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January 10, 2003

To the Senate and the Assembly of the California Legislature:
| submit for your consideration the Governor’s Budget for 2003-04.

Californians have proven time and again that there is no threat or crisis great
enough to break our spirit. From devastating earthquakes, to deadly floods and firestorms,
Californians have risen to the occasion, set aside personal concerns, and worked together
to meet the challenge. Each time, we emerged stronger and more resilient as a
community.

California now faces the most serious fiscal challenge in its history. The choices
are difficult and the consequences of those choices will affect generations to come. This
challenge must and will be met by California’s leaders.

Over the past four years, working together, we have made critical investments in
improving education, protecting public safety, expanding access to health care, and
providing taxpayers with significant tax relief.

With the pace of both the national and state economies continuing to languish, and
no significant rebound in sight, California has experienced the most dramatic decline in
revenues since World War Il. We bridged the budget gap last year with a mix of on-going
and one-time solutions. This year, the problem is larger and the choices are more difficult.

Every crisis presents an opportunity for change. Yes, we must pass a budget and
close the gap. This budget presents a plan to do that. We would be failing in our duty to
those who elected us, however, if we pass on the tough decisions and do nothing to
permanently fix what we know to be broken. As California leaders address the fiscal crisis
now before us, we must seize the opportunity to develop a new fiscal blueprint for
California. We must design a new foundation for meeting the needs of an already-
changed California.

The future is now. The challenge is ours. | look forward to working with the
Legislature to meet this task head on.

Sincerely,

Ty Devis
Gray Davis

STATE CAPITOL ®* SACRAMENTO, CALIFORNIA 95814 ¢ (916) 445-2841
==
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T
B STATE CAPITOL B ROOM 1145 B SACRAMENTO CA B

January 10, 2003
Dear Governor:
As Director of Finance, | submit to you the 2003-04 Governor’s Budget.

Over the past four years, your budgets have made great strides in improving
education, protecting public safety, expanding access to health care, and providing
significant tax relief. Now, California faces a significant challenge brought on by
declining revenues.

This budget addresses California’s fiscal crisis by proposing a budget that is
balanced both in fiscal terms and in terms of the solutions to bridge the gap. It also
strives for efficiency in the delivery of services, including elimination of obsolete
programs, elimination of duplication of services, and realignment of program
responsibility and funding to local government.

Lastly, the Budget attempts to protect essential programs and core services from
significant reductions. In particular, the Budget protects health coverage for children,
public safety, and classroom instruction in K-12 education and higher education.

| wish to convey my heartfelt respect for the staff of the Department of Finance and
my thanks to their families. This Budget represents countless hours of effort on their
part. The staff’'s dedication to you and the people of this State is unparalleled. It has
been an honor to work with them.

| also wish to thank you for the privilege of serving you for the last four years and
wish you well in the challenging year ahead.

Sincerely,

B nioty Sope

B. Timothy Gage
Director
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CALIFORNIA’S CONTINUING FISCAL CHALLENGE 1

CALIFORNIA’S CONTINUING
FISCAL CHALLENGE:
AN OPPORTUNITY FOR CHANGE

California has a proud history of weathering crises and emerging stronger
and more resilient than ever. This experience confirms that at the heart of every
crisis is the opportunity for change.

It is clear now that the U.S. and California economies are taking longer than ex-
pected to recover from the current downturn, and the stock market has lost a
considerable amount of ground since mid-year. This has resulted in a significant
downward revision in State revenues. General Fund revenues from the major tax
sources are expected to fall to $65.8 billion in 2003-04—far below the level of
income the State expected to receive in the budget year as recently as the 2002-03
May Revision. This decline is by far the most dramatic loss of revenues California
has experienced since World War II. This delay in the recovery of the national and
state economies and a tax structure heavily reliant on volatile revenues have resulted
in a budget shortfall in the current year and

budget year totaling $34.6 billion. FIGURE A
Major General Fund Revenue Growth
As California addresses this unprecedented 1989-90 to 2003-04
fiscal crisis, we must seize the moment of 2
opportunity that exists to make critical, neces- 20% ;:::;ed
sary changes. But change should not be an 15%

end unto itself. Change must be part of a vision
that continues to move California forward.

5% _—
California can emerge from this crisis with o o
stronger communities, more efficient govern-
ment, and a new blueprint for meeting the
challenges ahead. But we will succeed only if 0%
we are willing to set aside partisanship and put 1%
California’s future first.

-20%
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CALIFORNIA’S CONTINUING FISCAL CHALLENGE

Resolving the Immediate Fiscal Crisis—The 2003-04 Budget closes the
$34.6 billion budget gap and reflects five key elements:

¢ ltis balanced, whereby expenditures match available revenues.

¢ |t includes difficult, but balanced decisions including: cuts/savings (59.9%),
State-local program realignment (23.6%) with dedicated revenue sources, fund
shifts (5.5%), transfers/other revenue (6.1%), and loans/borrowing (4.9%).

¢ |t includes revenue increases only for local government. There are no tax
increases for State government in this Budget.

¢ [t contains a $531 million reserve.

¢ [t substantially eliminates the anticipated $12 billion structural shortfall be-
tween revenues and expenditures in 2003-04.

Ensuring California’s Long-Term Fiscal Integrity—This Budget reflects a bal-
anced spending plan for 2003-04, and calls for the development of a new fiscal
blueprint for California’s future:

¢ |t calls Californians to action to reform both our existing revenue and expendi-
ture policies to enable the State to provide for the needs of its citizens in the
future, especially during periods of economic downturns.

¢ |t seeks structural reform in State and local governance and finance to achieve
more rational and responsive service delivery systems.

¢ |t proposes restoration of Executive Branch authority to make mid-year adjust-
ments to the Budget when revenues fall significantly below budgeted forecasts.

¢ |t urges the creation of a special budget reserve for proceeds from extraordinary
revenue growth to be used for one-time expenditures.

Primary Features of the

2003-04 Governor’s Budget

A Balanced Approach—Closing a $34.6 billion budget gap requires a balanced
solution and consideration of every available option. In addressing the current
shortfall, some might urge closing it predominantly with one-time versus ongoing
solutions. This approach cannot work this year since most of the one-time ap-
proaches have been exhausted. Moreover, with the economy rebounding much
more slowly than predicted by forecasters last year, additional reliance primarily on
one-time fixes would only exacerbate the underlying structural imbalance we face
going forward.
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CALIFORNIA’S CONTINUING FISCAL CHALLENGE

Others will suggest that our budget problem must be solved solely with program
reductions—regardless of the cost or consequence. Cuts will, of course, be part of
any solution, but a shortfall of this magnitude cannot be solved with reductions
alone without seriously damaging the education of our children, our ability to
protect public health and safety, our commitment to provide health care for our
children, and protection of our environment.

Still others would advocate closing the budget gap completely with tax increases.
This would not be responsible and could further delay California’s economic recov-
ery. Furthermore, even if every tax increase considered by the Legislature last year
were adopted, the additional revenue generated would not even close 50 percent of
the shortfall.

This Budget contains difficult and controversial elements. However, it rejects rigid
ideology and reliance on unrealistic solutions. Instead, this Budget presents a
balanced combination of steps needed to meet this enormous challenge. The
2003-04 Budget includes the following:

¢ Substantial reductions in spending—Even with the other solutions contained
in this Budget, these reductions are necessary to help eliminate the structural
imbalance between revenues and expenditures going forward.

¢ Increases in revenues for local governments—All of the proposed tax in-
creases in this Budget are dedicated to local governments to preserve key
programs pursuant to the State-Local Program Realignment. This realignment
is intended to provide greater local program responsibility as well as greater
flexibility in program administration and service delivery.

¢ Less reliance on loans and borrowing—This Budget relies less on loans and
borrowing than in previous years to address budget shortfalls.

¢ Spreading reductions to programs across all areas of State government—
Virtually all programs contribute to the solution.

Key Priorities Protected—With a shortfall of this magnitude, no area of the Budget
can be held harmless. However, the Budget minimizes the impact of reductions to
the greatest degree possible in several key program areas:

¢ K-12 Education—Education remains this Administration’s first priority. How-
ever, given the magnitude of the budget shortfall, the Budget does make
reductions to K-12 education, accounting for 23.9 percent of all solutions to
close the budget gap—significantly less than its proportionate share of General
Fund spending (40.1 percent).
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CALIFORNIA’S CONTINUING FISCAL CHALLENGE

¢ Health Coverage for Children—This Budget protects funding to ensure every
eligible child gets health coverage under the Healthy Families and Medi-Cal for
Children programs and continues to expand efforts that streamline the enroll-
ment process.

¢ Public Safety—This Budget protects key public safety programs, including
enhanced security measures enacted after September 11, 2001, the Citizens’
Option for Public Safety, Juvenile Crime Prevention, Technology Funding for
Local Law Enforcement, and the Rural and Small County Law Enforcement
Assistance programs.

¢ Environmental Protection—Voter approval of several resources bond mea-
sures in recent years allows for continued funding of critical environmental
programs, while reducing General Fund costs in 2003-04. This Budget expands
the principle of “polluter pays” by shifting the source of funding for several
enforcement and regulatory programs to fees paid by the regulated industries.
Programs affected include the California Air Resources Board’s Stationary
Source Pollution Program and the State Water Resources Control Board’s core
regulatory programs.

Clear Policy Choices—Following several successive rounds of unallocated reduc-
tions or “across-the-board” cuts, State agencies and departments have imple-
mented significant reductions to programs and services. Further unspecified reduc-
tions of this nature will only serve to reduce the effectiveness of remaining programs
and services. Therefore, this Budget targets most reductions to specific programs,
and in some cases, eliminates programs altogether where reduced levels of funding
will render those programs ineffective.

All Tax Increases Go to Local Governments—Consistent with the Administration’s
goal to reduce the size of State government, this Budget contains no general tax
increases for State government. Rather, this Budget increases taxes to preserve
critical programs, including those serving our senior citizens and children and
youth, that are proposed to be realigned to local governments. These programs
would be subject to significant reductions if they continued to be supported by the
State General Fund.

Structural Reform—This Budget calls for action on key reform proposals to de-
velop a new fiscal blueprint for California. These reform measures, among other
things, must address an outdated revenue structure, an over-reliance on volatile
revenue sources, and changes to statutory spending policies.
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Addressing A $34.6 Billion Budget Gap:

Administration Takes Early Action

¢ Governor submits 2002 Mid-Year Spending Reduction Proposals totaling
$10.2 billion to the Legislature in December 2002.

¢ Governor calls the Legislature into Extraordinary Session beginning
December 9, 2002, to facilitate prompt action on these proposals.

¢ The Administration directs State departments to freeze current-year
spending, identify General Fund savings, and reduce expenditures.

¢ Since the beginning of this Administration’s first term, more than
12,600 vacant State positions have been eliminated.
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BRIDGING THE GAP

BRIDGING THE GAP

The delay in the national and California economic recoveries is projected
to result in a budget shortfall in the current year and budget year combined of
$34.6 billion. This funding gap is calculated by comparing total revenues expected
to be received by the State with the cost of providing current services pursuant to
existing statute and reflecting changes in caseload, enrollment, and population.

For the second year in a row, the Administration proposed significant mid-year
budget actions to help close the budget gap. The $10.2 billion in savings associ-
ated with the 2002 Mid-Year Spending Reduction Proposals is comprised of cuts/
savings ($9.0 billion), State-local realignment ($192 million), fund shifts

($816 million), transfers/other revenues ($200 million), and loans/borrowing
($25 million).

Among the mid-year reduction proposals advanced by the Administration in De-
cember 2002 were the following major items (see the December 2002 Mid-Year
Spending Reduction Proposals section for additional detail):

¢ Rescind Expansion of the 1931(b) Medi-Cal Program—$236 million
($118 million General Fund)

¢ Reinstate Medi-Cal Quarterly Status Reporting—$170 million ($85 million
General Fund)

¢ Implement Statewide Standards for Regional Center Purchase of
Services—$100 million in 2003-04

¢ Eliminate Cost-Of-Living Adjustments For SSI/SSP and CalWORKs
Grants—$36.3 million ($24.1 million General Fund) in 2002-03 and
$563.4 million ($408.3 million General Fund) in 2003-04

¢ Across-the-Board Reduction for K-14 Schools—$1.078 billion
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BRIDGING THE GAP

+ Base Reduction for Higher Education—$455 million

¢ Suspend Supplemental Benefit Maintenance Account Payment to State
Teachers’ Retirement Fund—$500 million

¢ Reduce State Employee Compensation Costs—$854 million ($470 million
General Fund)

+ Suspend Transportation Investment Fund Transfer—$1 billion

¢ Transfer Unencumbered Low and Moderate Income Housing Funds—
$500 million

To close the balance of the $34.6 billion budget gap, the 2003-04 Governor’s
Budget proposes additional budget measures totaling $24.4 billion. Figure A

outlines the measures comprising the overall solution to closing the entire
$34.6 billion shortfall.

Figure A
Addressing the Overall $34.6 billion Gap
(Dollars in millions)

December Additional

Revision Measures Total %
Cuts/Savings $8,966.4* $11,761.9 $20,728.3 59.9%
State-Local Realignment 191.6** 7,962.4 8,154.0 23.6%
Fund Shifts 815.6 1,087.1 1,902.7 5.5%
Transfers/Other Revenue 199.7* 1,914.6 2,114.3 6.1%
Loans/Borrowing 25.4 1.657.9 1,683.3 4.9%
Totals $10,198.7 $24,383.9 $34,582.6 100.0%

* $500 million property tax from Redevelopment Agencies was classified as “Other Revenue” in the Mid-Year
Spending Reduction Proposals plan. It is now used to offset Proposition 98 expenditures (as cuts/savings).
**$191.6 million of Proposition 98 CalWORKs Stage 3 elimination was classified as “Cuts/Savings” in the
Mid-Year Spending Reduction Proposals plan. This amount is currently part of the State-local realignment
package.
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BRIDGING THE GAP

Cuts/Savings—$11.8 billion

In addition to reductions proposed in the Mid-Year Spending Reduction Proposals
plan submitted to the Legislature in December 2002, the following highlights some
of the major reduction proposals in the Governor’s Budget:

Department of Health Services—Medi-Cal

*

County Administration Accountability—Including funding of $49.3 million
($24.6 million General Fund) in 2002-03 and $33.4 million ($16.7 million
General Fund) in 2003-04 to allow counties to perform regular Medi-Cal eligibil-
ity redeterminations, to achieve savings of $388 million ($194 million General
Fund) in 2003-04. Annual savings beginning in 2004-05 are estimated to reach
$642 million ($321 million General Fund).

Medi-Cal Aged and Disabled Program—Rescinding the January 2001 expan-
sion of the aged and disabled Medi-Cal eligibility income limit from 133 per-
cent of the federal poverty level to the Supplemental Security Income/State
Supplementary Payment (SSI/SSP) benefit level, to reflect savings of

$127.6 million ($63.8 million General Fund).

Second Year of Transitional Medi-Cal (TMC)—Eliminating the State-only
program, leaving former CalWORKS recipients with one year of transitional
Medi-Cal coverage.

Optional Benefits—Eliminating an additional ten optional benefits, in addition
to the eight optional benefits proposed in December 2002 for elimination, for
2003-04 savings of $175.6 million ($87.8 million General Fund). These
include the following benefits: (1) hospice, (2) non-emergency medical trans-
portation, (3) optometry, (4) optician/lab services, (5) physical therapy,

(6) prosthetics, (7) orthotics, (8) speech/audiology, (9) hearing aids, and

(10) durable medical equipment. Pursuant to federal requirements, these
benefits will still be provided to children under 21 and beneficiaries of long-term
care services.

Provider Rates—Reducing provider rates by an additional 5 percent over the
10 percent rate reduction proposed in December 2002, to achieve savings of
$479.3 million ($241.9 million General Fund) in 2003-04. Hospital inpatient
and outpatient services, federally qualified health clinics, and rural health clinics
will be exempt from the reduction.
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¢ Wage Adjustment Rate Program—Eliminating the supplemental payment to
long-term care facilities that have a collectively bargained agreement to increase
salaries, wages, or benefits for caregivers, resulting in 2002-03 savings of
$42 million ($21 million General Fund). The regulations to implement these
wage increases have not been finalized.

Department of Health Services (DHS)—Public Health

¢ Cancer Research—Eliminating State-funded cancer research, as existing
research contracts expire, to capture savings of $12.5 million in 2003-04 and
annually thereafter.

¢ Prostate Cancer—Reducing the Prostate Cancer Treatment Program by an-
other $5 million for a total reduction of $15 million in the budget year, leaving
$5 million to support the lower-than-anticipated participation in the program.

