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Section 1

Introduction

California Budget Basics was prepared as background material for presentations to regional and community leaders throughout California in 2004. The presentations are part of the Next Ten Project, an ongoing effort to engage regional and community leaders in a discussion of long-term budget choices and issues facing Californians. 
This version of California Budget Basics was prepared in August 2004 after the spring regional presentations were completed and was improved by the addition of material based on feedback from each presentation. The graphs and charts in California Budget Basics are available in a PowerPoint presentation. Both the report and the PowerPoint presentation are available on the Next Ten website: www.next-ten.org. 

California Budget Basics was supported by a generous grant from F. Noel Perry, a venture capitalist and private philanthropist.  

California Budget Basics was prepared by Stephen Levy, Director of the Institute of Regional and Urban Studies and the Center for Continuing Study of the California Economy.  While the report has benefited from feedback throughout the presentation process, final responsibility for all findings and conclusions belongs to the Institute of Regional and Urban Studies.

Section 2

California Still Faces Long-Term Budget Deficits

Proposition 57 Will Eliminate Past State Budget Deficits

The passage of Proposition 57 in March 2004 authorizes the state to issue up to $15 billion in long-term bonds to be used for deficit reduction. The Governor’s revised budget for 2004-2005 currently proposes to use approximately $12.0 billion of the bond funds to cover deficits in 2002-2003, 2003-2004 and 2004-2005. The remaining bond funds could be used to further reduce current deficits.

But Ongoing Deficits Will Re-emerge

The 2004-2005 budget, as proposed by the Governor in January and revised in May, is balanced—but a deficit emerges again in 2005-2006 and will remain until additional budget balancing measures are taken, according to estimates published in May 2004 by the Legislative Analyst’s Office (LAO).  
The LAO projects that the ongoing deficit will be in the $6-8 billion-per-year range even if all of the budget proposals included in the Governor’s 
2004-2005 budget are adopted. The LAO report (which may be found at http://www.lao.ca.gov/2004/may_revision/011704_may_revision.pdf) concludes that $6 billion in state budget deficits will re-emerge in 2005-2006, as one-time measures adopted in past years expire and are no longer available. Additional one-time measures will expire the following year—pushing the long-term, or “structural,” deficit even higher.

Economic Growth Will Not Be Enough to Balance the Budget

Future economic growth is already assumed in current projections of long-term state budget deficits. The California economy would have to do much better than is already assumed for economic growth to provide enough revenues to substantially reduce future deficits.

Additionally, there is a limit to how much economic growth can help. Even if California is successful in creating “jobs, jobs, jobs,” previous history indicates that the eventual response will be to bring more people to the state—and with them, a higher demand for public services.

The bottom line of Proposition 57 is that it clears away the state budget deficits from previous years, but neither it nor stronger economic growth provides an answer to the question of how to prevent or “solve” future budget deficits.
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Should California Have a Balanced State Budget?

The federal government often runs large and continuing budget deficits. Why should California struggle so hard to balance the state budget each year?

One reason for some federal deficits is that the federal government is responsible for fighting recessions, and short-term deficits are one anti-recession tool. Short-term deficits are an accepted policy tool for the federal government, but these deficits are supposed to be “made up” in good economic years.

The federal government also has larger powers to borrow money, create money and control interest rates—all of which make federal borrowing different from borrowing by state and local governments or individuals. 
According to most estimates, California needs all of its long-term borrowing capacity to fund infrastructure spending on transportation, water, public facilities and the environment. Even if residents wanted to borrow more in order to run operating budget deficits each year, they would continually face the choice of cutting infrastructure investment to pay for operating deficits.

In addition, the state government now requires the adoption of balanced budgets with provisions for making mid-year corrections. This makes running a short-term state deficit against state law.

Basic Choices for a Balanced Budget

There are two basic policy choices for bringing the state budget into balance: 1) reduce spending or 2) raise revenues. The hypothesis of the Next Ten Project is that residents can be helped to make these choices by being better informed about how the state budget is spent and how the state budget deficit came about.

     Reduce Spending

There are two approaches to reducing spending. One is to reduce service levels by, for example, having longer waits at the DMV offices or making fewer people eligible for health care or childcare benefits. The other alternative is to increase efficiency by reducing “waste, fraud and abuse.” Governor Schwarzenegger has conducted a California Performance Review (CPR) to identify possibilities for increasing efficiencies. The CPR report should be available for residents to evaluate during the summer of 2004.

     Increase Revenues

There are, similarly, two approaches to increasing revenues. One is to raise taxes or fees—for example, with increased college tuition fees or a new fee on Indian tribe gaming revenues, or with increased income, sales or corporation taxes. The other approach is to increase California’s share of federal spending, since state residents currently pay more in taxes than they get back in federal spending.

     Impact on the Economy

Residents and policymakers must also decide which combination of spending adjustments and revenue adjustments helps the economy best. While the economy is not the only criterion for evaluating budget-balancing alternatives, it is an important consideration. The fundamental question is whether lower tax rates or increased investment (made possible by higher revenue levels) best promotes economic growth and opportunity in the state.
Section 3

Overview of State Budget Spending

The General Fund
The data in this section are from the Governor’s January 2004 budget proposal.

The Governor’s budget proposes approximately $80 billion in General Fund spending for the budget year starting July 1, 2004. The General Fund budget is approved each year by the Legislature and includes most of the revenues and expenditures over which the Legislature has discretion.

Nearly half of the $80 billion in proposed spending will be for education: 38% goes to K-12 education and 11% is for higher education. Another 30% of total spending is for health and human services: 17% is for health services and 13% is for human services. The remaining 20% of General Fund spending is split between Corrections (7%), tax relief (6%) and many smaller sectors included in the “Other” category (8%). The budgets for the state legislature and most state government departments are included in the “Other” category.

	State General Fund Budget

Governor’s Proposal for 2004 – 2005

($Billions)

	
	
	

	
	
	Percent of Total

	K-12 Education
	$30.3
	38%

	Higher Education
	8.7
	11%

	Health Services
	13.8
	17%

	Human/Social Services
	10.8
	13%

	Corrections
	5.7
	7%

	Tax Relief
	4.7
	6%

	Other
	6.6
	8%

	
	
	

	Total
	$80.6
	100%


           Source: Governor’s 2004-2005 Budget Summary
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Special Funds, Bond Funds and Federal Funds

In addition to the General Fund budget, approximately $47 billion in federal funds will be available to California this year. Most of the federal funds are earmarked for special education and health and human service programs. State special fund taxes, fees and bond revenues will be available to fund another nearly $22 billion in spending. (As an example, most state transportation spending is funded by gas taxes and vehicle-related fees.)
The remainder of this section presents an overview of where these funds are spent within the major spending areas in the state budget.
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General Fund Spending—By Major Area

     K-12 Education

K-12 education is funded jointly by the state budget and local property taxes. Federal money helps fund special education and programs that address the needs of children from low-income families. 

