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INTRODUCTION

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

its priorities and reflecting these priorities in the 2002-03 Budget Bill
and in other legislation. It seeks to accomplish this by (1) providing per-
spectives on the state’s fiscal condition and the budget proposed by the
Governor for 2002-03 and (2) identifying some of the major issues now
facing the Legislature. As such, this document is intended to comple-
ment the Analysis of the 2002-03 Budget Bill, which contains our review of
the 2002-03 Governor’s Budget.

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

The 2002-03 Budget: Perspectives and Issues is divided into five parts:

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

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

= Part I, “Perspectives on State Revenues,” provides a review of
the revenue projections in the budget and our own assessment
of revenues.
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= PartlV, “Perspectives on State Expenditures,” provides an over-
view of the state spending plan for 2002-03 and evaluates the
major expenditure proposals in the budget.

= PartV, “Major Issues Facing the Legislature,” provides analyses
of: (1) how the administration uses borrowing to address the
state’s budget shortfall, (2) how the state’s various energy-re-
lated agencies might be reorganized, (3) the extent to which
CalWORKSs recipients are meeting the requirement to participate
in employment and training programs, and (4) the vehicle license
fee (VLF) and issues related to the state’s “backfill” of VLF re-
ductions to local governments.
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State Fiscal Picture

For the first time since the early 1990s, the state is experiencing a
substantial budget shortfall. Its primary cause is two-fold—a moderate
economic downturn and an accompanying sharp drop-off in taxable in-
come from stock options and capital gains. In this challenging environ-
ment, the Legislature faces the difficult task of developing a budget plan
that both preserves funding for its highest priorities but also addresses
the large projected deficit.

In this part, we summarize the Governor’s 2002-03 budget proposal
and present our own perspective on the budget outlook. We then discuss
key decisions and additional options that the Legislature may wish to
consider in addressing the state’s projected budget shortfall, both as al-
ternatives to the Governor’s proposals and as additional actions that will
be needed if the more negative budget outlook we are forecasting emerges.

OVERVIEW OF THE GOVERNOR'S BUDGET

Total State Spending

The 2002-03 Governor’s budget proposes total state spending of
$97.9 billion (excluding expenditures of federal funds and selected bond
funds). This represents a slight decrease of about $400 million, or 0.4 per-
cent, from the current year. About 80 percent of proposed total spending
is from the General Fund, while the remainder is from special funds.

General Fund Condition

Under the Governor’s budget proposal, the General Fund would end
both the current and budget years in balance. Specifically, Figure 1 shows that:
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* Inthe current year, revenues are estimated to be $77.1 billion, ex-
penditures are estimated to be $78.4 billion, and the year is ex-
pected to end with a small reserve of $12 million.

* In 2002-03, the budget projects that General Fund revenues will
total $79.3 billion, an increase of about $2.2 billion (2.9 percent)
from the current year. Expenditures are estimated to be $78.8 bil-
lion, a $426 million (0.5 percent) increase from the current year.
Under the budget proposal, 2002-03 would end with a modest
budgetary reserve of $511 million.

Figure 1
Governor’s Budget General Fund Condition

(Dollars in Millions)

2002-03

Percent
2000-01 2001-02 Amount Change

Prior-year fund balance $9,408 $2,783  $1,486

Revenues and transfers@ 71,428 77,083 79,305 2.9%
Total resources available $80,836 $79,865 $80,790

Expenditures 78,053 78,380 78,806 0.5%

Ending fund balance $2,783 $1,486  $1,984
Encumbrances 1,473 1,473 1,473

]

Reserve $1,310 $511

& Reflects $6.2 billion General Fund loan to Electric Power Fund in 2000-01 with repayment in
2001-02.

Detail may not total due to rounding.

How the Budget Addresses the Shortfall

The budget identifies a cumulative shortfall of $12.5 billion as of year-
end 2002-03, consisting of a current-year year-end deficit of $3 billion, a
budget-year imbalance between expenditures and revenues of about
$9 billion, and a rebuilding of the reserve to $511 million. (The
administration’s shortfall amount is similar in overall magnitude to the
$12.4 billion estimate included in our November 2001 fiscal outlook re-
port, although the components of the shortfall are somewhat different.)
The budget proposes to close the $12.5 billion funding gap through a variety
of actions, which are summarized in Figure 2 (see next page). These include:
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* Spending Reductions ($5.2 Billion). The January budget assumes
implementation of the mostly current-year reductions that the
Governor proposed in November 2001. These reductions were
largely enacted by the Legislature in late January. The budget plan
also contains an additional $2.7 billion in budget-year reductions,
including suspensions of cost-of-living adjustments (COLAS) in
various social services programs, reduced inflationary adjustments
for higher education, and various other program reductions.

* Funding Shifts ($586 Million). These include shifts of capital out-
lay support from the General Fund to lease-payment bonds and
various spending shifts from the General Fund to special funds.

* Federal Funding Increases ($1.1 Billion). The budget assumes ad-
ditional federal funds to offset state costs for Medi-Cal, undocu-
mented felon incarceration, and security activities. It also assumes
elimination of federal child support penalties.

* Revenue Accelerations, Spending Deferrals, Loans, and Transfers
($5.6 Billion). About $2.4 billion of this total would come from
the Governor’s tobacco securitization proposal, whereby the state
would sell investors a revenue bond whose debt service payments
are backed by future tobacco settlement receipts. These settle-
ment receipts are currently earmarked for a variety of recently
adopted health expansions. Also included in this category are
payment deferrals to the Public Employees’ Retirement System and
State Teachers’ Retirement System, a loan from the Traffic Conges-
tion Relief Fund, and various other special fund loans and transfers.

Economic and Revenue Assumptions

The budget forecast assumes the consensus view that the U.S. and
California economies will emerge from the current recession in spring
2002. The administration assumes that income from capital gains and stock
options declined in 2001 by about 47 percent from their peak level of just
under $200 billion in 2000, and will remain basically flat in 2002.

Based on these assumptions, the budget forecasts that total revenues
will grow from $71.4 billion in 2000-01, to $77.1 billion in 2001-02, and to
$79.3 billion in 2002-03. These figures are affected by a variety of policy
related factors, including the budget’s treatment of the electricity loans
and the tobacco securitization proposal. Excluding these factors, under-
lying revenues are projected to decline by 10.5 percent in 2001-02, before
partially rebounding by 8.5 percent in 2002-03.
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Figure 2
How the Governor “Bridges the Gap”
(In Millions)
Amount
Major Spending Reductions $5,226
November Revision reductions 2,449
Budget-year reductions 2,677
Reserve for litigation 100
Fund Shifts $586
Shifts proposed in November Revision 152
Other shifts 434
Federal Funding Increases $1,066
Federal share for Medi-Cal 400
Security/bioterrorism funding 350
Child support system penalty relief 181
Undocumented felon incarceration 50
All others 85
Loans/Accelerations/Transfers $5,624
Securitization of tobacco settlement funds 2,400
Loan from Traffic Congestion Relief Fund 672
Loans from various other special funds 579
STRS payment deferral/benefit
improvement 508
PERS payment deferral/benefit
improvement 371
All others 1,094
Total $12,502

KEY FEATURES OF THE GOVERNOR’S EXPENDITURE PLAN

Total Spending by Program Area

Figure 3 shows the proposed distribution of General Fund spending
in 2002-03 by major program area. It indicates that:

*  About 53 percent of the total is allocated to education, including
40 percent for K-12 and 13 percent for higher education (mainly
the University of California, California State Universities, and
California Community Colleges).




State Fiscal Picture 7

¢ About 29 percent is for programs related to health and social ser-
vices, including Medi-Cal, the Supplemental Security Income/
State Supplementary Program, and the California Work Oppor-
tunity and Responsibility to Kids program.

¢ Another 7 percent is for youth and adult corrections.

* The remaining 12 percent includes funding for general govern-
ment and local tax relief (including the backfill to local govern-
ments for recently enacted reductions to the vehicle license fee).

Figure 3
How General Fund Spending Is Distributed

2002-03

Other Programs

Corrections
K-12 Education

Social Services

Health

Higher Education

Programmatic Features

The budget’s main programmatic features are summarized in Fig-
ure 4 (see next page). In general, while the budget contains a variety of
current-year and budget-year reductions, it maintains most of the core
programs. The budget funds K-12 education at the minimum guarantee
level, providing for a modest 2 percent increase in per-pupil funding rela-
tive to the current year. In other areas, the budget funds enrollments and
caseloads. It does not change major subventions for local governments.
Finally, it reduces or eliminates COLAs in most non-Proposition 98 areas
of the budget.
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Figure 4
Key Programmatic Features of the Governor’s Budget

‘/ K-12 Education
e Funds Proposition 98 at minimum guarantee level.

 Provides funding to cover enrollment and general cost-of-living
adjustment (COLA) for general apportionments and most categorical
programs.

 Includes reforms related to state-assisted child care.

‘/ Higher Education
« All three segments receive funding to cover enroliment increases.

< Community colleges receive additional funding for 2.15 percent COLA,
while UC and CSU receive funding for 1.5 percent general increase.

‘/ Health and Social Services
» Funds caseload for most core programs.

* Medi-Cal includes savings from cuts in certain provider rates and
reforms involving drug purchases.

 Statutory and discretionary COLAs suspended for social services
programs.

‘/ Local Governments
» Does not change major local government subventions.
« Existing criminal justice grant programs are continued.

THE LAQO’S BUDGET OUTLOOK

In this section, we examine the implications of the Governor’s pro-
posal on the near-term and longer-term General Fund condition, using
our own estimates of revenues and expenditures that would occur under
the Governor’s proposal. Our estimates do not reflect any of the policy
recommendations that we make in our Analysis of the Budget Bill. The causes
for our differences from the administration’s projected General Fund con-
dition are limited to (1) contrasting assumptions about the economic and
revenue outlook and (2) estimation differences relating to the level of ex-
penditures that would occur under the Governor’s budget plan. The lat-
ter includes assumptions about the Proposition 98 minimum funding
guarantee, the level of caseloads and school enrollments, and other fac-
tors affecting state program costs. We provide these estimates to give the
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Legislature an indication of the magnitude of additional spending and rev-
enue adjustments that will likely be needed to address the budget shortfall.