Department of Developmental Services—Redefining the State’s definition of
“substantial disability,” which is used to determine whether individuals are
eligible for service, resulting in $2.1 million General Fund savings. The redefini-
tion, which would be applied prospectively, will more closely align the State and
federal definition, requiring limitations in three of the seven major life activity
domains in order to establish eligibility.

Department of Mental Health—Eliminating the Early Mental Health Services
program, to achieve $15 million General Fund savings and protect other vital
programs from reduction or elimination. This program provides services to children
experiencing school failure and is counted toward the Proposition 98 guarantee.

Department of Social Services

o SSI/SSP and CalWORKs Grants—Reducing the Supplemental Security
Income/State Supplementary Payment (SSI/SSP) grant to the federally required
maintenance-of-effort level, effective July 1, 2003, for General Fund savings of
$662.4 million in 2003-04. The Budget also proposes to reduce CalWORKs
grant levels by approximately 6 percent from the level in the 2002 Budget Act
in order to achieve a grant reduction consistent with the reduction for SSI/SSP
recipients.

¢ Licensing Review—Streamlining the annual review of licensed care facilities to
allow resources to be focused on facilities in which health and safety may be at
greatest risk, for savings of $7.6 million ($5.8 million General Fund) and the
elimination of 62 positions. In addition, the Budget proposes to increase fees for
licensed facilities, resulting in increased General Fund revenues of $6.8 million.
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Proposition 98 Programs

*

Selected Proposition 98 Categorical Programs and Block Grant—Additional
savings of $542 million by reducing certain K-14 categorical programs by

7.46 percent in 2002-03. These reductions and the $1.078 billion in across-
the-board reductions in the Mid-Year Spending Reduction Proposals plan are
proposed to be continued into 2003-04. Some K-12 categorical programs are
proposed to be further reduced in 2003-04 by 1.28 percent for $71 million in
savings. K-12 funding deferred from 2002-03 to 2003-04 is also proposed to be
reduced by 3.66 percent, as was proposed in December 2002 for other 2002-
03 appropriations, to produce $51.4 million in savings. Over the two years,
these reductions total $2.284 billion.

To provide significant additional flexibility to districts to manage within these
reduced funding levels, the Budget proposes to consolidate 64 programs into a
$5.1 billion block grant for the purposes of professional development, instruc-
tional materials and technology, specialized and targeted instructional programs,
school safety, and student services.

Normal Proposition 98 Funding Growth—Suspending statutory growth for
categorical programs and cost-of-living adjustments for all programs, to achieve
total savings of $992 million. This includes $106 million in enrollment-driven
adjustments to categorical programs, consistent with the decision to reduce
these programs, and $886 million by not funding cost-of-living adjustments at
the initial 1.96 percent estimated statutory rate for Proposition 98 programs,
including apportionments.

Additional Specific Proposition 98 Reductions and Savings—Continuing
proposed savings from the Mid-Year Spending Reduction Proposals plan, sus-
pending or eliminating programs, making targeted reductions of lower priority
activities, and reflecting audit recoveries, for savings of $51 million in 2002-03
and $808 million in 2003-04. This includes $212 million in reductions to
Community Colleges categorical programs.

Higher Education

*

Partnership Agreement—Suspending increases related to the Partnership
Agreement, including the 4 percent general operating budget increase, 1 per-
cent for core needs, funds for buy-out of fee increases, and continuing one-time
reductions included in the current-year Budget related to core needs, to gener-
ate $438 million in savings from the University of California (UC), California
State University (CSU), and Hastings College of Law. The Budget fully funds
enrollment growth.
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¢ Base Reductions—Reducing the base General Fund budgets for UC, CSU, and
Hastings by an additional $317 million for 2003-04. These reductions are
anticipated to be offset through additional fee increases by actions of their
governing boards.

¢ Additional Targeted Reductions—Eliminating funding for UC’s Subject Matter
Projects, increasing the student to faculty ratio for the CSU, and other reduc-
tions, to achieve savings of $72 million in 2003-04.

¢ Financial Aid Programs—Eliminating the Student Aid Commission’s Work
Study program, reducing the number of Cal Grant T and C awards, reducing by
9 percent the amount of the Cal Grant awards for students attending private
institutions, and additional state operations reductions to the Commission, to
achieve $23 million in savings.

Local Government

¢ Vehicle License Fee Backfill—Reducing the vehicle license fee backfill to cities
and counties pursuant to the reduction in vehicle license fees for car owners, for
a General Fund savings of $1.265 billion in 2002-03 and $2.929 billion in
2003-04.

¢ School District Redevelopment Increment—Requiring that the school district
share of property tax revenue resulting from growth in assessed value in redevel-
opment project areas, which is currently retained by Community Redevelopment
Agencies, be passed through to schools beginning at the level of $250 million in
2003-04, and increasing to the full amount of diverted property taxes over time.

State-Local Realignment—$8.0 billion

The 2003-04 Governor’s Budget reflects General Fund savings of $8.154 billion
due to the realignment of existing programs in various areas (including $191.6 mil-
lion reflected in the Mid-Year Spending Reduction Proposals plan). These proposals
will result in estimated costs to counties/trial courts of $8.273 billion. Under realign-
ment, counties and trial courts will be provided with an ongoing dedicated revenue
stream to support these programs. Realignment will provide counties and trial
courts greater flexibility in the use of these funds and administration of the pro-
grams, as well as improved fiscal incentives for cost-effective service delivery. The
components of the realignment proposal are as follows:

¢ Mental Health and Substance Abuse—$306 million
¢ Children and Youth—$2.307 billion
¢ Healthy Communities—$2.671 billion
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BRIDGING THE GAP

Long-Term Care—$2.571 billion
Court Security—$300 million

See the Preserving Critical Programs section for additional details of the proposals.

Fund Shifts—$1.1 billion

The Governor’s Budget includes a shift of funding source for various programs or
projects, thereby making General Fund resources available for other critical needs.
Highlights of these fund shifts include:

*

Trial Court Funding—Implementing various fee increases to support the
operation of the trial courts. The revenue from these fees will be deposited in the
Trial Court Trust Fund and will partially offset the General Fund support currently
provided to the trial courts.

& A new court security fee of $20 per court filing will result in revenue of
$34 million annually.

¢ Anincrease in the trial motion fee from $23 to $33 will result in revenue of
$1.2 million annually.

¢ Atransfer of revenue from various undesignated fees on court-related
activities from the counties to the courts, totaling $31 million annually.

Department of Pesticide Regulation—Implementing the “polluter pays”
principle by increasing the mill assessment by $7.5 million, and shifting all
support of the department to non-General Fund sources.

Air Resources Board—Implementing the “polluter pays” principle by shifting
$10 million in General Fund support for the stationary source pollution control
program to increased Air Pollution Control Fund fee revenues.

State Water Resources Control Board—Implementing the “polluter pays”
principle for the Board’s core regulatory programs by replacing $13.6 million
General Fund with increased fee revenues in the Waste Discharge Permit Fund.
This will increase the regulated community’s support of the core regulatory
program from approximately 50 percent to 100 percent.

Healthy Families Program—Due to the structure of the Tobacco Settlement
Fund (TSF) securitization, up to $220 million in one-time TSF is available in
2003-04 to maintain the current Healthy Families Program caseload, in lieu of
$220 million in General Fund resources.

GOVERNOR’S BUDGET SUMMARY | 2003-04
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BRIDGING THE GAP

¢ Transfer of Federal Title XX Grant Funding to Regional Centers—A
$65.7 million General Fund savings is achieved as a result of a fund shift for
regional centers. As a result of decreased CalWORKs grants, there are savings in
Temporary Assistance to Needy Families funds that can be transferred to Title
XX. The commensurate Title XX savings can then be used in lieu of General
Fund.

¢ Proposition 98 Programs

¢ Proposition 98 Shifts to Reversion Account—In addition to the amounts
proposed in December 2002, $132 million in 2002-03 Proposition 98
General Fund appropriations are replaced with funding from the Proposition
98 Reversion Account, which contains balances of savings that have been
identified in prior year appropriations.

¢ Shift to Federal Funds—$81 million in Proposition 98 General Fund
savings is achieved by using federal funds for 2002-03 Stage 3 Child Care
and High School Exit Exam workbooks.

¢ Use of Excess Local Property Taxes to Fund Proposition 98 Programs—
$136 million in Proposition 98 General Fund costs are shifted to property
taxes allocated to basic aid districts that are above the amount needed to
fund their revenue limits.

¢ Community College Fees—$365 million in Proposition 98 savings is
estimated from increasing Community College fees from $11 per unit to
$24 per unit.

Transfers and Other Revenues—$1.9 billion

Indian Gaming Revenue—In 1999, the Governor entered into Tribal-State Gaming
Compacts with 61 federally recognized Indian tribes. These compacts can be
opened for renegotiation in 2003. There are also a number of federally recognized
tribes that do not currently have compacts that have indicated an interest in negoti-
ating compacts with the Governor.

It is anticipated that negotiations with the existing compact tribes, as well as tribes
seeking compacts, will result in revenue sharing agreements, and a new source of
revenue for the General Fund. The Budget assumes these revenue sharing agree-
ments will generate $1.5 billion in additional revenue to the General Fund.
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Department of Child Support Services—The Budget reflects General Fund sav-
ings of $51.8 million due to the proposal to implement a 25 percent county share-
of-cost for the federal penalty levied on California because a single, statewide auto-
mated child support system was not implemented by the federal deadline. This
sharing ratio is consistent with that required for other social services programs.

Department of Developmental Services—General Fund revenues of $31.6 million
will be realized by requiring parents to share in the cost of providing services to their
children. The co-payment would apply to parents with minors living at home who
receive services from regional centers. The amount of the co-payment would be
assessed on a sliding scale based on income and applied only to families earning
more than 200 percent of the federal poverty level.

Transfers of Excess Fund Balances from Specific Funds—The Budget proposes
the transfer of idle cash balances to the General Fund from various other funds,
where the balances are not legally restricted. The transfers from these funds are
reflected in the fund conditions in individual departmental budget displays. These
proposed transfers total $107 million. The major funds and transfer amounts are as
follows:

Fund (Millions) Amount
Wildlife Restoration Fund $25.0
State School Building Aid Fund 24.3
Driver Training Penalty Assessment Fund 20.5
Peace Officer Training Fund 14.3
Corrections Training Fund 10.2
Renewable Resource Trust Fund 6.3

Additionally, $6 million of funds are proposed for transfer from various other funds.

Loans and Borrowing—$1.7 billion

State Contributions to the California Public Employees’ Retirement System
(CalPERS) and the State Teachers’ Retirement System (STRS)—The Adminis-
tration proposes to take advantage of currently favorable interest rates by pursuing
legislation to authorize pension obligation bonds to fund the State’s budget year
retirement obligations to both CalPERS and STRS. The Administration will simulta-
neously be entering into discussions with the CalPERS and STRS boards to explore
the possibility of a loan, as a part of each system’s fixed-income investment portfo-
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lio, to pay the 2003-04 State employer contributions. Whichever approach is ulti-
mately adopted, this proposal will result in reduced General Fund expenditures of
approximately $1.5 billion in 2003-04.

Loans from Various Special Funds—The Budget proposes additional loans
totaling $148 million from various special funds to the General Fund. These loans
will be repaid with interest at the rate earned by the Pooled Money Investment
Account.

The Budget includes a provision that requires all loans to be paid back to the lending
fund when needed to meet budgeted expenditures. The funds and loan amounts are
as follows:

Fund (Millions) Amount
Beverage Container Recycling Fund $80.0
California Tire Recycling Management Fund 15.0
Agricultural Fund 15.0
Contractors’ License Fund 5.0
State Dentistry Fund 5.0
Vehicle Inspection and Repair Fund 5.0
Private Security Services Fund 4.0
Underground Storage Tank Cleanup Fund 3.2
California Debt and Investment Advisory Fund 3.0
Tax Credit Allocation Fee Account 3.0
Integrated Waste Management Account 2.0
Targeted Inspection Fund 2.0
Other 6.0
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PRESERVING CRITICAL PROGRAMS:
BUILDING UPON THE SUCCESS OF THE

1991 STATE-LOCAL PROGRAM REALIGNMENT

Faced with a multi-billion dollar budget shortfall in 1991, the State enacted
State-Local Program Realignment involving a number of health and social services
programs. The objectives of 1991 Realignment were to provide relief to the General
Fund and improve program administration and service delivery.

The 1991 Realignment consisted of the following primary elements:

¢ Transferring responsibility for certain mental health, public health, and indigent
health programs from the State to the counties.

¢ Revising the State-county cost-sharing ratios for the California Children’s
Services Program and several social services programs, including Child Welfare
Services, In-Home Supportive Services, and County Administration for social
services programs.

¢ Increasing the sales tax and revising the vehicle license fee depreciation sched-
ule to generate revenues that were dedicated to counties in order for them to
meet their increased responsibilities.

By most accounts, the 1991 Realignment has been successful with respect to
allowing counties greater flexibility in program administration and service delivery so
as to foster innovation, providing fiscal incentives to foster efficiency, and ensuring a
dedicated revenue stream for reliable, relatively stable program funding.

Now faced with a $34.6 billion budget gap, the State has an opportunity to build
upon the success of the 1991 Realignment. The 2003-04 Governor’s Budget
proposes a solution to close this shortfall, with almost 60 percent of the solution
comprised of very difficult but necessary program cuts. However, the Budget also
reflects the Administration's commitment to preserving certain critical programs by
not reducing their funding levels, either transferring responsibility or changing the
State-local cost-sharing ratios for them, and dedicating a revenue stream to support
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the resulting additional local financial obligations. The costs of the programs pro-
posed to be realigned and the dedicated revenue stream, outlined below, total
approximately $8.3 billion, and will result in estimated General Fund savings of
$8.2 billion. Additional details about these realignment proposals are discussed
later in this section.

Mental Health and Substance Abuse—Consistent with the realignment of com-
munity mental health programs in 1991, the Budget proposes to transfer responsi-
bility for the Integrated Services for Homeless Adults and Children’s Systems of Care
programs from the State to the counties. Additionally, the Budget reflects the shift
of alcohol and drug programs to the counties. The transfer of these programs to the
counties will result in General Fund relief totaling $306 million.

Children and Youth—The Budget proposes to shift responsibility for the child care
programs currently administered by the Department of Education to the counties,
and transfer 100 percent of the nonfederal share-of-costs to the counties for the
Child Welfare Services, Adoptions Assistance, and Foster Care programs. This will
result in General Fund relief totaling $2.307 billion.

Healthy Communities—The Budget reflects the transfer of responsibility for certain
health and social services programs to the counties as well as a 15 percent and

50 percent share-of-cost for Medi-Cal and CalWORKs-related programs, respec-
tively, resulting in General Fund relief totaling $2.671 billion. Specific programs
under this proposal include Expanded Access to Primary Care, Grants in Aid for
Clinics, Indian Health, Rural Health Services Development, Seasonal Agricultural/
Migratory Workers, Black Infant Health, Local Maternal and Child Health, Adolescent
Family Life, County Health Managed Care, California Healthcare for Indigents, Rural
Health Services, Public Health Subvention, Adult Protective Services, Cash Assis-
tance Program for Immigrants, California Food Assistance, Medi-Cal, and
CalWORKS.

Long-Term Care—The Budget shifts responsibility for 100 percent of the
nonfederal share of In-Home Supportive Services program costs to the counties as
well as 100 percent of the nonfederal share of Medi-Cal long-term care costs. This
will result in General Fund relief totaling $2.571 billion.

Court Security—The Budget provides an alternative funding source to support the
security needs of the local trial courts. This will result in General Fund relief totaling
$300 million.

Dedicated Revenue Stream for Realignment—The Budget includes the following
revenue increases totaling $8.334 billion to support the increased financial obliga-
tions for counties under realignment, provide an alternative funding source for court
security, and backfill lost cigarette tax revenues ($96 million) resulting from the
proposed cigarette excise tax increase that otherwise would be available pursuant to
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the provisions of Proposition 10, Proposition 99, and the Breast Cancer Fund
program statute. Proceeds from these revenue increases will be deposited into the
newly established Enhanced State and Local Realignment Fund.

*

*

Increase sales tax rate by one cent $4.584 billion

Add 10 percent and 11 percent personal 2.580 billion
income tax brackets

Increase excise tax by $1.10 on cigarettes
and other tobacco products 1.170 billion

Total: $8.334 billion

Principles of State-Local
Program Realignment

Consistent with the 1991 State-Local Program Realignment, the additional program
realignment proposed in this Budget adheres to one or more of the following
principles:

*

Assignment of program responsibility should be made to the most appropriate
level of government—State or local. Under this principle, programs that accrue
primarily local benefits and result in cost savings to local governments should
be administered locally.