After the passage in 1978 of Proposition 13 (which lowered local property tax rates by 60%), the state government took over major responsibility for financing K-12 education. For 2004-2005, General Fund K-12 spending adds $30 billion to local property tax funding of approximately $15 billion. For most districts, state funding makes up the difference between what local property taxes contribute and the state-mandated per-pupil spending limit.

Additional funding of approximately $7 billion comes from federal funds; another $5 billion comes from local parcel taxes and property taxes for bond repayment; and less than $1 billion comes from lottery funds.

     Higher Education

State spending on higher education is split between the Community College system, the University of California (UC) system and the California State University system, with each receiving approximately $2.5 billion in 2004-2005. The remaining portion of the higher education spending ($1.1 billion) is for debt service on higher education bonds and student aid grants. 

Additionally, the state colleges and universities receive nearly $8 billion in federal funds for specific programs, including student aid.

     Health Services

State spending on health services primarily covers the state’s share of spending for programs that are jointly funded by the state and the federal government. These programs are primarily for health care for poor and disabled residents. The Medi-Cal program represents $11.6 billion of the proposed $13.8 billion in California health services spending for 2004-2005. 
Although the majority (75%) of Medi-Cal enrollees are poor children and their families, approximately 65% of Medi-Cal funds are spent on blind, disabled and elderly residents—including a growing share on nursing home care for eligible elderly enrollees. State Medi-Cal funding is matched by nearly $18 billion in federal funding. 
The remaining health services money is for mental health programs, public health programs and the state health insurance program for high-risk residents who cannot get other insurance. 

     Human and Social Services

Human and social service spending is divided between several programs that help poor, disabled and elderly residents. CalWorks spending ($2.0 billion) is the state share (combined with $2.7 billion in federal money) of cash grants, child-care and support services for welfare recipients. The federal government has a program to provide supplemental security income (SSI) in the form of cash grants for eligible aged, blind, disabled residents. The state budget adds $3.3 billion in additional cash grants, 75% of which go to eligible disabled residents.

Developmental services ($2.2 billion) cover a variety of services to eligible disabled residents. Remaining human and social service funding ($3.3 billion) supports child welfare services, in-home support services and a variety of smaller programs.

     Corrections

The Corrections budget is split between the state prison system ($5.2 billion) and the California Youth Authority ($.5 billion).

     Tax Relief

Tax relief is primarily spent on the vehicle license fee backfill money ($4.1 billion) paid to local governments to reimburse them for lost vehicle license fee revenue as a result of the VLF cuts begun in 1998-99. The remaining funds are for senior renters’ credits and homeowners’ property tax relief.

     Other General Fund Spending

Of the remaining General Fund spending, $2.6 billion covers legislative, judicial and executive branch operations, $.9 billion covers the Resources agency, and $3.1 billion is spread across many smaller program areas, including pension payments.

     Transportation

Although transportation is not funded through the General Fund budget, the Legislature has the discretion to change the special fund taxes and fees that support transportation, and to direct the spending of these funds as it does in other spending areas.

Transportation funding comes from a combination of state special funds and bond funds ($5.4 billion in 2004-2005), and from federal grants ($2.6 billion). The state special funds are primarily gas tax and user fee funds, which are required to be spent on transportation. Federal funds are mainly for capital outlays and local assistance. The overall transportation funding supports state and local transportation projects, the California Highway Patrol and the Department of Motor Vehicles.

	State General Fund Budget

Governor’s Proposal for 2004 – 2005

($Billions)

	K-12 Education
	$30.3

	Higher Education
	8.7

	Community Colleges
	2.5

	California State Universities (CSU)
	2.4

	University of California (UC)
	2.7

	Other
	1.1

	Health Services
	13.8

	Medi-Cal
	11.6

	Other
	2.2

	Human/Social Services
	10.8

	Cal Works
	2.0

	SSI/SSP
	3.3

	Developmental Services
	2.2

	Other
	3.3

	Corrections
	5.7

	State Prisons
	5.2

	Youth Activity
	.5

	Tax Relief
	4.7

	VFL Backfill
	4.1

	Other
	.6

	Other
	6.6

	Judicial, Legislative, Executive
	2.6

	Resources
	.9

	Other
	3.1


            Source: Governor’s 2004-2005 Budget Summary

Where Does Most State Spending Go?
Most state budget spending goes directly to local governments and school districts, and to private-sector providers of health and social services. Of the $80.6 billion in proposed General Fund spending for 2004-2005, $63.2 billion (78%) goes to school districts, local governments and service providers. 

The shared responsibility (federal, state, local and private-sector providers) for delivering services, and the shared responsibility for funding most public services, are two of the complicating factors in understanding the state budget and how service funding and delivery decisions are made.

     K-12 Education

The $30.3 billion in General Fund spending for K-12 education is the state’s share of total K-12 funding for local school districts. The state budget plays a significant role in funding local education as a result of three state actions: 
· Proposition 13, which reduced local property tax rates and resulted in the transfer to the state of a large share of K-12 funding responsibility; 


· The Serrano-Priest court decision, which required the state to move toward equalizing per-student funding among all school districts; and 


· Proposition 98, which earmarked approximately 40% of state General Fund revenues for K-12 education.

     Higher Education

The community college portion ($2.5 billion) of higher education funding goes to local community college districts. The remaining funds ($6.2 billion) are spent for the University of California (UC) and California State University (CSU) systems. 

Community colleges receive additional funding from local property taxes and locally approved bond funds. The UC and CSU systems get additional funding from statewide bond programs, federal grants, and tuition and fees.

     Health and Human Services

For most health and human service programs, there is shared funding and shared responsibility. Most programs (including Medi-Cal, foster care, child welfare, and welfare-to-work) receive both federal and state funding. County governments administer eligibility and enrollment under state and federal rules. They also distribute state and federal monies to private-sector service providers.

In the General Fund budget, these funds are listed as local assistance. While it is true that private-sector service providers (such as doctors, childcare centers and social service providers) are not state employees, they operate under rules and fee schedules set by the state within the discretion allowed under federal funding provisions.

     Corrections

State spending for Corrections is almost entirely for the state prisons and the California Youth Authority. The state prisons, the university system and the state government departments are the three budget areas where nearly all of the employees providing services are state employees.

     Tax Relief

Tax relief funds are provided by the state to local governments. As mentioned above, the largest portion of tax relief funds are to compensate for funds lost by local governments when the vehicle license fees were reduced.

Of the $6.6 billion in “Other” General Fund spending, $4.1 billion is for state purposes including administrative functions not included elsewhere: debt service, Resources Agency spending and some pension payments.

	State General Fund Budget

Governor’s Proposal for 2004 – 2005

($Billions)



	
	Local Govt.
& Service Providers


	State
Govt.

