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Executive Summary

When the Governor signed the revised 2009 Budget Act in July 2009, the anticipated budget
deficit for 2010-11 was $6.9 billion. However, largely as a result of continued economic
weakness and because many of the budget solutions failed to deliver the anticipated savings,
the budget gap has grown to $19.9 billion ($6.6 billion in 2009-10 and $12.3 billion in 2010-11)
including $1 billion for a reserve.

The Governor indicates that $4.9 billion of solutions have been lost as a result of federal and

state court decisions (e.g., In-Home Support Services program changes, sale of State

Compensation Insurance Fund, and use of certain transportation funds to offset General Fund
expenditures) i though there are several billion dollars more at-risk in other lawsuits that have

not yet been acknowledged in this budget (i.e., state worker furloughs, use of Redevelopment

Agency funds, several tax cases and Medi-Cal provider rate cases.) In addition, increased
population/caseload driven costs ($1.4 billion) and t he fierosiono or fail
the enacted solutions ($2.3 billion) such as the state prison and Medi-Cal savings have

contributed to the increased budget gap. Lower than anticipated revenues account for another

$3.4 billion of the identified budget deficit.

Reserve .
Pop/Case $1.0 Previously

Growth Projected
$1.4 Shortfall

$6.9

Eroded
Solutions
$2.3

Revenue
Declines
$3.4

Litigation

In order to generate immediate action and focus on the state budget, the Governor proclaimed
a Afiscal emergencyo pursuant to his Propositio
special session requires the Legislature to send the Governor a bill addressing the fiscal
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emergency within 45 days or it cannot act on any other bills. The Governor has proposed

about $1.2 billion of As p-#0dhatarlow te mearlyg $7a hilbonimo | ut i o
2010-11 (totaling $8.9 billion). If the legislature waits until July 1, the savings would be

reduced by over $2.4 billion i that is the cost of delay.

The Gover nor 6s-1pBudget mduded a @dhin@tion of major spending
reductions, some fund shifts and fAothdro reve
salel easeback proposals), a new category called
new revenues and fund shifts (e.g., Proposition 10 and 63 funds, add speeding violations to

red light cameras, Tranquillon Ridge, Emergency Response Initiative, etc.) and a considerable
expectation for new federal fundsi but no new general taxes i to make up the budgetary

shortfall. The following charts reflect the current $19.9 billon solution allocations:

nu
i

Key Points:

Major Expenditure Reductions. The revised budget plan reflects over $8.5 billion in
proposed expenditure reductions. A snapshot of these reductions shows about $2.4 billion in
Proposition 98 school funding (recognize lower 08-09 guarantee and delay Maintenance
Factor repayment, etc); $2.9 billion in Health and Human Services (primarily from IHSS and
Medi-Cal); $1.6 billion related to changes in employee compensation (five percent increase in
employee retirement contributions, five percent decrease in employee salaries, and five
percent reduction to state workforce in all departments except for revenue generating positions
and constitutional officers); and $1.2 billion to Corrections and Juvenile Justice (mainly from an
unspecified plan to reduce prison health care costs and shifting some felons to local jails.)

General Fund Spending. Fiscal year 2010-11 will be the third year in a row that California

faces actual year-over-year reductions to General Fund spending, following peak General

Fund expenditures of $103 billion in 2007-08. Projected General Fund spending for 2010-11 is

well below population and inflation adjusted revenues over the past 12 years ($82.9 billion vs.

$94.5 billion). However, absent the Governords proposed
reductions in 2010-11 General Fund spending would be at the second highest level in state

history ($100.4 billion). Additionally, thefit r u e 0 uGedeelrFung expegditure level,

which recognizes federal funds and the General Fund offsets from borrowing local government
property taxes pursuant to Proposition 1A and the shift of redevelopment agency funds in



2009-10 ($8 billion) and 2010-11 ($8.9 billion), moves the state more in line with population
and inflation trends.

General Fund Spending vs. Inflation and Population Adjustment
$110.0
$103.0
9 $94.1
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g $
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Total State Spending. Though General Fund spending is usually the focus of state budget
conversations, it is just one component of total state spending. As the chart below
demonstrates, total state spending from all fund sources has continued to increase each year
over the past 12 years and the proposed 2010-11 spending level exceeds population and
inflation growth by over $21 billion ($179.1 billion vs. $200.5 billion). Absent this data, most
people would assume that state spending has been drastically reduced in the wake of the
Agreat r bu @lfaniacontindes to spend significantly more than it did before the

recent economic downturn.

Total State Spending
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Operating Deficits Persist. Assuming the Legislature adopts al
solutions, the proposed plan is projected to achieve a $1 billion reserve for 2010-11. However,

even after implementing these difficult solutions, operating deficits would return the following

year (2011-12). As shown in the chart below, following a positive year in 2010-11,

expenditures will continue to outpace revenues each year through 2013-14, with operating

deficits ranging between $3.8 billion and $6.0 billion. Cumulatively, these deficits will total over

$15 billion.

Persistent Operating Deficits
(dollars in billions)
$8,000
$6,421

$6,000 -
$4,000 -

$1,992
$2,000 -

$0 -
-$2,000
-$4,000
-$6,000
-$5,703 -$5,985

-$8,000

2009-10 2010-11 2011-12 2012-13 2013-14

The fAoperating deficito di fifteritseflects anlynthe diiferendeot t o n
between projected revenues and expenditures for that specific year and does not include any

surplus or deficits from the previous year in the calculation. The reserve includes the impact of

prior year balances (for example: in 2010-11, the reserve is proposed to be only $1 billion, but

the operating surplus is $6.4 billion because the prior year reserve balance was -$5.4 billion.)




Expenditures

The 2009 Budget Act included total General Fund expenditures of $84.6 billion for 2009-10.
However, General Fund expenditures for 2009-10 have increased by about $1.5 billion (to
$86.1 billion) since the passage of the 2009 Budget Act, but are still projected to be $4.8 billion
lower than 2008-09 spending (by approximately 5.3 percent). Based on actions proposed in

the Governor o6s

Budget

3.7 percent) for 2010-1 1 . The f ol
budget to the 2009 Budget Act and the revised 2008-09 budget. It also shows which programs
are most affected by General Fund reductions.

, e X p e n&i9 bilion @pproxnmately d

| owi
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compar es

General Fund Expenditures By Agency
(dollars in millions)
Change
2009-10 From

Revised | Budget Revised | Proposed Revised

Agency 2008-09 Act 2009-10 2010-11 2009-10
Legislative, Judicial, Executive $3,719 $1,884 $1,826 $2,825 $999
State and Consumer Services $534 $569 $510 $587 $77
Bus, Trans, and Housing $1,679 $2,585 $2,674 $902 -$1,772
Resources $1,773 $1,842 $1,865 $1,732 -$133
Environmental Protection $76 $73 $69 $68 -$1
Health and Human Services $28,278 $24,953 | $25,045 $21,000 -$4,045
Corrections and Rehabilitation $9,705 $8,210 $8,161 $7,983 -$178
K-12 Education $34,092 $35,042 $34,554 $36,004 $1,450
Higher Education $10,099 $10,547 | $10,566 $11,836 $1,270
Labor and Workforce Development $95 $64 $57 $59 $2
General Government $1,045 $998 $967 $1,112 $145
Other* -$156 -$2,184 -$202 -$1,207 -$1,005
Total Expenditures $90,939 $84,583 | $86,092 $82,901 -$3,191

Percentage Change from 2008-09 to 2009-10 -5.33%

| Percentage Change from 2009-10 to 2010-11 ‘ -3.71%

t
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Revenues
The Governorodés Budget revenue estimates ref
impact of this recession is still visible in General Fund revenue collections and projections.
Revenues for 2009-10 and 2010-11 are estimated to be $3.4 billion short (combined) of
estimates at the time the 2009 Budget Act was signed. In addition, revenues for 2008-09
came in approximately $1.3 billion short of estimates, resulting in a smaller starting balance for
the General Fund entering the 2009-10 fiscal year. The following table identifies where
revenues are projected to decrease, and compares them to estimates prepared for the
2009 Budget Act.

General Fund Revenue Projections
(dollars in millions)

Percent

Change
2008-09 At Governor's Forecast from
Revenue Source Budget Act | Baseline Budget Change Budget Act
Personal Income Tax $45,275 $43,376 -$1,899 -4.2%
Sales & Use Tax $24,612 $23,753 -$859 -3.5%
Corporation Tax $9,783 $9,536 -$247 -2.5%
Insurance Tax $2,041 $2,054 $13 0.6%
Other Revenues $1,339 $3,027 $1,688 126.1%
Transfers $1,048 $1,026 -$22 -2.1%
Total Revenue $84,098 $82,772 -$1,326 -1.6%

Percent Percent

Change Change
2009-10 At Governor's Forecast from from Prior
Revenue Source Budget Act | Baseline Budget Change Budget Act Year
Personal Income Tax $48,868 $46,640 -$2,228 -4.6% 7.5%
Sales & Use Tax $27,609 $26,036 -$1,573 -5.7% 9.6%
Corporation Tax $8,799 $9,407 $608 6.9% -1.4%
Insurance Tax $1,913 $1,952 $39 2.0% -5.0%
Other Revenues $1,823 $3,620 $1,797 98.6% 19.6%
Transfers $529 $428 -$101 -19.1% -58.3%
Total Revenue $89,541 $88,083 -$1,458 -1.6% 6.4%

Percent Percent

Change Change
2010-11 At Governor's Forecast from from Prior
Revenue Source Budget Act | Baseline Budget Change Budget Act Year
Personal Income Tax $47,968 $46,862 -$1,106 -2.3% 0.5%
Sales & Use Tax $28,980 $25,851 -$3,129 -10.8% -0.7%
Corporation Tax $9,027 $10,052 $1,025 11.4% 6.9%
Insurance Tax $1,936 $1,897 -$39 -2.0% -2.8%
Other Revenues $4,062 $5,186 $1,124 27.7% 43.3%
Transfers -$696 -$526 $170 -24.4% -222.9%
Total Revenue $91,277 $89,322 -$1,955 -2.1% 1.4%
Three-Year Change [ -$4,739 [

ect



Personal Income Tax. The per sonal income tax (PI'T) is the
source, accounting for 52.5 percent of all General Fund revenues and transfers in 2010-11.
PIT revenue estimates have been revised down by 4.6 percent for 2009-10 and down

2.3 percent for 2010-11, but the Administration continues to project year-over-year growth in
those same estimates. After a steep drop in the prior fiscal year, income tax revenues are
expected to increase from 2008-09 to 2009-10 by 7.5 percent. Additional growth of about
one-half percent is expected from 2009-10 to 2010-11. Revenues in 2009-10 reflect various
revenue accelerations as well as $4.15 billion from the combined impact of the reduction in the
dependent exemption credit and the 0.25-percent surcharge in the personal income tax. Two
of the temporary revenue increases, the reduction in the dependent credit and the personal
income tax surcharge, expire December 31, 2010.