Assignment of program responsibility should be made to the governmental
entity where the service is currently provided. Transfers of programs currently
administered by the counties minimize implementation hurdles because pro-
gram administration infrastructures already exist locally.

Realignment should result in improved service delivery, with broad discretion
given to the responsible entity. The entity responsible for defining eligibility and
service levels is in the best position to foster innovation.

Revising State-local sharing ratios and sharing the financial obligation for
program costs should produce fiscal incentives to encourage the most cost-
effective approaches for addressing program needs.

Identified funding sources should accompany realigned programs to the re-
sponsible entity. A dedicated revenue stream provides greater funding stability
with no reliance on annual legislative appropriations.
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2003-04: A Year for Transition

For the 2003-04 fiscal year beginning July 1, 2003, allocations from the Enhanced
State and Local Realignment Fund (Realignment Fund) to each county from the
proceeds of the revenue increases proposed in this Budget will be based on the
proposed level of funding for that county for each of the programs absent realign-
ment to avoid program disruptions. However, effective beginning with the 2004-05
fiscal year, the Administration proposes that this county-by-county allocation be
made pursuant to a single formula. The purpose of this is to allow counties to spend
these revenues on any realigned program, thereby increasing local flexibility and
improving local incentives to control costs.

Exceptions to the allocation methodology as described above include the following:

Medi-Cal—The allocation from the Realignment Fund for counties’ 15 percent
share-of-cost for Medi-Cal services and for long-term care will be made directly to
the Department of Health Services.

Local Alcohol and Drug Programs—The allocation from the Realignment Fund for
alcohol and drug programs will be made directly to counties. However, counties that
wish to maintain federal funds received from the Substance Abuse Prevention and
Treatment Block Grant would need to work with the Department of Alcohol and
Drug Programs in order to fulfill maintenance-of-efforts requirements.

Court Security—A portion of the revenues generated from the proposed 1 cent
sales tax increase equal to $300 million will be deposited into the Trial Court Trust
Fund for allocation to the local trial courts to meet their security needs.

Additional funding sources, such as federal funds and Proposition 99 revenues,
would continue to be available pursuant to current allocation formulas.

The Administration intends to work collaboratively with the Legislature to draft the
necessary trailer bill legislation to implement the State-Local Program Realignment
proposal effective July 1, 2003, once issues are resolved relating to revenue alloca-
tions, meeting State and federal requirements, allowing counties to shift funds
among programs, and the nature of continuing State oversight of the realigned
programs.
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Mental Health and Substance Abuse Programs

The 1991 Realignment included the transfer of community-based mental health
services, state hospital services for county patients, and the Institutions for Mental
Diseases from the State to the counties. Community-based mental health services
are administered by county mental health departments and include treatment, case
management, and other services to adults and children with mental illness.

Since the 1991 Realignment, several programs have been established at the State
level and administered locally to address the needs of adults and children with
mental illness, including the Integrated Services for Homeless Adults and Children’s
System of Care programs. The 2003-04 Budget completes the 1991 mental health
realignment by transferring responsibility for these two programs from the State to
the counties.

Counties are currently administering these programs and thus can easily assume
these program responsibilities. Additionally, consistent with the 1991 Realignment,
counties would be given broad latitude to determine eligibility and service levels in
these two programs.

The 2003-04 Budget also proposes to shift responsibility for alcohol and drug
programs to the counties. Alcohol and drug programs are currently administered at
the local level by counties and private providers, and under the proposed realign-
ment, counties would have greater flexibility to prioritize local service needs and use
program funds more effectively, such as blending funds for mental health and
substance abuse programs to address the needs of persons dually diagnosed with
mental illness and substance abuse problems.

The proposed realignment would continue the State’s funding commitment as
intended by Proposition 36, which requires substance abuse treatment services in
lieu of incarceration for persons convicted of certain nonviolent drug possession
charges. Furthermore, the amount of funding provided under realignment is suffi-
cient to meet the maintenance-of-effort requirements for receipt of the federal
Substance Abuse Prevention and Treatment Block Grant funds.

Children and Youth

The 1991 Realignment included changes to the state-local cost-sharing ratios for
several social services programs to establish fiscal incentives that would encourage
the most cost-effective approaches to service delivery. Changing the cost-sharing
ratios also encourages counties to control costs and provide appropriate levels of
service.
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In 1991, the State-local cost-sharing ratio was revised for Child Welfare Services
from 76 percent/24 percent to 70 percent/30 percent of nonfederal program costs.
For Aid to Families with Dependent Children-Foster Care, the State-local cost-
sharing ratio was changed from 95 percent/5 percent to 40 percent/60 percent; and
for the Adoptions Assistance Program, the State-local ratio was revised from

100 percent/0 percent to 75 percent/25 percent.

The 2003-04 Budget proposes local assumption of 100 percent of the nonfederal
program costs for the Foster Care, Child Welfare Services, and Adoptions Assistance
Programs, and transfers the Child Abuse Prevention, Intervention, and Treatment
Program to the counties. By doing so, counties will have an incentive to seek the
most cost-effective approaches to serving foster children and children at risk of
foster care placement. These programs are currently administered by the counties,
and under the proposed realignment, the federal funds for these programs would
still be available, and State oversight and monitoring would continue.

The 2003-04 Budget also proposes to shift responsibility for all subsidized child care
programs currently under the auspices of the Department of Education to the
counties. These programs include General Child Care, Alternative Payment Pro-
grams, CalWORKs Stage 2 and Stage 3 Child Care, and other programs such as
the Resource and Referral, Quality Plan, Migrant, Latchkey, Campus Centers, and
Handicap Programs. Shifting responsibility for subsidized child care will enable
counties to work with local child care planning councils to set program rules relating
to eligibility, family fees, and provider reimbursement, as well as pursue opportuni-
ties to work collaboratively with the Children and Families County Commissions on
early childhood development initiatives.

Healthy Communities

The 1991 Realignment changed the State-local cost-sharing ratio for county admin-
istration of the Aid to Families with Dependent Children and Food Stamps programs
from 50 percent/50 percent to 70 percent/30 percent of the nonfederal program
costs. The 2003-04 Budget proposes a Healthy Communities realignment, whereby
responsibility for several primary, maternal and child, and county health programs
would be transferred to the counties, as well as 50 percent of the nonfederal pro-
gram costs for CaWORKs-related programs such as CalWORKs Employment
Services, CallLearn Services and Administration, CalWORKs Administration, Food
Stamp Administration, and the Food Stamp Employment and Training Program.
The Budget also reflects counties assuming 15 percent of the nonfederal costs for
Medi-Cal services.
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Service delivery for the health programs currently resides with the counties and/or
local community-based organizations, and if locally administered, could result in
improved service coordination. All of the CalWORKs-related programs are currently
administered by the counties, and increasing the counties’ share-of-cost will serve
as an incentive for them to pursue the most cost-effective approaches to service
delivery. Under this realignment proposal, federal funds and Proposition 99 funding
would continue to be available for those programs currently receiving these funds.

Although counties in California do not currently pay a share of the Medi-Cal pro-
gram costs, counties in several other states do participate in their states’ Medicaid
costs. Methods by which counties in other states participate vary as indicated in the
following examples: in New York, counties pay 50 percent of the nonfederal share of
services, excluding long-term care, for which they pay 10 percent; in Florida, coun-
ties pay $55 per month for each nursing home resident, and 35 percent of the
nonfederal share for the 13™ through 45" in-patient hospital days; and in Ohio,
counties pay a maximum of 10 percent of the nonfederal share of administrative
costs related to eligibility determination and 100 percent of special health services
such as mental health and drug and alcohol services.

Long-Term Care

The 1991 Realignment revised the State-local cost-sharing ratio for the In-Home
Supportive Services (IHSS) program from 97 percent/3 percent to 65 percent/

35 percent. The 2003-04 Budget proposes a Long-Term Care realignment whereby
counties would assume responsibility for 100 percent of the nonfederal share of
program costs. In addition, the Budget proposes to shift the cost of nursing home
stays under the Medi-Cal long-term care benefit to the counties.

The IHSS program is currently a county-administered program, and program costs
have continued to increase as a result of caseload growth and provider wage in-
creases. However, the Administration intends to work with the Legislature to provide
funding flexibility for counties to meet their financial obligation under the IHSS
program by, among other things, allowing the transfer of funds among realignment
programs.

Realigning Medi-Cal long-term care to the counties maintains existing services to
long-term care beneficiaries and does not reduce services or eliminate eligibility—
options that would have to be considered if responsibility for supporting this benefit
remained with the State General Fund.

State oversight of these two programs would continue under the realignment
proposal. Additionally, the State would maintain responsibility for federally mandated
benefits, such as pharmacy, for eligible persons residing in long-term care facilities.
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Court Security

The 2003-04 Budget provides an alternative funding source for security of local trial
courts, which is currently supported by the State General Fund. Local trial courts
enter into contracts, primarily with county sheriffs’ departments, to meet their
perimeter and courtroom security needs. Each year, the costs of most of these
contracts have increased to reflect salary and benefit increases for local sheriff
deputies.

Under this proposal, a portion of the proceeds from the sales tax increase would be
deposited into the Trial Court Trust Fund for allocation to the local trial courts to
meet their security needs. Additionally, the Administration, with the objective of
containing costs, proposes legislation to provide the trial courts with flexibility to
meet their security needs through contracts either with the local county sheriff’s
department or the local police department, or a combination of these entities, as
appropriate.
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FIGURE A
State-Local Realignment
(Dollars in Millions)
Department Program

Mental Health and Substance Abuse

DADP Local Programs

DADP Drug Courts/State Operations

DMH Children's System of Care/State Operations

DMH Integrated Services For Homeless/State Operations

Mental Health and Substance Abuse Total
Children and Youth

DSS Child Abuse Prevention, Intervention, and Treatment
DSS Foster Care Grants

DSS Foster Care Administration

DSS Child Welfare Services

DSS Adoption Assistance

DSS Kin-GAP

SDE Child Care

Children and Youth Total
Healthy Communities

DHS 15 Percent County Share of Medi-Cal Benefits Costs

DHS Adolescent Family Life Program

DHS Black Infant Health Program

DHS Local Health Department Maternal and Child Health (MCH)
Program

DHS Expanded Access to Primary Care (EAPC)

DHS Indian Health Program (IHP)

DHS Rural Health Services Development Program (RHSD) and
Grants in Aid (GIA) for Clinics Program

DHS Seasonal Agricultural and Migratory Workers (SAMW) Program

DHS Managed Care Counties

DHS California Health Care for Indigents (CHIP)

DHS Rural Health Services

DHS County Health Services Public Health Subvention

DHS Reductions to Rural Health Care and MCH State Operations

DSS Cash Assistance Program for Immigrants

DSS Adult Protective Services

DSS California Food Assistance Program

DSS Food Stamp Administration

DSS CalWORKs Administration

DSS CalWORKs Employment Services

Cost of Prop 99-funded Programs
Healthy Communities Total

Long-Term Care

DHS Realign Medi-Cal Long-Term Care
DSS In-Home Supportive Services
DSS In-Home Supportive Services Administration
Long-Term Care Total
Court Security

Trial Courts  Court Security

Total Realignment
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GF Cost to
Savings Counties
$219 $219
12 11
20 20
55 55
$306 $305
$13 $13
460 460
34 34
596 596
217 217
19 19
968 1,031
$2,307 $2,370
$1,620 $1,620
14 14
4 4
3 3
24 24
7 7
9 9
7 7
(0.9)
(46.2)
(4.4)
1 1

2
95 95
61 61
15 15
268 268
120 120
423 423
58
$2,671 $2,727
$1,400 $1,400
1,086 1,086
85 85
$2,571 $2,571
$300 $300
$8,154 $8,273
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A NEW FISCAL BLUEPRINT
FOR CALIFORNIA’S FUTURE:
A CALL FOR STRUCTURAL REFORM

For over 50 years, California has built its economy on a foundation laid by
the leadership of Governors like Earl Warren and Edmund G. “Pat” Brown and the
legislative leaders of those eras. Roads and highways, water and sewer systems, and
the world’s most advanced higher education system were all part of an unparalleled
commitment to California’s future. It was a foundation for success that worked.

Over the years, however, this foundation has been obscured by an endless layering
of new laws on top of old, with little thought of how State government would retain
its ability to meet modern conditions and provide for the needs of citizens, coping
with our changing economy and complex demographics.

Most recently, the State’s ability to meet the needs of California citizens has been
compromised by the severe volatility of State revenues. This volatility has signifi-
cantly constrained the ability of the State to support necessary public investments to
sustain economic growth in California.

Faced with the challenge of closing a $34.6 billion budget shortfall, some will
choose to view the budget problem as a crisis of the moment. Closing the immedi-
ate budget gap is not enough, however. Policymakers must seize this opportunity to
develop a new fiscal blueprint for California. We must view the budget problem as
a moment of opportunity and design a new foundation for meeting the continuing
physical infrastructure and human resources demands of California. The availability
of educational opportunities, access to health care, the public health and safety of
our communities, and the protection of our natural resources and environment all
depend on undertaking this effort.

Toward this end, the Administration urges the following:

¢ Reforms to California’s current fiscal structure must be an integral part of
resolving the 2003-04 Budget.
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¢ Reforms must consider changes to both revenue and expenditure policies.

¢ Administration and legislative leaders must begin work immediately and
collaboratively to craft this new blueprint.

California’s Current Fiscal
Blueprint Is Obsolete and Irrational

For more than half a century, California’s economy has fundamentally changed in
response to global market forces. Defense spending fueled California’s economy in
the 1950s and 1960s. High-technology and other manufacturing industries
emergded in the 1970s and 1980s. Although defense spending increased briefly in
the 1980s, the downsizing of this industry, particularly aerospace manufacturing and
services, led to the deep recession of the early 1990s. Other sectors in California’s
economy began to take hold during the 1980s. Foreign trade, high-technology
manufacturing, professional services, and tourism and entertainment, helped to
diversify and advance the state’s economic base throughout the 1990s.

To support the changing California economy, public investments were made in the
State’s physical infrastructure and human resources. Many studies have noted the
significant public investment commitment made in the 1950s and 1960s, including
major expansions of the University of California, California State University, and the
California Community Colleges; the construction of the State Water Project, roads,
and highways; and a number of social welfare improvements.

The 1970s were marked by rapid inflation in consumer prices and wages, as well as
increases in home values, with many property tax bills increasing as much as

40 percent over a few years. This large increase in property assessments led to a
taxpayer initiative, Proposition 13, on the June 1978 statewide ballot. Overwhelm-
ingly approved by California voters, Proposition 13 cut local property taxes statewide
by over 50 percent and limited the rate of property tax growth, resulting in a dra-
matic drop in revenue to counties, cities, special districts, and schools. To avoid
financial disaster for local governments, lawmakers cut State spending and “bailed
out” local governments with the State’s then multi-billion dollar surplus.

Proposition 13 dramatically altered the landscape of State and local finance. It
halted the unprecedented level of spending for roads, highways, and colleges and
universities cutting short this investment in the State’s infrastructure. More impor-
tantly, Proposition 13 encouraged a 25-year epoch of ballot-box propositions that
have continued to complicate State and local financing, including the following
examples:
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¢ Proposition 4, approved by voters in November 1979, limited annual increases
in State and local spending to inflation and population growth.

¢ Propositions 6 and 7, approved by voters in June 1982, abolished the State gift
and inheritance taxes and indexed State income taxes to inflation, respectively.

¢ Proposition 37, approved by voters in November 1984, established the State
Lottery and dedicated revenues to education.

¢ Proposition 62, approved by voters in November 1986, requires two-thirds
approval by a local governing body and major voter approval for new local
general taxes.

¢ Proposition 98, approved by voters in November 1988, established a minimum
State funding level of K-12 schools and community colleges.

¢ Proposition 99, approved by voters in November 1988, imposed a surtax on
cigarettes (25 cent) and other tobacco products to generate revenues for
primarily health-related purposes.

¢ Proposition 163, approved by voters in November 1992, repealed the “snack
tax” and limited the taxation on certain food items.

¢ Proposition 172, approved by voters in November 1992, imposed a
one-half cent sales tax increase to generate revenues for local public safety
purposes.

¢ Proposition 218, approved by voters in November 1996, limited the authority of
local governments to impose taxes, assessments, fees, and charges and clari-
fied that local general taxes and special taxes require majority and two-thirds
voter approval, respectively.

¢ Proposition 10, approved by voters in November 1998, imposed an additional
surtax on cigarettes (50 cent) and other tobacco products to generate rev-
enues for early childhood development programs.

¢ Proposition 39, approved by voters in November 2000, allows for the enact-
ment of local general obligation bonds for school facilities with 55 percent voter
approval.