	Budget Total



	
	
	
	

	K-12 Education
	$30.3
	---
	$30.3

	Higher Education
	2.5
	6.2
	8.7

	Health 
	12.9
	0.9
	13.8

	Human/Social Services
	10.3
	0.5
	10.8

	Corrections
	---
	5.7
	5.7

	Tax Relief
	4.7
	---
	4.7

	Other
	2.5
	4.1
	6.6

	
	
	
	

	Total
	$63.2
	$17.4
	$80.6


       Source: Governor’s 2004-2005 Budget Summary

How Is the State Payroll Divided Up?

The state has the equivalent of slightly more than 300,000 full-time employees, with an annual payroll of $17 billion. Some of these positions, such as those in Transportation and Employment Services, are not funded through the General Fund. Additionally, many areas (including higher education payrolls) receive support from other funding sources as well. Therefore, the $17.4 billion does not represent General Fund payroll expenses.
More than one third of the state personnel years are for higher education, split between the UC and CSU systems and accounting for $5.8 billion in payroll costs. The next largest category is Corrections, with slightly more than 50,000 personnel years and $3.3 billion in payroll costs. Transportation and Health and Human Services each account for approximately 40,000 personnel years and $2.2 billion in payroll costs.

The remaining 70,000 personnel years are divided between several program areas and account for $3.8 billion in payroll costs. The Executive branch accounts for 12,000 personnel years and a payroll expense of $0.7 billion, according to the Governor’s Budget Summary for 2004-2005.

	State Employees

Full-Year Equivalents for 2004 – 2005

(Payroll in $Billions)

	
	Number of Jobs
	Amount of Payroll

	
	
	

	University of California
	69,585
	$3.6

	Corrections
	52,703
	3.3

	California State University
	43,049
	2.2

	Health, Labor and Human Services
	41,251
	2.2

	Transportation
	38,921
	2.3

	Other
	72,417
	3.8

	Executive
	12,291
	0.7

	Consumer Services
	11,572
	0.6

	Resources
	12,917
	0.7

	Employment Services
	10,072
	0.5

	Other
	25,565
	1.3

	
	
	

	Total
	317,926
	$17.4


   Source:  Governor’s 2004-2005 Budget Summary


Section 4

Spending Increases from 1998-99 through 2002-2003

Between 1998 and 2002, three things happened related to the state budget:

· Revenues surged and then plunged. 
· Tax cuts were enacted and remained. 
· And spending rose and remained at the higher levels. 
Thus, the deficit was born. Although this is now 2004, the analysis of what happened during the 1998-2002 period is still an important part of the current budget debates and positions. 

This section examines spending trends between the 1998-1999 and 2002-2003 budgets. The following section will address revenue trends, as well as changes in the share of income devoted to state and local government taxes.

General Fund spending rose from $57.8 billion in 1998-99 to $77.5 billion in 2002-2003. This represents an increase of 34.1%. As shown below, all of the increase was in the first two years of the period, when General fund spending peaked at $78.1 billion in 2000-2001.
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The spending forecasts for 2004 and 2005 look similar to 2002 spending levels, but the 2003, 2004 and 2005 budgets include many fund transfers and deferrals of spending to later years. They are therefore not directly comparable to the spending totals for earlier years. This section examines the changes from 1998/99 to 2002/03.

[image: image4]
What Causes Increases in General Fund Spending?
State budget spending grows for the following three principal reasons: 

· Caseload growth 
· Price level increases 
· Service level increases 

     Caseload Growth 

Each program that is supported by the state budget has a caseload, or population group, that it serves. For K-12 education, the caseload is K-12 school enrollment. Between 1998 and 2002, K-12 school enrollment increased 7.5%. 
For health and human services programs, the caseload is the eligible population. For Corrections, the caseload is the number of prisoners. Between 1998 and 2003, the number of prisoners remained near 160,000—after increasing by 25% in the previous five years. For many other state programs, the caseload is the total state population.
     Price Level Increases

Most state programs are subject to upward budget pressures from price increases in the general economy. For example, the California Consumer Price Index rose by 13.6% between 1998 and 2002. Health care inflation rose even faster, which made state programs providing health care subject to even stronger upward cost pressures.

     Service Level Increases

Some of the state spending increases, as described below, went beyond caseload and inflation increases. They were caused by increases in service levels in some major state spending areas between 1998 and 2002.
Why Is the State Different Than a Business?

Many businesses in California are just emerging from a long recession where sales and revenues fell. Some businesses had to reduce staff levels in recent years to keep pace with the loss of business. It is a normal response of businesses to reduce staffing when the level of sales falls and fewer employees are needed to serve existing customers.

The difference between state government and a business is that state government continued to serve a growing number of customers during the recession. So, the recession did have an effect on revenues by reducing them, but this was not due to the number of customers falling. Most caseloads for state programs continue to rise year in and year out. 

As a result, public agencies face a real dilemma in recessions. Their revenue growth slows or goes negative, but their service obligations continue to increase.

     Examples of Increased Service Obligations
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K-12 enrollment has grown steadily in recent years as the children of baby boomers and immigrants have filled the schools. This enrollment growth is now tapering off and, for a few years later in this decade, enrollment growth will stop altogether.

On the other hand, higher education enrollment is in the middle of a long-term upsurge (Tidal Wave II) as the children now in the K-12 system become of college age. Enrollment growth of between 2% and 3% per year is projected by the California Department of Finance. 
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A third example involves Medi-Cal caseload and spending. In terms of caseload, approximately 75% of eligible recipients are poor children and their families. However, approximately 65% of Medi-Cal spending is for elderly, blind and disabled recipients. These groups are very different in terms of their past and future caseload growth. While poverty levels fluctuate with the economy and policies may be able to reduce poverty levels, the number of elderly residents will rise steadily in California, posing a challenge for Medi-Cal funding.
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Where Did Spending Increase?

The largest spending increases were in three areas: education, health and human services, and tax relief. The following chart gives a breakdown of the major components of spending increases between 1998-99 and 2002-2003.
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Of the nearly $20 billion increases in General Fund spending between 1998-99 and 2002-03, $7.4 billion was for education, $7.0 billion was for health and human services and $3.5 billion was for tax relief associated with money appropriated to local governments to compensate for the loss of vehicle license fee (VLF) revenues after VLF fees were cut.

	Spending Increases

1998-99 to 2002-03

(Billions)

	
	1998-99
	2002-03
	Numerical Change
	Percent Change

	
	
	
	
	

	K-12 Education
	$23.5
	$28.8
	$5.3
	22.6%

	Higher Education
	7.3
	9.5
	2.2
	30.1%

	Health and Social Services
	16.1
	23.1
	7.0
	43.5%

	Corrections
	4.5
	5.8
	1.3
	28.9%

	Tax Relief
	0.9
	4.4
	3.5
	388.8%

	Other
	5.5
	5.9
	0.4
	7.3%

	
	
	
	
	

	Total General Fund
	$57.8
	$77.5
	$19.7
	34.1%


Source: California Department of Finance

     Spending for Education
General Fund spending for K-12 education increased by $5.3 billion, or 22.6%. The LAO estimates that approximately 75% of the increase paid for attendance growth and cost-of-living adjustments. The other 25% went partly for increases in discretionary funding per student and partly for specific new programs related to teacher retention, lengthened school year, child-care and the California Community College Partnership for Excellence programs.