As a result of the tax bracket structure and distributions of tax liability, changes in the income

of a relatively small group of taxpayers can have a significant impact on state revenues.

Capital gains are a significant contributor to personal income tax revenues and volatility. In

2007, this component accounted for over 21 percent of the total personal income tax. Capital

gains reported by taxpayers increased 10.5 percent in 2007 and plunged an estimated

61.5 percent in 2008. They are expected to decline further by 15 percent in 2009, before

bouncing back with 40 percent growth projected for 2010. Projected capital gains in 2010

woul d represent the twelfth highest lakogethér i n Ca
impossible, the Administration may be overly optimistic on this estimate.

Some PIT revenue is deposited into a special fund. Proposition 63, passed in November
2004, imposes an additional one-percent surcharge on taxable income over

$1 million. Revenue from the surcharge is transferred to the Mental Health Services Fund for
mental health services. Revenues of $980 million are estimated for the 2008-09 fiscal year.
Annual revenues of $858 million are projected for 2009-10, and $1.008 billion is projected for
2010-11.

Salesand UseTax. Recei pts from sales and use taxes, th
source, are expected to contribute 28.9 percent of all General Fund revenues and transfers in

2010-11. Revenues in 2009-10 and 2010-11 reflect the full-year impact of the temporary

1-percent sales tax rate increase (the increase was also in effect during the final quarter of

2008-09). Revenues from the additional one percent are expected to generate $4.192 billion in

2009-10 and $4.456 billion in 2010-11. These estimates are far below the $4.553 billion for

2009-10 (about eight percent lower) and $4.792 billion for 2010-11 (about 7 percent lower) that

were projected when the tax increases were enacted last February.

Taxable sales decreased by an estimated 2.1 percent in 2007-08. Based on preliminary data, it
is estimated that taxable sales decreased again by 12.8 percent for 2008-09. This slowdown is
expected to continue through 2009-10 with an additional decrease of 7.5 percent. The
slowdown is attributed to continued weakness in the housing market, declining auto sales, tight
credit markets, and decreased employment. Taxable sales under current law are expected to
turn modestly positive in 2010-11 with expected annual growth of 6.3 percent.

Bank and Corporations Tax. Corporation tax revenues are expected to contribute 11.3 percent
of all General Fund revenues and transfers in 2010-11. These revenues are expected to drop
about 1.4 percent from 2008-09 to 2009-10, but then recover with expected growth of

6.9 percent in 2010-11. Corporation tax revenues are driven by corporate profits, which

8



generally track the overall business cycle. In the budget year, revenues will increase as a
result of higher penalties on large corporations that under-report income and underpay taxes.
Revenues will also decrease as solutions adopted in prior years expire. These factors include
an end to the temporary suspension of net operating loss claims, increased ability to claim
various credits among members of a unitary group and adoption of single sales factor income
apportionment.

Corporation tax revenues are derived from the following sources:

U The franchise tax and the corporate income tax are levied at a rate of 8.84 percent on net
profits. The former is imposed on corporations that do business in California, while the latter
is imposed on corporations that derive income from California sources without doing
business in the state.

u Corporations that have a limited number of shareholders and meet other requirements to
qualify for state Subchapter S status are taxed at a 1.5-percent rate rather than the
8.84 percent imposed on other corporations.

u Banks and other financial corporations pay the franchise tax plus an additional two percent
tax on net income. This fAbank t axhusinesslicense | i e u
taxes.

U The alternative minimum tax (AMT) is similar to that imposed under federal law. Levied at a
rate of 6.65 percent, the AMT ensures that corporate taxpayers do not make excessive use
of deductions and exemptions to avoid paying a minimum level of tax.

U A minimum franchise tax of $800 is imposed on corporations subject to the franchise tax,
but not on those subject to the corporate income tax. An $800 minimum tax is also
imposed on Limited Liability Companies (LLCs), Limited Partnerships and Limited Liability
Partnerships.

U In addition to an annual tax of $800, a fee is imposed on LLCs based on total income. The
fee ranges from $900 for LLCs with income between $250,000 and $499,000, to $11,790
for LLCs with income of $5 million or more. LLCs with total income of less than $250,000
do not pay this fee.

Tax Solutions

The Governor's Budget does not include any new General Fund tax increases to close the
$19.9 billion budget problem. It does, however, identify a variety of tax-related issues to fund
emergency response, state parks, transportation projects, and job creation. The following
proposals are discussed in more detail later in this document:

Emergency Response Initiative. The Governor 6s Budget again pr
statewide surcharge on all residential and commercial property insurance to enhance the
stateds emergency response capabilities, incl
California Emergency Management Agency, the Military Department, and to local first

response agencies. Additional information on this proposal is included in the Statewide

Issues Section on page 59 of this document.

Eliminate State Sales Tax on Fuel. The Governor's Budget proposes to eliminate the
state sales tax on fuel (6 percent or about 16 cents per gallon) and increase the excise tax
on gasoline to 28.8 cents per gallon (an increase of 10.8 cents). The difference of

5.2 cents per gallon would be scored as a General Fund tax cut of about $976 million.

9



Additional information on this proposal is included in the Transportation Section on page 45
of this document.

Payroll Tax on Negative Reserve Balance Employers. The Governor's Budget
proposes to assess the Employment Training Tax on employers who have a negative
reserve balance on their unemployment insurance accounts. Under existing law, these
businesses are not required to pay this tax. The impact on businesses would be a tax
increase of about $7 per employee. See California Jobs Initiative Section on page 61.

Sales Tax Exemption on Green Tech Manufacturing Equipment. The California Jobs

Initiative pledges support for AB 1111 (Blakeslee), which would provide a sales tax

exemption on the purchase of manufacturing equipment for advanced transportation,

renewable energy and other clean technology projects. The Board of Equalization

estimates that AB 1111 would reduce total sales tax revenues by about $20.3 million

($13.5 million Gener al Fund) annually. The G
impact of this bill. See California Jobs Initiative Section on page 61.

Homebuyer Tax Credits. The California Jobs Initiative also proposes $200 million worth

of tax credits to extend and expand the $10,000 homebuyer tax credit to include the

purchase of existing homes. In February 2009, Chapter 11, Statutes of 2009 (SBX2

15/Ashburn) established a Personal Income Tax credit of up to $10,000 only for the

purchase of a principal residence that has never been occupied. The Governor 6s B
does not include the fiscal impact of this proposal. See California Jobs Initiative Section on

page 61.

Tax Increases Connected to Federal Funds Trigger. Though not scored in the budget,

the Governor has identified a variety of options to extend tax increases and delay tax

credits that were established in 2009. These tax increases would be implemented if the

federal government does not accept Californiabo
support federal programs. See Federal Funds and Trigger Section on page 11.

California has the highest overall tax burden compared to all other states in the union. In
the prior year, Republicans were successful in achieving changes to the corporate taxes
that would stimulate economic growth and create a more friendly business climate in
California. Delaying tax credits and continuing tax increases would take the state
backward, hampering the burgeoning recovery identified by the Administration.

10



Federal Funds & Trigger

The Governor believes that the federal government is shortchanging California in terms of the
amount of funds it provides for various federal mandates and responsibilities. The 2010-11
budget plan assumes that the federal government will be more equitable with regard to

providing California its Afair shareo of federa
federal reimbursement will more closely align with costs for federal programs operated by
Californa-and will help cl ose the s tThetfolavimg ciattfists9 bi | |

the areas in which the Governor seeks additional federal funds to support California programs.

udge

Federal Funds Trigger

The Gover nebimclades $8.9 Wllign of federal funds (listed above). Considering that
past requests for some of these same federal reimbursements have been unsuccessful i and
the federal government has very serious budget problems of its own T it would not be prudent
to put too much faith in these federal funds materializing. As a back-up plan to ensure the
budget remains balanced and the state can repay any external borrowing,the Gover nor 6s
Budget proposes a trigger mechanism that would turn on additional expenditure reductions
and revenue increases if the federal funds are not received. This differs from the more
conservative approach taken in the February 2009 Budget package wherein the reductions
and revenues were enacted and the receipt of a specified level of federal funds would have
turned off those particular actions.

This trigger would include additional expenditure reductions ($4.6 billion), as well as new
revenues ($2.4 billion), for 2010-11, totaling $6.9 billion.

11



Total Trigger Solutions
$6.9 billion

Additional
Reducﬁons
$4.6 billion
66.6%
~—_ Revenues
$2.3 billion
33.3%

Reductionsd $4.6 billion
TheGovernor6s Budget
Atriggeredo i f th

propos
state f

Deeper reductions would include:
U $1.044 billion related to eliminating the CalWORKSs program.

0 $847 million associated with funding existing mental health services with Proposition
63 funds.

U $532 million related to reducing Medi-Cal eligibility to the minimum allowed under
current federal law and eliminate most remaining optional benefits.

U $508 million related to reducing state employee salaries by an additional five
percent.

0 $495 million related to eliminating the IHSS Program.
U $325 million associated with redirecting additional county savings.

0 $280 million related to eliminating non-court-required inmate rehabilitation programs,
i mpl ementi ng b a nrsksgrioys andgidleat@ffefders, expanding
crimes where convicted felons will serve time in local jails, and increasing the
number of parolees each agent will supervise.

0 $126 million related to eliminating the Healthy Families Program.

U $111.9 million related to eliminating funds for enrollment growth at the University of
California and the California State University.

0 $115 million associated with eliminating various health services programs funded by
Proposition 99.

U $100 million unallocated reduction to trial courts.

0 $79 million related to freezing the level of the awards and income eligibility for Cal
Grants.

U $36 million related to eliminating funding for the Transitional Housing Placement for
Foster Youth-Plus Program.

12



Revenuesd $2.4 billion General Fund

The Governor 6s Bud g deaxingaasepanddelay tak aedits that wared
enacted in 2009 for one additional year if the state does not receive the $6.9 billion in federal
funding.

For one year, the state would:

U Extend the suspension of a businessods apilit
net operating losses from prior years to reduce current income ($1.2 billion).

Extend reduction to the dependent credit on the personal income tax from $319 to
$102 ($504 million).

Delay the use of business credits by unitary groups of corporations and instead
retain current law which requires subsidiaries to have their own tax liability to use
research and development and other credits ($315 million).

Delay the change to the single sales factor allocation method for multi-state
corporate income and instead retain the double-weighted sales, property, and
payroll formula ($300 million).

Lower to 30 percent (from 50 percent) the first year phase-in of the ability of
corporations to carry back losses two years to offset prior tax profits ($20 million).