¢ Proposition 42, approved by voters in March 2002, permanently dedicates
revenues from the sales tax on gasoline, previously deposited into the General
Fund, to transportation purposes.

¢ Proposition 49, approved by voters in November 2002, requires State funding
for after-school programs pursuant to certain conditions being met.
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Most of these measures enacted over the last 25 years have limited the amount of
funds available to the State or local governments. Other voter-approved changes
have mandated increased State and local spending for some programs. Still other
restrictions have been placed on the manner in which local governments can raise
revenue, commonly by increasing the percentage of voters who must approve these
revenue increases—complicating local governments’ ability to respond to local
conditions and citizen demand for services. Yet other voter-approved measures have
simply transferred moneys from one kind of spending to another.

These numerous changes not only limited State and local fiscal discretion, but were
adopted in a piecemeal fashion rather than as overall solutions to spending con-
cerns. The practical result is a State and local fiscal system that is irrational.
California’s current fiscal structure, the underpinning of our public investments in
physical infrastructure and our human resources, has not been updated for a very
long time. Since 1978, California’s population has grown from around 23 million to
over 35 million persons, and the demographics of our state have changed
significantly.

Finally, the volatility of California’s revenues has severely constrained the ability of
the State to support necessary public investments to sustain economic growth in
California. California’s current fiscal crisis is primarily attributable to the precipitous
drop in the stock market, which led to an equally sharp drop in capital gains and
stock option income. Two years ago, these revenue sources comprised 25 percent
of total General Fund revenues.

The Governor’s Budget forecasts capital gains and stock options at 11 percent of
total General Fund revenues in 2001-02 and 8 percent in 2002-03 and 2003-04.
Thus, the largest proportion of our current budget problem results from the fluctu-
ating income from capital gains and stock options.

The relationship of these income sources to stock market performance and to the
timing of the economic recovery in California and the nation makes State personal
income tax revenues inherently volatile.

A Call to Action

California can no longer support critical public services with an obsolete fiscal
blueprint. It is time to make changes in the way we do business and government in
this state. Numerous reports by public and private organizations clearly show that
the State’s fiscal system is incapable of maintaining our public spending
commitments.
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This Budget must not only be a balanced spending plan for the 2003-04 fiscal
year—it simultaneously must resolve our fiscal structural problems by adopting
reforms to our outdated revenue structure and reforms to our fiscal and budget
tools to protect the State’s ability to continue support for vital services in the event
of future economic downturns.

California must have a new blueprint for the future.

Numerous commissions and studies, including the California Constitution Revision
Commission and the California Citizens Budget Commission, have focused on State
and local fiscal reforms. Their recommendations have largely been ignored. Special
interest objections to any change have often led to governmental deadlock, even
though the need for reform is clear. Enough studies have been done. Structural
reform is fundamental to resolving the State’s budget crisis. Now is the time for
policymakers to make the tough choices that will enable California to invest in our
human resources and physical infrastructure, critical public commitments for
sustained economic growth.

Reforms to California’s current fiscal structure must be an integral part of resolving
the 2003-04 Budget. In order to begin this dialogue, the Administration places the
following reform proposals on the table for consideration during 2003. The Gover-
nor will convene the bi-partisan legislative leadership in February to discuss these
proposals and solicit other reform proposals for consideration. In addition, the
Administration will consult with representatives of major stakeholder interests.

If enactment of the 2003-04 Budget fails to include reforms to our fiscal structure, it
will be a failure. Fundamental structural reform is integral to this Budget.

Structural Reform Proposals for Consideration

¢ Allow mid-year budget adjustments and suspension of statutes—Restore
the Executive Branch authority, which existed prior to 1983, to make mid-year
budget adjustments when revenues fall significantly below anticipated levels.
This would also allow the Governor to make statutory changes affecting pro-
grams, including entitlement programs.

¢ Create a State budget reserve to mitigate the volatility of the State’s
revenues, and re-evaluate current spending limit requirements—Require
that once the Special Fund for Economic Uncertainties has been established at
the appropriate level, any proceeds from extraordinary revenue growth, particu-
larly from volatile revenue sources, be placed in a reserve fund for one-time
purposes.
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Require sunset review of all “automatic” spending laws—Require periodic
review of all constitutional or statutory spending laws. This would provide an
opportunity for the Legislature and the public to discuss the wisdom of continu-
ing guaranteed funding increases.

Require sunset review of all tax breaks—Require periodic review of all tax
breaks. As with automatic spending laws, the existence of hundreds of tax
breaks for businesses and individuals reduces moneys available for desired
spending. These tax breaks often continue long after the rationale for their
adoption has disappeared. Under this proposal, every tax expenditure currently
authorized would sunset and be extended for a period of five years only after the
effectiveness of the tax expenditure has been determined.

Request that the Legislature revise its appropriations process to require
the identification of future year costs of legislation, and to identify the
funds available to pay those costs—Request that the Legislature evaluate the
cost of proposed legislation beyond the initial year of implementation to more
fully understand the future funding implications. Currently, the fiscal impact
identified for most legislation is often limited to those costs in the year of
adoption and perhaps a few years later. The projected costs in future years are
often not available to legislators who must vote on these bills. At the same time,
it is essential that legislation identify the source of funding for future year costs.

Rebalance the portfolio of State revenue to achieve a more stable mix of
major revenue sources—Dependence on more volatile revenue sources has
hampered the State’s ability to consistently meet funding demands in critical
programs. The State needs to examine ways to more fairly allocate the tax
burden and reduce revenue volatility.

Rebalance the portfolio of local government revenue to achieve a better
mix of major revenue sources, and encourage “rational growth”
decisions— Acknowledge the fact that the current revenue structure virtually
forces local governments to make unwise land use decisions. Known as the
fiscalization of land use, this leads to intense competition between neighboring
cities over the location of businesses. Local competition for retail stores or auto
malls to generate sales tax revenue rarely balances community housing needs
or the benefits of non-retail business and industry. The competition also exacer-
bates transportation and environmental problems. Property tax revisions, such
as changing the manner in which commercial properties are re-assessed, might
provide improved fiscal incentives for local governments to address local needs.

GOVERNOR’S BUDGET SUMMARY | 2003-04



A NEW FISCAL BLUEPRINT FOR CALIFORNIA’S FUTURE 33

¢ Restore local community control of programs and revenue raising—Provide
reasonable revenue-raising tools to local governments. In addition, realignment
of State and local programs and revenue is essential. This Budget includes an
$8.3 billion State-Local Program Realignment proposal, assigning program
responsibilities to the appropriate level of government and allowing local gov-
ernments to exercise greater discretion in program administration and service
delivery (see Preserving Critical Programs section). Equally essential is a com-
plete review of statutory mandates on local governments. After a complete
review of statutory mandates on local governments, those mandates deter-
mined to be unnecessary should be repealed.
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SUMMARY CHARTS

Revenues

2003-04 Fiscal Year

Total Revenues and Transfers

Estate Taxes
0.4%

Liquor Tax
0.3%

Tobacco Taxes
2.2%

Insurance Tax
1.9%

Motor Vehicle Fees Personal Income

4.4% Tax
Highway Users 37.7%
Taxes

3.5%

Corporation Taxes

6.6%
Sales Tax
31.5%
General Fund Revenues and Transfers
Insurance Tax Estate Taxes
Tobacco Taxes 2.7% 0.6% Other

0.1% 4.8%

Liquor Tax

Corporation Taxes 0.4%

9.2%

Sales Tax

33.6% Personal Income

Tax
48.6%
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Expenditures

2003-04 Fiscal Year

Total Expenditures
(Including Selected Bond Funds)

Business, State and Consumer
Transportation, and  Resources Services .
Housing 4.0% 1.0% Environmental
Other 5.9% Protection
6.0% 1.1%
Youth and Adult Courts
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5.9%

Tax Relief
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Higher Education

11.1% Health and Human

Services
28.3%

Education K thru 12
32.1%

General Fund Expenditures
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Transportation, and__ Correctional Agency Services
Housing 9.0% 0.7%
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Other

Tax Relief
(310;:/15 2.5% 2.6%
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STATEWIDE ISSUES

SUMMARY CHARTS

2003-04 General Fund Expenditures

K-12 Education

Health and Human Services
Higher Education

Youth & Adult Correctional
Tax Relief

Other

Courts

Resources

State & Consumer Services

Business, Trans., & Housing

Environmental Protection

(Dollars in Billions)
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2003-04 Expenditures By Fund

(Dollars in Millions)

General Special Bond
Function Fund Funds Funds Total
Education (K-12) $27,390 $59  $3,540  $30,989
Health and Human Services 15,146 12,021 112 27,279
Higher Education 8,509 1,019 1,210 10,738
Business, Transportation, and Housing 216 5,274 147 5,637
Technology, Trade, and Commerce 21 5 - 26
Courts 1,216 1,416 - 2,632
Tax Relief 1,614 -- -- 1,614
Local Government Subventions 345 2,326 -- 2,671
Youth and Adult Corrections 5,639 2 7 5,648
Resources 959 1,263 1,862 4,084
Environmental Protection 100 686 272 1,058
State and Consumer Services 438 548 18 1,004
Other 1,176 1,845 36 3,057
Total $62,769 $26,464 $7,204 $96,437
2003-04 Revenue Sources
(Dollars in millions)

General Special

Fund Funds

Personal Income Tax $33,610 $2,580

Sales Tax 23,210 7,087

Corporation Tax 6,361 --

Highway Users Taxes -- 3,332

Motor Vehicle Fees 18 4,227

Insurance Tax 1,830 --

Estate Taxes 404 --

Liquor Tax 292 --

Tobacco Taxes 101 1,991

Other 3,327 7,686

Total $69,153  $26,903
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SUMMARY CHARTS

2003-04
General Fund Expenditures
by Agency
(Dollars in Millions)

2002-03 2003-04
Legislative, Judicial, Executive $2,477 $2,167
State and Consumer Services 480 438
Business, Transportation, & Housing 206 216
Technology, Trade, and Commerce 46 21
Resources 1,115 959
Environmental Protection 175 100
Health and Human Services 23,029 15,146
Youth and Adult Correctional 5,674 5,639
K-12 Education 29,067 27,390
Higher Education 9,447 8,509
Labor and Workforce Development 153 90
General Government 3,592 2,094
Total $75,461 $62,769
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2003-04 Governor's Budget
General Fund
Budget Summary

(Dollars in Millions)

2002-03 2003-04

Prior Year Balance -$2,133 -$4,451
Revenues and Transfers $73,144 $69,153
Total Resources Available $71,011 $64,702
Expenditures $75,462 $62,769
Fund Balance -$4,451 $1,933
Budget Reserves:

Reserve for Liquidation of

Encumbrances $1,402 $1,402

Special Fund for Economic

Uncertainties -$5,853 $531
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ECONOMIC OUTLOOK

The national and California econo-
mies were growing slowly as 2002 came to
a close. Labor markets were weak in Califor-
nia and most of the rest of the nation, and
the state and national economies were
experiencing jobless recoveries. Better had
been expected from both economies at
mid-year. Their recoveries are now projected
to be sluggish through most of 2003, and
economic growth in 2004 will be less robust
than had been expected.

The national economy moved into the
fourth quarter with a string of four consecu-
tive quarters of increasing output but fewer
jobs than when the string began. Consum-
ers pulled back as the quarter proceeded,
perhaps from concern about disappointing
labor markets or the growing possibility of
war, or perhaps from fatigue. As year-end
neared, hopes for a strong holiday spending
season faded.

California experienced modest job growth
and good personal income growth in the
first half of 2002, but the budding recovery
stalled in the second half with employment
falling. Exports of state-made merchandise
continued to be down sharply in the third
quarter. As the year drew to a close, the

state’s important high-tech sector was still
struggling. The recovery of the California
economy awaits an improved national
economy.

The Nation—
Jobless Recovery

The national economy is growing slowly and
unevenly. Although economic output in-
creased in every quarter from the fourth
quarter of 2001 to the third quarter of 2002,
labor markets remain weak. In addition,
several economic indicators have recently
turned negative.

The four quarters of growing output begin-
ning in the fourth quarter of 2001 added up
to a gain of just slightly more than 3 per-
cent. In the nine previous recoveries since
the end of World War I, economic growth
averaged 6.2 percent over the first four
quarters of a recovery. Only in the 1991-92
recovery was output growth slower than

3 percent.

The current recovery was expected to be
slow at first because the recession had been
mild. Instead of cutting back, as they
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typically do, consumers spent freely during
the downturn. In addition, home sales
remained strong, and home values appreci-
ated considerably as interest rates fell to
very low levels. As such, consumer spending
and residential construction could not have
been expected to provide their usual strong
boost to the economy when it began to
recover.

Slow recoveries delay improvement in labor
markets. At the end of the recent four
quarters of economic growth, nonfarm
payroll employment was about 1.0 percent
lower (Figure ECON-1). In the earlier post-
World War Il recoveries, nonfarm payroll
employment grew 2.6 percent, on average,
in the first four quarters. The only one in
which employment fell was the 1991-92
recovery. Fittingly, the current recovery, like
its predecessor, has been widely referred to
as a “jobless recovery.” This moniker might
be even more fitting today. Extremely strong
productivity growth over the recent four

FIGURE ECON-1
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ECONOMIC OUTLOOK

quarters allowed both economic growth and
job cuts to be somewhat greater than in the
first four quarters of the 1991-92 recovery.

While labor markets were expected to
recover slowly, the sharp jump in unemploy-
ment to 6 percent and the loss of 40,000
payroll jobs in November really drove home
the point. Other recent economic data have
also raised concerns. Output from the
nation’s factory sector fell from August
through October, likely pulling fourth-
quarter manufacturing output below the
third-quarter level.

Even more worrisome were signs of con-
sumer fatigue. New light vehicle sales
plunged in September from the torrid pace
set in July and August. The slowdown in
vehicle sales was instrumental in pulling
total September retail sales below the third
quarter average, providing a poor starting
point for fourth quarter sales. Furthermore,
retail sales were flat in October.

Weak stock markets, corporate accounting
scandals, disappointing labor markets,
terrorist threats, and risks of war have taken
their toll on consumers’ morale. In the
October surveys of consumer attitudes,
both the Conference Board and the Univer-
sity of Michigan indices recorded their
lowest values in about nine years. A stock
market rally lifted consumers’ spirits a bit in
November and early December, but overall,
consumers were far from upbeat as the all-
important Christmas selling season neared.

The consumer’s mood will be closely
watched in 2003. Some deceleration in
consumer spending is expected, given how
long it has held up. A sharp retrenchment,
however, would end the recovery, and that is
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the major risk to the outlook. As recently as
the third quarter, special incentives on light
vehicles helped consumer expenditures
grow at an annual rate of 4.2 percent.
However, lower consumer confidence and
the apparent satiation of demand for new
light vehicles tempered consumer spending
considerably in the fourth quarter. In fact,
consumer spending may well have declined
in the fourth quarter. If so, it was the first
decline since 1993.

Other sectors need to take some of the load
off of consumers in 2003 to sustain the
recovery. There are some positive signs.
Capital equipment spending and inventory
investment have ended their dramatic
declines that began at the end of 2000. The
three quarters of declining national output
in 2001 were almost entirely due to lower
investment spending, in sharp contrast to
the typical post-World War Il recession
characterized by lower consumption spend-
ing followed by reduced investment in
inventories, capital equipment, and com-
mercial structures. The mere stabilization of
capital equipment spending and inventory
levels over the last year allowed economic
output to grow over the last four quarters
(Figure ECON-2).

Spending on capital equipment and inven-
tory investment should add to economic
growth in 2003, but investment in commer-
cial structures will take longer to recover.
Improvement will be slow at first, and
investment will not reach its previous cycli-
cal high, achieved in 2000, until 2004.
Investment in computers is growing rapidly
in inflation-adjusted dollars, but nominal
spending on computer equipment may not
reach 2000 levels until 2005. Since employ-
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ment in the sector is dependent on nominal
spending, high-tech employment and
revenue will recover slowly.

Robust federal government spending is also
contributing to the recovery. The war on
terrorism, homeland security, and increased
military preparedness for possible war with
Iraq are adding considerably to government
purchases. Total government expenditures
were up by about 4 percent in 2002. That
level of growth will be hard to repeat in
2003, given the budgetary shortfalls of State
and local governments in much of the
nation. Still, a new federal fiscal stimulus
package is looking increasingly likely, and
that could offset some of the slowdown in
State and local government spending.