Treatment of Federal Funds and Electricity Loans. To help facilitate a
direct comparison between the administration’s and our own estimates,
we have assumed in making our projections that the state receives the
entire $1.1 billion in new federal funds assumed in the budget. Our pro-
jections also reflect the budget’s treatment of the electricity loan in
2000-01 and its assumed repayment in 2001-02.

With these assumptions in mind, our key budget-related findings are
highlighted in Figure 5, while the implications of our revenue and expen-
diture estimates for the General Fund’s condition are shown in Figure 6
(see next page).

Figure 5
Key LAO Budget Findings

‘/ Additional Budget Solutions Totaling $5 Billion Needed
» Revenues down by $3.9 billion in current and budget years combined.

» Expenditures up by about $1.1 billion during current and budget years
combined.

* Loss of anticipated federal funds would add to problem.

‘/ Ongoing Budgetary Imbalance Would Persist
» Annual operating shortfall in range of $7 billion in 2003-04 and 2004-05.

‘/ Need to Evaluate Tradeoffs Involved in Budget Solutions
 Impact on programs.
« Impact on state’s future fiscal condition.

Additional Solutions of $5 Billion Likely Needed

Based on our projections of revenues and expenditures, adoption of
the Governor’s spending policies would result in a year-end deficit of
about $4.5 billion in 2002-03. This represents a $5 billion deterioration in
the budget condition relative to the administration’s estimate, which as-
sumes a $511 million reserve. About three-fourths of this deterioration
relates to our lower revenue projections, and about one-fourth relates to
our higher expenditure estimates.
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Figure 6

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

(In Millions)
2000-01 2001-02 2002-03
Prior-year fund balance $9,408 $2,783 -$1,401
Revenues and transfers2 71,428 74,322 78,213
Total resources available $80,836 $77,105 $76,812
Expenditures 78,053 78,506 79,804
Ending fund balance $2,783 -$1,401 -$2,991
Encumbrances 1,473 1,473 1,473

——
Reserve $1310 | __$2874 | 34,465 |

@ Reflects $6.2 billion General Fund loan to Electric Power Fund in 2000-01 with repayment in
2001-02.

Detail may not total due to rounding.

Lower Revenues. While we generally agree with the administration’s
forecast of an economic recovery beginning this spring, we believe that
revenues will fall substantially below the administration’s revenue fore-
cast. Specifically, based on our estimate of much steeper declines in capi-
tal gains and stock options in 2001, as well as recent evidence of much-
lower-than-expected cash receipts, we project that revenues will fall be-
low the budget forecast by $2.8 billion in the current year and another
$1.1 billion in the budget year—for a two-year shortfall of about $3.9 bil-
lion. The detail behind our forecast, and how it differs from the
administration’s projections, are provided in “Part I11”” of this document.

Higher Expenditures. We estimate higher expenditures in the current
year and budget year combined of $1.1 billion. Most of this is due to our
higher estimate of the General Fund portion of the Proposition 98 minimum
guarantee, which exceeds the budget forecast by $825 million in 2002-03.

Additional Risks Exist Related to Federal Funds Shortfalls

As indicated above, we have incorporated the Governor’s budget
assumptions regarding the amount of new federal funds that the state
will receive in 2002-03. However, while we believe that the state will re-
ceive some additional funds, the actual amount is likely to be consider-
ably less than the full $1.1 billion. For example, while the Governor’s
budget assumes a $50 million increase in federal funding to reimburse
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California for its costs of incarcerating undocumented felons, the
President’s new federal budget contains no funds for this program.

Impact On General Fund Could Vary. The implications of federal fund-
ing shortfalls for the state’s General Fund condition will depend on where
the shortfalls occur. Specifically:

* Areas With Direct Impacts. About $700 million of the $1.1 bil-
lion in new federal funds assumed in the budget is in the areas of
health, social services, and corrections (see Figure 2 earlier). If
shortfalls occur in this broad category, these would directly re-
sult in added General Fund costs and thereby hurt the bottom
line. This is because the budget explicitly assumes that federal
funding in these areas will be available to offset General Fund
expenditures that would otherwise occur.

*  Areas Without Direct Impacts. The remaining $350 million of the
$1.1 billion in new federal funds relates to antiterrorism activi-
ties. If shortfalls were to occur in this category, there would not
be a direct cost impact on the General Fund. This is because about
$164 million of antiterrorism federal funds is appropriated
through special funds (mostly the Motor Vehicle Account) to sup-
port increased California Highway Patrol costs). The remaining
$186 million is not appropriated in the budget proposal.

Budget Shortfall Would Persist in Future

The $5 billion shortfall for 2002-03 that we have identified in the
Governor’s budget plan is of particular concern in light of the fact that
we also estimate that expenditures would continue to exceed revenues in
the future. As we indicated in our November fiscal forecast, the state cur-
rently faces a large, ongoing underlying operating deficit (that is, expen-
ditures in excess of revenues). Since the budget relies primarily on one-
time solutions, a large underlying operating shortfall—which we estimate
would be in the range of $7 billion in both 2003-04 and 2004-05—would
persist. This means that the state would face the risk of another large
cumulative budget shortfall in 2003-04.

CONSIDERATIONS FOR THE LEGISLATURE

The Governor and Legislature have acted early and taken important
first steps toward addressing the current large budget shortfall. Our esti-
mates suggest, however, that the state still has a long way to go to reach a
balanced budget in 2002-03. Thus, in addition to evaluating Governor’s
proposals in terms of how they compare to its own priorities, the Legisla-
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ture will face the challenging task of working with the administration to
find additional solutions in order to bring the budget into balance.

To assist the Legislature in finding such additional solutions, our of-
fice has released, along with this document and our annual Analysis of the
Budget Bill, a compendium of budget options. These options, in total,
would save several billion dollars in 2002-03. The specific options pro-
vide savings from caseload reductions, funding shifts, improved efficien-
cies, service reductions, federal tax conformity, and elimination or reduc-
tion of tax expenditures.

Out-Year Implications Are Important

Given the out-year imbalances that we project under the Governor’s
plan, it will be important that the Legislature keep in mind the longer-
term implications of the various budget solutions it considers. For ex-
ample, a mix of one-time and multi-year solutions should be considered
which, at a minimum, does not exacerbate the budget’s underlying im-
balance between revenues and expenditures. Otherwise, the state will
likely face a formidable budget shortfall again in 2003-04.
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Perspectives on the
Economy and Demographics

Economic and demographic trends will have important effects on
California’s 2002-03 budget outlook. For example, the strength of
California’s economy is an important factor determining the level of rev-
enues collected from the state’s major taxes. Similarly, both economic
and demographic variables affect state government expenditure pro-
grams, including those relating to education, health and social services,
and youth and adult corrections.

In this part, we review recent economic developments for the nation
and state, discuss the Governor’s economic forecast, and present our own
perspective on California’s economic outlook. We also discuss current
demographic developments and highlight our population projections
through 2004.

THE ECONOMIC QUTLOOK

Our Bottom Line. The U.S. and California economies are nearly one
year into a recession that was initially caused by such factors as sharp
declines in spending by businesses on capital goods, and then aggravat-
ed by the September 11 terrorist attacks. The downturn has been mild so
far in terms of employment, although more severe in terms of income
losses. Our forecast is that the recession will conclude in the next couple
of months and that a sustained expansion will begin before mid-year.
While employment will recoup its losses by the end of 2002, the decline
in income related to stock options will be longer lasting. Our outlook is
predicated on (1) a rebound in high-tech spending in the second half of
the year and (2) the absence of significant terrorism-related disruptions
to the national or state economies.
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2001 IN RETROSPECT

U.S. Economy

After arecord-long expansion, the U.S. economy fell into recession in
early 2001. The main factors initially behind the downturn were: (1) a
drop in business investment, caused partly by a plunge in spending on
computers and software following the Y-2K boom; (2) economic slow-
downs among our key trading partners, which resulted in a steep decline
in exports; and (3) an abrupt cutback in production and employment by
manufacturers, made in an effort to keep inventories under control.

The September 11 terrorist attacks aggravated the slowdown, as per-
sonal and business travel fell sharply and airlines quickly announced major
cutbacks. Other industries affected by the aftermath of September 11 were
airline manufacturers (which experienced major reductions and cancel-
lations of aircraft orders) and travel-related businesses (such as conven-
tion centers, eating and drinking establishments, and entertainment
facilities, all of which suffered from declines in tourism and business
travel). While consumer confidence and spending partially recovered in
November and December, businesses remained extremely cautious, hold-
ing the overall economy in check through the end of the year.

Figure 1 shows the extent to which the recent downturn in the U.S.
economy has been business- and globally-driven. Total gross domestic
product (GDP) increased a marginal 0.1 percent between the fourth quar-
ter of 2000 and the fourth quarter of 2001, reflecting gains in the first half
and moderate declines in the second half of the year. Underneath this
overall modest change, however, were sharply diverging trends in differ-
ent economic components. Specifically:

* Increases occurred in consumption (which took place despite sharp
declines in tourism-related expenditures), residential fixed invest-
ment, and government spending. The increases in the first two
categories were due to the impact of low interest rates on house-
hold expenditures, automobiles, and housing. The growth in gov-
ernment spending was partly due to federal appropriations fol-
lowing the terrorist attacks.

e Declines occurred in nonresidential fixed investment, net exports,
and inventories. The drop in investment was primarily due to major
declines in business spending on computers, networks, software,
and telecommunications. The drop in net exports was related to steep
declines in sales to Japan, Europe, and Latin America. Finally, the
decline in inventories resulted from sharp cutbacks in manufactur-
ing production in response to evidence of softening demand.
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Figure 1

Recent Areas of Strength and Weakness
In the U.S. Economy

Change in Components of Real GDP
Fourth Quarter 2000 Through Fourth Quarter 2001
(In Billions)

Consumption

Government Purchases

Residential Fixed Investment :I

Net Exports I:

Nonresidential
Fixed Investment

Inventories

-$170 -120 -70 -20 30 80 130 180

While the liquidation of inventories depressed real GDP in 2001, the
reduced supplies of finished goods is a positive factor in the near-term
outlook. The depletion of inventories implies that manufacturers will need
to step up production quickly in order to fill new orders once that spend-
ing starts to increase.