13



Legislative, Judicial, Executive

Legislature. The Governor's Budgeti ncl udes $260.9 million -100o f u

budget (down from $262.4 million in 2008-09), and does not include any increases for
2010-11. It does, however, propose that the Legislature absorb the cost of State Capitol
Repairs and Maintenance ($5.4 million), the California Law Revision Commission ($666,000),
and the Commission on Uniform State Laws ($148,000) within its existing budget.

Chief Information Officer (CIO). The Governor's Budget includes a variety of augmentations,
including (1) an increase of 394 positions, as the employees in the Public Safety
Communications Division are transferred from the Department of General Services per the
2000Governor 6s Reor(@amincease of Bl milfoh faom the Technology
Services Revolving Fund for data center workload capacity for the Office of Technology
Services, and (3) a one-time increase of $5.5 million from the Technology Services Revolving
Fund for recruitment and retention incentives for 9-1-1 dispatchers, implementation of
enhanced 9-1-1 network, and to provide website and information technology support to the
California Recovery Task Force.

Office of Planning and Research (OPR). The Governor's Budget proposes eliminating OPR

and transferring certain functions and resources to the newly created California Agency on

Service and Volunteering, the State Inspector General, the Resources Agency, Business
Transportation and Housing Agency, Governoros
and Consumer Services Agency. Eliminating OPR was proposed by the Legislature during
Conference Committee last June. But, in July (during final budget negotiations) language to
eliminate OPR was removed from the trailer bill.

State Cont r od20°eQerdwy Peofetti The budget includes $30.7 million General
Fund for t he C onoontinueimplemeritation Offthe 21st €entury Project, which
would replace the existing statewide employment history, payroll, leave balance accounting,
and position control systems. Funding for this project in the budget year also includes

$35.4 million from other funds.

n

C

When the Control |l er 0 s-yearfprbjectire2008,tit avas prejettedtdidost s ev en

$132 million. However, in December 2008 the Department of General Services and

Controll erds Office cancel ltienccontrdetevithithemprime ment at i
vendor, resulting in significant project delays. After selecting a new prime vendor, one that has
the capacity to actually complete the project,

$283 million (all funds) with a completion date scheduled for January 2013.

Revenue Collection Activities. The Governor's Budget includes $9.9 million General Fund

0

for the Board of Equalization (BOE) to partially restoret he Governords 2009 vet

furloughs at the BOE. The BOE implemented this veto by establishing a hiring freeze and
delaying a variety of revenue collection activities (across the board, including the cashiering
function, audit determinations, billings on delinquent accounts, and collections on outstanding
accounts receivables). Restoring these resources are estimated to generate approximately
$90 million in additional General Fund revenues in 2010-11.

Special Election Costs. The Gover nor 6s B utidhgfandingioff68.2undliendo o n e
reimburse counties for costs incurred for the May 19, 2009 statewide special election.
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Judicial Branch

Suspension of Guardianship and Conservatorship Reform Act. The 2008 Budget Act

suspended implementation of the Guardianship and Conservatorship Reform Act for one year.

That suspension was extended for an additional year by the Budget Act of 2009. The
Governoro6s most recent proposal woul dfodbedgety 1 mp
year savings of $17 million.

Funding Shifts for Trial Court Operations

U Automated Speed Enforcement to Fund Trial Courts. To create General Fund savings
of approximately $297 million, the budget authorizes cities and counties to install
automated speed enforcement systems, similar to red light violation cameras. These
systems would record license plate data of speeding vehicles and would automatically
i ssue a citation to the vehicleds registered
for speeds up to 15 miles/hour over the speed limit or $325 for speeds greater than 15
miles/hour over the limit. Revenues generated would be split with 85 percent going to the
Trial Court Trust Fund for support of the trial courts and 15 percent going to the local
jurisdiction administering the system. The budget assumes $338 million in new Trial Court
Trust Fund revenue, which would be used to backfill a $297 million General Fund reduction
to the Trial Courts and provide an augmentation of $41 million to address a shortfall in Trial
Court security.

Proponents will argue that the proposal will enhance public safety by reducing speed-
related traffic accidents. In reality, this proposal represents an attempt to increase state
revenues while circumventing the 2/3 vote requirement to raise taxes. The increased
revenues will not result in any new service, but will replace tax revenues currently funding
existing services, allowing those tax revenues to be spent elsewhere.

Furthermore, under this proposal, it appears possible that a speeding motorist stopped by a
uniformed officer would pay a different penalty (probably less) than a motorist ticketed by
an automated system, though he/she may have been going the same speed on the same
stretch of road as the first motorist.

U Redevelopment Agency Fund Shift. As part of the 2009 budget package, Chapter 21,
Statutes of 2009 (ABX4 26) required redevelopment agencies to remit $1.7 billion in tax
increment revenues to counties in 2009-10 and $350 million in 2010-11 to fund operations
of K-12 school districts and/or county offices. To address a conflict related to American
Recovery and Reinvestment Act maintenance of effort requirements, the Administration is
instead proposing to use the $350 million 2010-11 payment to offset a one-time reduction
to General Fund support for the Trial Courts.

Unallocated Reduction for Trial Courts. The budget includes a $100 million unallocated
reduction to General Fund support for the Trial
plan to secure additional federal funds for California were to fail. (For a list of all proposed

trigger reductions, see Federal Funds and Trigger Section on page 11.)
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Education

Proposition 98 guarantee roughly flat. Despite a two-year budget shortfall of almost

$20 billion, the Governor avoids suspending the Proposition 98 minimum guarantee of funding
for K-14 education. He achieves this in part by preventing unnecessary inflation of the
Proposi ti oonis@rBposdlvauklé i r st A r e-09ePropositfory 98 sp2ndlingaat
$49.0 billion to conform with the actual amount spent in that year, down from the $49.1 billion
originally certified. He would then recognize a drop in the 2008-09 minimum guarantee to
$46.9 billion, resulting from the fact that final revenues in that year were significantly lower than
assumed when 2008-09 funding was originally certified. This drop in the minimum guarantee
would result in a $2.2 billion overappropriation of the 2008-09 guarantee, and he would score

$1.3 bilionofthatover appropriation in satisdacftaomomnd tF
obligation (maintenance factor funds are meant to ensure that funding is gradually restored
after cuts are made in fibado years).

After the actions described above, the 2009-10 guarantee would stand at $49.9 billion, down

$568 million from the amount assumed in the July 2009 budget. The Governor proposes to

conform 2009-10 Proposition 98 spending to that lower minimum guarantee to keep the base

from growing unnecessarily, butwoulddosoby capturing dédnatural savin
average daily attendance) to avoid imposing mid-year programmatic reductions. The

aggregated effect of the actions proposed for 2008-09 and 2009-10 would be a reduction in

General Fund spending of roughly $1.8 billion through 2010-11.

After recertifying 2008-09 spending, conforming 2009-10 spending to the minimum guarantee
resulting from that certification, and eliminating the Proposition 42 sales tax discussed on page
45, the 2010-11 guarantee would stand at about $50 billion, up slightly from the 2009-10
minimum guarantee of $49.9 billion. Th e Go v e r nvoulddudly fupd tlEsTmMinimum
guarantee, but because of the $20 billion budget shortfall, he would defer commencement of
the in-lieu maintenance factor payments otherwise required in 2010-11 (by Chapter 3 of the 4"
Extraordinary Session of 2009) to 2012-13. Most of the actions proposed for 2008-09,
2009-10, and 2010-11 would require statutory changes.

The chart on the followingpages u mmar i zes t he Governoro6S proposcée
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Proposition 98 Funding
Source: Legislative Analyst's Office
(% in millions) 09-10to 10-11
2007-08  2008-09 2009-10 2010-11 $ change % change
K-12 education
General Fund $37,752 $30,260 $30,844 $32,023 $1,179 3.8%
Local property tax revenue $12,592 $12,726 $13,237 $11,950 -$1,287 -9.7%
K-12 subtotal $50,344 $42,986 $44,082 $43,974 -$108 -0.2%
California Community Colleges
General Fund $4,142  $3,918 $3,722  $3,981 $259 7.0%
Local proper ty tax revenue $1,971 $2,011  $1,953 $1,913 -$40 -2.0%
CCC subtotal $6,112  $5,929 $5,675 $5,895 $219 3.9%
Other Agencies $121 $105 $94 $85 -$9 -9.1%
Total Proposition 98 $56,577 $49,019 $49,851 $49,954 $103 0.2%
General Fund $42,015 $34,282 $34,660 $36,090 $1,430 4.1%
Local property tax revenue $14,563 $14,737 $15,191 $13,864 -$1,327 -8.7%
Prop 98 per -pupil funding (K -12)"  $8,509  $7,468 $7,444  $7,486 $42 0.6%
Per-pupil funding from all $11,965 $11,476 $11,369 $10,909 -$460 -4.0%
sources
1/ per Department of Finance

2010-11 programmatic reductions. The Gover nor 6s-1pRropgsitoe @d 2010
spending of $50 billion is roughly $100 million above that of 2009-10. However, significant

progr ammati c reductions will nevertheless be nec
for over $1.9 billion in new expenditures (e.g., the $1.7 billion deferred from 2009-10 to

2010-11, restoration of one-time reductions taken in 2008-09, growth in Community College
enrollments, etc.) The most notable of these programmatic reductions are as follows:

0 $1.5 billion in revenue limits ($1.2 billion in central administration reductions and
$300 million in recognition of savings achievable by allowing school districts to contract
out for non-instructional services).

0 $210 million in additional K-3 Class Size Reduction funding, to align CSR appropriations
with expected actual spending

0 $207 million for a negative cost of living adjustment (-0.38%), pursuant to current law

0 $200 million from reducing Stage 3 child care slots ($123 million) and child care provider
reimbursement rates ($77 million)

U $45 million from streamlining County Office of Education operations

Mandate payments. The Governor proposes to suspend all K-12 mandates except those for

special education behavioral intervention plans ($65 million), inter/intra district transfers

($7.7 million) and the California High School Exit Exam ($6.8 million). Most mandates were

funded at $1,000 in 2009-10, so this will not reduce 2010-11 spending, but it will avoid building

the stateds fAeducation credit cardo bal ance, wh
another $200 million, and will relieve schools of the necessity to comply with the suspended

mandates, thus freeing up funds for higher local priorities.

17



Other reforms for local savings. In addition to the state savings above, the Governor
proposes several policy reforms to enable local savings:

U Amend state law to allow school districts to layoff, assign, reassign, transfer, or rehire
teachers without regard to seniority

U Eliminate existing requirements that laid-off teachers receive first priority for substitute
teacher assignments and be paid as if they were still permanent full-time employees if they
work more than 20 days in a 60-day period

U Change the school district layoff notification window to 60 days after budget enactment
U Continue to allow districts to reduce the school year by up to five days, through 2012-13

These changes are intendedtoenhance school s0 abil i t-gffedtive oper 8
manner possible.

