community supervision function would be
consolidated with county probation departments. Counties would deter-
mine the type and intensity of community supervision and how to make
the best use of funds. For example, a county may decide to place an offender
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with a violent history in an intensive supervision program, or an offender
with a history of substance abuse in a residential treatment program.

Adult Parole—Return-to-Custody. Currently, parolees who violate the
conditions of their parole may have their parole administratively revoked
and be returned to state prison for up to one year by the Board of Prison
Terms. Such violations usually are for offenses that local law enforcement
officials consider minor, such as unauthorized absence from parole super-
vision. Under our proposed realignment, counties would be responsible
for offenders who violated the terms of their supervision. If an offender
violated a condition of his or her supervision order (for which he or she is
not prosecuted), counties would have the option to place the offender in
custody, impose other community-based alternative punishments, or re-
turn the offender to state prison for up to one year at county expense.

Funding the LAO Proposed Realignment. We would propose that the
realignment financing plan include $1.6 billion to realign these criminal
justice programs to the counties. This reflects the current state costs to
administer these programs. Counties would determine how best to make
use of these realignment funds. In addition, we recommend dedicating
additional discretionary funds of $232 million from the elimination of the
COPS and Juvenile Justice grant programs for the development of new
community-based programs, and/or the expansion of existing services to
meet the needs of these juvenile and adult offenders.

ndates

Realignment Plan Is Well Suited for Funding Mandates

The California Constitution requires the state to reimburse schools and
other local agencies if it “mandates” a new program or higher level of
service. As we have discussed in previous budget analyses, the claiming
process associated with mandate reimbursement is slow, burdensome, and
fails to give local governments incentives to contain costs.

Our review indicates that about 13 of the state’s ongoing mandates
(relating to voting procedures, property tax administration and, and men-
tal health mandates, such as the AB 3632 program for children in special
education, discussed above) represent county functions of significant state-
wide importance and could be consolidated and funded through the re-
alignment plan. Such a realignment of mandate funding would provide
counties with ongoing resources and eliminate the paperwork associated
with mandate claiming. Before including these mandates in state-county
realignment, however, we recommend that the Legislature modify the un-
derlying mandate requirement to increase county flexibility and lower com-
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pliance costs. The amount of realignment funding provided to counties
should reflect these mandate changes.

CONCLUSION

Given the size and diversity of California, we think realigning some
programs from state to county control would provide the needed flexibility
and fiscal incentives to improve program performance. For this reason, we
think realignment merits consideration by the Legislature—regardless of
its decisions regarding taxes or education funding.

Our review indicates that $5.1 billion of programs in the
administration’s plan and $4 billion of other programs may be good can-
didates for realignment and merit the Legislature’s consideration.

Given the requirements of the California Constitution and voter-ap-
proved measures, enacting realignment will require achieving a broad con-
sensus among many parties. Because realignment plans are difficult to
modify over time, we recommend the Legislature take a long term view in
enacting any program and funding changes.
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ADDITIONAL OPTIONS FOR
REDUCING STATE SPENDING

Introduction

As we have noted elsewhere in this document, the Governor’s budget
proposes significant reductions in most program areas. These proposed
expenditure reductions reflect the Governor’s choices and priorities. In
many cases, the Legislature will have very different takes on how spend-
ing should be reduced. This was evident, for example, in its response to
the administration’s mid-year proposals, where the Legislature made sig-
nificant changes.

Similarly, the Legislature is likely to disagree with many spending
reduction proposals in the Governor’s budget-year plan. As a result, it
may need alternative savings proposals to adopt in place of those propos-
als. We provide such alternatives in both the Analysis of the 2003-04 Budget
Bill and this piece:

= Inthe Analysis, we provide recommendations based on our detailed
review of individual programs. We identify actions the Legisla-
ture can take to make programs more cost effective, use alternative
funding sources to meet legislative priorities, and improve pro-
gram efficiency.

= In this piece, we present options for the Legislature’s consider-
ation. We have identified expenditures that may be considered of
lower priority in tough budget times. Itis not that these activities
are without merit or not desirable. In better fiscal times we would
not necessarily put such options on the table. However, we offer
them in the context of a need to solve a massive budget shortfall.