Higher education received an increase of $2.2 billion, or 30.1%. Approximately 60% of this increase reflected growth in enrollment and money to keep pace with the rise in overall prices. The remaining 40% of the spending growth represented the Legislature’s decision to increase real per-student funding for the UC and CSU campuses, and to increase student aid funds. Higher education received 11% of the total General Fund spending increase.

     Spending for Health and Human Services

General Fund spending for health and human services increased by $7.0 billion, or 43.5%. This increase supported: 1) caseload growth in most program areas, 2) cost increases, particularly rising health care costs, and 3) program expansions. The major program expansions were in extending health care coverage to more children and to more families and increased child care and support services for welfare recipients. 

States have the opportunity to match federal dollars to expand health care coverage to children and families that are above the poverty level but below 250% of the poverty level. California increased eligibility for more children and for additional family members living in households with eligible children. 

Below are some facts that explain the causes of spending increases for health and human service programs. These facts were compiled by the Legislative Analyst’s Office (LAO) in a document that is available at the following website: http://www.lao.ca.gov/handouts/revtax/2003/071603_spend_growth_sources.pdf
· Approximately 75% of Medi-Cal increases were the result of caseload and inflation increases. Health care programs in both the public and private sectors are experiencing cost increases well in excess of the overall rate of inflation. Approximately 25% of spending growth during this period was the result of expansions in program eligibility to new groups of residents.

· On the other hand, CalWorks (welfare to work) programs saw a decrease in caseloads as a result of strong economic growth and new federal work requirements. Spending remained level, though, as a result of “federal maintenance of effort” rules, which allowed California to increase spending on child-care and other welfare to work related services.

· Caseload and inflation accounted for 25% of the increase in spending for children’s programs. New and expanded programs accounted for another 25% of the growth. Approximately 50% of the spending growth was attributed to “other” factors including aging of the children served, more reliance on foster-care placements and reduced federal funding.

· Health and social services accounted for 37% of total spending growth between 1998 and 2002.

     Spending for Tax Relief

General Fund spending for tax relief grew by $3.5 billion, or 388.8%, as the Legislature appropriated money to local governments to compensate for the loss of vehicle license fee funds after the vehicle license fee was reduced starting in 1998. The so-called VLF backfill accounted for 18% of total spending increases between 1998 and 2002.

State Spending as a Percent of Personal Income
Total personal income increased by only 24.0% during the period when General Fund spending increased by 34.1%. As a result, spending as a share of residents’ income rose from 6.2% of total income in 1998-99 to 7.1% in 2000-2001 before falling to 6.7% in 2002-2003.

The long-term average share of personal income devoted to state General Fund spending has been 6.4% since 1980. As shown below, there was a long period in the early 1990s when spending was below the long-term average share, followed by a period when spending jumped above the average. 
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Section 5

Overview of State Budget Revenue Trends

The preliminary 2004-2005 budget lists $97 billion in General Fund and Special Fund revenues. Approximately $85 billion of these revenues are in the five major categories shown below. The remaining $12 billion is composed of Special Fund revenues dedicated to specific purposes, including $5 billion in taxes and fees that support specific energy, environmental, trial court and anti-smoking programs. 
Special Fund revenues also include $2.5 billion from a ½-cent sales tax approved by voters in the early 1990s for local government health and social service programs, and $1.3 billion from diverting a ¼ cent of existing sales tax revenue to a special fund earmarked for paying off the $15 billion in deficit reduction bonds.

Five Major Revenue Sources

Four General Fund tax sources—income taxes, sales taxes, corporate taxes, and estate and insurance taxes—and Special Fund gas taxes and registration and license fees—provide nearly all of the funds for General Fund spending and transportation. Income taxes are the largest revenue source and are forecast to provide $38.0 billion, or 44.9%, of the $84.7 billion in General Fund and vehicle-related revenue in 2004-2005. 

State sales tax revenues are expected to contribute $29.0 billion, or 34.2%, of total funding. Corporation and vehicle-related taxes are each expected to contribute nearly $8 billion, or about 9% each, of total revenue.

	Major Revenue Sources

 2004-2005

($Billions)

	
	Amount
	Percent of Total

	Income Tax
	$38.0
	  44.9%

	Sales Tax
	  29.0
	  34.2%

	Gas and Vehicle Taxes
	    7.9
	    9.3%

	Corporate Taxes
	    7.6
	    9.0%

	Insurance and Estate Taxes
	    2.2
	    2.6%

	Total Major Revenues
	$84.7
	100.0%


                 Source: Governor’s 2004-2005 Budget Summary
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General Fund Revenue Roller Coaster 1998-2002

Income tax receipts rose sharply between the 1998-99 and 2000-01 budget years, increasing from $30.9 billion in 1998-99 to $44.7 billion in 2000-01. The share of total taxes contributed by income taxes also rose during this period, reaching 50% of total General Fund and vehicle-related taxes. Sales tax revenues rose during the first two years as the economy soared—and fell back down after 2000, as the recession affected spending.

	State General Fund Major Tax Revenues

1998-99 through 2002-03

(Billions)

	
	1998-99
	99-2000
	2000-01
	2001-02
	2002-03

	Income Tax
	$30.9
	$39.6
	$44.7
	$33.3
	$32.5

	Sales Tax
	21.0
	23.5
	24.3
	21.5
	22.5

	Corporation Taxes
	5.7
	6.6
	6.9
	5.1
	6.5

	Insurance & Estate Taxes
	2.1
	2.2
	2.4
	2.6
	2.8

	Total Major Tax Revenues
	$59.7
	$71.9
	$78.3
	$62.5
	$64.3


Source: California Department of Finance

The volatility in income taxes is explained by the rise and fall of stock option and capital gains income. Stock option and capital gains income contributed $7.5 billion in income tax revenue in 1998-99. That contribution rose to $17.6 billion in 2000-01 before falling during the next two years. Revenues related to stock option and capital gains income are expected to return to 1998-99 levels in 2004-2005.
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A Budget Deficit Emerges

The origin of the large state budget deficits of recent years is clearly shown on the graph below. Revenues and General Fund spending rose sharply between the 1998-99 and 2000-01 budget years. After that, revenues fell while spending remained at previous levels.
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The deficit was caused by a combination of spending increases and subsequent revenue declines. The revenue declines were due to three factors:

· The decline in stock market–related income taxes

· A decline in tax revenue associated with the recession

· The decision to reduce taxes by approximately $5.6 billion per year
-- Approximately $4 billion in vehicle license fee reductions

-- Approximately $1 billion in income tax reductions due to increased exemptions for children


-- Approximately $.6 billion in corporate income tax reductions

The deficit was not caused by the “energy crisis” in 2001, when the state paid high prices for electricity and gas. All of the money spent by the state was repaid, and the higher costs were passed on to utility consumers. The deficit was also not caused by rising worker’s compensation costs or higher unemployment benefits. General Fund revenues do not fund these programs. However, lower workers’ compensation costs will help state and local governments in their role as employers by reducing their workers’ compensation expenses.