Low interest rates, federal tax cuts, in-
creases in government spending, and
continued, if somewhat more modest, gains
in consumer spending will provide enough
stimulus to keep the recovery going in
2003. In many industries, excess capacity
will keep firms from adopting generous
capital equipment spending plans. Excess
capacity, both domestically and abroad, will
also keep inflation low.
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Growth will be modest during the first half
of 2003. Firms will squeeze as much output
from their current workers as possible,
resulting in negligible employment gains. By
the end of next year, however, they will find it
necessary to increase hiring in order to
meet increased production schedules.

With the memory of corporate scandals
fading and profits improving, equity markets
rallied in both October and November.
Before-tax corporate profits increased in the
first two quarters of 2002. The last two
quarters of 2002 likely brought further profit
gains. A steady improvement in profitability
over the forecast horizon will produce
double-digit year-over-year profit growth for
both 2003 and 2004. Continued low inter-
est rates and higher profits will add up to a
much-improved environment for equity
markets.

The major risk to the outlook is a significant
retrenchment by consumers. Consumers
have spent aggressively for many years, and
their debt loads have increased consider-
ably. Further, their confidence has waned
somewhat as the stock market continues to
disappoint and the prospects of war with
Iraq remain real. On the other hand, interest
rates are very low, and many homeowners
are sitting on a considerable amount of
home equity.

The primary development that could boost
the economy beyond expectations is a
significant new federal fiscal stimulus
package made up of well-designed, effective
tax breaks and targeted increases in govern-
ment spending. Eliminating the double
taxation of dividend income or lowering
capital gains tax rates would provide little
stimulus to the economy. A new package is

ECONOMIC OUTLOOK

not incorporated in the forecast because a
specific proposal has not been put forth, let
alone been debated in Congress.

California—Mirroring
the National Economy

Like the nation, California is experiencing a
jobless recovery. The state economy im-
proved in the first half of 2002, with employ-
ment and total state personal income
posting gains. The improvement faltered at
mid-year, however. The state lost jobs
between June and November, and personal
income likely fell in the third quarter (Figure
ECON-3). In addition, unemployment failed
to improve, as the rate varied between

6.4 percent and 6.5 percent from March to
November.

Employment grew by about 4,600 jobs per
month, on average, in the first 11 months of
2002—a meager amount, but a big im-
provement over an average monthly loss of
16,100 jobs in 2001. Instrumental in that
swing were sharp drops in the rate of job
losses in business services and high-tech
manufacturing; improved job growth in
retail trade, particularly at eating and drink-
ing establishments; and a swing from job
losses to job gains in wholesale trade.
Employment growth deteriorated in some
industries, however. Construction and
depository institutions trimmed payrolls in
2002 after expanding them in 2001. Local
government and social services added fewer
jobs in 2002 than in 2001. And employ-
ment in State government, outside of
education, fell in 2002.
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California’s recession was highly concen-
trated both regionally and industrially. Job
losses, net of job gains, in the San Fran-
cisco Bay Area—almost all of which were in
the San Francisco and San Jose metropoli-
tan areas—greatly exceeded net job losses
in the entire state. That is, the rest of the
state experienced a net job gain, in total,
during the recession. By one measure, the
low point for the Bay Area was March 2002,
when the number of nonfarm payroll jobs
was 4.0 percent lower than a year earlier. In
contrast, jobs were 0.5 percent above a
year ago in Southern California. The gap in
year-over-year job growth between the two
regions narrowed considerably, however, as
the year progressed. Job losses shrank
appreciably in the Bay Area; and by Novem-
ber, nonfarm payroll jobs were only 1.6 per-
cent lower than a year earlier. In Southern
California, job gains remained largely
unchanged, with nonfarm payroll jobs up
0.4 percent from a year earlier.

No less striking was that three out of every
five jobs lost during the recession were in
high-tech services and manufacturing.
Workers in some high-tech industries were
particularly hard hit. One out of every five
jobs was lost in communications equipment
manufacturing, electronic components and
accessories manufacturing, and computer
and data processing services. Two out of
every five jobs were lost in the information
retrieval industry—a sector of computer and
data processing services that includes most
of the Internet companies.

Unemployment rates around the state
painted a consistent picture. The San Jose
metropolitan area went from having the
lowest unemployment rate of the major
California metropolitan areas before the
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recession to having one of the highest
unemployment rates after the recession.
The swing was not as great for the San
Francisco metropolitan area, but after
having the second lowest unemployment
rate before the recession, its rate more than
doubled by the end of the recession. Or-
ange and San Diego Counties, on the other
hand, had among the lowest unemployment
rates before the recession and the two
lowest unemployment rates after the
recession.

Gains in state personal income in the first
two quarters of 2002 suggest that state
economic output grew in the first half of
2002. These gains were a welcome develop-
ment coming after three consecutive quar-
terly declines. While the job losses during
the recession were about average for a post-
World War Il recession, the decline in
personal income, when adjusted for infla-
tion, was second only to the decline in the
long and deep 1990-1993 recession. The
wide disparity between job losses and
decline in personal income in the recent
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recession was due to the sharp decline in
employee bonus and stock option income
brought about by the collapse of the stock
market.

Given how modest the recovery has been so
far, California housing markets were surpris-
ingly strong in 2002. In the first 10 months
of 2002, sales of existing, single-family
homes were up 13 percent from a year
earlier, according to the California Associa-
tion of Realtors. The year-over-year increase
in the median price of these homes ranged
from 17 percent to 25 percent over the

10 months. The median price breeched
$300,000 for the first time in March; by
October, it was $334,000. Extremely low
mortgage rates were instrumental in this
high level of activity and price appreciation
and, most likely, a concurrent pick-up in
building. The number of permits for resi-
dential units exceeded year-earlier levels by
11 percent in the first 10 months of the
year.

Commercial real estate markets did not fare
as well. Nonresidential construction fell
sharply for the second consecutive year in
2002. Office vacancy increased in most
California metropolitan areas in the third
quarter of 2002, both from quarter-ago
levels and year-ago levels. The San Jose
and San Francisco metropolitan areas stood
out for having office vacancy rates consider-
ably above the national average for metro-
politan areas. San Jose also had the largest
increase in office vacancy in the third
quarter of the 50 markets surveyed by CB
Richard Ellis. Sacramento and San Diego
shone, however, with office vacancy rates
among the lowest in the nation. Industrial
vacancy was less of a problem despite
vacancy being slightly above the national

ECONOMIC OUTLOOK

average in San Francisco and considerably
above the national average in Sacramento
in the third quarter. Vacancy rates in San
Diego and Los Angeles were well below the
national average even after San Diego’s
sizable gain in vacancy in the third quarter.

Declining exports of California-made mer-
chandise contributed to the state
economy’s sluggishness in 2002. Exports
were 16 percent below year-earlier levels in
the first three quarters. A precipitous drop in
exports to Japan accounted for 24 percent
of the total decline in state exports (Figure
ECON-4). Lower exports to Canada, the
United Kingdom, Germany, and Singapore
accounted for another 36 percent of the
overall drop. Exports to Mexico, the leading
destination for California-made merchan-
dise, held up relatively well, slipping only

2 percent.

More is at work in California’s export slide
than weak economies of major trading
partners. While the German and Japanese
economies are among the weakest of the
major developed economies, the Canadian
economy is doing very well, and the econo-
mies of the United Kingdom and Singapore
are quite strong. The worldwide high-tech
recession has been a bigger factor in
California’s sagging exports. Computer and
electronic products, which made up 44 per-
cent of the state’s exports in the first three
quarters of 2002, accounted for two thirds
of the overall decline in exports.

One of California’s largest services ex-
ports—tourism—has yet to recover to pre-
September 11 levels. The “drive-to” mar-
kets, like San Diego, are doing quite well,
but “fly-to” markets that depend on out-of-
state and foreign visitors continue to
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struggle. More intensive airport security
checks appear to have convinced some
vacationers to stay closer to home. In
addition, the recession has cut business
travel, especially to the state’s high-tech
centers. Hotel and motel occupancy rates
have come only part of the way back to pre-
September 11 levels, and average room
rates remain considerably below year-ago
levels in many markets.

The California economy entered 2003 with
little momentum. The state’s fledgling
recovery faltered in the second half of 2002.
Labor markets are weak with no signs that
significant improvement is imminent. The
state economy appears to be tracking the
national economy quite closely as it has for
most of the post-World War Il period, with
the notable exception of the first half of the
1990s, when a sharp contraction of the
state’s aerospace sector helped push the
state economy into a long, steep decline.
The outlook for the California economy in
2003 depends heavily on the fate of the
national economy. Near-historic low interest
rates should help the state economy in
2003, as should continued strong spending
on national defense and homeland security.
Federal fiscal stimulus will be even stronger
if the nation goes to war with Iraq. On
balance, the outlook for the California
economy is for slow growth in 2003 and
moderate growth in 2004 (Figure ECON-5).
Unemployment will likely increase some-
what in 2003 before falling in 2004. Per-
sonal income will grow in 2003 and 2004,
but not as quickly as in past recoveries. The
main risk from the outlook for the state
economy is the same as that for the na-

tional economy—a retrenchment by con-
sumers. In addition, the state is more at risk
from a delay in the high-tech recovery.
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FIGURE ECON-4
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FIGURE ECON-5

Selected Economic Data for 2002, 2003, and 2004

Forecast

United States 2002 2003 2004

Real gross domestic product (1996 dollar, percent change) 2.3 2.5 3.5
Personal consumption expenditures 2.9 2.1 3.0
Gross private domestic investment 0.7 3.5 7.3
Government purchases of goods and services 4.2 2.6 1.6
GDP deflator (1996=100, percent change) 1.2 2.0 23
GDP (current dollar, percent change) 3.5 4.6 5.9
Federal funds rate (percent) 1.67 1.49 3.27
Personal income (percent change) 3.0 41 5.4
Corporate profits before taxes (percent change) -0.9 15.2 9.3
Nonfarm wage and salary employment (millions) 130.8 132.0 134.8
(percent change) -0.8 0.9 2.1
Unemployment rate (percent) 5.8 6.0 5.5
Housing starts (millions) 1.69 1.57 1.66
(percent change) 5.4 -6.9 5.4
New car sales (millions) 8.0 7.7 7.3
(percent change) -4.8 -4.4 -4.8
Consumer price index (1982-84=100) 179.9 184.5 188.9
(percent change) 1.6 25 2.4

California

Civilian labor force (thousands) 17,576 17,715 18,014
(percent change) 1.2 0.8 1.7
Civilian employment (thousands) 16,443 16,560 16,894
(percent change) 0.1 0.7 2.0
Unemployment (thousands) 1,133 1,155 1,120
(percent change) 221 1.9 -3.0
Unemployment rate (percent) 6.4 6.5 6.2
Nonfarm wage and salary employment (thousands) 14,521 14,623 14,928
(percent change) -0.7 0.7 2.1
Personal income (billions) $1,138.7 $1,176.0 $1,238.4
(percent change) 0.9 3.3 5.3
Housing units authorized (thousands) 159 157 162
(percent change) 6.5 -1.3 3.2
Corporate profits before taxes (billions) $91.8 $99.9 $109.6
(percent change) -0.3 8.9 9.7
New auto registrations (thousands) 1,722 1,733 1,723
(percent change) -2.3 0.6 -0.6
Total taxable sales (billions) $432.0 $447.0 $472.0
(percent change) 2.2 3.4 5.6
Consumer price index (1982-84=100) 186.2 191.5 197.6
(percent change) 2.5 2.8 3.2

Note: Percentage changes calculated from unrounded data.
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REVENUE ESTIMATES

Because the anticipated recovery
of the U.S. and California economies has
not yet materialized, the decline in the
State’s revenues was more pronounced than
what was expected at the time the 2002-03
May Revision was prepared. Since enact-
ment of the 2002 Budget Act, the General
Fund revenue forecast for major taxes and
licenses has decreased by $7.7 billion for
the past and current years combined. In
addition, a decline of 5.5 percent in rev-
enues, or $4 billion, to $69.2 billion is
expected for 2003-04. The decline is mainly
due to weak personal income tax revenues,
which dropped by nearly 26 percent in
2001-02 and are expected to decline an-
other 0.5 percent in 2002-03. When the
three years are compared to the estimates
made last May without the revenue mea-
sures proposed in the Governor’s Budget,
the three-year drop amounts to
$17.7 billion.

As has been noted during the past year, the
State’s remarkable revenue growth in recent
years was driven by stock market related
gains, while the current fall-off largely

FIGURE REV-1
Capital Gains and Stock Options Revenue
as a Percent of Total General Fund Revenue
30.0%1 $17.6
- billion
OStock Options —
25.0% DO Capital Gains
$12.7
20.0%4 billion
- $7.5 $8.2
g 15.0% $55  bilion — billion $5.7
K $4.0 billion $5.6 billion
10.0%4 $26 billion billion
billion
- ﬁ ﬁ B
0.0% : . . . — . .
9596  96-97  97-98  98-99  99-00  00-01  01-02  02:03  03-04
Fiscal Year Estimate — %

Note: An assumed tax rate of 9 percent was used to calculate the tax revenue from capital gains and stock options.

reflects the market’s decline. Figure REV-1
shows the portion of General Fund revenues
from market-related income.

By 2003-04, tax relief from the federal
phase-out of the estate tax, vehicle license
fee reductions, and measures enacted under
this Administration will reach $4.2 billion.
For the period 1999-00 through 2003-04,
these measures will have provided

$15.8 billion in taxpayer benefits. The
Governor’s Budget addresses a $34.6 bil-
lion shortfall without scaling back any of
these significant savings to taxpayers.
However, as noted in the Preserving Critical
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FIGURE REV-2
Personal Income Tax Withholding

Monthly Year-Over-Year Change
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FIGURE REV-3

Personal Income Tax Estimated Payments

Quarterly Year-Over-Year Percent Change
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FIGURE REV-4 Taxable Sales

Quarterly Year-Over-Year Percent Change
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Programs section, the Governor’s Budget
includes several revenue proposals to fund
programs that are proposed to be shifted to
local governments. These revenue proposals
include the following: adding 10 percent
and 11 percent personal income tax brack-
ets on high income earners, increasing the
tobacco excise tax by $1.10 per pack of
cigarettes, and increasing the sales tax rate
by one cent.

As can be seen in Figures REV-2, REV-3, and
REV-4, revenues began to weaken beginning
early in 2001. Year-over-year losses in per-
sonal income tax withholding are believed to
be attributable primarily to the loss of stock
option income, which plunged with the
slowing economy and the market'’s retreat.
Taxpayers are also anticipating less non-wage
income—primarily capital gains—which has
eroded estimated payment receipts. Similarly,
consumers have cut back, resulting in a
deterioration in purchases of taxable goods.
This softness in revenues is expected to
continue until mid-2003, when modest
growth is expected to resume.

The Governor’s Budget and revenue fore-
cast also reflect the following proposals:

¢ Regulated Investment Companies—
The Governor’s Budget proposes to
prevent banks from utilizing Regulated
Investment Companies to avoid Califor-
nia tax by improperly sheltering income.
The proposal would be implemented
prospectively, and is estimated to
increase revenues by $45 million in
2003-04, and $55 million in 2004-05.

¢ Corporation Tax Subpart F Income
Exclusion—The Governor’s Budget
proposes to clarify that existing law does
not allow certain corporations to ex-
clude a portion of their income, called
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Subpart F income, from a water's  Ficure REV-5
edge combined report. The General Fund Revenue
Budget also proposes to conform {Dodlars in Millions)
to federal law in the coordination
of Subpart F income and 200 1_'“ 2002-03 2003-04
. Preliminary Faracasai Forecasi
U.S.-source income. Because
these proposals would clarify Parsonsl Incoms tax §33.047 $32,580 533,610
existing law, they will have no effect Salas and =4 tax a4 955 23 345 #3210
on revenues. However, these Corporation tax 5,333 i, 452 B, 351
changes will close potential tax Al ot L4 11,80 I
loopholes. Total revenees and fransfars £73.239 £73.144 569,153
& Manufacturers’ Investment Annual percent chango 1.1% 1. 3% =5 8%
Credit (MIC) Clarification—The
Governor’s Budget proposes January 1, 2004. Chapter 751, Statutes
clarifying that the MIC is intended to of 1994, which established the MIC to
apply to manufacturing activities as create manufacturing jobs, provided
specified in the Standard Industrial that the credit would sunset if manufac-
Code. This proposal would increase turing emp]oyment does not exceed a
revenues by an estimated $50 million specified level. Although under current
in 2003-04 and $50 million in law the MIC would sunset, the
2004-05. Governor’s Budget proposes to extend
¢ Extension of the Sunset Provision for thg sunset date and revise the mar‘n.}fac-
the Manufacturers’ Investment Credit jcurmg employmgnt thr‘eshold. provision
(MIC)—Based on the Governor's in order to continue this credit. From
Budget economic forecast, decreases in January 1994 tbrough January 20,01’
manufacturing employment are ex- Fnanu.factL{rmg JO}?S grew m.ore quickly
pected to cause the MIC to sunset on in California than in the nation.
FIGURE REV-6
2002-03 Revenue Measures
Summary of Fiscal Impact
(Dollars in Millions)
Fiscal Impact
Chapter/Bill Number Description 2002-03 2003-04 2004-05
Chapter 488/AB 2065 Two-year suspension of net operating loss provisions $925.0 $600.0 -$325.0
Chapter 488/AB 2065 Conformity with federal law regarding accounting for bad debt reserves 285.0 15.0 0.0
Chapter 488/AB 2065 Increasing the rate of withholding on stock options and bonus income 200.0 10.0 10.0
Chapter 488/AB 2065 One-year suspension of the teacher retention tax credit 170.0 0.0 0.0
Chapter 488/AB 2066 Waiver of penalties and interest on high-risk accounts 145.0 0.0 0.0
Chapter 488/AB 2067 Withholding on real estate sales 195.0 10.0 10.0
Various Other (includes collection activities, tax credit auditing, etc.) 212.0 217.0 194.0
Total $1,920.0 $852.0 $111.0
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Although beginning in January 2001,
California manufacturing jobs declined
at a faster rate than the U.S., California
is still performing better than the nation
as a whole with respect to manufactur-
ing jobs and the MIC is believed to have
been an important factor in assisting
that performance.