Community Colleges. | n t he Governor
Proposition 98 funding (At
adjustments to the CCC budget are as follows:

0 proposed budget, t
h spl i

s
e p e obthe piomoseada b out 1
0 $126 million augmentation for 2.2 percent enrollment growth

0 $22.9 million reduction for a -0.38 percent cost-of-living adjustment, pursuant to current law

0 $10 million reduction each to the Extended Opportunity Programs and Services (EOPS)
and part-time faculty compensation categorical programs

0 $6.2 million in 2009-10 reimbursement authority for an interagency agreement with the
Department of Social Services to allow the state to meet maintenance-of-effort
requirements and leverage over $275 million in federal TANF Emergency Contingency
Funds for subsidized employment programs

0 $1.7 million in 2009-10 and $1.8 million in 2010-11 reimbursement authority for an
interagency agreement with the California Energy Commission to expand college
instructional programs in transportation technology and alternative fuels

The Governoro6s Budget flerihilty groupthreeqreviooslygeesticied o t h e
categorical programs -- EOPS, basic skills, and the Fund for Student Success. This expansion

of flexibility is supportable. However, the budget does not propose other reforms discussed

last year, such as funding Community Colleges for the number of students who actually

complete their coursework (versus the current practice of funding based on the number of

students enrolled in the third week of the term) and charging differential fees to students doing
academic work versus those taking only hobby/enrichment-type classes.

Finally, the proposed budget reduces 2009-10 federal stimulus funding authority by $95 million
to conform the appropriation to the actual amount received and corrects a technical error in the
2009-10 budget by clarifying that Career Technical Education is not included among the group
of categorical programs that enjoy categorical flexibility.

CCC student fees will remain at $26 per credit unit, still the lowest in the nation by far.
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UC and CSU

The Governor proposes an initiative to shift spending from prisons to higher education, so that

by 2014-15, at least ten percent of General Fund spending is dedicated to higher education

(see discussion of #AGover n6l. Asafirsnstep, hegptoposee s 0 st
significant increases in funding for the University of California and California State University in
2010-11, as shown in the chart below:

UC & CSU Funding
(Selected core funds, in millions)
2007-08 2008-09 2009-10 2010-11 09-10 to 10-11

Fund actual actual estimated  propose d $ change % change

ucC General Fund $3,257 $2,418 $2,596 $3,019 $423 16.3%
Fees * $1,593 $1,677 $2,001  $2,566 $565 28.2%
ARRA “ $0 $717 $0 $0 $0 0.0%
Lottery $25 $25 $28 $27 -$1 -4.7%
Total UC $4,876 $4,837 $4,625 $5,611 $986 21.3%

CSuU General Fund $2,971 $2,155 $2,350 $2,723 $373 15.9%
Fees $1,176 $1,406 $1,593  $1,747 $154 9.6%
ARRA # $0 $717 $0 $0 $0 0.0%
Lottery $58 $42 $46 $44 -$2 -4.7%
Total CSU $4,205 $4,320 $3,989 $4,514 $525 13.2%
Grand total $9,081 $9,156 $8,614  $10,125 $1,511 17.5%

Y Includes amounts diverted to financial aid controlled by UC and CSU

? Federal American Recovery and Reinvestment Act funding. This money was received in

the 2009 calendar year and spent on activities that occurred in the 2008-09 fiscal year

Source: Legislative Analyst's Office

a

The most significant adjustments to the segment

U $610 million augmentation to restore one-time reductions made in 2009-10 (a $255 million
veto and a $50 million Atrigger cuto to each

0 $111.9 million augmentation for 2.5 percent enrollment growth at both UC ($51.3 million)
and CSU ($60.6 million). Note: this funding would be provided only if the federal
governmentprovides$6 . 9 billion to help balance the st
Governor; otherwise, this augmentation will not occur (see Federal Funds and Trigger
Section on page 11).

0 $5milionincont i nuedupmicc tfauntdi ng for UC Merced, previ
after 2009-10, to reflect a longer start-up period resulting from lagging enroliments and
higher-than-expected costs

0 $152 million reduction at each segment in 2009-10 federal stimulus funding authority to
conform appropriations to actual amounts received

UC and CSU student fee increases remaininplace. The Governor s Budget
student fee increases approved by the UC Regents and CSU Trustees will continue.
Specifically, it:
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0 Recognizes a $97.9 million increase in 2009-10 UC fee revenue from a mid-year
15 percent fee increase approved by the Regents in November 2009 (systemwide
undergraduate fees increased from $7,126 in 2008-09 to $8,373 in 2009-10), and further
recognizes a $662.7 million increase in 2010-11 fee revenue to reflect annualization of the
mid-year fee increase plus an additional 15 percent increase approved by the Regents,
based on the estimated funded level of full-time-equivalent-students. Systemwide
undergraduate fees will rise to $10,302 in 2010-11. Consistent with past practice, one-third
of additional fee revenue will be set aside for student financial aid controlled by UC.

U Recognizes a $237.2 million increase in CSU 2009-10 fees to reflect the 20 percent fee
increase that was approved by the Trustees in July 2009, including an earlier fee increase
of 10 percent (systemwide undergraduate fees increased from $3,048 in 2008-09 to $4,026
in 2009-10), and further recognizes a $390.7 million increase in 2010-11 fee revenue to
reflect annualization of the mid-year fee increase and continuation of the current-year fee
increases, based on the estimated funded level of full-time-equivalent-students.
Systemwide undergraduate fees will rise to $4,429 in 2010-11. Again, consistent with past
practice, one-third of additional fee revenue will be set aside for student financial aid
controlled by CSU.

The diversion of one-third of the new revenue resulting from these fee increases will bring
UC-controlled financial aid to about $820 million annually, and CSU-controlled aid to about
$520 million (including direct General Fund support of over $52 million and $34 million
respectively). These amounts are in addition to state-funded financial aid (e.g., CalGrants) of
over $1 billion per year.

State financial aid. The most significant budgetary proposals relative to state-funded student
financial aid include the following:

0 $79 million in savings from freezing the award levels and income eligibility ceilings of
CalGrant recipients. Note: this cut would only occur if the federal government fails to
provide $6.9 billion to help balance tkhee st at
Federal Funds and Trigger Section on page 11).

0  $45.5 million in savings from suspending new awards for the Competitive Cal Grant
program which serves non-traditional, returning, and community college students

U $18.3 million fund shift for CalGrants, from General Fund to TANF reimbursements. The
TANF funds are available as a result of the 15.7 percent CalWORKSs grant reduction
discussed in the Health and Human Services section on page 32.

0 $4.3 million augmentation for Student Aid Commission operations in 2009-10 and 2010-11
pursuant to Chapter 644, Statues of 2009, restoring funds vetoed in July 2009.

0 $1.7 million in 2009-10 and $3.3 million in 2010-11 for the California National Guard
Education Assistance Award Program, through an interagency agreement with the Military
Department pursuant to Chapter 12, Statutes of 2009, Fourth Extraordinary Session.
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Health & Human Services

The2010-11 Governoros budget includes total expend
sources, including federal funds, for all Health and Human Services Agency budgets. General

Fund expenditures for Health and Human Services are projected to be $21 billion, which

represents a decrease of $2.4 billion General Fund (8.0 percent) below the revised 2009

budget. The Administration indicates that General Fund costs would have increased by

$4.5 billion if it were not for $9.6 billion in proposed budget solutions, which consist of the

following:

U Projected increase in federal funds of $5.0 billion, including $3.0 billion for an additional
increase in the federal share of Medi-Cal and related programs.

U Proposed program reductions ($2.8 billion), including establishing limits on Medi-Cal
benefits ($750 million), reducing state participation in IHSS provider wages to minimum
wage and maintaining services for the most needy ($950 million), reducing SSI/SSP grant
levels to the federal minimum ($178 million), and reducing CalWORKSs grants by
15.7 percent ($130 million).

U Proposed use of alternative funding sources ($1.8 billion), including seeking voter approval
to redirect Proposition 10 and Proposition 63 funding for higher priority programs
($1 billion).

The proposed reductions are in addition to several significant program reductions included in

previous budgets in an attempt to reverse more than a decade of unsustainable growth in

Health and Human Services programs. As the chart below demonstrates, until recently

General Fund expenditures had increased far faster than inflation and population. The
Governor6s budget is a marked I mprovement over
over $5 billion, and it will be important to build upon prior reductions and these additional

program changes in order for the state to continue to strive for a fiscal balance between

revenues and expenditures.

HHS General Fund Spending
(Dollars in millions)
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Health

Health care proposals provide a substantial portion ofthe Gover nor 6s over al

| bu

Within the health area, the Governor 6683miBiandnget p

2009-10 and $6.6 billion in 2010-11. These solutions consist of (1) $4.3 billion in new federal
funds, (2) $928 million through alternate funding sources such as Proposition 63, and

(3) $1.4 billion in expenditure reductions. Budget proposals for each department are discussed
below.

Department of Health Care Services (DHCS) - Medi-Cal

Overview. The Gover nor 0 des B&i9dlert GemperaloFund ($38.9 billion total
funds) for the Medi-Cal Program in 2010-11, which represents a net decrease of $2.1 billion
General Fund from the revised 2009-10 budget estimate. This decrease is the net result of
several offsetting facto r s , mo s t notably the budget 0s
$4.0 billion in new federal funding to offset General Fund spending. The budget also provides
for underlying program growth of about $1.0 billion and proposes program reductions totaling
nearly $1.1bi I I i on. These program reductions ar
special session proposals, and the most significant components are discussed in more detalil
below.

Because of the assumption of significant new federal funds, Medi-Cal General Fund
expenditures are projected to fall below what a growth rate equal to inflation and population
combined would indicate (see chart below). However, underlying program costs in the absence
of the increased shift to federal and other funds would result in program growth of $2.2 billion
beyond that level.

Medi-Cal General Fund Spending
(Dollars in Millions)
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Caseload Now Showing Substantial Growth. The Governor s budget est.i
caseload will increase by approximately 247,000 enrollees (3.4 percent) to 7.5 million. This

significant growth in caseload is largely the result of an upswing in the number of children and
families entering the program, a trend that has
economic malaise. Prior to 2009-10, Medi-Cal enrollment had been roughly flat for several

years.