Long-Term Revenue and Tax Burden Trends

Major state tax revenues are rising again in California. Total General Fund and vehicle-related taxes will reach $80.7 billion in 2004-2005, up 19.6% from 
1998-99. Sales and corporate tax revenues are expected to reach new high levels, but income tax revenues are still expected to be $6 billion below the 2000-2001 level. Vehicle-related taxes are down from 1998-99 levels.

As mentioned previously, even strong economic growth is not expected to eliminate expected state budget deficits.

	State Major Tax Revenues

1998-99 through 2004-05

(Billions)

	
	1998-99
	2000-01
	2002-03
	2003-04
	2004-05

	Income Tax
	$30.9
	$44.7
	$32.5
	$35.1
	$38.0

	Sales Tax
	21.0
	24.3
	22.5
	23.7
	25.0

	Corporations
	5.7
	6.9
	6.5
	7.5
	7.6

	Insurance and Estate
	2.1
	2.4
	2.8
	2.3
	2.2

	Vehicle-Related Taxes
	8.6
	8.4
	7.1
	7.5
	7.9

	Total Major Tax Revenues
	$68.3
	$86.7
	$71.4
	$76.1
	$80.7


    Source: California Department of Finance     

     State Taxes Near Historic Lows—As Percentage of Personal Income

The share of California residents’ personal income devoted to General Fund and vehicle-related taxes declined from 7.2% in the 1998-99 budget year to 6.4% in the 2004-2005 budget year. Part of the decline was the result of “natural causes” (that is, the recession), and part was the result of explicit tax cuts.
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The long-term average for General Fund and vehicle-related taxes as a share of California personal income is 6.9%. Currently, the share is near the low levels of the past 25 years.
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     State and Local Tax Burden—Now Near National Average

In the late 1990s, state and local taxes in California made up a relatively high percent of total personal income compared to other states. In 2004 the tax burden in California is average to below average, depending on what measure is used. For an “average” year, it is likely that combined state and local taxes as a percentage of personal income are slightly above the national average.

     A New Comparison of State and Local Tax Burdens

The Tax Foundation in Washington, D.C. has released its 2004 rankings of state and local tax burdens. The data can be found at the following Web address: http://www.taxfoundation.org/statelocal04.html. 

Since the passage of Proposition 13, which dramatically lowered local property tax rates, California has been a state with comparatively high state tax collections as a percent of income, and comparatively low local taxes as a percent of income. 

The table below shows California’s ranking among states according to two sources: the newly revised Tax Foundation estimates through 2004, and the 2003 California Statistical Abstract. Both sources use data published by the United States Department of Commerce. The tabulations have slight differences in how the measures were constructed, and the Tax Foundation data is more up to date than the data in the Statistical Abstract.

A ranking of 1 means that the state has the highest percent of personal income going to state and local taxes; a ranking of 50 means that the state has the lowest percent of income going to taxes. 
	California’s Tax Burden Ranking

	(1 is Highest, 50 is lowest)

	Year
	    Tax Foundation
	CA Statistical Abstract

	1970
	8
	8

	1979
	25
	24

	1990
	25
	20

	1994
	24
	34

	1998
	16
	16

	1999
	11
	15

	2000
	11
	8

	2001
	10
	

	2002
	25
	

	2003
	24
	

	2004
	26
	


    Source: Tax Foundation and 2003 California Statistical Abstract

The Tax Foundation study also includes data on the actual percentage of personal income going to state and local taxes, shown in the graph below.

[image: image28.emf]California K-12 Enrollment

-0.5%

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

1991 1994 1997 2000 2003 2006 2009 2012

(Percent change)


State tax receipts rose as a percent of income in the late 1990s. This was a result of the strong economy and, particularly, the large tax receipts from stock option income and capital gains. At the peak in 2000, Californians paid 11.0% of their income to state and local taxes (compared to 10.4% nationally) and ranked about 10th from the top among states. 

California’s increase in tax burden (from a ranking of 16 in 1998 to a ranking of 8 or 11 in 2000) came as tax rates were being lowered. The high-tax status came purely as a result of strong economic growth. 

The 2004 Tax Foundation rankings place California 26th, or nearly in the middle among states, in terms of tax burden. In fact, California also ranked 24th to 26th in 1979, 1990, 1994, 2002, 2003 and 2004, according to the new Tax Foundation rankings.

Long-Term Trend—By Major Tax Source

The long-term trend is for personal income taxes to rise as a share of total tax revenues. In contrast to the other major sources of state tax revenue, income taxes grow as fast as or slightly faster than the overall rate of economic growth. The income tax share of total tax revenue has retreated from the Internet bubble highs, but it is still above the share of 25 years ago.

The recent income tax volatility raises the following policy questions: Was this a one-time phenomenon? Are policy measures needed to prevent future tax revenue volatility? Should one-time revenue increases be devoted to one-time spending purposes?
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Sales tax revenues have grown more slowly than the California economy, as measured by total personal income. This means that sales tax revenues have declined over time as a share of total revenues. This trend is expected to continue unless the sales tax base is broadened to include some of the faster growing spending areas. Currently, the sales tax base includes items where spending is growing more slowly than overall spending growth.

One policy option being discussed is to broaden the base of the sales tax to include some faster-growing services while lowering the tax rate so that the same amount of revenue is raised in the initial year. Over time, such a proposal would result in faster-growing sales tax revenues.

Other tax sources, as shown on the following graph, are declining as a share of total tax revenue. Corporation taxes contributed 13.6% of tax revenues in 1979-80, and 9.0% in 2004-2005. Corporate tax rates were reduced in the late 1990s when the economy was producing strong revenue growth. Vehicle-related taxes contributed 14.9% of total tax revenues in 1994-95, but that share is expected to fall to 9.0% in 2004-2005. The vehicle license fee was reduced starting in 1998, and gas taxes are not structured to keep pace with either inflation or economic growth. Estate taxes have fallen as a result of federal estate tax changes.
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Section 6

Understanding State Budget Choices

Budget Discretion—How Much Choice do Legislators Have?

One question often asked in discussions about the state General Fund budget is, ”How much discretion do legislators have?” This section provides an overview of the major budget areas where legal requirements affect the level of spending or how money is spent.

General Fund Discretion—Issues
     Higher Education, Prisons and State Agency Spending

In theory, California could close state prisons and state hospitals, eliminate funding for state colleges and universities and abolish state government departments. In the proposed 2004-2005 budget, General Fund spending is $6.2 billion for UC and CSU, $5.7 billion for state prisons and the California Youth Authority and $5.5 billion for other state functions.

Currently, no one is advocating any of these steps. There is a significant difference between legal discretion and practical discretion. Although there is no law requiring a particular level of spending on state prisons or state universities, there are 160,000 people in state prison and 550,000 students in UC and CSU universities, and there is strong public support for continuing state financial support for these functions.