Figure REV-5 provides a summary of the
revenue forecast for 2002-03 and 2003-04,
as well as a preliminary report of actual
receipts for 2001-02.

2002 Revenue Provisions

Last year, several revenue generating provi-
sions were enacted including a two-year
suspension of net operating loss provisions,
conformity with federal law regarding ac-
counting for bad debt reserves, increasing
the rate of withholding on stock options and
bonus income, imposing withholding on the
sale of specified real estate sales, suspend-
ing for one year the teacher retention and
natural heritage preservation tax credits, and
various other tax compliance provisions.
Figure REV-6 provides additional detail on
these measures. The Governor’s Budget
proposes legislation that would mitigate the
burden of the real estate withholding provi-
sion on individuals whose ultimate tax
liability is less than the amount that would
be withheld under current law.

Revenues in Total

Overall, General Fund revenues and trans-
fers represent 72 percent of total revenues.
The remaining 28 percent are special funds
dedicated to specific programs. The three

REVENUE ESTIMATES

largest revenue sources (personal income,
sales, and corporation taxes) account for
about 66 percent of total revenues.

Personal Income Tax:

$33.610 billion

The personal income tax, the State’s largest
revenue source, is expected to contribute
49 percent of all General Fund revenues
and transfers in 2003-04. Personal income
tax revenues are forecast to decline by

0.5 percent in 2002-03 and then increase
by 2.2 percent in 2003-04; this follows an
unprecedented decline of almost 26 per-
cent in 2001-02. The estimate incorporates
the effect of the Administration’s proposal to
modify the withholding requirement for
resident real estate transactions.

The California personal income tax is closely
modeled after the federal income tax law.
California’s tax is imposed on net taxable
income—that is, gross income less exclu-
sions and deductions. The tax is progres-
sive, with rates ranging from 1 percent to
9.3 percent. Personal, dependent, and
other credits are allowed against the gross
tax liability.

In addition, taxpayers may be subject to an
alternative minimum tax (AMT), which is
much like the federal AMT. This feature is
designed to ensure that excessive use of tax
preferences does not reduce taxpayers’
liabilities below a minimum level. The AMT
is equal to 7 percent of the alternative
minimum taxable income that exceeds an
exemption amount.

The personal income tax is adjusted annu-
ally by the change in the California Con-
sumer Price Index to prevent taxpayers from
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being pushed into higher tax brackets by
inflation only, without a real increase in
income.

The challenge in forecasting personal
income tax receipts is increased by the
progressive nature of the tax. One dollar of
income on a high-income tax return can
generate nine times the revenue from a
dollar on a low-income return. In addition,
very high-income taxpayers usually have
considerable discretion over the timing of
income and deductions. Thus, substantial
changes in the portfolios or tax planning of
relatively few high-income taxpayers can
have a dramatic effect on State revenues.

In the 2000 tax year, the top 11 percent of
State taxpayers—those with adjusted gross
incomes of over $100,000—reported

53.7 percent of the total income and paid
79.5 percent of the personal income tax. In
contrast, lower income taxpayers—those
with adjusted gross incomes of less than
$20,000—reported 5.2 percent of the total
income and paid only 0.4 percent of the
personal income tax, yet represented

34.9 percent of all California taxpayers. This
information is displayed in Figure REV-7.
Data for 2001 will be available in the spring.

The volatility inherent in the stock market
and thus in capital gains has always compli-
cated personal income tax revenue forecast-
ing. Gains from stocks and securities com-
prise the majority of capital gains
realizations, and taxes from this component
of income had an increasing influence on
personal income tax revenues in the latter
half of the 1990s when, year after year, the
stock market reached record-breaking
levels. In addition, stock options, which are
also related to stock market performance,
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FIGURE REV-7

Percent of Taxpayers and Percent of Tax Paid by
Adjusted Gross Income Class

2000 State Tax Data
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became an increasingly common compo-
nent of wage packages during the market’s
high growth years. In 2000-01, the contribu-
tion to total General Fund revenues from
these two revenue sources had grown to

25 percent from 6 percent five years
earlier. It was clear that phenomenal gains in
stock prices that boosted revenues to
double-digit growth over the past few years
could not continue indefinitely and that
revenues were increasingly vulnerable to a
market turnaround. What was not clear,
however, was when that turnaround would
come or how steep it would be. This fore-
cast estimates that capital gains and stock
options accounted for roughly 11 percent
in 2001-02, and will account for about

8 percent in 2002-03 and in 2003-04.

Preliminary data indicate that capital gains
dropped in 2001 by roughly 60 percent
from about $118 billion in 2000, which was
almost seven times the level in 1994. Capital
gains are estimated to have declined by

15 percent in 2002, and the forecast
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FIGURE REV-8
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projects a modest increase of 7 percent in
2003. The level of capital gains from 1990
through 2002 is shown in Figure REV-8.
Aside from the assumptions regarding stock
market performance, another key factor
underlying this forecast is the expectation
that the general economy, which has been
sluggish, will not begin to rebound until the
second half of 2003.

In 1994, the year before the stock market
began its nearly vertical climb that would
last until the spring of 2000, total adjusted
gross income (AGI) of taxable returns grew
by 2 percent. AGI in the under $100,000
AGI brackets grew by 0.5 percent, however,
while the over $100,000 AGI group realized

REVENUE ESTIMATES

an increase of 5.5 percent. These growth
rates between the over and under $100,000
AGI groups diverged drastically in 1995 to
minus 0.8 percent in the under $100,000
group and 22.4 percent in the over
$100,000 group. Overall, total AGI growth in
1995 was 6.3 percent. This pattern of
modest growth versus exceptional growth
between the two groups continued through
2000, the last year of strong capital gains
growth, when AGI grew by 27 percent in the
over $100,000 group and by about 3.5 per-
cent for those with incomes under
$100,000. Preliminary data for the 2001 tax
year, along with the weakness seen in the tax
receipts for the 2001 tax year, indicate that
the pattern of divergence in the growth rates
is beginning to reverse. The Budget forecast
assumes that total AGI declined by about
8.5 percent in 2001, with the over
$100,000 group accounting for the bulk of
the loss. Growth rates from 1994 through
2001 are displayed in Figure REV-9.

As noted in the Preserving Critical Programs
section, several revenue proposals are
included in the Governor’s Budget to fund
programs that are proposed to be shifted to
local governments.

Adding the 10 percent and 11 percent
rates is expected to provide $2.58 billion in
revenues to local governments in 2003-04.

FIGURE REV-9

Adjusted Gross Income (AGI): Resident Taxable Returns
Annual Growth Rate

1995

Tax Year 1994

AGI Groups under $100,000
AGI Groups $100,000 and above

0.5%
5.5%

-0.8%
22.4%

1996

19.9%

Estimate

1998 2001

1999

1997 2000

2.1% 5.5%

22.6%

-4.7%
17.4%

3.9%
30.5%

3.4%
26.9%

-1.3%
-13.5%

Total AGI 2.0% 6.3%

8.4% 12.2% 4.7% 16.6% 16.0% -8.4%
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FIGURE REV-10
State and Local Sales and Use Tax Rates
State Rates

General Fund 4.75% or Pursuant to Sections 6051.3 and 6051.4 of the Revenue and Taxation
5.00% Code, this rate is 5%, but may be temporarily reduced by 0.25% if
General Fund reserves exceed specified levels. During 2001, the rate
was 4.75%, and during 2002, this rate is 5.00%.

Local Revenue Fund 0.50% Dedicated to local governments to fund health and social services
programs transferred to counties as part of 1991 State-local realignment.

Local Uniform Rates'

Bradley-Burns 1.00% Imposed by city and county ordinance for general purpose use.?
Transportation Rate 0.25% Dedicated for county transportation purposes.
Local Public Safety Fund 0.50% Dedicated to counties for public safety purposes. This rate was imposed

temporarily by statute in 1993 and made permanent by the voters later
that year through passage of Proposition 172.

Local Add-on Rates®

Transactions and Use Taxes up to May be levied in 0.25% increments up to a combined maximum of 1.5%
1.50% in any county.* Any ordinance authorizing a transactions and use tax
requires approval by the county Board of Supervisors or special purpose
authority created by the county Board of Supervisors plus two-thirds of
the voters.

" These locally-imposed taxes are collected by the State for each city and county and are not included in the State’s
revenue totals.
2The city tax constitutes a credit against the county tax. The combined rate is never more than 1 percent in any area.
3 These taxes may be imposed by voters in cities, counties, or special districts. The revenues are collected by the State for each
jurisdiction and are not included in the State's revenue totals.
4 The three exceptions to the 1.5 percent maximum are San Mateo County and San Francisco City and County,
which may exceed the limit by 0.5 percent and 0.25 percent, respectively, and San Diego County, which is subject to
a 1 percent maximum. Fresno, Nevada, Solano, and Stanislaus may levy transactions and use taxes in increments
of 0.125 percent. To date, 38 counties and countywide special districts levy transactions and use taxes. Seven
cities also impose transactions and use taxes on less than a countywide basis.

Sales Tax: $23.210 billion

Personal income tax revenues forecasted for

2002-93 and 2003-04, as Cpmpared with Receipts from sales and use taxes—the
preliminary 2001-02 collections, are State’s second largest revenue source—are
as follows: expected to contribute 34 percent of all

General Fund revenues in 2003-04. Sales
and use taxes are imposed on the retail sale
or use of tangible personal property in
2001-02 (Preliminary) $33,047 California. Most retail sales and leases are
subject to the tax. However, exemptions are
2002-03 (Forecast) 32,880 provided for certain necessities such as food
2003-04 (Forecast) 33,610 for home consumption, prescription drugs,

Personal Income Tax Revenue
(Dollars in millions)
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FIGURE REV-11
Combined State and Local Sales and Use Tax

Rates by County
(Rates in Effect on January 1, 2003)

County Tax Rate County Tax Rate County Tax Rate
Alameda .........ccceeenes 8.25% Madera ........c.ccevvieveineene 7.75% San Joaquin ................ 7.75%
Marin ......cccovoeieeneeees 7.25% San Luis Obispo ......... 7.25%
Mariposa .......cccceveerueeneene 7.75% San Mateo ........ccceue.... 8.25%
Mendocino ........cccceeveeenee 7.25% Santa Barbara ............ 7.75%
Merced .....ccocvvvvvenrennen. 7.25% Santa Clara ................. 8.25%
ModoC ...oovviiiiieeee e 7.25% Santa Cruz ........cc..c..... 8.00%
MONO ...ooviiieiii e 7.25% Shasta ....cccccoeeevieeeen. 7.25%
Monterey .......ccccvvevreeneen. 7.25% Sierra ..o.oeveereeiieenieens 7.25%
Napa .....ccoeevvvrieireeieens 7.75% SiSKYOU .....evrvverieirennne 7.25%
Nevada ©........cccccevveunnnnn. 7.375% Solano ......cceeeeveevirenen, 7.375%
Orange .....ccceeeerveneennennns 7.75% SoNOMa ..c.eevveeieerieene, 7.50%
Placer ....cccovoeieieeneeen, 7.25% Stanislaus ................... 7.375%
Plumas .....cccocevevrieeiienienns 7.25% Sutter ..oooveveereeieeene 7.25%
Riverside ........ccccevieenns 7.75% Tehama .......ccceveeeenee. 7.25%
Sacramento ........ccceeeenen. 7.75% THNRY oo 7.25%
San Benito .......ccccceeenen. 7.25% Tulare .ooccveeveeeeene, 7.25%

San Bernardino v 1.75% Tuolumne ...
San Diego ....ccovvvveereennen. 7.75%
San Francisco ................. 8.50%

77.50% for sales in the City of Placerville (City of Placerville Public Safety Transactions and Use Tax).
2/'8.175% for sales in the City of Clovis (City of Clovis Public Safety Transactions and Use Tax)

3/8.25% for sales in the City of Calexico (Calexico Heffernan Memorial Hospital District).

47.75% for sales in the City of Clearlake (City of Clearlake Public Safety Transactions and Use Tax).
5/8.75% for sales in the City of Avalon (Avalon Municipal Hospital and Clinic Transactions and Use Tax)
6/'7.875% for sales in the Tow n of Truckee (Tow n of Truckee Road Maintenance Transactions and Use Tax)
71'7.75% for sales in the City of Woodland (City of Woodland General Revenue Transactions and Use Tax)

and electricity, making the tax more progres- A summary of the sales and use tax rates

sive than it would be otherwise. Additional currently imposed at the State and local
exemptions provide targeted tax relief for a levels is presented in Figure REV-10. Com-
variety of sales ranging from custom com- bined State and local tax rates currently
puter programs to goods used in space imposed in each county are summarized in
flight. Figure REV-11.
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Taxable sales in 2001 declined by 0.1 per-
cent over 2000, following year-over-year
increases of 10.0 percent and 11.9 percent
in 1999 and 2000, respectively. Preliminary
data received for the first three quarters of
2002 suggest that taxable sales have slowed
significantly: sales for 2002 are expected to
be down by 2.2 percent compared to 2001.

Taxable sales are expected to resume grow-
ing during 2003, but at a modest pace—up
3.4 percent—due to a continued sluggish
economy during the first half of the year. In
2004, the rate of increase is expected to
accelerate to 5.6 percent, consistent with
economic growth. The 2003 forecast
predicts a slight decline in transportation
and modest growth in manufacturing,
services, fuel, and other retail components.
In 2004, broadly based gains are expected
in taxable sales across many sectors of the
economy.

A summary of the forecast for taxable sales
growth is presented in Figure REV-12.
Details for 2001 sales by major component
are presented in Figure REV-13.

The sales and use tax revenue forecast is
prepared by relating taxable sales by type of
goods purchased to economic factors such
as income, employment, housing starts,
new vehicle sales, and inflation. The forecast
is then adjusted for significant legislation
and other factors expected to affect sales tax
revenues.

Effective January 1, 2002, the State sales
tax rate returned to 5 percent after having
fallen to 4.75 percent during the 2001
calendar year. This rate change was a result
of a provision enacted in the early 1990s
(Chapter 119, Statutes of 1991) that trig-
gered a quarter-cent reduction in the tax

59
FIGURE REV-12
Taxable Sales Growth in California
(Percent Change)
2001 2002 2003 2004
Actual Forecast Forecast Forecast

Transportation
Fuel

5.5%
-2.5%
3.4%
-6.9%
-0.3%
-0.1%

-3.6%
-9.9%
-2.0%
-2.3%
-0.2%
-2.2%

-0.5%
4.9%
4.3%
4.2%
4.3%
3.4%

Building Materials
Manufacturing and Services
All Other Retail Sales

Total Taxable Sales

5.3%
4.4%
5.6%
6.6%
5.6%
5.6%

FIGURE REV-13

2001 Taxable Sales by Major Components

(Dollars in Billions)

Building
$55.967 = 12.7%

All Other*
$189.365 = 42.9%

Manufacturing and
Services
$76.755 = 17.4%

Fuel
$29.179 = 6.6%

* Includes apparel, general merchandise, specialty goods, eating and drinking
establishments, and agricultural goods.

rate if the State reserve exceeded 4 percent
of General Fund revenues and transfers,
during a two fiscal year period. This trigger
formula was amended as part of the 2001
Budget Act (Chapter 156, Statutes of 2001)
to require that the surplus exceed revenues
by only 3 percent for a single year in order
to activate the sales tax rate reduction.
Consistent with what was assumed when the
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2001 Budget Act was reached, the reserve
level was not sufficient to trigger an addi-
tional year of reduction for 2003.