These expenditure options are grouped in the following categories:
= Spending reductions.
= Fund shifts.

= Federal funds (in effect, using increased federal resources in place
of state funds).

= Fees (in place of General Fund support).
= Loans.

e Transfers.




156 Part V: Addressing the State’s Fiscal Problem

We have also referenced in the “Comments” section of those options
where there is a more extensive discussion of them in the Analysis. Figure 1
lists the options for all program areas except for Proposition 98. Further
below, we describe the particular circumstances involving Proposition 98
funding and list options related to this area in Figure 2.

Figure 1
Selected LAO Budget Options

(In Millions)

Department/Program—Description 2003-04 2004-05

Spending Reductions E—

Department of Developmental Services—Establish annual ~ $97.1 $119.4
expenditure limits for regional centers for selected services.
Comments: This option would establish limits for the maximum
allowable units of specific types of services regional centers are allowed
to purchase for clients thereby slowing the rapid rate of growth in this
program. Regional centers would have to reduce the amount of services
provided to clients in order to implement this option.

Department of Health Services/Medi-Cal—Impose a 301 311
moratorium on new adult day health centers.
Comments: This would temporarily slow the rapid growth that has been
occurring in the number of adult day health centers.

Department of Health Services/Medi-Cal—Rescind 76.2 175.2
continuous eligibility for children.
Comments: This option would disenroll children who are no longer
eligible to receive Medi-Cal benefits. Administrative set-up would take
three months and implementation would phase-in after that.

Department of Health Services/Medi-Cal—Exclude over the 7.6 7.8
counter drugs from coverage.
Comments: Coverage is not required by federal government and such
an exclusion is similar to many private health coverage plans. This
option would exclude analgesics and cough and cold medications.

Department of Health Services/Medi-Cal—For newly 0.8 0.9
enrolled disabled persons change default to managed care.
Comments: This option could help improve the coordination of care for
disabled persons.

Department of Veterans Affairs—Close acute care hospital 2.0 21
at Yountville veterans’ home.
Comments: The state could close the underutilized acute care hospital
at the Yountville veterans’ home and provide care to veterans at a lower
cost through facilities in the surrounding community.

Continued
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Department/Program—Description 2003-04 2004-05

Department of Social Services/Child Welfare Services $20.8 $20.8
(CWS)—Cap total cost per caseworker (including
administrative costs) at $135,000.
Comments: Under this proposal, 11 high-cost counties would need to
reduce their cost per caseworker.

Department of Social Services/CWS—Reduce frequency of 7.5 7.7
group home visits from monthly to quarterly.
Comments: This option would still leave the frequency of home visits
above the federal requirement which is semi-annual.

Department of Social Services/CWS—Suspend 3.6 3.6
emancipated foster youth stipend for two years.
Comments: The emancipated foster youth stipend is not a core
component of the foster care program.

Department of Social Services/Foster Care—Suspend 3.3 3.3
supplemental clothing allowance for two years.
Comments: The clothing allowance is not a core component of the
foster care program.

Department of Child Support Services/Local 264 264
Administration—Suspend half of child support program
initiatives for two years.
Comments: The initiatives that have been established over the last two
years are not part of the core collections program.

University of California (UC)—Eliminate General Fund 1.6 1.6
support for California State Summer School for Math and
Science.
Comments: Program serves high-achieving high school students.

UC—Eliminate General Fund support for Community 13 13
Teaching Internships for Mathematics and Science
Programs.
Comments: Programs provide stipends to juniors and seniors majoring
in math, science, and engineering, who work in local public schools as
teaching interns. Other state and federal programs provide similar
services.

UC—Reduce funding for Digital California Project by an 6.6 6.6
additional 30 percent.
Comments: Option leaves approximately $15 million for program.

UC—Reduce General Fund support for cooperative extension 3.0 3.0
program by an additional 5 percent.
Comments: Governor proposes a 10 percent reduction.