Similarly, there is no legal requirement to have a specific number of employees for each department that administers state services. But, while there will continue to be active debate about the exact level of funding for state prisons, universities and administrative departments, the amount of practical discretion is more limited, given the continuing rise in state population and program caseloads.

     Local Education

Local school funding is very complicated in the post–Proposition 13 world. Three different laws and legal decisions govern local school funding. First, the Serrano-Priest court decision in the 1970s determined that all children should be guaranteed a similar level of basic school funding. Currently, 95% of all school districts have a level of per-pupil funding that is very similar. 

Second, Proposition 13 reduced local property taxes, resulting in the state taking over major responsibility for K-12 funding. Proposition 98 requires that state General Fund spending for K-12 education keep pace with revenue growth; i.e., be maintained as at least a constant share of state General Fund revenue.

The result is that most school districts get most of their funding from the state and have a basic per-pupil spending limit set by state formula. The state provides the funding needed to meet the spending limit after local property taxes are taken into account. School districts that provide all of their basic funding through property taxes are exempt from these rules.

The intent of these laws was twofold: 1) to provide a measure of equality in school funding so that students in districts with lower resident incomes or lower property tax bases would not be unfairly penalized, and 2) to provide a minimum and growing revenue stream for K-12 education.

There is some flexibility in the system, however, as the Proposition 98 revenue “guarantee” can be suspended. Such a suspension is part of the budget proposal for 2004-2005.

     Property Taxes, Parcel Taxes and Local School Funding

For most school districts, property tax growth lowers the amount of state education funding, so schools end up with no additional funds from the higher property taxes. Most districts are funded through a revenue-per-student limit, where the state adds whatever funds are needed after property taxes are taken into account. Therefore, higher property tax revenue means lower state funding and vice versa. 
This is why the legislature has been asked, previously and again this year, to reallocate a portion of property tax revenues from local governments to school districts. This does not bring in any more money to school districts, but it does lower state General Fund spending. Switching property taxes from funding local governments to funding schools is what the ERAF (Education Revenue Augmentation Fund) proposals are about. The purpose is to lower the required amount of state K-12 school funding.

School districts are raising parcel taxes because they can keep all of the additional parcel tax money without losing state funding. The state lottery adds approximately $800 million per year to K-12 funding. Total K-12 funding in 2004-2005 is proposed to be approximately $58 billion, including state and local funding and $7 billion in federal funds. 

     Categorical Funding

Approximately 20% of state funding for K-12 education is in categorical programs; that is, where the money is given to local school districts to be spent for specific purposes only. These spending mandates are discretionary from the state budget perspective, but reduce discretion at the local level. The Governor and the LAO have each proposed a review and lessening of state categorical mandates.

     Additional K-12 Education Data

California spent $7,244 per pupil in the 2002-2003 school year. The national average was $7,875. California ranked 29th among the 50 states and the District of Columbia in per-pupil spending.

California had the highest average teacher salary ($56,283) and the third highest average class size in the nation. If Californians had wanted to be in the top 25% of states for per-pupil spending, we would have needed to match Maine and spend at least $9,274 per pupil in 2002-2003. That level of per pupil spending would have added $13 billion to total K-12 funding in 2002-2003. 

     Health and Human/Social Services

Most of the major health and social service programs are required by federal law. However, there is some flexibility in the number of “optional” groups for whom the state can choose to offer these programs, and in the level at which the state can choose to fund optional benefits.

Medi-Cal is California’s program of health care assistance under the federal Medicaid program to provide assistance to aged, low-income and disabled populations. State funding in most cases is matched dollar for dollar with federal funding. 

Yet, the state has some control and discretion over most health and social service programs. For example, California has chosen in recent years to extend Medi-Cal assistance to “near-poor” children and their families, and the governor has proposed limiting the number of additional eligible residents. 

Moreover, the state sets rules and negotiates for services with private health care providers. The level of fees paid (and, therefore, part of the expense of providing care) is determined by these fee-setting procedures.

CalWorks is California’s welfare assistance program. It operates under federal law with federal matching monies. The state has some discretion in optional benefits and funding levels. 

Other programs of cash and services assistance to disabled, aged and poor residents are regulated by state and federal laws and, in most cases, the state has chosen to fund services at above the minimum required level. 

     Transportation and Other Special Fund Program Areas

Transportation is one of several programs that receive the majority of funding from taxes and fees that are not part of the General Fund budget. The major program allocation of these special funds is shown below. Special fund programs are, by definition, nondiscretionary because, in each case, a specific source of funding is dedicated to a specific program area.
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Gasoline taxes and vehicle-related fees contribute $5.5 billion to state transportation funding. These taxes and fees are set by law and these funds must be spent on transportation. Proposition 42 was recently passed to require that sales taxes on gasoline be spent on transportation programs. However, the fees and taxes that support transportation can be changed by the legislature or the voters, and the Proposition 42 funds have been “taken back” into the General Fund for the past two years.

Some programs derive a portion of their funding from fees. Two examples of this are the Public Utilities Commission and the trial courts. Some vehicle-related fees go directly to fund local governments, and in the early 1990s voters approved a ½-cent sales tax to fund local health and social service programs mandated by the state.

Federal Funding and Related Issues

Federal grants play a significant role in funding transportation and many General Fund spending areas. The largest federal grant in 2004-2005 is projected to be $17.8 billion for the Medi-Cal program. Federal grants are also a part of total funding received by local school districts and state universities. And federal grants provide about 1/3 of total state transportation funding. Federal grants for all of these programs in 2004-2005 are expected to be near $50 billion. 
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One way to increase funding for state budget programs is to increase the level of federal grant funds allocated to California. For many years, California taxpayers have paid more in federal taxes than the state has received back in federal spending. In 2002 this difference was estimated at $58 billion (http://www.calinst.org/pubs/balrpt02.htm). 

California’s higher income levels and below-average number of elderly residents, along with the large drop in defense spending in the 1990s, all account for much of the reason why California gets less back in federal funding relative to many states. 

But there is also concern that the formulas used to determine state allocations for many funding programs are unfair to California. More information on the issues related to changing federal allocations formulas is available from the California Institute for Federal Policy Research at http://www.calinst.org/formulas.htm. 

There are two broad strategies for bringing a higher share of federal dollars to California. One strategy involves the traditional bargaining over new projects. Which state should get a new earthquake research center, a new nanotech center, a new health institute and other examples like these? These debates are similar to those held in the 1990s about the location of base closures.

A second strategy involves the bargaining over the formulas used to distribute federal grant money. There is a legitimate case that California gets less money than it should because the formulas use outdated data. For example, money that is distributed based on a state’s population often is distributed on the basis of old population totals. As a fast-growing state, California is always “behind” when older population data is used, because our share of the nation’s population usually increases each year.

There is also an argument that the poverty level is above the national average in 

California as a result of higher housing costs in the state. Using a higher poverty level for California would result in a higher estimate of the number of people living in poverty and, as a result, would give California a higher share of dollars allocated based on poverty rates. 

