LAO Budget and Economic Outlook

The LAO’s economic, revenue, and expenditure projections are independent of,
and do not take into account, the effect of mid-session budget actions.

The 2008-09 Budget

The current budget was adopted with a $1.7b reserve and a large reliance on
one-time revenue measures. But given updated revenue and expenditure
forecasts, the state now faces a year-end deficit of $8.4b. See figure 1. The
main factor driving this $10b reversal of fortune is declining tax revenues.

A three-year projection of the state’s economy has turned extremely negative.
The principal factors are:

e reduced consumer spending

e higher unemployment — most recently reported at 8.2%

e disarray in the housing market — 20% year over year decline in new
construction and falling further, price declines of existing homes, and
massive foreclosure problems

e 35% decline in new car sales

e decline in factory orders

e catastrophic collapse of the financial and credit markets

As shown in figure 2, the LAO projects an $8.7b decline (8.6%) in general fund
revenues and transfers from the $102b amount in the current budget. As you
can see, personal income tax receipts are projected to decline $5.5b (-9.8%).
This drop is primarily tied to the freefall in capital gains. Sales tax collections are
expected to decline by $1.7b, a 6.4% drop, and corporate taxes by $1b (-8%).

The expenditure side of the budget also has negative factors. Current year
spending is expected to rise by $1.4b due to:
e decline in property tax receipts causing higher state aid for revenue limits
e higher caseloads in health and social services
¢ higher firefighting costs
e shortfall in transportation receipts that can be re-directed to the benefit of
the general fund

The 2009-10 Budget

The LAO characterizes the out year budget problem as “massive”. General fund
revenues are projected to decline by another 7.4% from the 2008-09 level to
$86.4b. This massive revenue decline is fueled by the continued stagnation in
the leading economic indicators but also because of the “payback” of a one-time
revenue manipulation in 2008-09. The report states that the largest falloff in
2009-10 tax revenue stems from the one-time nature of this 2008-09 revenue
solution that was adopted as part of this year’s budget.

C:\DOCUME~T\ADMINI~1\LOCALS~1\Temp\MXLibDir\11-25-08 LAO Budget and Economic 1
Qutlook.doc



The LAO projects that spending will also increase by 1.7% to $106.3b.
Consequently, 2009-10 spending will exceed revenues by $19.4b. When
combined with a 2008-09 deficit, the state will have a combined deficit of $27.8b
(figure 1). Although the net increase in spending in 2009-10 is modest, it is the
result of off-setting program changes. Figure 3 shows the LAQO’s projection for
year-over-year changes in program spending. It demonstrates how education
absorbs the most significant reductions from 2008-09 to 2009-10, significantly
moderating the net effect of higher workload budgets. The table shows that,
although the average growth in program spending from 2008-09 through 2013-14
is 4.3%, Proposition 98 grows by an annual average of only 2.2%. Proposition
98 minimum funding will not return to budget 2008-09 levels until 2011-12.

Proposition 98

The LAO’s forecast for Prop 98 minimum guarantees is contained in figure 4. As
you can see, the guarantee declines by $3.8b or -6.4% from 2008-09 to 2009-10.
The $8b tax proceeds decline in the current year reduces the minimum
guarantee by $4b. This “overfunding” of the new Prop 98 minimum forms the
backdrop for the Governor’s mid-year reduction proposals.

Longer-Term Forecast

What a difference a year makes! In contrast to prior forecasts, the state’s
revenue collapse is so dramatic and the underlying economic factors are so
weak that the LAO forecasts huge budget shortfalls through 2013-14, absent
corrective action. Even when revenues begin to rebound in the latter years of the
forecast, some fast-growing spending programs such as Medi-Cal, social
services, and debt service payments would prevent the state from reducing its
annual imbalance between revenues and spending. As shown in figure 5, from
2010-11 through 2013-14, the report projects annual shortfalls in the $22b range.
General fund revenues fall from a peak of $102.6b in 2007-08 to a low of $86.3b
in 2009-10 and not reach the 2007-08 level again until 2013-14, a 6-year slump.

C:\DOCUME~T\ADMINI~1\LOCALS~1\Temp\MXLibDir\11-25-08 LAO Budget and Economic 2
Qutlook.doc



The Governor’s Mid-Year Budget Proposal

The administration proposes to raise $4.7b in additional revenue in the current
year and decrease already budgeted expenses by $4.5b. The plan is as follows:

Tax Increases Reductions
1. a 3-year, 1.5¢ increase in the 1. $2.2b decrease to K-12
sales tax, increasing the tax 2. $332m decrease to
to 8.75% community colleges
2. extend the sales tax to specific 3. $132m reduction to
services — car repair, veterinarian, higher education
golf, amusement parks, sporting 4. $142m reduction to
events Medi-Cal benefits
3. imposition of an oil severance 5. $391m reduction to SSI/
tax of 9.9% SSP grants (aged &
4. higher alcohol taxes adding 5¢ to disabled
a bottle of beer, 25¢ to a bottle 6. $274m reduction to Cal
of wine, and $1.07 to a quart of WORKS grants
distilled liquor 7. $250m reduction to public
safety programs
8. $230m reduction to transit
agencies
9. $320m reduction for state

worker furloughs and
“other” reductions.

K-12 Reductions
The Governor’s plan for K-12 proposes to:

e eliminate 0.68% COLA from revenue limits

e reduce K-12 revenue limits $1.8b

e capture savings from child care and K-12 programs
To mitigate the proposed reductions, districts would be able to transfer prior year
categorical balances and current-year appropriations up to the level of flat
revenue limit funding. This flexibility would be authorized in 2008-09 and 2009-
10. Also proposed is 1) cutting the reserve requirement; 2) reducing the
routine maintenance reserve from 3 to 2%; and 3) suspending deferred
maintenance matches. The Governor’s proposal reduces 98 funding to $55.6b, a
reduction of 4.3% from the Budget Act. This reduced guarantee would carry into
2009-10, reducing funding by another $700m.

Long-Term Effect of Governor’s Proposals

Taken in total, the LAO estimates that the Governor's proposals would
significantly reduce the near-term budget shortfalls but would only half the
longer-term deficit amounts. Figure 6 displays the effect.
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LAO Alternative Proposals for K-12

The LAO proposes that K-12 can more realistically absorb $900m in current year
reductions as opposed to the Governor’s $2.2b. This reduction would consist of:
1) rescinding the 0.68% COLA; 2) capture one-time savings from unexpended
program balances; and 3) suspend certain professional development programs,
some “maintenance”, and some instructional materials purchases. Additionally,
the LAO calls on the Legislature to reduce the Prop 98 appropriation closer to the
minimum guarantee by scoring spending in excess of that guarantee to prior-year
obligations. As opposed to the Governor’s plan, the LAO would reduce K-12
funding via program allocations as opposed to base revenue limit funding. The
two-year LAO proposal is displayed in figure 7. However, the Analyst also
proposes over $2b in reductions in 2009-10.

Both reports are available online at www.lao.ca.gov.
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