Continued
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Department/Program—Description 2003-04 2004-05

UC—Eliminate enrollment growth funding in 2003-04. $117.2 —
Comments: Budget funds growth of 6.9 percent. (See Analysis for
detailed discussion of enrollment issues.)

UC—Eliminate augmentation for UC Merced. 113 —
Comments: UC Merced is not scheduled to open until fall 2004.
Approximately $10 million will still be available for start up costs
associated with the campus in 2003-04.

UC—Eliminate General Fund support for institutional aid 68.9 $68.9
programs.
Comments: Substantial growth in state Cal Grant programs has
weakened justification for separate institutional aid programs. (See
Analysis for detailed discussion of financial aid issues.)

UC—Increase state’s share of federal overhead 35.0 35.0
reimbursements by 10 percent.
Comments: The federal government reimburses UC for the overhead
costs of contracted research. The state funds much of this overhead,
but currently shares with UC these federal reimbursements. This option
would increase the state’s share from 55 percent to 65 percent,
generating an estimated General Fund savings of $35 million.

California State University (CSU)—Eliminate funding for 150.9 150.9
enrollment growth in 2003-04.
Comments: Budget funds growth of 7.1 percent. (See Analysis for
detailed discussion of enrollment issues.)

CSU—Eliminate General Fund support for institutional aid 511 511
programs.
Comments: Substantial growth in state Cal Grant programs has
weakened justification for separate institutional aid programs. (See
Analysis for detailed discussion of financial aid issues.)

Student Aid Commission (SAC)—Raise GPA requirement — 50.9
by one-third point for Cal Grant entitlement programs.
Comments: Option would raise the minimum GPA requirement for the
Cal Grant A Entitlement program from 3.0 to 3.3 and for the Cal Grant B
Entitlement program from 2.0 to 2.3. The Legislature would need to act
now to achieve 2004-05 savings.

SAC—Reduce income ceiling by $5,000 for Cal Grant — 194
entitlement programs.
Comments: Once reduced, the Cal Grant A and Cal Grant B income
ceilings still would be approximately 3 times and 1.6 times the federal
poverty level, respectively. Legislature would need to act now to
achieve 2004-05 savings.

Continued
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Department/Program—Description 2003-04 2004-05

SAC—Eliminate Cal Grant T program. $3.0 $3.0
Comments: State has another, better structured financial aid program
that also encourages aspiring teachers to become fully credentialed and
work in low-performing schools.

SAC—Eliminate Graduate Assumption Program of Loans for 0.5 0.5
Education.
Comments: This is a highly specialized program that benefits few
students (only two warrants were redeemed in 2000-01, for a total cost
of $4,000).

Corrections—Increase work credits for reception center 70.0 68.0
inmates and involuntarily unassigned inmates.
Comments: This would extend day-for-day work credits to inmates who
receive less credit due to lengthy inmate processing and a lack of
sufficient work and academic slots at CDC institutions. (See Analysis,
for detailed discussion of the work credit issue.)

Corrections—Place nonviolent elderly inmates on parole early. 9.0 100
Comments: Research shows elderly inmates are two to three times
more expensive to incarcerate yet they have a high level of success on
parole. (See Analysis for detailed discussion of elderly inmate issue.)

Corrections—Discharge nonviolent parolees early. 35.0 48.0
Comments: This would allow parolees who have met the conditions of
their parole for either 6, 9, or 12 months to be discharged early. Savings
would range up to the amount shown depending on the length of time
required to meet condition of parole.

Corrections—Place nonviolent inmates on parole early. 241.0 2410
Comments: This would allow certain inmates to be discharged from prison
and placed on parole up to 12 months early. This option would exclude
“lifers,” “striker,” and inmates whose offense is serious or violent. Savings
depend on how early inmates are placed on parole.

Corrections—Remove prison as an option for persons 15.0 340
convicted of petty theft with a prior.
Comments: “Petty theft with a prior” is currently prosecuted as either a
misdemeanor or a felony. This proposal would require the crime to be
prosecuted as a misdemeanor, thereby reducing admissions to state
prison in the budget year and beyond.