California’s Economy

The California economy faced enormous challenges in 2001. These
included the high-tech slowdown, declines in stock market-related wealth
and income, soaring energy prices, fading exports, and uncertainties ear-
ly in the year associated with threats of rolling blackouts. As with the
nation, California’s slowdown was aggravated by the September 11 ter-
rorist attacks, which led to major layoffs in the air transportation and
other travel-related industries within the state.

In view of all of the challenges facing the state last year, job losses in
California can be considered reasonably modest. Even after taking into
account recent downward revisions to historical data, job losses in this
state have been proportionally smaller than for the nation as a whole.
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Slowdown Concentrated in Manufacturing
And Business Services

Figure 2 shows how key California employment sectors were affect-
ed by the economic downturn in 2001. Clearly, the losses were concen-
trated in business services and manufacturing. The losses in these two
sectors were predominately related to the slump in high-tech activities,
although other forces, such as inventory cutbacks and weak exports, also
had an impact. Losses also occurred in the transportation industry—
reflecting the post-September 11 layoffs of airline employees—as well as
in the trade and construction industries. The figure also shows that sever-
al industries experienced growth last year, including government, health
services, professional services, and finance.

Figure 2

California's Job-Gaining and
Job-Losing Industries in 2001

Percent Change in Jobs Change in
December 2000 Through December 2001 Number of

(In Thousands)
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Trade |: -16
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Construction : -16
Transportation 1 22
Manufacturing | -117
Business Services | -118
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Exports Fell Sharply. As noted above, a significant factor in the down-
turn in manufacturing has been a sharp decline in exports. This decline
stems from global weakness in economic activity, particularly in Asia and
Latin America. Figure 3 shows that, after jumping 20 percent in 2000, to-
tal exports of California-produced goods fell by an estimated 11 percent
for all of 2001, and by more than 20 percent in the second half of the year.
The decline was concentrated in the computer and electronics sectors,
which account for over one half of total California exports.
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Figure 3

California Exports
From Boom to Bust in 2001

Percent Change in California-Produced Exports
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Itis likely that exports will remain flat in 2002 before growing in 2003.
The outlook could be even weaker, however, if the expected rebounds in
foreign countries fail to materialize. A special concern involves Japan. It
is California’s second leading export market, remains mired in recession,
and its currency (the yen) continues to lose value in international curren-
cy markets. This reduction in its currency value makes U.S. goods more
expensive in Japan’s markets. Japan’s problems are also having indirect
impacts on the economic strength of other California trading partners in
Asia, to the extent that many developing countries in the region rely on
exports to Japan as a key source of economic growth.

Regional Impact of Downturn

In marked contrast to the early 1990s’ recession—which was centered
in Southern California—the current downturn is being felt most intense-
ly in the Bay Area. Figure 4 (see next page) shows that most major metro-
politan regions within Southern California experienced modest job growth
in 2001. The major exception was Los Angeles, where employment fell by
0.5 percent last year, due to declines in manufacturing, wholesale trade,
and motion picture production. Modest job gains also occurred in the
Fresno and Sacramento metropolitan regions in the Central Valley. In con-
trast, significant job losses occurred in the San Jose and San Francisco metro-
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Figure 4
Current Recession Centered in Bay Area

Percent Change in Jobs
December 2000 Through December 2001

Riverside/San Bernardino |

San Diego I
Fresno I
Orange County I

Sacramento :l
Oakland

Ventura

Los Angeles

[]
[
San Francisco |

San Jose

-5 -4 -3 -2 -1 0 1 2 3%

politan areas, reflecting major declines in manufacturing and business ser-
vices, and moderate declines in a wide variety of other industry sectors.

Recent Positive Signs

In the opening months of 2002, there have been some positive signs
that the U.S. and California economies are stabilizing. These include re-
ported increases in consumer and business confidence, increased air-pas-
senger loads, declines in new unemployment insurance claims, and in-
creases in hotel occupancy rates. One key positive factor, particularly for
California, has been the recent decline in inflation. After accelerating in
2000 and early 2001, price indices for key commodities (such as gasoline,
natural gas, food, clothing, and rents) stabilized and in some cases declined
in the latter half of the year. Falling prices have the positive effect of making
household discretionary incomes and business margins less depressed than
they otherwise would be in the current recessionary environment.

BUDGET'S OUTLOOK IN BRIEF

The Governor’s budget forecast assumes that both the U.S. and Cali-
fornia economies will stabilize in the first quarter of 2002 and then begin
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a sustained moderate expansion in the spring. As shown in Figure 5, real
GDRP is projected to increase 0.5 percent in 2002 and 4.4 percent in 2003.
The administration also projects that the recent slowdown in inflation will
continue in 2002 and 2003. For example, the U.S. Consumer Price Index is
forecast to increase by only 1.8 percent in 2002 and 2.2 percent in 2003.

Figure 5
Summary of the Budget’s Economic Outlook
Forecast
2001 2002 2003
U.S. Forecast
Percent change in:
Real GDP 1.1% 0.5% 4.4%
Personal income 5.0 2.6 5.6
Wage and salary employment 0.3 -0.5 11
Consumer Price Index 2.9 1.8 2.2
Unemployment rate (%) 4.8 6.2 5.7
Housing starts (000) 1,590 1,570 1,510
California Forecast
Percent change in:
Personal income 1.4% 2.6% 7.5%
Wage and salary employment 1.8 0.3 2.4
Taxable sales -2.0 0.8 7.5
Consumer Price Index 4.1 1.7 1.8
Unemployment rate (%) 5.2 6.2 5.9
New housing permits (000) 142 145 149

Regarding California, the administration forecasts that wage and sal-
ary employment will increase a marginal 0.3 percent in 2002, before acceler-
ating to 2.4 percent in 2003. It also projects that personal income will acceler-
ate from 1.4 percent in 2001, to 2.6 percent in 2002, and 7.5 percent in 2003.

LAQO’s EcoNomIC OUTLOOK

In general terms, our updated forecast is similar to both our Novem-
ber projection and the administration’s January budget forecast. We
continue to believe that California’s mild recession will give way to a
moderate recovery beginning in spring 2002. The key uncertainty remains
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Figure 6
Summary of the LAO’s Economic Outlook

Forecast
2001 2002 2003 2004
U.S. Forecast

Percent change in:

Real GDP 1.1% 0.5% 3.8% 3.8%
Personal income 4.8 2.1 5.4 5.7
Wage and salary employment 0.4 -0.4 13 1.8
Consumer Price Index 3.1 2.0 2.4 2.6
Unemployment rate (%) 4.8 6.2 5.9 5.3
Housing starts (000) 1,600 1,550 1,530 1,580
California Forecast
Percent change in:

Personal income 1.2% 2.8% 7.6% 7.8%
Wage and salary employment 1.3 -0.4 25 2.6
Taxable sales -1.9 2.6 1.7 7.3
Consumer Price Index 4.1 2.4 2.2 2.6
Unemployment rate (%) 5.5 6.5 5.7 5.3
New housing permits (000) 147 143 158 161

the strength and timing of the expected revival in business investment
spending on information technology goods and services. Our national
and state economic forecasts through 2004 are displayed in Figure 6.

National Outlook

Following its 1 percent increase in 2001, we forecast that U.S. real
GDP will increase by 0.5 percent in 2002 (reflecting small declines in the
first half and accelerating increases in the second half), before rebound-
ing to a 3.8 percent growth rate in both 2003 and 2004. Key forces behind
the acceleration include: (1) the stimulative effects of past interest rate
cuts by the Federal Reserve; (2) spending increases and tax reductions by
the federal government; (3) the recent observed rebound in consumer con-
fidence; and (4) the recent declines in business inventories, which means that
new spending will need to be matched by increased manufacturing output.

Economic growth during the early stages of the expansion is likely to
be somewhat muted by historical standards. This is partly a reflection of
the mild nature of the current recession. Some categories of GDP that are
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traditionally hard hit during recessions—such as housing and durable goods
spending—have held up during this downturn, leaving less “pent up” de-
mand for new products once the expansion begins. A related factor is that,
because consumers kept spending through the downturn, they have not
“worked off” their debt loads that were built up during the past expansion.

We expect growth to gain some momentum in late 2002 and into 2003
as a result of stepped-up business spending. Increased government out-
lays for defense and security-related purposes are also likely to provide a
boost to GDP in 2003 and beyond.

California Outlook

We forecast that California’s economy will stabilize in early 2002 and
begin a sustained recovery prior to mid-year. In its early stages, Califor-
nia’s rebound will be powered by the same forces as those boosting the
national economy—namely, expansionary monetary and fiscal policies,
improving consumer confidence, increased travel and tourism, and a re-
stocking of business inventories. The recovery should gain momentum in
the second half of the year, as the anticipated rebound in capital spending
“Kicks in.” Regionally, we expect that the recovery will come earlier and
be stronger in Southern California than in the Bay Area, but all regions
should be growing by 2003.

As indicated in Figure 6, we forecast that California wage and salary
employment will fall 0.4 percent in 2002, reflecting weakness in the first
half and improving conditions late in the year. Personal income growth is
expected to improve from 1.2 percent in 2001, to 2.8 percent in 2002, and
7.6 percent in 2003.

Current Downturn Mild Compared to Previous Recessions

In terms of job losses, the current recession is expected to be much
milder and shorter-lived than the other two recessions that California has
experienced during the past 20 years. Figure 7 (see next page) contrasts
the current downturn to the recessions that occurred in 1981 to 1982 and
1990 to 1993, by showing for each the cumulative four-year percent change
in employment that occurred following its pre-recessioeak. It shows that:

» The current recession is expected to have a peak-to-trough
decline in jobs of roughly 1 percent (about 145,000 jobs), with
the subsequent recovery starting about five quarters follow-
ing the onset of the recession.