Current law specifies that certain State
revenues from the sales tax on gasoline and
diesel fuel sales be transferred to the Public
Transportation Account. The combined
transfer to this account is estimated to be
$192 million in 2002-03 and $201 million
in 2003-04. This money is excluded from
General Fund totals.

Chapter 91, Statutes of 2000, created the
Traffic Congestion Relief Fund. During
2000-01, $500 million was transferred from
the Retail Sales Tax Fund to this new fund
from the sales tax on gasoline. Chapter 91
also required that for each quarter during
the period commencing on July 1, 2001,
and ending on June 30, 2006, the General
Fund sales tax revenue from gasoline be
transferred to the Transportation Investment
Fund (TIF), with a portion of this transferred
to the Traffic Congestion Relief Fund.
Chapter 113, Statutes of 2001, delayed the
implementation of this provision until

July 1, 2003, but also added two years to
the end of the Traffic Congestion Relief
Program by extending the transfer of the
sales tax on gasoline for two years. Proposi-
tion 42, passed by voters in March 2002,

General Fund
Sales and Use Tax—Local Revenue Fund
Public Transportation Account

FIGURE REV-14

Sales Tax Revenue
(Dollars in Thousands)

2001-02
Preliminary

2002-03
Forecast

2003-04
Forecast

$21,355,315
2,228,978
232,113

$22,349,000
2,191,400
191,849

$23,210,000
2,303,100
200,754

$23,816,406 $24,732,249 $25,713,854
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amended the California Constitution to
permanently dedicate the sales taxes on
gasoline to transportation purposes begin-
ning in 2003-04. The proposition included a
provision that allows the Administration and
the Legislature to suspend the sales tax
transfer in a fiscal year if the transfer would
result in a significant negative fiscal impact
on the range of functions of government
funded by the General Fund. Due to contin-
ued weakness in General Fund revenue, the
Administration’s Mid-Year Spending Reduc-
tion Proposals released in December 2002
include a suspension of the 2003-04 Gen-
eral Fund transfer to the TIE This proposal
will provide over $1 billion in General Fund
relief.

As noted in the Preserving Critical Programs
section, one of the revenue proposals
included in the Governor’s Budget to fund
programs that are proposed to be shifted to
local governments is a one cent increase in
the sales tax rate. The sales tax portion of
realignment is expected to provide

$4.584 billion in revenues to local govern-
ments in 2003-04.

Revenues from State-imposed sales tax
rates are shown in Figure REV-14. The
following table shows the General Fund
sales tax revenue forecast for 2002-03 and
2003-04, compared with preliminary
2001-02 collections:

Sales and Use Tax Revenue
(Dollars in millions)

2001-02 (Preliminary) $21,355
2002-03 (Forecast) 22,349
2003-04 (Forecast) 23,210
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Corporation Tax: $6.361 billion

Corporation tax revenues are expected to
contribute 9.2 percent of all General Fund
revenues in 2003-04. These revenues are
derived from five taxes:

¢ The franchise tax and the corporate
income tax are levied at an 8.84 per-
cent rate on profits. The former is
imposed on corporations for the privi-
lege of doing business in California,
while the latter is imposed on corpora-
tions that do not do business in the
state but derive income from California
sources. An example of this type of out-
of-state company would be a corpora-
tion that maintains a stock of goods in
California from which deliveries are
made to fill orders taken by independent
dealers or brokers. Corporations that
have a limited number of shareholders
and meet other requirements to qualify
for State Subchapter S status are taxed
at a 1.5 percent rate rather than the
8.84 percent imposed on other corpo-
rations. (Subchapter S status provides
the limited liability of corporate status
combined with the tax advantages of
partnerships—i.e., the S-corporation’s
profits and losses flow through to its
shareholders and are subject to tax at
the appropriate personal income tax
rate.)

¢ Banks and other financial corporations
pay an additional 2 percent tax (i.e.,
“bank tax”) on their net income. This
tax is in lieu of local personal property
taxes and business license taxes, but in
addition to the franchise tax.

¢ The alternative minimum tax is similar
to that in federal law. Imposed at a rate
of 6.65 percent, the alternative mini-
mum tax ensures that high-income
taxpayers do not make excessive use of
deductions and exemptions to avoid
paying a minimum level of tax.

¢ A minimum franchise tax of $800 is
imposed on corporations subject to the
franchise tax but not on those subject to
the corporate income tax. Starting in
2000, new corporations were exempted
from the prepayment of minimum tax to
the Secretary of State as well as the
payment of the second year’s minimum
franchise tax.

In forecasting the corporation tax, the
relationship of California taxable profits to
national corporate profits is important. The
forecast also involves analysis of the trend in
California’s non-farm employment level,
California’s unemployment rate relative to
that of the nation’s, as well as recent actual
cash experience for this tax.

In recent years, S-corporation activity and
use of credits (largely the research and
development credit and the manufacturers’
investment credit) were the primary factors
contributing to a divergence between profit
and liability growth. This diverging trend
between profits and liabilities can be seen in
Figure REV-15. The election of S-corpora-
tion status results in a reduced corporate
rate, with the income and tax liability on that
income shifted to the personal income tax.
S-corporations accounted for 28.8 percent
of total taxable profits in 2000, whereas in
1991, their share was only 14.7 percent.
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FIGURE REV-15

Corporations Reporting Taxable Profits
Tax Liability as a Percent of Profits, by Tax Year
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Consistent with the economic outlook and
reflecting a substantial decline of corpora-
tion tax revenues in 2001-02, corporation
tax revenues are expected to increase by
21.0 percent in 2002-03 before decreasing
by 1.4 percent in 2003-04. This estimate
includes the fiscal effect of legislation
enacted in 2002, including a two-year
suspension of net operating loss provisions
and conformity with federal law regarding
accounting for banks bad debt reserves
(Chapter 488, Statutes of 2002). The esti-
mate also includes the revenue proposals
mentioned above pertaining to bank mutual
funds and clarifying the definition of a
manufacturing entity for the purpose of
claiming the manufacturers’ investment
credit.

Franchise Tax Rate

Liability as a % of Profits

e i

Corporation revenues forecasted for
2002-03 and 2003-04, as compared with
preliminary 2001-02 collections, are as
follows:

Corporation Tax Revenue
(Dollars in millions)

2001-02 (Preliminary) $5,333
2002-03 (Forecast) 6,452
2003-04 (Forecast) 6,361

Insurance Tax: $1.830 billion

The majority of insurance written in California
is subject to a 2.35 percent gross premiums
tax. This premium tax takes the place of all
other State and local taxes except those on
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real property and motor vehicles. The basis
of the tax is the amount of “gross premiums”
received, less return premiums, upon busi-
ness done in California.

There are some exceptions. Insurers trans-
acting title insurance are taxed upon all
income received in this state, with the
exceptions of interest, dividends, rents from
real property, profits from the sale or dispo-
sition of investments, and income arising
out of investments. Ocean marine insurers
are taxed upon underwriting profits at a

5 percent rate. Other exceptions to the
2.35 percent rate include certain pension
and profit-sharing plans, including qualified
annuities, which are taxed at a lower rate of
0.5 percent, and certain specialized lines of
insurance that are taxed at 3 percent.

The Department of Finance conducts an
annual survey to project insurance premium
growth. Responses were received this year
from over 300 insurance companies, which
represent approximately 65 percent of the
insurance written in California.

Figure REV-16 illustrates the proportion of
premiums written by insurance type from
which the revenue is derived. For 2001,
$81.1 billion in taxable premiums written
were reported, an increase of 25.5 percent
over 2000. The most recent survey indicates
that premiums written will increase by

9.1 percent in 2002 and by 5.5 percent in
2003. Due to factors such as tax deferrals,
averaging, and various applied tax rates,
revenues grow at different rates than premi-
ums written. On a calendar year basis,
revenues are expected to grow by 10.9 per-
cent in 2002 and by 5.9 percent in 2003
based on survey responses.

FIGURE REV-16
Insurance Premiums by Category in 2001

Liability
19.5%
Life and

Disability
47.4%

Casualty
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Increases in the cost of medical care and
commercial repairs, as well as uncertainty
regarding coverage for potential terrorist
attacks, have contributed to premium
growth for property and casualty insurance.
Homeowners have also experienced in-
creased rates for property coverage due to
such things as water and mold related
claims. Life insurers reported strong growth
due to their 2001 annuity business that
amounted to $17.9 billion in taxable premi-
ums written, an increase of 171 percent
over 2000.

Insurance premium tax revenues forecasted
for 2002-03 and 2003-04, as compared
with preliminary 2001-02 collections, are as
follows:

Insurance Tax Revenue
(Dollars in millions)

2001-02 (Preliminary) $1,596
2002-03 (Forecast) 1,742
2003-04 (Forecast) 1,830
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Estate/Inheritance/Gift Taxes:
$404.2 million

Proposition 6, an initiative measure adopted
by the voters in June 1982, repealed the
inheritance and gift taxes and imposed
instead, an estate tax known as “the pick-up
tax,” because it is designed to pick up the
maximum credit allowed against the federal
estate tax. The pick-up tax is computed on
the basis of the federal “taxable estate,” with
tax rates that range from 0.8 percent to

16 percent. This tax does not increase the
liability of the estate due to the fact that it
would otherwise be paid to the federal
government.

The Economic Growth and Tax Reconcilia-
tion Act of 2001 phases out the federal
estate tax by 2010. As part of this, the Act
reduced the state pick-up tax by 25 percent
in 2002, 50 percent in 2003, and 75 per-
cent in 2004, and eliminates it beginning in
2005. Revenues received will decline by
approximately $387 million in 2002-03,
$762 million in 2003-04, and $1.1 billion
in 2004-05 due to these changes in federal
law. The provisions of this federal Act sunset
after 2010; at that time, the federal estate
tax will be reinstated along with the State’s
estate tax, unless future federal legislation is
enacted to make the provisions permanent.

Revenues forecasted for 2002-03 and
2003-04, as compared with preliminary
2001-02 collections, are as follows:

REVENUE ESTIMATES

Estate, Inheritance, and
Gift Tax Revenue
(Dollars in millions)

2001-02 (Preliminary) $890.6
2002-03 (Forecast) 646.3
2003-04 (Forecast) 404.2

Alcoholic Beverage Taxes:
$292 million

Taxes on alcoholic beverages are levied on
the sale of beer, wine, and distilled spirits.
The rates vary with the type of alcoholic
beverage. The tax rate per gallon for beer,
dry wine, and sweet wine is $0.20. The tax
rates per gallon for sparkling wine and
distilled spirits are $0.30 and $3.30, respec-
tively.

Alcoholic beverage revenue estimates are
based on projections of total and per capita
consumption for each type of beverage.
Overall, consumption of alcoholic beverages
is expected to remain relatively flat over the
forecast period.

Revenues forecasted for 2002-03 and
2003-04, as compared with preliminary
2001-02 collections, are shown in Figure
REV-17.

Cigarette Tax: $101.0 million

Proposition 10 increased the excise tax
imposed on distributors selling cigarettes in
California to 87 cents per pack effective
January 1, 1999. At the same time, this
proposition imposed a new excise tax on
cigars, chewing tobacco, pipe tobacco, and
snuff at a rate equivalent to the tax increase
on cigarettes of 50 cents per pack. In
addition, the higher excise tax on cigarettes
automatically triggered an additional in-
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crease in the tax on other tobacco products
effective July 1, 1999, with the proceeds
allocated to the Cigarette and Tobacco
Products Surtax Fund. Thus, this proposi-
tion increased the total excise tax on other
tobacco products by an amount equivalent
to an increase in the cigarette tax of one
dollar per pack.

The State excise tax on cigarettes of
87 cents per pack is allocated as follows:

¢  Fifty cents of the per-pack tax on
cigarettes, and the equivalent rate levied
on non-cigarette tobacco products,
goes to the California Children and
Families First Trust Fund for distribution
as specified in Proposition 10.

¢ Twenty-five cents of the per-pack tax on
cigarettes, and the equivalent rates
levied on non-cigarette tobacco prod-
ucts, is allocated to the Cigarette and
Tobacco Products Surtax Fund for
distribution as determined by Proposi-
tion 99 of 1988.

¢ Ten cents of the per-pack tax is allo-
cated to the State’s General Fund.

¢ The remaining two cents of the per-
pack tax is deposited into the Breast
Cancer Fund.

Projections of total and per capita consump-
tion of cigarettes provide the basis for the
cigarette tax estimate. The cumulative effect
of product price increases, the increasingly
restrictive environments for smokers, and
State anti-smoking campaigns funded by
Proposition 99 revenues and revenues from
the Master Tobacco Settlement have all
significantly reduced cigarette consumption.

65

FIGURE REV-17

Beer, Wine, and Distilled Spirits Revenue

(Dollars in Millions)

2001-02 2002-03 2003-04

Preliminary Forecast Forecast
Beer and Wine $152.3 $151.0 $152.0
Distilled Spirits 140.3 140.0 140.0
Total $292.6 $291.0 $292.0

Per capita consumption declined on average
3.5 percent annually from 1983-84 through
1987-88, and then decreased even more
rapidly with the onset of Proposition 99.
During 1989-90, per capita consumption
was about 123 packs versus 85 packs in
1997-98—a 31 percent decrease over eight
years. Price increases stemming from
tobacco litigation—in conjunction with the
State’s excise tax hike—further reduced per
capita consumption by approximately

31 percent over the last four years to 59
packs in 2001-02. The long-term downward
trend in taxable consumption should con-
tinue to reduce cigarette sales in the range
of 3.5 percent annually.

Wholesale price data provide the basis for
the revenue estimate for other tobacco
products, which include items such as
cigars, chewing tobacco, and snuff. For
2001-02 other tobacco products contrib-
uted 4.7 percent to the total tobacco
revenues. Historically, these taxes have
generally contributed less than 5 percent to
the total of all the tobacco revenues col-
lected on an annual basis. Based on recent
consumption patterns, the long-term use of
other tobacco products is expected to
decrease at a rate similar to cigarettes.
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FIGUI REV-18
Cigarette Consumption
(Packages per Capita)
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Per capita consumption of cigarette packs
from 1987-88 through 2003-04 is illustrated
in Figure REV-18. Total tobacco tax rev-
enues forecasted for 2002-03 and 2003-04,
as compared with preliminary 2001-02
collections, are shown in Figure REV-19.

As noted in the Preserving Critical Programs
section, one of the revenue proposals in the
Governor’s Budget to fund programs that
are proposed to be shifted to local govern-
ments is to increase the tobacco excise tax
by $1.10 per pack of cigarettes. The to-
bacco tax portion of realignment is expected
to provide $1.17 billion in revenues to local

REVENUE ESTIMATES

governments in 2003-04. This proposal will
further increase the tax on other tobacco
products at a rate equivalent to the tax
increase on cigarettes of $1.10 per pack
effective July 1, 2004, with the proceeds
going to the Cigarette and Tobacco Prod-
ucts Surtax Fund.

Special Fund Revenue

The California Constitution, codes, and
statutes specify the uses of certain revenues,
with receipts accounted for in various
special funds. In general, special fund
revenues consist of three categories of
income:

¢ Receipts from tax levies that are allo-
cated to specified functions, such as
motor vehicle taxes and fees.

¢ Charges for special services provided for
specific functions, including such items
as business and professional license
fees.

¢ Rental royalties and other receipts
designated for particular purposes—for
example, oil and gas royalties.

Taxes and fees related to motor vehicles
comprise about 28 percent of all special
fund revenue. Principal sources are motor
vehicle fees (registration, weight, and vehicle
license fees) and motor vehicle fuel taxes.
During 2003-04, $7.6 billion in revenues
will be derived from the ownership or opera-
tion of motor vehicles, a 6.0 percent in-
crease from the 2002-03 level. Over 40 per-
cent of all taxes and fees collected on motor
vehicles will be returned to local govern-
ments. The remaining portion is available
for various State programs related to trans-
portation and services to vehicle owners.
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Chapter 85, Statutes of 1991, created the
Local Revenue Fund for the purpose of
State-local program realignment. Revenue
attributable to a 0.5 percent sales tax rate is
transferred to this special fund. During
2003-04, local governments are expected to
receive $2.3 billion from this revenue
source, up 5.1 percent from 2002-03. In
addition to this revenue, approximately

24 percent of all vehicle license fees (in-
cluding amounts backfilled by the General
Fund) are transferred to the Local Revenue
Fund. As noted previously, several revenue
proposals are included in this Budget to
fund programs that are proposed to be
shifted to local governments. These propos-
als will provide $8.2 billion in new revenue
to local governments in 2003-04.