Youth Authority—Eliminate the Gang Violence Reduction 17 17
Program.
Comments: This program, which provides grants to local law
enforcement agencies for gang prevention, is duplicative of crime
prevention programs administered by the Office of Criminal Justice
Planning, Department of Justice, and Department of Education.

Continued
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Department/Program—Description 2003-04 2004-05
Youth Authority—Eliminate the Young Men as Fathers $0.9 $0.9
Program.

Comments: This program provides grants to counties for parenting
programs in county juvenile facilities and alternative schools. This
program is duplicative of a program administered by the Department of
Health Services.

Local Government—Eliminate the High-Tech Law 185 185
Enforcement Grants
Comments: This program provides grants to local law enforcement
agencies for equipment. The statewide objective of this program is
unclear. Law enforcement is largely a local function, and local funds can
be used to purchase equipment if it is a local priority.

Local Government—Eliminate the Rural County Law 185 185
Enforcement Grants
Comments: This program provides grants to rural county sheriffs for
equipment. The statewide objective of this program is unclear. Law
enforcement is largely a local function and local funds can be used to
purchase equipment if it is a local priority.

Local Government—Eliminate Citizen’s Options for Public 116.3 116.3
Safety (COPS) grant program.
Comments: The COPS program provides grants to local law enforcement
mostly for personnel and equipment. Given that COPS funding represents a
small share of total local law enforcement expenditures, its impact on public
safety, if any, is likely to be relatively small.

Local Government—Suspend the Juvenile Justice grants 116.3 —
program for one year pending evaluation results.
Comments: The Juvenile Justice grants provide funds to address service
gaps in county juvenile justice systems. This proposal would suspend
funding for one year pending completion of evaluations currently under-
way. Suspension should not adversely affect the programs because grant
recipients receive funding one year in advance of projected expenditures.

Natural Heritage Preservation Tax Credit Program— 8.7 103
Suspend award of new credits for two years.

Comments: This program allows the donation of property to state or
local agencies or nonprofit organizations, and gives the donor a partial
state tax credit based on the assessed value of the property. The act
authorizes $100 million of tax credits through 2005. As of January 2002,
a balance of approximately $60 million of credits remains to be
authorized by the Wildlife Conservation Board. The General Fund fiscal
impact of this option reflects a reduction in tax credits that would
otherwise be claimed if it were not for the suspension.

Continued
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Department/Program—Description 2003-04 2004-05
Agency Secretaries—Eliminate General Fund support for $7.0 $7.0
agencies.
Comments: The need for the agency level of state government is unclear.
Arts Council—Eliminate General Fund support for the 120 120
department.

Comments: None.

Fair Employment and Housing—Eliminate department and 126 126
commission.
Comments: In the absence of state law, federal law would provide for
regulation and remedies for violations.

Health and Human Services and Teale Data 4.0 4.0
Centers/Administrative Consolidation—Consolidate the
administrative functions of the two data centers.
Comments: This option is discussed in detail in the “General
Government” chapter of the Analysis.

Health and Human Services and Teale Data Centers/Server 3.0 3.0
Consolidation—Gain administrative efficiencies by
transferring some servers from departments to the data
centers.
Comments: This option is discussed in detail in the “General
Government” chapter of the Analysis.

Science Center—Eliminate General Fund support for the 131 131
department.
Comments: None.

Technology, Trade, and Commerce Agency—Eliminate 16.5 165
General Fund support for various programs.
Comments: Estimated savings assumes elimination of funding for the
Film Commission, small business loan guarantee program, and Office of
California-Mexico Affairs.

Various/Nonessential Commissions, Offices, and 7.5 7.5
Departments—Eliminate nonessential state operations.
Comments: Estimated savings assumes the elimination of the Office of
Planning and Research, Office of Administrative Law, Little Hoover
Commission, and Commission on the Status of Women.

Franchise Tax Board (FTB) and Board of Equalization 1.8 1.8
(BOE)—Consolidate certain district office activities.
Comments: Agencies would rely more on call centers to provide public
assistance.