*  Theearly 1980s’ recession was slightly longer and the job loss-
es were much more severe than the current recession. As in-
dicated in Figure 7, the peak-to-trough decline was nearly
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Figure 7

Current Recession Expected to Be Mild
By Historical Standards
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3 percent (or 280,000 jobs). However, the recovery from this
recession was much stronger than the current projected up-
turn, as falling interest rates and a major defense buildup led
to a surge in jobs and income in the mid-1980s.

The early 1990s’ recession, which was the deepest and most
prolonged since the Great Depression, resulted in cumula-
tive job losses totaling 5.5 percent (about 700,000 jobs). More-
over, the recovery did not occur until late 1993. This was nearly
three and one-half years after the recession’s onset, and even
then, job growth was initially very sluggish due to ongoing job
losses in the defense, construction, and banking industries.

Thus, in terms of lost jobs and output, the current recession is no-
where near as severe as the previous two downturns.

Employment and Income in the Current Economic Cycle

While this recession has been fairly mild in terms of its impact on
California employment, the effects on income have been much more pro-
nounced. As indicated in Figure 8:
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Figure 8

Recession's Impacts—Mild Job Losses
But Severe Income Declines

Year-Over-Year Percent Change, by Quarter
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» Employment is expected to decline about 1 percent between
the second quarter of 2001 and the second quarter of 2002,
before recovering to an annual growth rate of over 2.5 per-
cent by late 2003.

» Real personal income growth is expected to decline from over
8 percent in early 2000 to a minus 6 percent in early 2002,
before returning to positive growth over the balance of the year.

The sharp decline in personal income is primarily due to the dramatic
drop in stock options related income, as well as a slump in business prof-
its in 2001 and early 2002. At its peak, we estimate that income from stock
options totaled over $80 billion in 2000, representing about 8 percent of
total personal income during the year. As a result of the major decline
that occurred in stock prices—especially among high-tech companies that
had been the major sources of stock options earnings in the past—we
estimate that options-related income fell to $21 billion in 2001, a decline
of about 75 percent.

Our forecast assumes that income from stock options will partly re-
bound in 2002 and 2003, increasing by 15 percent in each of the two years.
Even with these increases, however, option-related income would only
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be $28 billion in 2003, or about one third the 2000 peak. As discussed in
“Part I11,” the decline in options is having major adverse effects on Cali-
fornia’s revenues in 2001-02 and beyond. (We note in “Part 111" that cap-
ital gains also fell in 2001. Our discussion in this section is focused on
stock options because, under current income accounting methods, op-
tions are counted as part of personal income whereas capital gains are not.)

Mild Cycle for Residential Construction

In contrast to the 1980s’ and 1990s’ recessions, building activity in the
2001 downturn has held up remarkably well. As shown in Figure 9, con-
struction permits are expected to fall slightly from 149,000 in 2000 to
143,000 by 2002, before recovering in 2003. Part of the reason for the mild
cycle is simply that housing starts never really “took off” in the 1990s’
expansion, as they had in the 1970s’ and 1980s’ post-recession growth
periods. By some estimates, home construction for the past decade has
been below the 160,000 to 180,000 units needed to replace existing homes
and keep up with California’s growing population. The limited amount
of new housing has led to low inventories of new homes and excess de-
mand in many regions of the state. This, in turn, has kept home sales and
new construction from falling by as much as in past downturns.

Figure 9

Mild Downturn and Recovery Forecast
For California Housing
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But Steeper Declines in Nonresidential Building

In contrast to residential construction activity, nonresidential build-
ing increased sharply in the 1990s’ expansion, reaching an all-time high
of $19 billion in total real (that is, inflation-adjusted) valuations in 2000.
With the onset of the recession, however, businesses put expansion plans
on hold and this led to substantial declines in permit activity. As of No-
vember, permit valuations had fallen back to an annual rate of $13 bil-
lion. Although some of the late 2001 decline may have been related to
business uncertainties following September 11, we expect that permits
will remain soft until late in 2002, when businesses gain confidence that
economic conditions are improving. On an annual basis, we estimate that
permit valuations averaged $16.5 billion for all of 2001, a decline of 14 per-
cent from their 2000 peak. We forecast that nonresidential real permit
valuations will total $14 billion for all of 2002, before partly rebounding
to $16 billion in 2003.

COMPARISONS OF RECENT ECONOMIC FORECASTS

Figure 10 (see next page) compares our forecasts for the nation and
California to our November 2001 forecasts as well as a variety of other
forecasts made in recent months. These include the projections made by
the University of California, Los Angeles (UCLA) Business Forecasting
Project in December 2001, the consensus forecast published in the Blue Chip
Economic Indicators (January 2002), the consensus outlook in the Western Blue
Chip Economic Forecast (February 2002), and the Governor’s budget forecast.

Our overall forecast for both the nation and California is more con-
servative than the consensus projections cited above. It is similar, howev-
er, to both the UCLA and Governor’s budget forecasts, which call for a
recovery beginning near the middle of 2002. With regard to estimates of
specific California economic measures:

e Our forecast of 2002 California wage and salary employment is
more conservative than all other forecasts listed in Figure 10—
including the administration and UCLA. This is partly due
to our use of recently revised preliminary employment data
for 2001, which indicates that the economic downturn has
taken a larger toll on employment in the business services
industry than previously thought. Incorporating this infor-
mation has lowered our estimate of 2001 employment and,
thus, the base from which our 2002 projection is made.

e Our forecast assumes that both personal income and taxable
sales slowed in late 2001 by more than what other forecasters
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Figure 10
Comparisons of Recent Economic Forecastsa

(Percent Changes)

(UCLA); and Department of Finance (DOF).

2001 2002 2003
United States Real GDP:
LAO November 1.0% 0.8% 4.0%
UCLA December 1.1 0.4 3.5
DOF January 1.1 0.5 4.4
Blue Chip “Consensus’? January 1.0 1.0 3.4
LAO February 1.1 0.5 3.8
California Wage and Salary Jobs:
LAO November 1.8% 0.4% 2.4%
UCLA December 1.9 0.7 2.2
DOF January 1.8 0.3 2.4
Blue Chip “Consensus”® February 1.8 0.6 2.4
LAO February 1.3 -0.4 2.5
California Personal Income:
LAO November 1.7% 4.2% 7.8%
UCLA December 2.1 1.3 5.6
DOF January 1.4 2.6 7.5
Blue Chip “Consensus” February 3.2 3.0 6.5
LAO February 1.2 2.8 7.6
California Taxable Sales:
LAO November -2.0% 3.9% 7.9%
UCLA December 0.3 3.5 5.7
DOF January -2.0 0.8 7.5
Blue Chip “Consensus” February 1.7 29 5.6
LAO February -1.9 2.6 7.7

a Acronmyms used apply to Legislative Analyst's Office (LAO); University of California, Los Angeles

b Average forecast of about 50 national firms surveyed in January by Blue Chip Economic Indicators.
¢ Average forecast of organizations surveyed in February by Western Blue Chip Economic Forecast.

were assuming. Our growth rates in the current year are gen-
erally similar to other projections, but a bit higher than UCLA
and the administration. Finally, compared to other recent fore-
casts, we assume a stronger “snap-back” in both income and

sales in 2003.
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RISKS AND UNCERTAINTIES

Although economic forecasts are always subject to error, this can be
especially true when economies are transitioning into and out of reces-
sions. Even if California’s economic recovery emerges in the spring as we
expect, for example, its strength could differ from what we are project-
ing. Among the key risks and uncertainties potentially affecting the re-
covery’s exact timing and strength are:

¢ Timing and Strength of Business Investment Spending. As indi-
cated above, we forecast that business investment—particularly
in high-tech goods and services—will stabilize in the first half
and turn upward in the second half of 2002. This is an important
assumption for California, given the large amount of California
employment, income, and wealth that is tied to this high-paying
and dynamic sector. Further declines in information technology
spending could delay or weaken the overall recovery projected
for this state.

¢ Consumer Confidence and Spending. It was noted earlier that con-
sumer spending has held up remarkably well in view of the nega-
tive forces affecting the U.S. and California economies. Our fore-
cast assumes that consumer spending will expand in 2002 and
2003, as confidence and perceptions about personal safety con-
tinue to rebound from post-September 11 lows. Arisk to the fore-
cast is that recent layoffs and corporate restructurings will un-
dercut the expected increase in spending.

e Exports. As discussed previously, exports fell sharply in 2001,
but we expect them to stabilize in 2002 and then expand in 2003.
This outlook is contingent on improving global economic condi-
tions, particularly in Japan and other countries in Asia. Further
softening abroad could undercut any improvement in California’s
manufacturing industries, especially if it were coupled with pro-
longed weakness in U.S. spending on capital goods.

CALIFORNIA’S DEMOGRAPHIC QUTLOOK

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

State Population Exceeds 35 Million

Our updated demographic forecast is summarized in Figure 11. We
forecast that California’s total population will rise from an estimated
35.2 million in 2002, to 35.8 million in 2003, and 36.4 million in 2004. These
population levels reflect published 2000 Census data and recent decisions
by the federal government involving the issue of adjusting its Census
data for demographic undercounts (see discussion that follows). Califor-
nia’s current annual growth rate of roughly 1.6 percent is well above the
nation’s current rate of about 1.2 percent annually.

Census Results and the Undercount

Background. Last year at this time, considerable ongoing controver-
sy was occurring about whether the Census 2000 results should be ad-
justed for an anticipated undercount and, if so, how this should be ac-
complished. In the 2001-02 Perspectives and Issues, we discussed the issue
of using statistical sampling to adjust for the undercount, and indicated
that by March 2001 we anticipated having adjusted Census 2000 Califor-
nia data available from the U.S. Census Bureau.