Where Do Property Taxes Fit In? 

Property taxes are limited to 1% of the assessed value of property, except for voter-approved assessments for specific purposes such as school construction bonds. The average tax rate is between 1.05% and 1.1%. The growth in assessed value for property is limited to a maximum of 2% per year, unless the property is substantially altered or sold. The 2% limit is firm, regardless of how much the market value increases over time.

The allocation of property-tax dollars among cities, counties, special districts and school districts is set by the state according to a formula based on the historical shares from when Proposition 13 was adopted in 1978. Currently, about $30 billion is raised from local property taxes. Schools throughout the state get approximately 50% of those property tax revenues. The proportion of property tax revenues that goes each use shown below varies by county, depending on the proportions that were in place when Proposition 13 was adopted.
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A number of issues about property taxes are being discussed today in California’s budget debate. One issue is whether to allocate additional property tax revenues away from cities, counties and special districts to schools—a proposal in the Governor’s current budget. The result of that action would be to reduce the amount required for K-12 education in the state budget. There may be one or more initiatives on the November ballot to stop the practice of taking local funds to balance the state budget.

Another property-tax policy option being discussed is the idea of raising the assessed valuation of commercial properties more frequently than when they are sold.

Standards for Evaluating Spending and Tax Revenue Growth

If state spending is $79 billion in one year and $80 billion the next year, then in one sense, one might say that spending rose from one year to the next. However, economists measure real changes in spending by whether they keep pace with caseload and inflation growth. So in most cases, the so-called “spending increase” from $79 billion to $80 billion would actually be a real decline in spending.

Another standard for evaluating revenue and spending trends is by the share of personal income devoted to state taxes and spending. If the share remains the same, spending or revenue growth has kept pace with economic growth, as measured by changes in residents’ total income.

The Institute of Regional and Urban Studies examined the implications of these two standards for measuring state budget trends in a memo prepared under a grant from The James Irvine Foundation. The memo, titled “The Economic Impact of Spending Cuts and Tax Increases,” is available at http://www.ccsce.com/irus_cbe.htm. 

Can California “Afford” More State Government Spending?

Given that California faces continuing state budget deficits unless additional spending reductions are made or additional revenues are raised, residents will probably face the decision of whether additional spending reductions or tax increases better meet their priorities and values.

This question is addressed in another memo prepared by the Institute for Regional and Urban Studies, in the series titled “What Can California Afford?” at the above website. 
Section 7

Selected Comparisons with Other States

This section shows how California compares to other states in selected spending and taxation areas. 
Education

Per-pupil spending on K-12 education in California was near the national average prior to the 1978 passage of Proposition 13. Proposition 13 lowered local property tax rates, thus shifting substantial funding responsibility for education to the state. Per-pupil spending was between 90% and 95% of the national average during the 1980s before falling sharply in the early 1990s.

At the low point shown below, California spending was 80% of the national average, with California ranking 41st among states in per-pupil spending. California’s ranking improved in the late 1990s as the Legislature under Governors Wilson and Davis added money to K-12 spending. At its recent peak, California spent approximately 93% of the national average, rising to a rank of 27th among states.

California’s rank has fallen back to 29th place, according to the latest revised data for 2002-2003. The K-12 data are from the National Education Association (www.nea.org) and EdSource (www.edsource.org). 
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California has the highest teacher salaries but has a very large class size for the teachers to manage. Among all the states, California ranks third from the bottom for class size. One factor affecting K-12 spending in California is that the state has a higher percentage of the population in K-12 enrollment age groups compared to the national average. Another factor is that California has a much above-average percentage of students for whom English is a second language.

The question of how much students should pay to attend California’s public higher education institutions will be part of this year’s and future years’ discussions of how to fund the coming surge in higher education enrollments. California currently charges less than the national average in all three components of the state’s public higher education system.

The data below are from the LAO’s 2004-2005 budget analysis, available at www.lao.ca.gov. The “comparable average” refers to public colleges and universities outside of California chosen by the LAO for comparison purposes. 
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Medi-Cal

California spends less than the national average per beneficiary on Medi-Cal. Among the nation’s ten largest states, California spends the least. According to data from the California Health Care Foundation (www.chcf.org), California spent $4,465 per beneficiary in 2001-2002. This is in contrast to the national average, which was $6,528. California spending was the lowest in a comparison of ten large states, as shown in the following graph.  
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California also paid physicians below the national average to take care of Medi-Cal patients. California paid 65% of the Medicare standard rates, well below the national average of 81%. In a comparison of ten large states, California ranked in the middle, as shown below. 
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Despite lower-than-average spending per beneficiary, California’s Medi-Cal spending has risen in recent years. Two reasons are that 1) California expanded coverage to include near-poor children and their families and additional aged and disabled persons, and 2) the program has experienced cost and utilization increases in areas such as prescription drugs and hospital in-patient services.

Taxes

There are many ways to compare taxes paid by Californians to taxes paid in other states. The measure on the graph below looks at state and local taxes combined, since the total tax burden is what is important to residents and businesses. The data shown below are from the Tax Foundation (www.taxfoundation.org) and are based on data from the U.S. Department of Commerce.

The graph shows state and local taxes combined as a percent of income in California and in the nation. Californians paid a higher-than-average share of their income in state and local taxes in 1970, and again from 1998 through 2001. In 2000, the peak year for stock option income and capital gains, Californians devoted a record 11% of their income to state and local taxes. The national average was 10.4%. 

Among the 50 states, California had the 10th or 11th highest tax burden in 1999, 2000 and 2001. However, the latest Tax Foundation survey ranks California 26th in 2004, following a ranking of 24th in 2003 and 25th in 2002.
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There are three important points to remember in evaluating the comparative tax burden data. 

First, state and local tax burdens shifted dramatically after the passage of Proposition 13 in 1978. Local property tax rates were cut by approximately 60% and, as a result, the local tax burden dropped considerably. However, when state government took over primary responsibility for funding K-12 education, the state tax burden rose to offset the drop in local property tax rates. 

The impact of Proposition 13 in transferring responsibility for education spending to the state is one reason why it is especially important in California to take account of the combined state and local tax burden.

Second, even in a high tax-burden year for the state, California state and local tax receipts were only slightly above the national average as a share of personal income. According to the Tax Foundation data reported above, state and local tax revenues were approximately 6% above the national average. California’s state and local tax burden was 11.0% of income; the national average was 10.4% of income.

Third, the increases in California’s comparative tax burden in the late 1990s were caused by a sharp rise in income, not by an increase in tax rates. Individual tax rates for most Californians actually dropped during this period, as a result of a decline in vehicle license fees and an increase in state tax credits for children.