Continued




162 Part V: Addressing the State’s Fiscal Problem

Department/Program—Description 2003-04 2004-05

Federal Funds

Department of Developmental Services—Draw down $48.8 $52.4
federal funding for regional center services provided
residents in intermediate care facilities for the de-
velopmentally disabled (ICF-DDs).
Comments: The state could draw down additional federal funds to offset
the state costs of services provided to these residents by modifying the
rate structure of the ICF-DDs and through other changes.

Department of Developmental Services—Assume higher 495 56.7
Medicaid waiver enroliment cap.
Comments: The state can obtain greater federal fund support for
regional center services than is budgeted to the extent that federal
authorities will allow additional clients to be included in a Medicaid
waiver program.

Department of Health Services/Public Health—Move the 4.0 4.0
Indian Health Program from DHS to MRMIB.
Comments: Consolidating this program with similar programs would
maintain overall funding at the current level by shifting support from
General Fund to federal funds.

Department of Health Services/Public Health—Move the 5.0 5.0
Seasonal, Agricultural and Migratory Worker Program from
DHS to MRMIB.

Comments: Consolidating this program with similar programs would
maintain overall funding at the current level by shifting support from
General Fund to federal funds.

Department of Health Services/Medi-Cal—Screen for Undetermined

veterans who could receive VA health coverage. Savings
Comments: Federal survey data suggest that there could be more than
100,000 veterans on Medi-Cal (at a cost to the state of an estimated
$250 million annually) who could be eligible instead for comprehensive
health care from the Veterans Administration (VA). The state could
verify this data to determine if actions are warranted to ensure they
receive VA care, thereby reducing General Fund costs.

Continued
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Department/Program—Description 2003-04 2004-05

| Fundshins |

Department of Health Services/Medi-Cal—Establish a $39.6 $54.8
provider-specific fee to fund rate adjustments for long-term
care facilities.

Comments: This proposal would impose a fee on nursing homes to
draw down additional federal funds that would offset General Fund
costs.

Department of Social Services/Community Care 3.2 3.2

Licensing—Remove FBI fingerprinting fee exemption for

small licensed providers (caring for six children or less).
Comments: This creates parity among large (nonfee exempt) and small
(fee exempt) providers. The fee for FBI fingerprinting is $24 and there is
an additional $16 live-scan fee.

Department of Developmental Services—Shift General $59.1 $66.2
Fund spending for the Early Start program to Proposition 98
funds.

Comments: This option would shift all of the state’s General Fund cost
of early intervention services to Proposition 98, thus permitting a net
reduction in non-Proposition 98 General Fund expenditures.

Department of Health Services/Public Health—Shift 37.0 39.0
financial responsibility for the California Children’s Services
Medical Therapy Program to Proposition 98.

Comments: This option would shift all of the state’s General Fund cost

of these nonmedical therapy services to Proposition 98, thus permitting

a net reduction in non-Proposition 98 General Fund expenditures.

Department of Alcohol and Drug Programs—Redirect 10.0 100
state and federal asset forfeiture proceeds.
Comments: This option would use part of the proceeds taken from illegal
narcotics traffickers to help pay for substance abuse treatment programs.

Departments of Social Services and Education/Child 4000 —

Care—On a one-time basis, replace state child care

spending with federal Temporary Assistance for Needy

Families block grant funds transferred to the Child Care and

Development Fund block grant.
Comments: If child care is realigned, as proposed by the budget,
General Fund savings can be achieved by either (1) reducing the
amount of revenues transferred to the counties with the state
“recapturing” these revenues or (2) shifting other state program costs to
counties. If child care is not realigned, the cost of maintaining current
child care programs could be reduced by the $400 million proposed
fund shift.

Continued
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Department/Program—Description 2003-04 2004-05

General Services/California Home Page—Outsource the $3.0 $3.0
home page and make it self-sufficient.
Comments: Other states have outsourced their home pages and cover
costs through the collection of fees for online services (primarily for
businesses).

Food and Agriculture/Pierce’s Disease—Eliminate General 6.4 6.4
Fund support for control of Pierce’s Disease.
Comments: Fees already support a portion of the program’s costs. The
General Fund costs could be shifted to fees as well.