Dramatic Increase in Federal Funds Uncertain. The Governor6s Budget as
Medi-Cal will be able to backfill $4.0 billion in General Fund spending with new federal funds

obtained in 2010-11. None of these proposals has received necessary federal approvals,

however, and some require federal legislation. The federal fund proposals consist of the

following:

U Permanentincrease in the Base Federal Medicaid Assistance Percentage (FMAP). The
FMAP is the share of Medi-Cal spending that the federal government pays. California
currently receives the lowest possible base FMAP of 50 percent, but the budget assumes
an increase as of July 1, 2010, to 57 percent for General Fund savings of $1.8 billion. In
addition, local governments who share in the cost of some state health care programs

would realize savings of $463 million. The a
FMAP would be higher if the federal gover nmen
poverty to determine FMAP rather thanitscurre nt f or mul a, whi ch i s bas

capita income. However, the current formula has been in place for many years, and it is
unclear why the federal government would agree to change it now. To do so would have
i mplications for ,aldndtsadme 0s tFaVtAePs @ art &®tses c o u |

U Extension of the Current Enhanced FMAP rate. The current enhanced FMAP of nearly
62 percent, authorized under the federal American Recovery and Reinvestment Act, is set
to expire December 31, dgé&astuinesthathhe federal\gaermment 6 s b
will extend this rate through June 30, 2011, for additional state savings of $1.2 billion. Local
governments that share in the cost of some health programs would also realize savings of
$262 million. The House of Representatives passed a bill in December 2009 (H.R. 2847)
that would extend the enhanced FMAP through June 30, 2011, and federal health reform
legislation also could provide an extension.

O "Federal FIl exi bi | The udgetragbum®@g $4.b billlon Geaetal Fana . 0
savings in which the state would receive increased federal reimbursement, generally on a
one-time basis, for several Medi-Cal components:
o $700 million one-time for costs Medi-Cal incurred for enrollees who were actually
eligible for Medicare.
o $250 million by applying the enhanced ARRA FMAP to Medi-Cal payments for
Medi care Part D drug coverage (the nAcl awba
o $75 million in on-going reimbursements to reflect a more favorable clawback
payment rate.

The Administration has alsoproposed a budget Atriggero related t
funds assumed in the budget. If the state does not receive these amounts in 2010-11,

additional reductions and revenue proposals would be enacted. (See Federal Funds and

Trigger Section on page 11.)

Program Reductions: Something Old, Something New. The Governor s Budget
nearly $1.1 billion in various program reductions, several of which were proposals rejected by
the Democrats in the past two years:
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U Medi-Cal Benefit Restriction Proposal Unspecified. The budget proposes to implement
program restrictions such as benefit limitations, cost sharing, and other changes for
General Fund savings of $750 million. While concepts such as these can be structured to
constrain overuse of health care services, the administration has not provided any specific
proposals, making these savings highly suspect.

U Eliminate the Adult Day Health Center (ADHC) Benefit. This previously proposed policy
would eliminate the ADHC benefit, which is optional under federal law and has been
plagued by a relatively high level of fraud and abuse. The budget includes General Fund
savings of $175 million from this elimination. The 2009 Budget Act began a process of
tightening medical restrictions and fraud review for this benefit, and authorized a benefit
cap of three days per week that is currently enjoined by a court order.

A

U Limited Benefits for Certain Immigrants. The Gover nor 6s Budget propo:
$118 million by restricting benefits for (1) legal immigrants who have been in the country for
less than five years and (2) illegal immigrants whom the US Citizenship and Immigration
Service is aware of but is not actively pursuing to deport. These groups would lose their
current full-scope, state-only-funded coverage and instead receive the same benefit level
provided to undocumented immigrants (primarily emergency services, pregnancy-related
care, and long-term care). The Governor previously proposed this eligibility rollback.

U Increase Anti-Fraud Efforts. The budget assumes new net savings of $26 million through
increased efforts to address fraud stemming from pharmacy and physician services. An
additional 38 staff positions are also proposed to generate these savings, although it is
unclear how this differs from current anti-fraud activities.

U Reverse Recent Family Planning Rate Increase. The budget proposes savings of
$15 million in 2010-11 by rescinding a discretionary rate increase of 91 percent granted for
certain family planning services by Chapter 636, Statutes of 2007 (SB 94, Kuehl). No clear
rationale supported this rate increase while various other provider rates were either frozen
or proposed for reduction.

Alternative Funding Sources Would Relieve General Fund. In addition to the federal funds,
t he Gover ntasofpoposestd gsenon-General Fund sources to provide savings in
2010-11.

0 New Hospital Fee Revenue.$56 0 mi |l Il i on in new hospital fee
coverage is expected to be available for 2010-11 based on Chapter 627, Statutes of 2009
(AB1383, Jones). AB 1383 enacted a new fAquality
fee to the state that provides resources to raise Medi-Cal reimbursement rates. In addition,
the legislation set aside $80 million per quarter from the new fees to pay for unspecified

chil drenés coverage. The budget anticipates t
2009 and that seven quarters of funding, or $560 million, will be available in 2010-11 to
backfill Medi-C a | Gener al Fund childrends cost s.

U One-Time Cigarette Tax Fund Shit. The Governor 6s budget would b
spending with $36 million in Prop 99 cigarette tax reserves that are available on a one-time
basis to offset Medi-Cal costs.
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Department of Public Health

Overview. T h e G o ws8udgebproposes $305 million General Fund ($3.3 billion total
funds) in 2010-11. The proposed General Fund spending represents an increase of
$105 million or 53 percent from the 2009 Budget Act.

AIDS Drug Assistance Program (ADAP) Drives General Fund Cost Increase. The
department 6s significant i ncr esof(®)the resto@iona r a | F u
$18 million in General Fund support for local immunization programs that was replaced by

federal funds in 2009-10, and (2) a net increase of $87 million for ADAP. The net growth in

ADAP is made up of the following components:

U An increase of $59 million to fund higher caseload and prescription drug costs.
0 A $38 million increase to backfill a projected shortfall in the ADAP Rebate Fund.

U A proposed reduction of $9.5 million General Fund to eliminate services that ADAP now
provides to inmates in county jails. The department estimates that just over 2,000
incarcerated individuals in 36 local jails would not receive state-funded service under this
proposal. Local health jurisdictions instead would be responsible to care for these inmates.

ADAP Continues Unsustainable Growth. The budget anticipates that the number of ADAP
clients will reach 37,146 in 2010-11, a decrease of 295 or 0.8 percent from the projected
2009-10 level. This decline results from the elimination of services to local inmates described
above, without which program caseload would grow by 4.6 percent. Even with the reduction in
2010-11, ADAP caseload will have grown by nearly 18,000 clients or 94 percent since
1998-99.

Spending for ADAP has been growing at an unsustainable rate for over a decade. Nearly all
ADAP program spending consists of drug costs, which are projected to rise by 10.1 percent in
2010-11. This continues a prolific growth trend that by the end of 2010-11 will see costs rise by
$361 million or 365 percent since 1998-99. As shown in the chart below, ADAP is now
budgeted to spend $298 million more in 2010-11 than it would if the program had grown at the
same rate as population and inflation. The inability of the ADAP Rebate Fund to sustain such
program growth has been clear for some time, yet the Democrats have rejected even modest
proposals to control program spendi n-g0tocesllect h as
premiums from clients with incomes higher than 200 percent of the federal poverty level.
Further, despite widespread spending reductions in many state programs in 2009-10, ADAP
spending actually increased by 16 percent in the 2009 Budget Act due to higher spending from
the ADAP Rebate Fund.
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ADAP Drug Expenditures
(Total Funds in Millions)

$500
$298 million ga
$450 + T~

$400 T

$350 T
$300 + <
$250 +
$200 +

$150 + I
w N

$100 +

$50 T

$0 - f f f f f f f
1998- 1999- 2000- 2001- 2002- 2003- 2004- 2005- 2006- 2007- 2008- 2009- 2010-
99 00 01 02 03 04 05 06 07 08 09 10 11

@ ADAP Drug Expenditures

1998-99 Expenditures Increased for
Inflation/Population Growth

Managed Risk Medical Insurance Board

Fund Shifts and Reductions for the Healthy Families Program. The Gover nor 6s
proposes $126 million General Fund ($919 million total funds) for the Healthy Families

Program in 2010-11, which reflects a decrease of $99 million General Fund (44 percent) from

the 2009 Budget Act. This decrease is the net result of (1) fund shifts from the General Fund to
other funding sources totaling $193 million and (2) proposed program reductions totaling

$86 million General Fund. The budget projects enrollment of 764,000 by June 30, 2010, which

is 18 percent lower than the 929,000 estimated in the 2009 Budget Act. From that point,

caseload is projected to increase by 61,000 (eight percent) to 825,000 by June 30, 2011.
Enrollment at the end of the budget year would still be lower than the 2009 Budget Act level by
104,000 children (11 percent).

The Healthy Families budget reflects the following significant fund shifts and other proposals:

U Managed Care Tax Revenue. Chapter 157, Statutes of 2009 (AB 1422, Bass), authorized
an expansion of the existing 2.35 percent gross premiums tax to include Medi-Cal
managed care plans. Proceeds of the tax are used to obtain new federal funds, increase

B U

Medi-C a | rates to managed care plans, and provid

The Governor6s budget includes funding for
year and $137 million in the budget year. The managed care plans subject to AB 1422
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supported the legislation, which included a sunset of the tax as of January 1, 2011.
However, the Gover nor 0 extdndithisgax by six momthgpor oposes t

Shift to First 5 Funds. Following budget reductions to HFP enacted in the 2009 Budget Act,

the First 5 California Children and Families Commission approved funding of $81 million for

2009-10 to backfill General Fund. (First 5 funds are the proceeds of the cigarette tax

enacted by Proposition 10. ) Tthuedf@dingefr nor 6s bu
$56 million from First 5 in 2010-11.

Eligibility Reduction. The Governor 6s budget proposes to ge
General Fund in the current year and $64 million General Fund in 2010-11 by reducing

HFP eligibility from 250 percent of the federal poverty level (FPL) to 200 percent of FPL.

(For a family of four, the annual income eligibility level would decrease from about $55,000

to about $44,000.) The budget proposes to disenroll children in this category effective

May 1, 2010, and estimates this reduction would result in 204,000 children losing HFP

eligibility in 2010-11. Infants linked to the Access for Infants and Mothers Program would be

exempt from this policy. The administration argues that this proposal would align

Calf orni adbs eligibility |evels with most other
Of fice concluded that public programs | i ke He
for between 25 percent and 50 percent of their enrollees. This effect tends to be higher for

income levels above 200 percent of FPL.

Additional Benefit Reductions. The Governor proposes to eliminate the vision benefit in
HFP and to increase premiums for families with incomes between 150 percent of FPL and
200 percent of FPL. These families would pay an additional $14 per child per month in
premiums, with a maximum increase per family of $42. These combined changes would
result in savings of $22 million General Fund in 2010-11. The premium increase would be
in addition to an increase of $4 per child implemented for the same families in November
2009. With the newly proposed $14 increase, these families would pay either $27 or $30
per child per month, depending on the plan selected, subject to family caps.