Recent Developments. As anticipated, the bureau released Califor-
nia’s 2000 Census total population count and basic demographic profile
in March of 2001. In addition, it released a preliminary undercount ad-
justment for the nation as a whole although state-level data adjusted for
any undercount were not released at that time. Later in 2001, however,
the bureau concluded that there was very little undercount for the nation
overall, rescinded its preliminary national undercount adjustment, and
decided not to release a revised Census data set. The bureau did acknowl-
edge that differential undercounts were likely to exist in different sub-
groups of the population, but did nothing to address this issue.

Current Situation. At this time, there are no data available on which
to adjust California’s published Census data. The Department of Finance,
however, has made a Freedom of Information Act request of the bureau
to provide the information necessary for the state to develop its own
adjustment to California’s published 2000 Census data to account for
any undercount.

California’s Population Has Traditionally Been Undercounted. Al-
though the amount of any undercount of Californians is not currently
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Figure 11
Summary of the LAO’s California Demographic Forecast

(Population in Thousands)

2002 2003 2004
Total population (July 1 basis) 35,230 35,785 36,363
Changes in population
Natural change (births minus deaths) 271 275 278
Net in-migration (in-flows minus out-flows) 310 280 300
Total changes 581 555 578
Percent changes 1.68% 1.58% 1.61%

Census Results and the Undercount (continued)

known, it is known that California’s demographic characteristics reflect
many population subgroups that are traditionally undercounted in cen-
sus enumerations. For example, California has a diverse population, in-
cluding the largest Hispanic population in the nation and the fifth largest
black population, according to the 2000 Census. Both of these subgroups
are traditionally undercounted and had much higher estimated
undercount rates in 1990 than other ethnic groups. Likewise, Census
undercounts also tend to be higher in states with younger populations,
which makes California even more at risk for undercount since Califor-
nia’s median age is nearly two years less than the nation’s. Similarly, Cal-
ifornia also has the largest foreign-born population in the nation—over
30 percent—that experts believe also raise the likelihood of an undercount.
The state’s highly mobile population is yet another reason. Given these
factors, it is very likely that the 2000 Census data would much better re-
flect California’s actual population if it was adjusted for an undercount,
utilizing whatever unpublished statistically reliable data the bureau has
previously developed using sampling and other techniques.

Implications for California. The decision of the bureau to not release
2000 Census data that has been adjusted for an undercount could have
significant implications for California. For instance, many grants from
the federal government are based on the bureau’s estimates; thus, if un-
adjusted data are used to allocate such monies, California could be placed
at arelative disadvantage. In addition, unadjusted data could lead to more
inaccurate estimates of the funding levels needed to provide minimum
levels of service to California’s population. Another problem is that the
use of unadjusted data biases the basic information relied on in evaluat-
ing infrastructure needs and projecting the state’s economy.
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Growth Exceeds Half-a-Million People Annually. California is add-
ing over 550,000 people each year—roughly equivalent in size to a city
like Long Beach or the entire state of Vermont. About half of this yearly
growth is attributable to net in-migration (inflows from minus outflows
to other nations and states), while the remainder is due to “natural” in-
crease (thatis, births in excess of deaths). Foreign in-migration dominates
the net in-migration component, as more than a net quarter-million peo-
ple enter California from foreign countries annually.

Legislative Analyst’s Office Projections Based on Published 2000
Census. In making our projections, we have updated our demographic
forecasting model to incorporate the available 2000 Census data for Cal-
ifornia that was released in March 2001. At this time, the only 2000 Cen-
sus data available is the “raw” data count, which has not been adjusted
for any possible undercount that may have occurred during the Census
process. As discussed in the shaded box, the U.S. Census Bureau is not
making estimates of the undercount available at this time, and in fact has
taken the position that previous estimates of the undercount are not reliable.

Disagreement Exists Regarding Domestic Migration Estimates. The
bureau and the Department of Finance (DOF) currently disagree regard-
ing what California’s current population is and how much net domestic
migration the state is experiencing. For instance, the bureau estimates
that there were 34.5 million residents in California as of July 1, 2001, while
DOF estimates nearly 34.8 million—a 300 thousand difference. Our cur-
rent forecast lies between these two extremes.

The main difference between these different total population fore-
casts involves net domestic migration. The bureau believes that a large
domestic outflow from California to other states occurred between 2000
and 2001, based on change-of-address data from the Internal Revenue
Service (IRS). In contrast, both DOF and we believe that a net domestic
population inflow into California occurred between 2000 and 2001—with
our estimate being 120,000 and DOF’s over 140,000. While DOF and we
also use change-of-address information in making our estimates, we both
rely on data from the driver’s license records maintained by the Califor-
nia Department of Motor Vehicles. We believe these data are superior to
IRS data for making domestic net-migration calculations. We do, howev-
er, believe that DOF’s estimate is too high, given that California’s domes-
tic migration inflows lessen somewhat when its economy weakens, as
was occurring throughout 2001.

California’s Population Characteristics

The implications of population trends for the budget depend not only
on the total number of Californians but also on their characteristics. Cal-
ifornia’s population continues to be not only the largest, but also the most
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diverse, in the nation. For example, the state’s population reflects a rich
mix of different ethnicities; a large number of people from other nations
and states; a broad age distribution; and considerable geographic disper-
sion amongst urban, suburban, and rural areas. The state’s current age
and ethnic mix is shown in Figure 12.

Figure 12
The Age and Ethnic Mix of Californians
July 1, 2002

Age Mix Ethnic Mix

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

Growth by Age Group. The age-related characteristics of California’s
population growth are especially important from a budgetary perspec-
tive, given their implications for such program areas as education, health
care, and social services. Figure 13 (see next page) shows our forecasts for
both the percentage and numeric changes in different population age
groups. It indicates that the only age group which is growing at a rate
well above that of the population as a whole is the 45 to 64 age group,
which includes the “baby boomers.” The 18 to 24 age group is expected to
grow at a rate roughly equal that of the total population, while the remaining
age groups are projected to grow slower than the population as a whole.

Growth by Ethnicity. As shown in Figure 12, no single ethnic group
currently holds a majority in California. The Hispanic and Asian cohorts
of the state’s population are projected to continue to expand and are esti-
mated to grow 3 percent annually over the next three years. This is com-
pared to the near-stagnant growth of both the white and black populations.
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Figure 13
California's Population Outlook by Age Group
Population Change
2001 Through 2004
Number
Annual Average (In Thousands)
Age Group Percent Change
0-4 All Ages 105
1.62%
124
5-17
182
18-24
25-44 300
45-64 883
65 and over 120
T g g g § Total
0 1 2 3 4 5%]| 1.7 Mmillion

Overall Budgetary Implications

California’s relatively steady population growth—including its age,
ethnic, and migratory characteristics—can be expected to have many
implications for the state’s economy and public services in the budget
year and beyond. Some examples of demographic influences are as follows:

¢ Economic growth will benefit from an expanding labor force, due
to the stronger consumer sector and increased incomes that typi-
cally accompany job growth.

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

* The “graying” of the baby-boomers will place strains on the state’s
health programs and services, including Medi-Cal and long-term
nursing care facilities.

The increasing ethnic diversity of the state’s population will also mean
that many public institutions, especially schools, will serve a population
that speaks a multitude of languages and has a wide range of cultural
backgrounds.
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As discussed in “Part 1,” the state is facing a major budget shortfall
caused largely by an unprecedented decline in tax receipts. Specifically,
General Fund revenues (excluding transfers and loans) are projected to
fall by over 14 percent in 2001-02, just two years after the state experi-
enced a more than 23 percent increase.

Given these tremendous revenue swings and the dramatic impacts
they have on the state budget, the first portion of our revenue discussion
is devoted to looking at the factors underlying the volatility in the state’s
General Fund revenue base. We focus especially on the increased impor-
tance in recent years of personal income taxes and the related height-
ened dependence on stock options and capital gains. Following this dis-
cussion, we then turn to the near-term revenue outlook for the state, first
reviewing the administration’s forecast, then presenting our own projec-
tions of General Fund revenues for 2001-02 through 2003-04.

REVENUE VOLATILITY

Revenue volatility has been a “fact of life” in California for the past
three decades, with tax receipts booming during good economic times
and plunging during bad times. Such volatility is not surprising, given
the dynamic nature of California’s economy, and the fact that the state’s
major taxes are closely linked to such cyclical economic variables as con-
sumer spending on automobiles and houses, business investment in capi-
tal equipment, corporate profits, and investment income.
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In addition, changes in the state’s economy are magnified by
California’s progressive personal income tax (PIT) structure, where higher
income levels are subject to higher marginal tax rates. Under this pro-
gressive tax rate structure, revenues grow faster than income during ex-
pansions (as rising real incomes are subjected to higher rates) and fall by
more than income during recessions (as incomes slide back down into
lower tax brackets).

While always present, revenue volatility increased in the 1990s, espe-
cially in comparison to the fluctuations in economic activity that were
experienced. As noted in Figure 1, the year-to-year changes in revenues
over the past decade have been dramatic—ranging from a minus 4 per-
cent in the early 1990s, to a plus 23 percent in 1999-00, before plunging by
an estimated 14 percent in 2001-02. These fluctuations in revenue growth
have been much larger than fluctuations in statewide personal income
(the single most important determinant of revenues) during this period.

Figure 1

Revenues Have Been
Much More Volatile Than State's Economy

Annual Percent Change in General Fund Revenues and
California Personal Income

25%

20 - = Revenues?
=== Personal Income

15
10

i

90-91 92-93 94-95 96-97 98-99 00-01

@ Excluding effects of law changes.

What's Behind the Increased Volatility?

The key factor behind the increased revenue volatility is the growing
dominance of the PIT, which itself has experienced increased volatility in
recent years.
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PIT’s Increased Share of California Revenues. As shown in Figure 2
(see next page), the PIT’s share of total General Fund revenues increased
from 35 percent in 1980-81 to nearly 58 percent in 2000-01. This occurred
largely because PIT revenues grew faster than California’s economy (as
measured by such variables as statewide personal income or gross state
product), while the other two major revenue sources (the sales and cor-
poration taxes) grew more slowly than the overall economy during this
period. Other factors, such as the elimination of the inheritance tax, also
played a role in the PIT’s increased dominance.