Housing and Community Development/Projects With 2000 —
Undisbursed Funds—Switch funding from the General
Fund to the housing bond.
Comments: This option is discussed in detail in the “General
Government” chapter of the Analysis.

[ 1

Department of Social Services/CalWORKs—Borrow county $100.0  —
performance incentive funds that remain unspent at the end
of June 2003.
Comments: These funds may be borrowed at no interest costs. Any
borrowed funds would be added to the state’s current $394 million
liability to the counties.

Off Highway Vehicle (OHV) Trust Fund—Loan excess 400 —
funds to the General Fund.

Comments: The OHV fund balance at the end of 2003-04 is projected to
be $49.1 million. This balance can be loaned with a specific repayment
date, but cannot be transferred because it is a trust fund. Proposed loan
would leave a balance of $9.1 million. The OHV Trust Fund consists of
service fees for issuance of identification plates for OHV vehicles; user
fees for the state OHV recreation areas; fines; and specified transfers
from the Motor Vehicle Fuel Account.

California Debt and Investment Advisory Commission — 25
(CDIAC)—Borrow an additional $2.5 million from CDIAC'’s
special fund balance.
Comments: Budget includes $3 million loan from this fund. An additional
$2.5 million would still leave a fund balance equal to roughly 40 percent
of CDIAC'’s annual budget.
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Proposition 98 Budget Options

In the Analysis of the 2003-04 Budget Bill, we provide an alternative
Proposition 98 funding proposal. For K-12 education, we recommend con-
solidating 62 programs into five categorical block grants. The amount of
funding provided for the categorical block grants builds on the appropria-
tion levels proposed by the Governor, which reflect an over 11 percent across-
the-board reduction. We believe that school districts can absorb the reduc-
tions if they are given the flexibility to react to the reductions. If, however,
the Legislature chooses not to consolidate categorical programs, we would
suggest that they make targeted cuts to programs providing noncore edu-
cational services. In Figure 2, we provide a list of K-12 alternatives totaling
over $1 billion in targeted cuts.

For the community colleges, we believe that the overall level of cat-
egorical funding reductions proposed by the Governor (25 percent) is rea-
sonable given the fiscal circumstances. In the event that the Legislature
wishes to restore funding for some of the specific categorical programs, we
have identified over $200 million in substitute categorical reductions that
the Legislature could adopt in order to maintain the same overall level of
Proposition 98 savings proposed in the Governor’s budget (see Figure 2).
This combined list of K-12 and community college reduction options also
provides the Legislature with opportunities to adjust the K-12 and commu-
nity college split depending on legislative priorities.
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Figure 2

Selected LAO Budget Options
Proposition 98 Spending Reductions

(In Millions)

Department/Program—Description 2003-04 2004-05

Staff Development Buyout Days—Suspend funding for one $202.0 $202.0
year.
Comments: One-time reduction would help preserve core services.

Mathematics and Reading Professional Development 279 279
Program—Eliminate funding.
Comments: Short-term program would serve only 3 percent of core
subject matter teachers in 2003-04. The State Board of Education has
approved few training providers.

Principal Training Program—Extend over next several years. 28.7 -15.1
Comments: The State Department of Education (SDE) can fund all
existing commitments for 2003-04 using $15 million in 2001-02
carryforward funds. This option would increase costs in 2004-05.

Administrator Training and Evaluation Program— 4.7 4.7
Eliminate funding.
Comments: Program is more than 20 years old and serves same
purpose as new Principal Training program.

Peer Assistance and Review—Eliminate funding. 76.6 76.6
Comments: No available evidence showing program effectiveness.

Advanced Placement Challenge Grant Program—Sunset 3.2 —
one year early.
Comments: Program would otherwise terminate at end of 2003-04.

National Board Certification Program—Eliminate additional — 5.0
commitments.
Comments: Provide budget-year funding to honor existing commitments.
Other recruitment strategies likely to be more cost-effective.