State Employees

State pension benefits are becoming a subject of discussion in budget debates. According to the data from the Legislative Analyst’s Office, California does have comparatively high benefits. 
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Another fact to consider is that California has the lowest number of state employees relative to population among all states. According to recently released data from the U.S. Census Bureau, California had 107 state employees per 10,000 people in 2002. This contrasts with the national average, which was of 146. The next four states with the lowest number of employees relative to population were Nevada (111), Illinois (116), Ohio (121) and Texas (124). 
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For state and local employees combined, California ranks 46th—meaning that only four states had fewer state and local employees relative to population in 2002. 
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California had 503 state and local government employees per 10,000 residents in 2002—7% less than the national average of 542. The lowest-ranking state was Nevada, with just 421 employees per 10,000 residents. Nevada was followed by Pennsylvania (450), Florida (472) and Arizona (482). Texas was slightly above the national average with 576 state and local employees per 10,000 residents.

Infrastructure

There are many state comparisons related to transportation. California ranks poorly on most measures of road repair, congestion delay and per capita investment in transportation. The following graph shows a measure of road maintenance taken from The Transportation Improvement Project (TRIP) at www.tripnet.org. 
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Among the five states with the largest percentage of roads rated as unacceptably rough, California has the second-worst performance. 

Section 8

Choices for Long-Term Budget Balance

There are two choices for bringing a budget into long-term balance. The same two choices exist for families, businesses and governments. These choices are well known, although they have been difficult to implement at either the federal or the California government level.

Residents can choose to reduce spending or increase revenues.

Reducing Spending
Spending can be reduced by reducing services or discovering ways to provide services at less expense. Spending reductions that reduce service levels or that reduce the number of people eligible for state services are often controversial and unpopular. Public opinion polls (see www.ppic.org or www.field.com) have reported that more residents favor spending increases for education, transportation and even health and human services than favor spending cuts. 

California residents consider education to be the most important public service, according to Public Policy Institute of California and Field polls. A majority of residents favor spending more, not less, on K-12 education. Voter sentiment has confirmed this in most local elections about increasing K-12 funding. Moreover, public sentiment favors maintaining eligibility and financial aid for all academically eligible higher education applicants.

The only state spending area where public opinion may favor a reduction in caseload is for prisons, where caseloads could be reduced by softening the “three strike” law to eliminate drug-use violations as a “third strike.” 

On the other hand, these same polls show that residents believe there is considerable “waste, fraud and abuse” in the delivery of public services. 

Governor Schwarzenegger has initiated a California Performance Review to examine ways in which state departments can deliver services more efficiently. The results of this review, to be released in the summer of 2004, may provide a basis for moving the discussion of “waste, fraud and abuse” away from ideology and into specifics. 

The pre-release announcement cites the possibility of consolidating state purchasing to gain discounts, and the elimination of some existing boards and departments.

Even though California has the lowest number of state employees relative to population of any state, reductions in the number of state employees were approved last year and are being proposed again this year. These employee reductions are being reconsidered now in light of examples like the two cited below.

State departments were asked to identify the impacts of recent personnel cuts, and their reports were posted on the Department of Finance website (http://www.dof.ca.gov/HTML/BUD_DOCS/Reductions/PropAdjustments/PropAdjustmentMenu.htm) in April 2004.

Here is how the Department of Motor Vehicles explained the impact of personnel cuts in that department, illustrating that at least some of the personnel cuts directly impact service levels:
“Because of the reductions, we now have 12% fewer workstations available to the public. The three field offices most heavily impacted by CS 4.10 (the personnel reduction authorization) with average non-appointment wait times approaching two hours were San Mateo, Santa Monica and Fullerton. Forty-two (27%) other field offices have wait times exceeding an hour. …The average non-appointment wait time of 59 minutes is 29 minutes greater than the goal set by the Legislature. For the months of January and February 2004, the additional 29 minutes of wait time represent a loss in productivity to the citizens of California of $27.6 million.”

The connection between staffing levels and service levels was underscored once again in the Governor’s June 25, 2004, announcement that a backlog of 18,000 nurse, barber, cosmetologist and contractor applicants had been eliminated. The backlog was eliminated, according to the press release, because additional staff were hired to process the waiting applications.

Increasing Revenues

Additional revenues can come from four main sources: 1) stronger economic growth, 2) tax increases, 3) elimination of current tax credits and tax breaks, and 4) additional federal revenues.

While stronger economic growth has broad benefits and is the “easiest” way to find additional state government revenues, a moderately strong economic recovery is already assumed in long-term California budget forecasts. The consensus is that economic growth alone will not be sufficient to balance the state budget.

There is also a limit to the amount by which economic growth can balance the budget. California’s experience is that when job growth rates surge, population growth follows. Thus, after a brief initial period, faster job growth brings higher population growth—and along with that, higher demand for services.

Tax increases will probably be proposed as part of future years’ budget solutions. The Legislature and residents will debate whether to raise tax rates and, if so, which tax rates to increase. 
The “performance review” of state spending programs could be extended to include a performance review of tax breaks. Technically called “tax expenditures,” these tax credits and tax breaks may include specific items that are no longer meeting the objective that they were adopted for. For example, last year the Legislature chose not to renew the Manufacturers’ Investment Tax Credit, in part because the legislation’s target for job growth had not been met.

As discussed in Sections 3 and 6, federal grants help fund parts of many programs where there are joint federal-state responsibilities. The level of federal funding going to California has become a political issue, based on the fact that state residents send more to the federal government than they receive back in federal program spending. The issues related to getting more federal funding were discussed in Section 6.

The Next Round of This Project

The ongoing objective of the Next Ten Project is to engage regional leaders and residents in a discussion of the choices facing California in its attempt to address the ongoing gap between revenues and spending. Feedback from the first round of discussions will be used to design a second round of dialogues to explore ways of achieving long-term balance in California’s state budget.

The second round of Next Ten dialogues will also explore the steps needed to develop a ten-year budget, including long-term revenue and spending alternatives.

Section 9

Data and Analysis Sources

The Governor’s Budget data is available on the website of the State Department of Finance. Several documents describing the Governor’s proposed budget are posted currently and updates will be provided for major revisions. The website is http://www.dof.ca.gov/HTML/BUD_DOCS/Bud_link.htm.
The California Legislative Analyst’s Office (LAO) publishes an ongoing series of analyses, both with reference to current budget issues and also with reference to long-term issues and reforms. The LAO website is www.lao.ca.gov. 

The California Budget Project (CBP) also publishes an ongoing series of analyses of current and long-term budget issues The CBP website is www.cbp.org. 

Education data for all states is available from the National Education Association. The NEA website is www.nea.org. 

Analyses of California education issues are available from EdSource. The EdSource website is www.edsource.org. 

Information on Medi-Cal and other health programs is available from the California Health Care Foundation. Their website is www.chcf.org. 

The Institute of Regional and Urban Studies has been funded by The James Irvine Foundation to prepare a series of memos on the relationship of state budget issues to the California economy. The memos are available at the IRUS website. Their website is http://www.ccsce.com/irus_cbe.htm. 
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� When a single year is used on the graphs, it refers to the ending year of the budget cycle. For example, 2003 refers to the 2002-2003 budget and 2005 refers to the proposed 2004-2005 budget.
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