Factors Making the PIT More Volatile. At the same time that the PIT
was gaining dominance, the tax itself was becoming more volatile. In
general, this greater volatility can be linked to the increased concentra-
tion of income in the hands of high-income taxpayers in California who
themselves have large amounts of volatile forms of income—such as stock
options, capital gains, and business earnings. As shown in Figure 3 (see
page 41), the share of total income attributable to the top 5 percent of
state taxpayers increased from 22 percent in 1980 to nearly 30 percent in
1990, and further to 42 percent in 2000. (In 2000, taxpayers in this group
had adjusted gross incomes of at least $150,000.) The share of total PIT
liabilities attributable to this top 5 percent of taxpayers was even higher,
reaching nearly 68 percent in 2000. As indicated earlier, this higher tax
share is due to California’s progressive PIT rate structure, where the ef-
fective tax rate on high-income filers can be several times that of low- and
middle-income filers.

Income and Tax Burden Concentration Accelerated in the 1990s. The
trend toward increased concentration of income and PIT liabilities pre-
dates the stock market run-up, and has been attributed to a variety of
fundamental factors occurring nationally and particularly in California.
These include (1) changes in the makeup of the workforce; (2) business
restructurings within California’s economy which have resulted in fewer
middle-income jobs; and (3) an increase in the economic returns to edu-
cation and skill levels in the economy, which have resulted in increased
demand and higher wages for those with education and highly developed
work skills. This long-established trend toward increasing concentration of
income and PIT liabilities accelerated dramatically in the late 1990s.

What Does the Increasing Income Concentration Imply for Volatil-
ity? Increasing income concentration is extremely significant from a rev-
enue standpoint because it results in greater revenue volatility. Figure 4
(see page 41) compares the annual percent change in income reported by
the top 5 percent versus the bottom 95 percent of California taxpayers
over the past decade. It shows that fluctuations in income at the top end
have been consistently larger over the past decade—even prior to the major
run up and subsequent decline in the stock market.
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Figure 2

The PIT Has Become California's
Dominant Revenue Source

Total General Fund Revenues

1980-81
$19 Billion
Other

Personal
Income Tax
Bank and
Corporations Tax

Sales and Use Tax

2000-01
$77.6 Billion?

Bank and Other
Corporations Tax

Personal
Income Tax

Sales and
Use Tax

@ Excludes electricity loans.
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Figure 3

Income Has Become Concentrated
At High End of Distribution

Share of California AGI Reported on Top 5 Percent of Returns
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Figure 4
High-End Income Subject to Large Swings

Annual Percent Change in Income Reported
On California Tax Returns
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Why Do High Incomes Exhibit High Volatility? In general, the greater
income volatility associated with high-income returns is related to this
group’s greater reliance on nonwage sources of income. Many compo-
nents of nonwage income are inherently highly volatile, such as business
profits and capital gains. In addition, taxpayers often have more discre-
tion over the timing and amount of such income that they report in a
given year. For example, individuals can choose when to exercise stock
options and when to realize their capital gains from asset sales. As shown
in Figure 5, nonwage income has been much more volatile over the past
decade than ordinary wages.

Figure 5

Nonwage Income—
Key Source of Revenue Fluctuations

Annual Percent Change in Income Reported on California Returns

80%
— Stock Options and
60 - Capital Gains
= = All Other
40 A :
=== QOrdinary Wages
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-80 1 1 1 1 1 1 1 1 1 1 1

The Enormous Volatility of Stock Options and Capital Gains. As in-
dicated above, significant increases in the concentration of income, and
thus in PIT volatility, would likely have occurred even without the explo-
sion of stock options and capital gains in the later half of the 1990s. How-
ever, the dramatic growth that took place in these sources during this
period has clearly been the single most important factor behind recent
increases in revenue volatility. Total income related to stock options and
capital gains increased from $25 billion in 1994 to a peak of about $200 bil-
lion in 2000 an eight-fold rise—before falling an estimated 62 percent to
$77 billion in 2001. At their peak, combined PIT revenues from these
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sources totaled about $17 billion in 2000-01, or roughly 22 percent of total
General Fund revenues during the year.

As an indication of the increased volatility stemming from stock op-
tions and capital gains, we currently estimate that the 62 percent reduc-
tion in these sources will cause total General Fund revenues to fall by
$10.5 billion in 2001-02, to $6.5 billion. This decline is equivalent to about
13 percent of total General Fund revenues. Had the same decrease oc-
curred a decade earlier—when capital gains and stock options accounted
for just 5 percent of the total revenues, the impact on the General Fund
would have been just $1.3 billion, or only about 3 percent of total rev-
enues during 1990-91.

What About Future Volatility?

With the burst of the high-tech bubble last year, a natural question to
ask is: Will future revenue growth become less volatile and more predictable, as
the revenues related to stock market activity “settle down?” A more stable
market would certainly reduce revenue fluctuations relative to California’s
most recent experience.

Future Volatility Can Be Expected. At the same time, however, vola-
tility will likely remain a key feature of California’s future revenue expe-
rience. Even with the recent market declines, stock ownership continues
to expand, especially among high-income households. A related factor is
the evolution of compensation practices involving increased usage of stock
options and employee stock ownership programs, especially for highly
compensated workers and managerial employees. Even in a normal stock
market environment, individual company share price fluctuations,
coupled with decisions by employees and investors regarding when to
exercise options and sell stocks, will have unpredictable impacts on the
state’s annual revenue stream.

More generally, the forces behind the shift toward greater concentra-
tion of income in California—including increased economic returns to
education and skill levels in the economy—are likely to remain powerful
forces in the future. Given the inherently high degree of income volatility
associated with high-end returns, it is likely that significant revenue fluc-
tuations will remain a characteristic of California’s current revenue struc-
ture well into the future.

THE BUDGET'S FORECAST FOR STATE REVENUES

The Governor’s budget projects that California state government will
receive $94.8 billion in total revenues in 2002-03, a 1.4 percent increase
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from the current year. These revenue are deposited into either the Gen-
eral Fund or a variety of special funds. Figure 6 shows that:

¢ About 84 percent of total state revenue is deposited into the Gen-
eral Fund. Revenues from this fund are then allocated through
the annual budget process for such programs as
K-12 and higher education, health and social services, and crimi-
nal justice.

* Incontrast, the remaining 16 percent of revenues received by spe-
cial funds is primarily earmarked for specific purposes, such as
transportation, local governments, and targeted health programs.
Some revenues, such as sales and tobacco taxes, are allocated
among the General Fund and special funds.

State Revenues in 2002-03
(In Billions)

General Fund Total State Revenues Special Funds
Revenues $94.8 Billion Revenues

Personal Income Motor Vehicle-Related

Tax $42.6 Taxes $7.0
Sales and Use Sales and Use

Tax 22.9 Tax® 2.5
Bank and Tobacco-Related

Corporation Tax 59 Taxes 1.0
All Other? 7.9 All Other? 5.0

Total $79.3 Total $15.5

@ Includes $2.3 billion to Local Revenue Fund and $0.2 billion for transportation-related purposes.
Excludes $2.3 billion allocated to Local Public Safety Fund, which is not included in the
Governor's budget totals.

b Includes transfers and loans. General Fund amount includes $2.4 billion in tobacco securitization

bond proceeds. Special funds amount includes $0.4 billion in settlements from tobacco-related
litigation.

Numerous Transfers and Accelerations Are Assumed in the Budget
Year. As shown in Figure 6, about 90 percent of total General Fund re-
ceipts are attributable to the PIT, sales and use tax (SUT), and bank and
corporation tax (BCT). The remainder is normally attributable to a vari-
ety of smaller taxes (including the insurance, estate, tobacco, and alco-
holic beverage taxes) as well as investment earnings and various trans-
fers from special funds. However, the administration’s 2002-03 revenue
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forecast includes a variety of proposals. These include $2.4 billion in rev-
enues related to the Governor’s tobacco securitization proposal, whereby
the state would sell investors a revenue bond for “up-front” cash. The
bond would be backed by future tobacco settlement receipts. Also included
is a $672 million loan from the Traffic Congestion Relief Fund, as well as
a variety of other loans and transfers from special funds totaling about
$900 million.

The Budget’'s General Fund Revenue Outlook

Figure 7 summarizes the budget’s General Fund revenue outlook for
2001-02 and 2002-03.

Figure 7

Summary of the Budget’s
General Fund Revenue Forecast

2000-01 Through 2002-03
(Dollars in Millions)

2001-02 2002-03
Actual Estimated Percent Projected Percent
Revenue Source 2000-01 Amount Change Amount Change
Taxes:
Personal Income Tax $44,614 $38,455 -13.8% $42,605 10.8%
Sales and Use Tax 21,277 21,165 -0.5 22,850 8.0
Bank and Corporation Tax 6,899 5261 -23.7 5,869 11.6
Insurance Tax 1,497 1,560 4.2 1,656 6.2
Other taxes 1,381 1,280 -7.3 1,039 -18.8

Other Revenues, Transfers, and Loans:
Tobacco securitization

bond proceeds — — —a $2,400 —a
Other revenues $1,940 $1,702 -12.3% 1,314 -22.8%
Electricity loans -6,210 6,210 —a — —Aa
Other transfers and loans 30 1,450 —a 1,572 8.4

Totals $71,428 $77,083 7.9%  $79,305 2.9%
Adjusted TotalsP $77,608 $69,423 -10.5% $75,333 8.5%

2 Nota meaningful number.

b Excludes certain factors that distort the basic underlying revenue trend, including tobacco
securitization bond proceeds, electricity loans, and other transfers and loans.
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Current-Year Forecast. The budget forecasts that revenues will total
$77.1 billion in 2001-02, a 7.9 percent increase from the prior year. The
prior-year and current-year revenue totals and growth rates are affected
by the administration’s decision about how to display the General Fund’s
loan of $6.2 billion to the Electricity Power Fund for energy purchases.
The loan is displayed as a $6.2 billion transfer out of the General Fund in
2000-01 and the assumed loan repayment (plus $413 million in interest)
isincluded in the General Fund totals in 2001-02. Adjusting for thisand a
variety of other one-time loans and transfers, the administration is esti-
mating that underlying revenues will fall by 10.5 percent between 2000-
01 and 2001-02. The 2001-02 forecast reflects particularly large declines in
PIT and BCT revenues, due to a slowing economy and a large drop in PIT
revenues related to stock options and capital gains.