Teacher Recruitment Centers—Eliminate program. 8.3 8.3
Comments: Various other entities recruit and assist aspiring teachers.

Year Round Operations Grant Program—Phase out over 142 165
next two years.
Comments: Program no longer meets original intent.

Charter School Facilities Grant Program—Eliminate funding. 2.3 2.3
Comments: Program no longer needed because Proposition 39 re-
quires school districts to provide charter schools with sufficient facilities.

Continued
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Department/Program—Description 2003-04 2004-05

K-3 Class Size Reduction—Change ratio to 22 to 1 for high- $219.0 $219.0
income schools.
Comments: Change student teacher ratio to 22 to 1 for schools with
less than 50 percent free and reduced priced lunch eligible students.
Schools with at least 50 percent free and reduced lunch eligible
students continue at 20 to 1.

College Preparation Partnership Program—Eliminate funding. 4.8 4.8
Comments: Duplicative and more restrictive than the Academic
Improvement and Achievement program (also administered by SDE).

Local Arts Education Program—Eliminate funding. 57 5.7
Comments: Program provides supplemental services that could be
funded using other resources.

Miller-Unruh Reading Program—Eliminate funding. 255 255
Comments: Current funding distribution promotes historic inequities.
School Improvement Program—Reduce funds by 85.8 858

20 percent.

Comments: Funds generally used for one-time purposes. These
purposes could be delayed.

Civic Education—Eliminate program. 0.3 0.3
Comments: Program funds curriculum development by nonprofit entity
that is duplicative of state efforts.

County Offices of Education—Do not fund growth in county  22.3  22.3
apportionments.
Comments: County offices fund services similar to categorical
programs, which would receive no growth funding in 2003-04.

Elementary School Intensive Reading Program—Eliminate  26.9  26.9
program.
Comments: Services are duplicative of those provided through the
existing supplemental instruction programs.

At Risk Youth (Angel Gate Academy LAUSD)—Eliminate 0.6 0.6
funding.
Comments: The federal Department of Defense provides $4 million in
funding that covers a majority of the program'’s expenses.

Intensive Algebra Instruction Academies—Eliminate program. 11.2 112
Comments: Duplicative of services provided through existing
supplemental instruction programs.

Gifted and Talented Education (GATE)—Suspend the 498 498
program for one year.
Comments: Targets extra resources at highest-achieving students.
These students can be served within base resources.

Continued
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Department/Program—Description 2003-04 2004-05

School Law Enforcement Partnership—Eliminate program. $13.1 $13.1
Comments: Program duplicative of services provided through the
School Safety and Violence Prevention Grant Program.

Statewide Education Technology Services—Eliminate 2.3 2.3
program.
Comments: Program services do not directly affect core classroom
services.

Gang Risk Intervention Program—Eliminate program. 2.9 2.9
Comments: These services can be provided through existing safety
programs.

School Library Materials—Suspend program for one year. 204 204
Comments: Suspend this program because of one-time nature of
expenses.

Institute for Computer Technology—Eliminate state funding. 0.5 0.5

Comments: This program receives a significant amount of foundation
and grant funding.

California Technology Assistance Project—10 percent 1.3 1.3
reduction in funding.
Comments: Program does not directly affect students.

Deferred Maintenance—Suspend funding for one year. 181.0 181.0
Comments: Existing law would continue to require that 3 percent of
districts’ unrestricted funds go to maintenance.

9th Grade Class Size Reduction—Eliminate funding. 97.0 97.0
Comments: Schools with greatest need less likely to use program be-
cause of lack of qualified teachers.

CCC—Eliminate Part-Time Faculty Compensation funding. 50.8 50.8
Comments: This program increases part-time faculty salaries with no
demonstrated linkage to improved student outcomes.

CCC—Eliminate Part Time Faculty Office Hours funding. 3.9 3.9
Comments: Office hours can be negotiated as part of collective
bargaining, without categorical funding.

CCC—Terminate Partnership for Excellence program. 164.5 164.5
Comments: Program is due to sunset at end of 2004 calendar year. Has
shown little evidence of progress in reaching performance targets.
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