Besides the reductions described here, the Healthy Families Program is also included in the

i st of the Gover n(®eeths Fetleral Fgngisand Trigget Section oo page.
11)

Access for Infants and Mothers (AIM) Program: Prop 99 Funding Increase. The

Go v er n o gebpsopobes w increase the level of Prop 99 funding to support on-going
program costs for AIM by $25 million. This increase will not result in General Fund savings,
though, because no General Fund currently supports AIM. Instead, the additional Prop 99
funds will allow AIM to maintain a higher level of program activity with a mix of special and
federal funds. However, because Prop 99 could be used to backfill General Fund in other
health care programs, this Prop 99 augmentation should be weighed against other potential
uses that would provide General Fund savings.

Department of Developmental Services (DDS)

Overview.The Governorés budget provi debidlionk®alfdndshi | | i o
for DDS, which includes $2.1 billion General Fund for regional centers and $284 million

General Fund for developmental centers. The overall General Fund total is nearly identical to

the amount authorized in the 2009 Budget Act. Maintaining funding at this level assumes the

enactment of $438 million in funding shifts and $200 million General Fund in program
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reductions proposed in the budget.’ These items are described in more detail below. Absent
these solutions, the DDS General Fund budget would increase by 26 percent in 2010-11.
Additionally, the General Fund spending totals in the current and budget years already reflect a
temporary increase in the Medi-Cal FMAP. The underlying growth in DDS programs continues
a trend seen over the past decade. As shown in the chart below, spending for regional centers
has been particularly strong, and regional center costs are $1.6 billion above what a growth
rate equal to population and inflation would indicate.

Regional Centers General Fund Spending
(Dollars in Millions)
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Go v e r nrumnd&hifts Rely in Part on Voter Approval. The $438 million in fund shifts
proposed by the budget consist of the following:

0 A $200 million shift of Prop 10 funds from the First 5 Commission to DDS. This shift would
require voter approval, and the budget anticipates including this item in the June 2010

primary election. This proposal is similartothe Gover nor 6s January 2009

was rejected by the voters in May 2009 in the form of Proposition 1D. (Proposition 1D

would have shifted $265 million in Prop 10 funds.) While Proposition 1D arguably may
have been a c¢asual trthetaxfincreases ia Prepositiah LA, dhther thanf o
a rejection of Prop 1D in its own right, the prospects for voter approval in June of this

funding shift remain dubious.

! The savings that would accrue to other departmentsf r om t he Gover nor 6s pr opQakF&APiIS ncr ease

reflected entirely in the Medi-Cal budget and has not been allocated to the relevant departments. Thus, the DDS General Fund
budget is overstated by about $197 million.
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0 $196 million that would result from an extension of the Medi-Cal FMAP as described under
the DHCS section above. Some DDS program recipients are also enrolled in Medi-Cal, and
DDS receives FMAP for certain services it provides to these individuals.

U A shift of nearly $43 million from General Fund to federal funds from the Temporary
Assistance for Needy Families block grant.

Go v er nRragam Reductions. The $200 million General Fund in program reductions

include $114 million that result from realizing the full-year effects of budget solutions adopted

in the 2009 Budget Act. The remaining $86 million consists of (1) $61 million through an

extension of the three percent regional center provider rate reduction that the Legislature

approved in 2008-09 and 2009-10, and (2) an increase of $25 million in budget reductions to

be determined by the DDS stakeholder process that began during deliberations for the 2009-

10 budget. Notably absent again from the Gover
attempts to increase efficiency by expediting the transition of residents from the high-cost

developmental centers into the community or to streamline regional center administration.

Current Year Deficiency. The Governoro0s budget also estimate
Fund spending will reach nearly $98 million more than authorized in the 2009 Budget Act. The

largest factor contributing to this current year increase is the need to use General Fund to

backfill lost Public Transportation Account funds totaling $138 million following the Shaw v.

Chiang lawsuit. This General Fund increase is expected to be partially offset with increased
reimbursements and federal funds. The administration will address this $98 million deficiency

through a supplemental appropriations bill.

Department of Mental Health

Overview. The Go v e r tuwlgedpsoposes $1.5 billion General Fund ($3.5 billion total funds)
for DMH programs, a decrease of $382 million General Fund (21 percent) from the 2009
Budget Act. This decline reflects two proposed fund shifts totaling $539 million, rather than
improvements in program management or efficiency.

Revisiting Proposition 63 (Again) and Federal Funding. The first of the proposed fund
shifts,an updated versi on d® prapdsa, wdblo seekrvoter appreval 0 0 9
redirect $452 million in Proposition 63 (Mental Health Services Act) funds to offset existing
General Fund mental health expenditures. The Administration anticipates placing this measure
before the voters in the June 2010 primary election. The voters rejected the previous proposal

in the form of Proposition 1E in the May 2009 special election. (Prop 1E would have shifted

$227 million in Prop 63 funds.) As previously noted for Proposition 1D, the rejection of
Proposition 1E may have reflected factors other than specific disapproval of a Prop 63
reprioritization, but passage in June is once again questionable. The second fund shift, which
totals about $87 million, i s DMHG6s portion of C
an extension of the Medi-Cal FMAP, as described above in the DHCS section.?

No Meaningful Proposals to Address EPSDT Growth. The Governords Budget
over $1 billion in total funds for the Early and Periodic Screening, Diagnosis and Treatment

% The savings that would accrue to other departmentsf r om t he Gover nor 6s pr opQakF&APISs ncr ease
reflected entirely in the Medi-Cal budget and has not been allocated to the relevant departments. Thus, the DMH General
Fund budget is overstated by about $105 million.
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Program (EPSDT). Due to the proposed redirection of Prop 63 funds and the enhanced

FMAP, no General Fund is provided for the program in 2010-11. However, the Gover
budget notably proposes no meaningful actions t
growth, which has averaged 20 percent annually since 1998-99. Although some of the early

growth in this program was due to several court decisions, the continued growth in this

program is due to a combination of cost, caseload, and utilization increases. As shown in the

chart below, program spending has increased substantially faster than population and

inflation.

EPSDT General Fund Spending
(Dollars in Millions)
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Human Services

The 2009 Budget Act included several significan
services programs. Republicans fought long and hard for significant program changes that

would reduce General Fund expenditures in the long run and move the state towards fiscal

solvency, and as a result many program reductions were included in the 2009 Budget Act.

Unfortunately, many of the major policy changes approved for implementation in 2009 were

the subject of litigation almost as soon as the budget was passed. The courts have intervened

in many of the cases, mostly against the state,
efforts and increases the st anileodofdsllarsin20a910. a | de
Looking forwardt0 2010-1 1, t he Governor s budge2miponoj ect s |
General Fund for program reforms within the CalWORKS and In-Home Supportive Services

programs due to litigation. Moving forward, it will be critical for the state to seek additional

policy changes within the stateds human service
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reductions in order to further reduce the state
expenditures.

The humanservi ces policy changes i ncl udeédlhbudgett he Gov
would result in General Fund savings of $103.5 million in 2009-10 and $1.4 billion in 2010-11.

It is important that these proposals be implemented as soon as possible in order to achieve the
projected level of savings.

Department of Social Services

Welfare-to-Work. The Governordéds budget includes $6.7 bi
Opportunity and Responsibility to Kids (CalWORKSs) programs, including $5.4 billion for

programs within the Department of Social Services (DSS), $1.2 billion for other programs, and

$160 million in county expenditures.

Review of 2009 CalWORKs Reforms

The 2009 Budget Act implemented several major reforms intended to increase personal
responsibility and compliance with program requirements, as well as result in savings

of hundreds of millions of dollars in subsequent years. The reforms represent a major policy
shift not seen since the 1996 welfare reform overhaul. The components of the policy changes
are as follows:

U Require face-to-face self-sufficiency reviews every six months for recipients not complying
with the state's required level of participation in the welfare to work program. If recipient
fails to attend a review, after 30 days the county worker may reduce the grant level by
50 percent, and the reduced grant level would continue until the recipient came in to the
county office to complete the review. At that time, the full grant would be restored.

U Reduce grant levels for sanctioned recipients that fail to cure their sanction after three
months. After three months of noncompliance, the grant would be reduced by the amount
of the adult recipient, after six months of noncompliance, the entire family grant would be
reduced by 25 percent, and after nine months, the family grant would be reduced
50 percent until such time as the recipient cured their sanction status and came into
compliance with program requirements.

U Requires counties to provide services (child care, transportation) to those individuals that
have "timed-out" of the program after 60 months on aid (safety net population) in order for
the recipient to comply with work requirements. If the recipient fails to comply with work
requirements after 60 months on aid, the family grant would be reduced by
25 percent. If after three months the recipient is still not compliant with work requirements,
the family grant would be reduced by 50 percent and would remain at that level until the
adult became compliant with program requirements.

U0 Requires counties to provide services to undocumented immigrants, drug and fleeing felons
that have children currently receiving aid through what is known as the
"child-only" CalWORKSs program only if an appropriation is made to provide for these
services. The counties would be required to provide services in order to enable the adult to
comply with program requirements, and if after providing the services, the adult is still not in
compliance, the family grant would be reduced by 25 percent after 60 months, and further
reduced for a total reduction of 50 percent after three additional months.
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After a period of ramping up, savings in future years will be in the hundreds of millions of

dollars. Motivating individuals to work will not only benefit the individual and increase their self
confidenceandselfsuf fi ci ency, i1t will also have the add
work participation rates, thereby reducing the risk the state currently faces for assessment of

federal penalties that could be in the hundreds of millions of dollars.

Increased Self-Sufficiency. Fol | owi ng is a chart of Californi:
(WPR) for single parent households since federal fiscal year (FFY) 1999. The state has met

the federal WPR in recent years due to the caseload reduction credit previously allowed. The

federal Deficit Reduction Act of 2005 (DRA) reauthorized the program but adjusted the base

year for determining a stateds caseload reduct:i
credit from 1995 to 2005 effectively eliminates the value of the credit as caseload has not

dramatically declined since 2005. The state is well below the required level of participation

(FFY 2008 work participation rates are projections at this time as final numbers have not been

released by the federal government) and could be subject to federal penalties as high as

$150 million for failing to meet work participation requirements. While the federal government

has indicated that federal penalties are not likely to be imposed for failure to reach work
participationrateswi t hout the statebés ability to develop
participation, the state continues to spend an additional $180 million General Fund to meet

the statebds maintenancevelfseddoerto (MIOE) stspeads n
required work rates.