The Budget-Year Forecast. The administration forecasts that revenues
and transfers will total $79.3 billion in 2002-03, a 2.9 percent increase from
the current year. The estimate is affected by the administration’s proposed
$2.4 billion tobacco securitization bond sale, as well as a variety of loans
and transfers from special funds. Excluding these and related factors from
both the current year and budget year, the underlying revenue increase is
about 8.5 percent. This growth is related to the administration’s assump-
tion that the mid-2002 economic recovery will boost revenues from each
of the major taxes during the 2002-03 fiscal year.

Proposed Tax Relief and Recent Tax Changes

The budget’s revenue forecast reflects tax-related legislation passed
in conjunction with last year’s budget and proposed in this year’s bud-
get. In addition, the quarter-cent SUT rate that was adopted in 1991 for
budget-balancing purposes but subsequently “triggered off,” was “trig-
gered on” effective January 1, 2002 due to the state’s poor budget condi-
tion. Thus, the administration’s forecast reflects the additional funds that
are received pursuant to this SUT rate component—approximately
$1.2 billion during the current and budget years combined. The fiscal ef-
fects of the Governor’s tax proposals are summarized in Figure 8.

2002 Proposed Tax Measures. The Governors’ tax proposals are pri-
marily in the area of federal conformity, and result in both revenue de-
creases and revenue increases for the General Fund. The net effect of all
the tax proposals would be an increase in revenue of $177 million in
2002-03 and a decrease of $59 million in 2003-04.

Tax Reduction Provisions. These include significant tax proposals that
would substantially conform California to the federal Economic Growth
and Tax Relief Reconciliation Act of 2001, and thereby result in revenue
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Figure 8
Governor’s Proposed 2002 Tax Measures

(In Millions)

Provision 2002-03 2003-04 2004-05

Federal Conformity—Revenue Reductions

Pension and retirement measures -$44 -$48 -$59

Qualified tuition plans -1 -1 -1

Dependent care tax credit -6 -40 -45

Charitable contributions -12 -10 -10
Total Reductions -$63 -$99 -$115

Federal Conformity—Revenue Increases

Estimated payments $210 $10 $10

Filing election for corporations 30 30 30
Total Increases $240 $40 $40

Net Effect $177 -$59 -$75

reductions to the state. These proposals would increase the amounts that
could be contributed to an Individual Retirement Account, as well as to
401 (k) and/or 457 retirement accounts, among other things. Other fed-
eral-conformity changes that would result in revenue decreases include
more generous treatment of qualified tuition plans, an expanded house-
hold and dependent care expense credit, and the more favorable alterna-
tive minimum tax treatment of certain charitable contributions.

Tax Increase Provisions. The budget also proposes two federal con-
formity changes in the tax treatment of individuals and corporations that
together would result in a substantial one-time increase in state revenues.
First, the state would conform to federal law requiring that PIT filers pay
at least 90 percent (instead of 80 percent) of their final tax liability through
withholding or estimated tax payments. The second proposal is to re-
quire that corporations maintain the same tax filing status for federal and
state purposes. This would have the most significant effect on Subchap-
ter S and Subchapter C corporations.

One issue that remains outstanding is with respect to the SUT ex-
emption for diesel fuel used in agricultural activities, which was adopted
in conjunction with the 2001-02 budget. The proceeds of this tax are de-
posited into the Public Transportation Account. The regulations govern-
ing this exemption that subsequently were adopted by the Board of Equal-
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ization resulted in a more generous interpretation of agriculture activi-
ties than was originally anticipated. Unless legislative action is taken that
would make the exemption more restrictive, ongoing revenues will be
approximately $50 million lower annually. (See the “Transportation” sec-
tion of the Analysis.)

THE LAQO’S GENERAL FUND REVENUE OUTLOOK

Recent Revenue Developments

Our estimate for combined current-year and budget-year revenues
that we made three months ago in our November 2001 Fiscal Forecast is,
after adjusting for tax proposals, $2 billion lower than the Governor’s new
forecast. However, recent cash developments since our November fore-
cast indicate that revenues are even weaker than we previously thought,
especially those relating to the all-important areas of stock options and
capital gains.

Cash Down Over $1 Billion

The PIT payments that the state receives in late December and the
first half of January are extremely important to the revenue outlook, since
they are significantly related to quarterly estimated payments remitted
by taxpayers with substantial amounts of capital gains and other forms
of nonwage compensation. In past years, these payments have been reli-
able indicators of the strength of tax payments made in April, when final
PIT returns are due. For this reason, the level of the year-end 2001 pay-
ments and early-year 2002 receipts serves as a “‘spring board” from which
the revenue estimates for the remainder of 2001-02 and 2002-03 are made.

As shown in Figure 9, after doubling between 1997-98 and 2000-01,
these year-end payments plunged by over one-third in the December
through January period. The current-year decline in these payments was
about $1 billion greater than expected by the administration when it put
its revenue forecast together, indicating that tax liabilities associated with
high income returns are falling by more than anticipated. This weakness
also suggests that final payments will be soft this coming April.

LAO Revenues Down $3.9 Billion From Budget Forecast

Figure 10 (see page 50) presents our General Fund revenue outlook
for 2001-02 and 2002-03. In addition, to help the Legislature in its fiscal
planning, we also provide our fiscal projections for an additional year—
2003-04. Our projections are based on our economic forecast presented in
“Part 11,” reflect all of the Governor’s proposals, and take into account
the recent negative cash developments noted above.
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Figure 9
Estimated Payments Down Sharply

December and January Receipts of PIT
Quarterly Estimated Payments
(In Billions)

$7 1

97-98 98-99 99-00 00-01 01-02

2001-02 Revenues. We forecast that General Fund revenues and trans-
fers will total $74.3 billion in the current year, an increase of 4.1 percent
from 2000-01. After adjusting for the electricity loan and the Governor’s
various proposals, underlying receipts are down by 14 percent. As shown
in Figure 10, we are projecting major declines in PIT and BCT revenues,
and a minor decline in SUT receipts. Compared to the administration,
our forecast is down $2.8 billion, mainly reflecting lower PIT and BCT
collections. This reflects recent cash trends and our assumption that capi-
tal gains and stock options fell by more in 2001 than assumed by the ad-
ministration.

2002-03 Revenues. We forecast that revenues and transfers will total
$78.2 billion in 2002-03, a 5.2 percent increase from the current year. After
adjusting for the assumed electricity loan repayment in the current-year
and the budget’s various revenue-related proposals for 2002-03, underly-
ing revenues are up 11.4 percent. As with the administration, our budget-
year revenue forecast is predicated on an economic recovery occurring
beginning in spring 2002.

As shown in Figure 10 (see next page), each of the major taxes is ex-
pected to increase significantly in the budget year. Our 2002-03 forecast is
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down about $1.1 billion from the budget projection—a significantly

smaller

gap

than

Figure 10
Summary of the LAO’s

General Fund Revenue Forecast

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

2001-02

2002-03

2003-04

Revenue Source

Percent

Amount Change Amount

Percent Percent
Change Amount Change

b

2 Nota meaningful number.

Taxes:

Personal Income Tax $35,978 -19.4% $41,123 14.3% $45,850 11.5%
Sales and Use Tax 21,225 -0.2 23,305 9.8 24,940 7.0
Bank and

Corporation Tax 4,870 -29.4 5,567 14.3 6,285 12.9
Insurance Tax 1,616 7.9 1,793 11.0 1,901 6.0
Other taxes 1,306 -5.4 1,139 -12.8 901 -20.9
Other Revenues, Transfers, and Loans:
Tobacco

securitization bond

proceeds — —a $2,400 —a — —Aa
Other revenues $1,667 -14.1% 1,314 -21.2% $1,340 2.0%
Electricity loans 6,210 —2 — 2 - @
Other transfers and

loans 1,450 —a 1,572 8.4 -300 —a

Totals $74,322 4.1% $78,213 5.2% $80,917 3.5%
Adjusted TotalsP $66,662 -14.1% $74,241 11.4% $81,217 9.4%

Excludes certain factors that distort the basic underlying revenue trend, including tobacco
securitization bond proceeds, electricity loans, and other transfers and loans.

our current year difference of $2.8 billion. In general, this reflects our more
cyclical forecast for stock options and capital gains. While we expect these
income sources to fall by more than the administration during the current
year, we also expect them to rebound by more next year (thereby bringing
them “back up” closer to the administration’s projection in 2002-03).

2003-04 Revenues. We forecast that total revenues and transfers will
increase by about 3.5 percent in 2003-04, to $80.9 billion. Excluding the
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impact of the Governor’s policy proposals on the revenue totals, how-
ever, the underlying increase would be about 9.4 percent. This increase is
consistent with our assumed continuation of the state’s economic rebound.
We project that all three major taxes will increase at above-average rates
during the year.

THE LAQO’S FORECAST FOR MAJOR REVENUE SOURCES

The state’s three major taxes—the PIT, SUT, and BCT—are expected
to account for nearly 90 percent of total General Fund revenues in
2002-03. Thus, the performance of these taxes will have a major impact
on the overall revenue outlook. In the following sections, we discuss in
more detail recent developments and the outlook for each tax.

Personal Income Tax

Background

Even with its current-year decline, the PIT remains, by far, the Gen-
eral Fund’s single largest revenue source—accounting for an estimated
53 percent of total revenues and transfers in 2002-03. In general, the PIT
is patterned after federal law with respect to reportable types of income,
deductions, exemptions, exclusions, and credits. Taxable income is sub-
ject to marginal rates ranging from 1 percent to 9.3 percent, with the top
rate applying to taxable income in excess of about $75,000 for joint re-
turns and $37,000 for single filers in 2001.