Proposition 10 tobacco-related taxes are
collected to primarily support early child-
hood development programs as specified.
These proceeds are deposited to the Califor-
nia Children and Families First Trust Fund,
and are estimated at $605 million in
2002-03 and $522 million in 2003-04.
Funds from the Proposition 99 tobacco-
related taxes are allocated to a special fund
for distribution to a variety of accounts as
determined by the measure. Receipts for
this fund are estimated at $322 million in
2002-03 and $279 million in 2003-04. An
additional $23.5 million for breast cancer
research will be generated in 2002-03 by the
2 cents per pack cigarette tax enacted in
1993, while $20.2 million will be generated
in 2003-04 for this purpose. The original

10 cents per pack tax on cigarettes is
allocated to the General Fund. Decreased
tobacco consumption due to the $1.10 per
pack excise tax increase that is proposed in
the Governor’s Budget for realignment is

expected to reduce special fund tobacco
revenues. However, the special funds will be
held harmless through a backfill of funding
from the new revenues.

Motor Vehicle Fees: $4.22 billion—Motor
vehicle fees consist of vehicle license,
registration, weight, and driver’s license fees,
and various other charges related to vehicle
operation. This amount includes the addi-
tional revenues due to proposed increases in
certain fees, fines, and penalties, which are
discussed under the Department of Motor
Vehicles in the Business, Transportation, and
Housing section.

The vehicle license fee (VLF) is imposed for
the privilege of operating a vehicle on public
highways in California. This tax is imposed
in lieu of a local personal property tax on
automobiles and is administered by the
Department of Motor Vehicles. All of the
revenues from this tax, other than adminis-
trative costs and fees on trailer coaches and
mobile homes, are constitutionally dedi-
cated to local governments.

The VLF is calculated on the vehicle’s
“market value,” which is the cost to the
purchaser exclusive of sales tax, adjusted by
a depreciation schedule. For motor vehicles,
the schedule is based on an 11-year depre-
ciation period; an 18-year depreciation
period is used for trailer coaches. A 2 per-
cent rate is applied to the depreciated value
to determine the fee. Thus, revenue from
this source is contingent on the number of
vehicles in California, the ages of those
vehicles, and their most recent sales prices.

As part of the State-local program realign-
ment, Chapter 87, Statutes of 1991, revised
the vehicle license fee depreciation schedule
and required the Department of Motor
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Vehicles to reclassify used vehicles based
upon their actual purchase price each time
the ownership of the vehicle is transferred.
All of the revenue from this base change is
transferred to local governments.

Chapter 322, Statutes of 1998, established
a program to offset a portion of the vehicle
license fees paid by vehicle owners. This
program is referred to as an “offset” rather
than a tax credit, because the total amount
of VLF legally due from the taxpayer was not
changed. Instead, the State paid or “offset”
a portion of the amount due, and taxpayers
paid the remaining balance. Beginning
January 1, 1999, a permanent offset of

25 percent of the amount of the VLF owed
became operative. Chapter 74, Statutes

of 1999, increased the offset to 35 percent
on a one-time basis for the 2000 calendar
year. Chapters 106 and 107, Statutes

of 2000, and Chapter 5, Statutes of 2001,
extended the 35 percent offset through
June 30, 2001, and provided for an addi-
tional 32.5 percent VLF reduction, which
was returned to taxpayers in the form of a
rebate. Beginning on July 1, 2001, the VLF
was permanently reduced by 67.5 percent.

This offset is expected to provide tax relief of
$3.850 billion in 2002-03 and $3.916 bil-
lion in 2003-04. Since 1999, the General
Fund has backfilled the offset so that the tax
relief did not result in a revenue loss to local
governments. As the amount paid by tax-
payers has decreased due to increased tax
relief, the amount backfilled by the General
Fund has increased. However, in order to
continue funding vital State programs in
spite of a substantial reduction in State
revenues, the General Fund will only be able
to continue funding those backfill amounts
related to realignment and debt repayment

REVENUE ESTIMATES

in Orange County. This action is expected to
reduce General Fund expenditures by

$1.26 billion in 2002-03, and $2.93 billion
in 2003-04, and result in a commensurate
decrease in revenues to local governments.
Vehicle owners will continue to pay the
reduced VLF amount.

As part of the implementation of the vehicle
license fee rebate program, a Special Re-
serve Fund for Vehicle License Fee Tax Relief
was created. As noted above, this rebate
program was replaced with a General Fund
offset beginning in 2001-02. Only a modest
portion of the $33 million balance in this
Special Reserve Fund is estimated to be
needed for rebates attributable to late filers
in future years. As a result, the Administra-
tion proposes legislation to eliminate this
Special Reserve Fund and transfer its bal-
ance to the General Fund. This shift of
resources will have no effect on the vehicle
license fee tax relief program or local gov-
ernments, and rebates that may result from
late filers in the future will be funded from
the General Fund instead.

The Department of Motor Vehicles adminis-
ters the VLF for trailer coaches that are not
installed on permanent foundations. Those
that are installed on permanent foundations
(mobile homes) are subject to either local
property taxes or the VLE. Generally, mobile
homes purchased new prior to July 1, 1980,
are subject to the VLF, which in this instance
is administered by the Department of
Housing and Community Development
rather than the Department of Motor Ve-
hicles. All other mobile homes are subject to
the local property tax. Chapter 699, Statutes
of 1992, provided that all trailer coach
license fees that are administered by the
Department of Motor Vehicles be deposited
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in the General Fund. Beginning in 1994-95,
all other trailer coach license fees are also
deposited in the General Fund.

Chapter 861, Statutes of 2000, replaced the
current weight fee schedule for commercial
trucks, which was based on unladen weight,
with a gross vehicle weight schedule. This
change was necessary to conform to the
federal International Registration Plan by
January 1, 2002. While Chapter 861 was
intended to be revenue neutral, the new fee
schedule has resulted in a substantial
reduction in weight fee revenues. In order to
address the revenue shortfall, the Adminis-
tration proposes that legislation be intro-
duced in the 2003-04 First Extraordinary
Session to adjust the fee schedule to
achieve revenue neutrality and improve
enforcement.

Chapter 861 also provided that the vehicle
license fee will no longer be charged on
commercial trailers, and the loss in revenue
to local governments from that exclusion will
be backfilled by the General Fund. In order
to address the current General Fund rev-
enue shortfall, the Administration proposes
that legislation be introduced in the 2003-04
First Extraordinary Session to eliminate the
non-realignment portion of this backfill.

Allowing for scrappage and for vehicles
entering and leaving California, the total
number of fee-paid registrations, (autos,
trucks, trailers, and motorcycles) including
multi-state vehicles, is estimated at
28,354,000 for 2002-03 and 28,727,000 for
2003-04, a 1.3 percent increase. As can be
seen in Figure REV-20, the 14.4 percent
growth in new vehicle registrations in
1999-00 was at a 14-year high. This dra-
matic growth was due to extremely strong

-10.0% —
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FIGURE REV-20
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vehicle sales at that time. Vehicle sales have
declined from these record highs and
further declines are expected in 2002-03
and 2003-04. Although new vehicle sales
have been stronger than anticipated given
the economic downturn, this is probably a
temporary increase caused by incentives
that accelerated sales that would have taken
place throughout subsequent fiscal years.
Because of the economic slowdown, the
forecast for new vehicle registrations as-
sumes a 0.4 percent decline in 2002-03
with a 0.1 percent decline in 2003-04.

Motor vehicle fees revenue is summarized in
Figure REV-21.

Motor Vehicle Fuel Taxes: $3.329 bil-
lion—The motor vehicle fuel tax (levied on
gasoline), diesel fuel tax (levied on diesel),
and the use fuel tax (levied on alternative
fuels such as liquefied petroleum gas,
natural gas, and alcohol fuel) provide the
major sources of funds for maintaining,
replacing, and constructing State highway
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use.

and highways.

and transportation facilities. Just over
one-third of these revenues is apportioned
to local jurisdictions for street and highway

The motor vehicle fuel tax (gas tax) is
collected from distributors at the terminal
rack level (i.e., the point at which fuel is
loaded into ground transportation). Motor
vehicle fuel is taxed at a rate of 18 cents per
gallon. Fuels subject to the gas tax include
gasoline, natural gasoline, and specified
blends of gasoline and alcohol sold for
vehicular use on California public streets

FIGURE REV-21

Motor Vehicle Fees Revenue
(Dollars in Thousands)

2001-02 2002-03 2003-04
Actual Forecast Forecast
Vehicle License Fees $1,444,563 $1,405,135 $1,429,288
Realignment " 485,193 465,022 472,788
Registration, Weight,
and Other Fees 1,891,776 1,954,820 2,324,513
Total $3,821,532 $3,824,977 $4,226,589

" Reflects 67.5 percent offset level beginning in 2001.

ers, and the U.S. armed forces.

The Motor Vehicle Fuel Tax Law also applies
an excise tax of 2 cents per gallon on
aircraft jet fuel sold at the retail level. Certain
sales are exempt from the aircraft jet fuel
tax, including those to certified air common
carriers, aircraft manufacturers and repair-

Chapter 912, Statutes of 1994, established
the Diesel Fuel Tax Law. Prior to the opera-
tive date of Chapter 912, diesel fuel had
been taxed under the Use Fuel Tax Law. The

REVENUE ESTIMATES

diesel fuel tax is collected from distributors
at the terminal rack level and applies to
diesel fuel and blended diesel fuel sold for
use in propelling highway vehicles. Undyed
diesel fuel for highway use is taxed at a rate
of 18 cents per gallon. Dyed diesel fuel,
which is destined for tax-exempt uses, is not
taxed.

Chapter 1053, Statutes of 2000, required
that the State excise tax on gasoline be
collected at the terminal rack level, rather
than at the level at which the fuel changes
ownership. Standardizing the point of
collection conforms to federal law and is
expected to increase compliance.

The use fuel tax is levied on sales of kero-
sene, liquefied petroleum gas (LPQ), liquid
natural gas (LNG), compressed natural gas
(CNQ), and alcohol fuel (ethanol and metha-
nol containing 15 percent or less gasoline
and diesel fuel). These fuels remain untaxed
until they are dispensed into a motor vehicle
that is operated on California highways or is
suitable for highway operation. Current use
fuel tax rates are 18 cents per gallon for
kerosene, 6 cents per gallon for LPG and
LNG, 7 cents per 100 cubic feet for CNG,
and 9 cents per gallon for alcohol fuel.
Users of LPG, LNG, or CNG may elect to
pay a flat rate of tax based on vehicle weight
in lieu of the 6 cents per gallon tax.

The Mills-Hayes Act specifies that a fuel tax
rate of 1 cent per gallon be levied on fuel
used by local transit systems, school and
community college districts, and certain
common carriers. This excise tax is imposed
in lieu of the other fuel taxes described
above. Gasoline consumption has grown
slowly over time, as conservation efforts
have offset economic growth. Gasoline
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consumption rose 1.8 percent during FIGURE REV-22
2001-02, and is estimated to increase by
2.9 percent in 2002-03 before dropping to
0.7 percent in 2003-04. The long-term

Motor Vehicle Fuel Tax Revenue
(Dollars in Thousands)

L . 2001-02 2002-03 2003-04
growth rate for gas consumption is approxi-
Actual Forecast Forecast
mately 1.6 percent.
. . . Gasoline "

Because the majority of diesel fuel is con- asot $2.825.725 $2.816,802 $2,835,366

. . Diesel 467,879 488,376 494,023
sumed by the commercial trucking industry,
consumption is affected most significantly Total $3,293,604 $3,304,678 $3,329,411

by general economic conditions. Diesel fuel
consumption increased by 4.9 percent in
2001-02, and is expected to drop to

0.7 percent in 2002-03 and 1.2 percent in
2003-04. These slower growth rates in
2002-03 and 2003-04 are a result of both
the increase in fuel prices and a moderation
of economic activity.

" Does not include jet fuel.

Proposition 111, enacted in June 1990 to
generate new transportation funding, in-
creased gasoline and diesel fuel tax rates

by 5 cents per gallon each, effective
August 1, 1990. Proposition 111 also
increased gas and diesel fuel tax rates by an
additional 1 cent per gallon each January 1
thereafter, until an 18-cent-per-gallon rate
became effective January 1, 1994. The rates
have remained constant since that time.
Revenues raised by Proposition 111 equaled
$1.60 billion during 2001-02, and are
expected to be $1.61 billion and $1.62 bil-
lion during 2002-03 and 2003-04,
respectively.

Motor vehicle fuel revenues are shown in
Figure REV-22.
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FIGURE REV-23

Summary of State Tax Collections

|Excludes Departmantal, Interest, and Miscellaneous Revenue)
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REVENUE ESTIMATES

FIGURE REV-24

Outline of State Tax System
as of January 1, 2003

Major Taxes and Fees Base or Measure Rate Administering Agency Fund
Alcoholic Beverage Excise Taxes:
Beer Gallon $0.20 Equalization1 General
Distilled Spirits Gallon $3.30 Equalization General
Dry Wine Gallon $0.20 Equalization General
Sweet Wine Gallon $0.20 Equalization General
Sparkling Wine Gallon $0.30 Equalization General
Hard Cider Gallon $0.20 Equalization General
Corporation:
General Corporation Net income 8.84% 2 Franchise® General
Bank and Financial Corp. Net income 10.84% Franchise General
Alternative Minimum Tax Alternative Taxable Incom: 6.65% 2 Franchise General
Tobacco:
Cigarette Package $0.87 * Equalization Cigarette Tax, Cigarette and Tobacco
Products Surtax, Breast Cancer Act, and
Calif. Children and Families First Trust Fund.
Other Tobacco Products Wholesale price 48.89% ° Equalization Cigarette and Tobacco Products Surtax
California Children and Families First Trust Fund
Energy Resources Surcharge Kilowatt hours $0.0002 Equalization Energy Resources Surcharge Fund
Horse Racing License Amount wagered 0.4% - 2.0% Horse Racing Board Fair & Expo®, Satellite Wagering’,
Wildlife Restoration, and General
Estate Taxable Federal estate 0.8-16.0% Controller® General
Insurance Gross Premiums 2.35% ° Insurance Dept. General
Liquor license fees Type of license Various Alcoholic Beverage Contrc General

Motor Vehicle:

Vehicle License Fees (VLF) Market value 2.0% Motor Vehicle Dept Motor Vehicle License Fee and Local
Revenue''
Fuel—Gasoline Gallon $0.18 Equalization Motor Vehicle Fuel'?
Fuel—Diesel Gallon $0.18 Equalization Motor Vehicle Fuel
Registration Fees Vehicle $30.00 Motor Vehicle Dept Motor Vehicle'®
Weight Fees Gross Vehicle Weight Various Motor Vehicle Dept State Highway‘4
Personal Income Taxable income 1.0-9.3% Franchise General
Alternative Minimum Tax Alternative Taxable Incom: 7.0% Franchise General
Private Railroad Car Valuation ® Equalization General
Retail Sales and Use Receipts from sales or 5.50% '° Equalization General and Local Revenue

lease of taxable items

Source: State of California, Department of Finance

" State Board of Equalization.

2 Minimum tax $800 per year for existing corporations. New corporations are exempted from the minimum franchise tax for the first two years of operations.

® Franchise Tax Board.

“ This tax is levied at the combined rate of 10 cents per pack of 20 cigarettes for the General Fund, 25 cents per pack for the Cigarette and Tobacco
Products Surtax, 2 cents per pack for the Breast Cancer Act, and 50 cents per pack for the California Children and Families First Trust Fund.

° Atax equivalent to the tax on cigarettes; rate reflects the 50 cents per pack established by the California Children and Families First Initiative.

© For support of county fairs and other activities.

7 For construction of Satellite Wagering Facilities and health and safety repairs at fair sites.

® State Controller's Office

 Ocean marine insurance is taxed at the rate of 5 percent of underwriting profit attributable to California business. Special rates also apply to
certain pension and profit sharing plans, surplus lines, and nonadmitted insurance.

10 Beginning January 1, 1999, vehicle owners pay only 75 percent of the calculated tax, and the remaining 25 percent (offset percentage) is paid by the General Fund.
Chapter 74, Statutes of 1999, increased the offset to 35 percent on a one-time basis for the 2000 calendar year. Chapter 107, Statutes of 2000, and Chapter 5,
Statutes of 2001, extended the 35 percent credit through June 30, 2001, and provided for an additional 32.5 percent VLF reduction, which will be returned to
taxpayers in the form of a rebate. Beginning July 1, 2001, the VLF will be permanently reduced by 67.5 percent.

™ For return to cities and counties. Trailer coach license fees are deposited in the General Fund.

"2 For administrative expenses and apportionment to State, counties and cities for highways, airports and small craft harbors.

'3 For support o