Cal i forniabds Al F a npatioly Rafle

All Families

\,Q;Or;kcipaﬂon FFY FFY FFY FFY FFY FFY FFY FFY FFY FFY
Rate 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Required

Pzgril::ir?ation

Rate 35% 40% 45% 50% 50% 50% 50% 50% 50% 50%
Caseload

Reducion

Credit 26.5091 32.10%]| 38.60%)] 43.30%)| 44.20%]| 46.1 45.5 44.9 9.30 8.0%
Adjusted

PaJrltJizization

Rate 8.5% 7.9% 6.4% 6.7% 5.8% 3.9% 4.5% 5.1% 40.7% | 42.0%
Cal i f

Wzrk °

Participation

Rate 42.20%| 27.50%]| 25.90%] 27.30%]| 24.00%| 23.10%| 25.90%| 22.20%| 22.30%| 22.0%

In light of the substantial reforms adopted in the 2009 Budget Act, the Governor proposes only
modest additional changes for CalWORKSs in 2010. The additional proposals will result in
savings of $146.2 million General Fun in 2010-11. The proposals include the following:

U Reduce CalWORKs grants by 15.7 percent. This proposal would reduce the maximum
monthly grant for a family of three by 15.7 percent, or the equivalent of the average of the
ten states with the highest cost of living. The Administration assumes savings of
approximately $68.9 million General Fund in 2010-11.

U Consistency with federalrules. The Governorés 2010 budget as
grants for a state-only CalWORKSs program. California continues to provide CalWORKs
grants with state funding to those legal immigrants who have been in the United States for
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less than five years (entered the county after August 22, 1996, federal government

excluded this population from aid at that time). These immigrants are not in compliance

with federal i mmi grant Adeemingo requirements
immigration, the immigrant must have a sponsor that agrees to provide for them in lieu of

receiving state or federal benefits for the first five years they are in the country. The
Governordés 2010 budget assumes elimination of
savings of $22.5 million General Fund in 2010-11.

U Adjust child care reimbursement rates. The Governor proposes to reduce maximum
state reimbursement rates from the 85" to the 75" percentile of the regional market rate for
Stage 1, 2 and 3 child care, and includes savings of $54.8 million General Fund in 2010-11.

Assumes CalWORKs ARRA Funding. The Governoro6s 2010 budget i
$538 million General Fund as it assumes the federal government will continue to provide TANF
Emergency Contingency Funds. (see Federal Funds and Trigger Section on page 11).

Trigger Language if Federal Funds Fail to Materialize. The Governoro6s Janu
assumes receipt of $6.9 billion in additional federal funds to continue to offset General Fund
expenditures in various human services programs. The budget includes statutory trigger
language that would eliminate the CalWORKSs program in the event the state does not receive

the federal funds, projecting savings of $1.0 billion General Fund beyond savings already
assumed for proposed policy changes (see Federal Funds and Trigger Section on page 11).

In-Home Supportive Services

The Governoroés budget includes $2.7 biHbmei on ($7
Supportive Services (IHSS) program in 2010-11, down nearly 50 percent from the revised

2009-10 expenditures. Al thougHOHudgetincudes potick or 6 s pr o
changes that would result in savings of $922.6 million General Fund in 2010-11, both policy

changes are currently issues of litigation, and any assumption of savings should be considered

a budget risk. The state faces a number of litigation issues within the IHSS program that could

result in additional expenditures in the hundreds of millions of dollars. Recent efforts to reform

the program and reduce expenditures have met with resistance and immediate litigation from

unions and other parties. Following is a brief recap of the reforms included in the 2009 Budget

Act as well as a recap of the outstanding litigation against the state within the IHSS program.

Review of 2009 IHSS Reforms

The 2009 Budget Act included significant policy changes within the IHSS program that were
intended to have an immediate impact on the level of fraud within the program, saving the
state potentially hundreds of millions of dollars at full implementation and restoring a measure
of program integrity to one of the state's fastest growing programs. The components of the
IHSS program reforms are as follows:

U Requires providers be notified of authorized hours and activities, effective
December 31, 2011.

U Requires new providers complete an orientation at the time of enroliment, effective
November 1, 2009.

U Requires provider timesheets to include the fingerprint image of both the provider and the
recipient, include a statement of civil penalties risk for fraudulent activities, and requires a
statement of verification upon penalty of perjury that all is true and accurate, effective
July 1, 2011.
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U0 Requires criminal background checks for all new (effective October 1, 2009) and current
providers (complete by July 1, 2010), and requires the expense be borne by the provider.

U Requires the state to develop and implement standardized fraud training for all county
social workers by July 1, 2010.

U Authorizes the state and counties to create and utilize targeted mailers to convey program
integrity concerns.

U Authorizes and requires counties to conduct unannounced home visits.

U Requires the counties to fingerprint recipients, and allows an exemption to the fingerprint
requirement for minors and those physically unable to comply, effective April 1, 2010.

U Authorizes counties to investigate fraud in conjunction with the Department of Health Care
Services.

U Requires a physical address for provider be included on the enroliment form and specifies
that a paycheck for providers may not be mailed to a P.O. Box without written or oral
approval from county, including an explanation as to why a P.O. Box must be used.

The 2009 Budget Act included savings of $520.8 million ($130 million General Fund) as a

result of these reforms but court injunctions have prevented the state from implementing

certain components and savings are not included for 2009-10 or 2010-11. The DSS is working

with the counties and stakeholders to implement these proposals as quickly as possible and it

is likely some level of savings may be achieved in 2010-11. Additionally, the Ad mi ni st r ati o
savings projection is also based on the fact that the budget includes policy changes that would
significantly reduce the program, thus the level of fraud overall would drop significantly.

Litigation, Litigation, Litigation. Following is a recap of the outstanding litigation against the
state for issues within the IHSS program.

U Martinez v. Schwarzenegger: Wage Reduction: After the Legislature and the Governor
approved the reduction in the Statedasy2@8rti ci
Budget Act, the SEIU and other parties filed a lawsuit against the reduction. On
June 26, 2009, the U.S. District Court issued a preliminary injunction against the reduction
in the Stateds participati on, ratstatutesammgstfirshbet an
completed. The court amended the injunction in July 2009 and required counties to change
their wages and benefits to pre July 1, 2009 levels. Until the injunction is lifted, the state is
required to participate in wages and benefits up to $12.10 per hour (2009 Budget Act
reduced state participation to $10.10 per hour). On August 7, 2009, an appeal of the
injunction was filed with the US 9th Circuit Court of Appeal, and a hearing date on appeal
has been set for January 19, 2010. The 2009 Budget Act included savings of
approximately $95 million General Fund in 2009-10 for this policy change, growing to more
than $200 million in subsequent years but federal court injunctions have prevented the
state from implementing thismeasure . The Governordés 2010 budget
reduce state participation in wages even further, resulting in even greater budget risk.

0 V.L.v.Wagner: Functional Index Score/Rank: After the Legislature and the Governor
approved the reduction in services for IHSS recipients as part of the human services
budget trailer bill, individual recipients of IHSS and various chapters of the Service
Employees International Union (SEIU) brought litigation to prevent the DSS from requiring
that applicants/recipients of IHSS have a calculated functional index (FI) score of at least
two before services could be authorized, and mandating that domestic and related services
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be authorized only to those individuals with a FI rank of at least four in that functional area.

Plaintiffs assert that implementation of the provisions would violate Medicaid requirements

for similar treatment of #fAlikedo people, meani
same. Plaintiffs allege that the statutory changes improperly discriminate against children

and people with mental disabilities. The judge granted a preliminary injunction on October

19, 2009. The DSS has filed a Notice of Appea
Ninth Circuit Court of Appeal. It is unclear what the probability of prevailing on this issue

will be for the state but the Fl is not a federal program requirement, merely a tool the state

uses to ascertain the number of hours needed for a given service. It may be that the state

faces too many restrictions to continue to offer this optional Medi-Cal program. At the very

least, the state may need to look at imposing a cap on the number of service hours that a

recipient may receive if the state hopes to reverse the double digit growth trend this

program has experienced in the past decade. The 2009 Budget Act included savings of
approximately $53 million General Fund in 2009-10 for this policy change, growing to more

than $100 million in subsequent years but federal court injunctions have prevented the

statefr om i mpl ementing this measure. The Governor
reduce service levels to an even greater extent, resulting in a budget risk of more than

$600 million General Fund.

U Ellis v. Wagner: Providers and Felonies: The 2009 Budget Act included statutory
changes that would limit provider enrollment in the IHSS program if the provider had been
convicted of fraud against a government program, elder or child abuse. The DSS extended
the disqualifying felonies to include conviction of any felony or serious misdemeanor while
developing a new provider enroliment form. On November 13, 2009, seven IHSS providers
and one recipient filed a lawsuit challenging the policy whereby any person convicted of a
felony or serious misdemeanor is precluded from providing IHSS services. The DSS
revised provider enroll ment forms as a resul't
Institutions Code (WIC) section 12305.81 and federal Medicaid and state Medi-Cal statutes
and regulations, arguing that these restrictions are consistent with federal Medicaid
requirements and should be applied to IHSS, an optional Medicaid program. Plaintiffs
argue that the DSS has no authority to preclude the individuals included in the litigation
from providing services. On November 24, 2009, the Court issued a temporary restraining
order prohibiting the state from disqualifying providers on the basis of a conviction of any
felony or serious misdemeanor but does not prevent disqualifying providers convicted of
the crimes listed in WIC 12305.81 (fraud against government agency, elder or child
abuse). The restraining order was found to be procedurally defective by the Court of
Appeal and counsel for both parties are requesting a hearing to resolve the matter earlier
than the January 29, 2010 hearing date currently set. Although the restraining order was
procedurally defective, the issue of whether or not the state can make these policy changes
consistent with state Medi-Cal statutes and without further legislative clarification is
uncertain.

Caseload and Cost Explosion

The Governoro6és 2010 budget assumes caseload for
recipients in 2010-11, an 85-percent decrease over the revised 2009-10 projected level

(2009-10 caseload projected to be 425,512. The IHSS program has seen disproportionate

growth over the past several years. During the times of revenue growth experienced by the

state in recent years, program growth was more than twice the rate of inflation. As the state

has attempted to implement major policy changes intended to return balance to the program,
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projected costs are now significantly less, but if litigation continues to prevent program
changes, the only option the courts leave us may be to eliminate the IHSS program entirely.

In-Home Supportive Services Expenditures
(Dollars in Millions)
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Prior to recently enacted and proposed program changes within IHSS, costs for the program
were growing at nearly twice the rate of caseload. The reason for this vast discrepancy
between caseload growth and expenditure increases can be attributed to wage and benefit
increases. Many counties formed Public Authorities for the purpose of establishing an
employer of record to negotiate collective bargaining agreements with providers and their
unions.