PIT Liabilities

As shown in Figure 11 (see next page), after soaring from $29 billion
in 1998 to slightly over $44 billion in 2000, we estimate that PIT liabilities
plunged to $36 billion in 2001. Thereafter, we forecast that they will re-
cover to $39 billion in 2002 and $44 billion in 2003. Under our forecast,
however, PIT liabilities do not surpass their previous 2000 peak until 2004.

Factors Behind the Liability Forecast. Although the economic slow-
down has had some adverse impact on overall wages and business prof-
its, the main factor behind the drop in PIT liabilities has been the plunge
in stock market-related options and capital gains. As indicated earlier,
we estimate that income from these sources fell from $200 billion in 2000
to $77 billion in 2001, before partly rebounding to $91 billion in 2002, and
$105 billion in 2003. Even with the partial rebound, however, 2003 liabili-
ties forecast from these sources are still down by almost one half from
their 2000 peak.
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PIT Revenue Forecast

Based on these estimated changes in liabilities, we forecast that fis-
cal-year PIT receipts will decline from $44.6 billion in 2000-01 to $36 bil-

Figure 11
Three Years Needed for
PIT to Recoup 2001 Losses

Annual California PIT Liabilities
(In Billions)

$50 1

40 A

30 1

20 1

10 1

1998 1999 2000 2001 2002 2003 2004
L Forecast ——1

lion in 2001-02, before partially rebounding to $41.1 billion in 2002-03,
and $45.9 billion in 2003-04.

Comparison to the Budget Forecast. Compared to the budget fore-
cast, our current projection of PIT revenues is down $2.5 billion in the
current year and down $1.5 billion in the budget year. The resulting $4 bil-
lion two-year decline is largely related to our differing assumptions about
the level of capital gains and stock options. As shown in Figure 12, our
estimated 2001 decline in income from these sources is much steeper than
the administration’s estimate. While we assume a stronger “snap back”
in 2002 than the administration, our estimate remains below the budget
forecast by a significant margin in that year as well.
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Figure 12

LAO Forecasts Steeper Decline in
Options and Gains Than DOF

Combined Stock-Option and Capital-Gain Income
Reported on California Tax Returns
(In Billions)
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Sales and Use Tax

Background

The SUT is the General Fund’s second largest revenue source, account-
ing for about 30 percent of total revenues in 2002-03. The SUT actually is
comprised of two separate levies:

Sales Tax. This is the main component of the SUT. It is imposed
on retail sales of tangible goods purchased in California. These
include spending on clothing, furniture, computers, electronics,
appliances, automobiles, and motor vehicle fuel. Purchases of
building materials that go into the construction of homes and
buildings are also subject to the sales tax, as are purchases of com-
puters and other equipment used by businesses. The largest ex-
emption from the sales tax is for most food items consumed at
home.

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

SUT Rates

The total SUT rate levied is a combination of several different indi-
vidual rates imposed by the state and various local governments.

[ ]

State Rates. The current state SUT rate is 6 percent. The largest
single component is the 5 percent state General Fund rate. This
rate was temporarily lowered to 4.75 percent in calendar year 2001
under the terms of above-noted 1991 “trigger” legislation, but
returned to 5 percent on January 1, 2002. Also included in the
overall state rate are two half-cent rates, whose proceeds are de-
posited into (1) the Local Revenue Fund, which supports health
program costs associated with the 1991 realignment legislation,
and (2) the Local Public Safety Fund, which was approved by the
voters in 1993 for the support of local criminal justice activities.

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

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

Combined SUT Rates. The combined state and local SUT rate varies
significantly across California due to differences in the local optional rates
that are levied. As depicted in Figure 13, the combined SUT rate currently
ranges from 7.25 percent (for those counties with no optional rates) up to
8.5 percent (for the City and County of San Francisco). No county cur-
rently imposes the maximum allowable rate of 8.75 percent.

Taxable Sales Fell in 2001 . . .

Figure 14 shows that, after booming in 1999 and 2000, taxable sales
fell nearly 2 percent in 2001. Some of this year-to-year decline is the result
of the fact that 2000 spending levels—propelled by unprecedented in-
creases in stock-market-related wealth and income—were so unusually
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Figure 13
Sales Tax Rates Vary by County

January 1, 2002
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strong that 2001 growth rates would have likely looked anemic even with-
out the negative impacts of the recession. The taxable sales slowdown
was compounded by the sharp drop in business capital spending and the
adverse impacts of higher energy prices on household budgets. Follow-
ing the September 11 attacks, the declines in tourism-related spending
also depressed taxable spending late in the year, although these declines
were offset to some degree by strong year-end auto sales, boosted by zero-
interest-rate auto financing promotions.

... But Recovery Is Expected Beginning in Mid-2002

Looking ahead, we project that taxable sales will remain soft in early
2002, but turn upward in the spring as tourism increases and the eco-
nomic recovery gets underway. Our forecast also assumes that business
spending on computers and other capital goods picks up in the second
half of the year. As indicated in Figure 14 (see next page), taxable sales
are projected to increase in line with California personal income, growing
by 2.6 percent in 2002 and 7.7 percent in 2003.

SUT Revenue Forecast

Based on our forecast of taxable sales, we project that SUT receipts
will fall slightly from $21.3 billion in 2000-01 to $21.2 billion in 2001-02.
The revenue totals in both the prior year and current year reflect the pre-
viously noted quarter-cent sales tax reduction that was in effect during
calendar year 2001. In the budget year, we forecast that sales tax receipts
will jump to $23.3 billion in 2002-03, a 9.8 percent increase from the cur-
rent year. The growth is due to the projected increases in taxable sales and
the full-year impact of the restoration of the quarter-cent sales tax in 2002.

Comparison to the Budget Forecast. Our SUT estimate is up from the
budget forecast by $60 million in the current year and by $455 million in
2002-03. Our higher forecast for SUT receipts is related to our assumption
that the recovery in taxable sales will come a bit earlier and be somewhat
stronger in 2002 than the budget forecast.

Bank and Corporation Tax

Background

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

Approximately two thirds of all BCT revenues come from multistate
and multinational corporations. These companies have their consolidated
U.S. income apportioned to California based on a formula involving the
share of their combined property, payroll, and sales that is attributable to
this state. California’s BCT allows for a variety of exclusions, exemptions,
deductions, and credits, many of which are similar or identical to the
federal corporate profits tax. Major examples include the research and
development tax credit and net operating loss “carry forward” provisions,
whereby companies can use a portion of their operating losses incurred
in one year as a deduction against earnings in subsequent years. Califor-
nia also offers a Manufacturers’ Investment Credit.

Profits Plunged in 2001

Based on cash receipts through December, we estimate that Califor-
nia corporate profits fell by about 17 percent in 2001 (see Figure 15, next
page). Company earnings have been squeezed by soft revenues and ris-
ing costs in a number of areas, including health care premiums, transpor-
tation, and energy. The manufacturing sector, which has traditionally ac-
counted for roughly one third of total taxable profits in California, has
been especially hard-hit by the U.S. high-tech slump and the weakness in
export markets. Other industries that were hard-hit include transporta-
tion and business services. The transportation sector was adversely af-
fected by both the slump in the airlines industry and the declines in inter-
national trade activity (which reduced the need for both warehousing
and transportation). Business services were negatively impacted by the
drop in software sales and advertising revenues.

Earnings Turnaround Expected in 2002

We forecast that profits will partially rebound in 2002, reflecting gen-
erally improving economic conditions. Given that inventories are lean,
we believe that recent increases in new orders, if sustained, will quickly
translate into stepped-up production and profits. An important factor
affecting California’s earnings will be the timing and strength of the re-
covery in information technology spending. As shown in Figure 15, we
forecast that California taxable profits will increase by 6.1 percent in 2002
and 12 percent in 2003, as the economic expansion gains momentum.

BCT Revenue Forecast

We forecast that BCT receipts will be $4.9 billion in 2001-02, a 29 per-
cent decline from the prior year. The current-year reduction is partly due
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Figure 15
2002 Profits to Rebound After Tough Year
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to the major drop in profits we estimate for 2001. It also reflects large
refunds made in late 2001, which were related to over-payments made by
corporations on their 2000 earnings. We forecast that BCT revenues will
rebound to $5.6 billion in 2003, an increase of 14 percent. About one-half
of this increase is related to improvement in corporate earnings. The bal-
ance of the gain is related to our assumption that the majority of current-
year BCT refunds were one-time adjustments related to prior-year tax li-
abilities. We forecast that BCT receipts will increase further to $6.3 billion in
2003-04, consistent with the growth in profits we are projecting for 2003.

Comparison to the Budget Forecast. Our BCT estimate is $391 mil-
lion below the budget forecast in the current year and $302 million below
the budget forecast in 2002-03. Our lower estimate is related to two main
factors: (1) our estimate of a larger profit reduction in 2001 and (2) the
inclusion in our estimate of about $270 million in unexpected refunds
that occurred after the budget forecast was prepared
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Other Revenues and Transfers

The remaining 11 percent of total revenues and transfers consists of
taxes on insurance premiums, estates, alcoholic beverages, and tobacco,
along with interest income and a large number other revenues and fees.
The budget proposal also includes a variety of loans and transfers from
special funds, plus proceeds from the Governor’s planned tobacco
securitization bond sale proposed to help balance the budget.

Excluding the administration’s budget proposals, as well as various
other policy and accounting related changes made in recent years, rev-
enues from the nonmajor sources are expected to total roughly $4 billion
in both the current and budget years. This reflects moderate increases in in-
surance taxes, and small declines in tobacco and alcoholic beverage receipts.

Estate Tax Being Phased Out. Our forecast also includes the impact
of a provision included in the federal tax reduction package passed last
spring, which will phase out California’s estate tax over the next four
years. The reason for this phase-out involves California’s voter approval
in 1982 of Proposition 6—a statutory initiative that eliminated California’s
inheritance and gift tax and replaced it with a “pick-up” tax. This pick-up
tax is the amount of state tax