New Wage and Benefit Reduction Proposal

As noted earlier, previous attempts to reduce the level of state participation in provider wages
(2009 Budget Act included a reduction in wages from $12.10 to $10.10) and maintain the level
of service for only those with the highes0t
budget, however, assumes savings of $77.9 million in 2009-10 and $872.6 million in 2010-11
as a result of further reducing the statebs
hour ($21.3 million General Fund savings in 2009-10, $271.8 million General Fund savings in
2010-11) and revising the service level to only those beneficiaries with a functional index score
of four or greater ($56.6 million General Fund savings in 2009-10, $650.8 million General Fund
savings in 2010-11). Assuming savings for proposals that are part of current litigation creates a
major budget risk for both 2009-10 and 2010-11. These proposals would become effective
June 1, 2010 if the state prevails in pending litigation.
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Trigger Language if Federal Funds Fail to Materialize. The Governor és Januar
assumes receipt of $6.9 billion in additional federal funds to continue to offset General Fund
expenditures in various human services programs. The budget includes statutory trigger

language that would eliminate the IHSS program in the event the state does not receive the

additional federal funds, resulting in savings of $495 million General Fund beyond savings

already assumed for proposed policy changes (see Federal Funds and Trigger Section on

page 11).

Supplemental Security Income/State Supplementary Payment (SSI/SSP)

The Governoro6s budget proposes $2.7 billion Gen
2010-11, an 8.4-percent decrease from the revised 2009-10 budget. Without the policy

changes identified below, however, the overall General Fund costs of the SSI/SSP program

would increase by $285.1 million, or 1.3 percent, from the revised 2009-10 expenditure level.

The budget estimates 1.3 million recipients in 2010-11, an increase of .9 percent over 2009-10.

The caseload consists of 68 percent disabled, 30 percent aged, and two percent blind persons.

The Governoro6s January budget includes signific
program that would generate General Fund savings of $21.8 million in 2009-10 and
$285.1 million in 2010-11. The policy changes include the following:

U Reduces the SSI/SSP grants to the federal minimum for individuals. The 2009 Budget
Act reduced grants to the federal minimum for couple ($1,407 per month) but only slightly
reduced the grants of the individuals. This proposal would reduce the monthly grants from
$845 per month to $830 per month for individuals. The Administration assumes savings of
$13.7 million in 2009-10 and $177.8 million in 2010-11.

U Eliminates the Cash Assistance Program for Immigrants. This state-only program
provides benefits to aged, blind and disabled non-federally eligible immigrants that do not
gualify for the federal program due to their
Generally, in order to receive approval for immigration, legal immigrants must have a
sponsor that agrees to provide for them in lieu of receiving state or federal benefits for the
first five years they are in the country. The Administration assumes savings of $8.1 million
General Fund in 2009-10 and $107.3 million General Fund in 2010-11.

California Food Assistance Program

The Governoro6s January budget proposes to el i mi
Program, effective June 1, 2010, for General Fund savings of $3.8 million in 2009-10 and

$56.2 million in 2010-11. This is a state-only program that provides food benefits to low-income

nonf ederally eligible i mmigrants that are not in
requirements. In order to receive approval for immigration, the immigrant must have a sponsor

that agrees to provide for them in lieu of receiving state or federal benefits for the first five

years they are in the country.
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Child Welfare Services

The Governorodéds January b udlgdion Gpneral pund) rssendicés. 1 b i |
and out-of-home care for children who are either at risk of or have suffered abuse and neglect.

This is a decrease of $301.4 million total funds ($578.5 million General Fund due to

Proposition 10 funding redirection, which results in savings of $200 million within the

Department of Social Services) or 5.7 percent from the revised 2009-10 budget.

Proposition 10 Funding Redirection for Child Welfare Services. The Gover nor 6s Jze
budget includes a proposal to redirect Proposition 10 funding from the California Children and

Families Commission budget to state child welfare programs serving children. This proposal

includes shifting (for five years) approximately 50 percent of the Proposition 10 revenues
currentlydirecte d t o state and | ocal accounts within th
2010-11) and a onei time sweep of state and local reserves ($308 million). The redirected

funds will generate General Fund savings of $350 million within the Department of Social

Services for child welfare programs. The reduction would target resources to high priority state
programs that would otherwise require General Fund support, while also allowing some

funding to be retained by counties to continue to fund local priorities. This proposal would

require another vote of the people of California (previous ballot measure failed to pass), and

the Administration assumes the initiative will be included in the June 2010 election.

More Litigation. The 2009 Budget Act included a ten percent rate reduction for foster family

agencies and group homes, projected to save the state $27 million General Fund in 2009-10.

The Governords 2010 budget assumes savings of &
but the ability of the state to achieve these savings is in question as outstanding litigation could

jeopardize the stateds flexibility to manage th
level the state pays for foster care, both in group homes as well as foster families, has been an
i ssue of Ilitigation and a recent court deci sion

inadequate to cover costs, and that certain mandatory cost factors were not considered when

the state developed the foster care rate. The ruling could result in additional costs for foster

care and could jeopardize the level of savings included in the budget, but the fiscal risk is

unknown at this time as DSS begins to |l ook at t

Expanded Federal Eligibility for Foster Care. The Governor 6s 2010 budge:t
decrease of $86.9 million General Fund for foster care costs as a result of the federal

government providing financial participation to all current state-only foster care cases. The

budget proposal does not provide any detail that would validate the assumption that the federal
government would now assume this additional cost for state-only cases. Additionally, the

budget includes a reduction of$26.8 million from continuation through 2010-11 of the enhanced

FMAP (6.2 percent increase to the base percent a
Adoption Assistance programs. Both proposals come with a significant budget risk if the

federal funds are not forthcoming.

County Share of Cost Increased. The Governor 6s budget includes
General Fund as a result of redirecting a portion of the county savings resulting from
reductions in IHSS and Cal WORKs to fund an incr
programs within the Department of Social Services.
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Trigger Language if Federal Funds Fail to Materialize. The Governoroés Jar
assumes receipt of $6.9 billion in additional federal funds to continue to offset General Fund
expenditures in various human services programs. The budget includes statutory trigger
language that would eliminate the transitional housing program for former foster youth,
projected savings of $36 million, if the federal funds fail to materialize (see Federal Funds and

Trigger Section on page 11).

Department of Alcohol and Drug Programs

The Governorodéds January budget proposes $592. 4 n
alcohol and drug programs in 2010-11. Overall, the 2010-11 level of expenditures is a net
increase of $7.8 million, or 1.3 percent, compared to the revised 2009-10 levels.

Eliminate Funding for Offender Treatment Program. The Governor 6s 2010 bu

a reduction of $18 million General Fund as a result of eliminating funding for the Substance
Abuse Offender Treatment Program.
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Public Safety

Department of Corrections and Rehabilitation

U Funding Reduction for Inmate Medical Care. As the overall costs of incarcerating

Californiads felons have steadily grown over
them medical care (see chart on next page). The budget includes a proposal to rein in

prison medical costs by reducing the Californ
budget by $279 million. This is a net reduction, comprised of a $532 million increase

209 million for contract medical services an:

Turnaround Plan) and a reduction of $811 million. According to the Administration, the net

of the proposed adjustments woul d bstgwhgh Cal i f
currently exceed $10,000 per inmate (excluding dental and mental health costs), into line

with those of New York, which spends approximately $5,800 per inmate. The

Administration indicates that the proposed reduction can be made without negatively

affecting the quality of inmate healthcare by doing the following:

Reducing inmate over-utilization of medical services

Reducing clinician salaries

Reducing unnecessary referrals to outside providers and specialists
Expanding the use of telemedicine

Reducing clinical staff ratios (comparable to those of other states)
Reevaluating the classifications providing inmate medical services

While the Administrationdbs overall goal of d
laudable, assuming such large savings from this proposal in the budget is risky due to

the fact that the Receiver, rather than the Department of Corrections and Rehabilitation

(CDCR), has managerial control of prison medical services. Barring a significantly

enhanced level of cooperationfromt he Recei ver going forward o
termination of the receivership, the projected level of savings will be very difficult to

achieve. The Administration admittedly did not consult with the Receiver when

developing the $811 million reduction plan, placing this proposal in the category of

significant budget risks.
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Corrections Spending Growth
Total Spending and Health Care Spending
(Dollars in Millions)
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U Full Federal Support for the Cost of Incarcerating Criminal Aliens. As part of the
Governoro6s initiative to get Caelbudfebreduncesa6s ff a
General Fund support for prison operations by $878 million and backfills the reduction with
$878 million in State Criminal Alien Assistance Program (SCAAP) funding. The Governor
has indicated his intention of making the federal government pay the full costs of its failure
to enforce federal immigration laws and border security. This proposal invites skepticism
because the federal government has historically reimbursed states for roughly ten percent
of the actual costs of incarcerating undocumented criminal aliens, despite repeated
attempts by the states to seek full reimbursement. If history is any guide, the likelihood of
increased federal funding materializing in this area is low. Failure to secure this additional
funding would contribute to the need to implement additional spending reductions. (See
Federal Funds and Trigger Section on page 11)

U Population Changes. Although institutional and parolee populations are projected to
decrease slightly overall, the proposed budget includes an increase of $176 million General
Fund for population-related workload changes. The apparent discrepancy is primarily due
to an increase in reimbursements to counties for detaining state parolees ($107 million),
expansion of out-of-state beds from 8,132 to 10,468 ($50 million), and other miscellaneous
changes. Population funding projections reflect changes that are expected to occur on the
natural (due to fluctuations in the rate of new commitments, implementation of court
mandates, recent changes in the law, etc.) and do not consider population changes that
woul d occur i f2010-1 @op@adion eeductiornr pogosals are enacted. The
details of those proposals are discussed below.

e Adult Institutions. The average daily population (ADP) is projected to decrease from
168,628 to 167,431 in 2009-10 (decrease of 1,197 compared to May Revision
projections), and to increase to 168,461 in 2010-11 (increase of 1,030 from the revised
2009-10 projections).
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e Adult Parole. Parole ADP is projected to increase from 118,371 to 118,983 in 2009-10
(increase of 612 compared to May Revision projections) and to decrease to 118,342 in
2010-11 (decrease of 641 from the revised 2009-10 projections).

e Juvenile Institutions. ADP is projected to decrease from 1,637 to 1,624 in 2009-10
(decrease of 13 compared to May Revision projections) and to increase to 1,636 in
2010-11 (increase of 12 from the revised 2009-10 projections).

e Juvenile Parole. ADP is projected to decrease from 1,690 to 1,670 in 2009-10
(decrease of 20 compared to May Revision projections) and to further decrease to
1,391 in 2009-10 (decrease of 279 from the revised 2009-10 projections).

U Population Reduction Proposals. The Governor proposes statutory changes intended to
reduce adult and juvenile institutional populations, resulting in approximately $346 million in
General Fund savings, as follows:

e Adult Institutions. The Governor proposes amending current law to require jail
sentences instead of prison sensteernicoewss foor v a
Anen ol ensseaoimeh oni-&lsreduction in ADP of2LD,66Pinmates and
associated savings of $292 million. The offenses include possession and sale of
various narcotics, check fraud, grand theft, receiving stolen property, and petty theft with
a prior. While these offenses would remain felonies for purposes of sentencing for
subsequent convictions, they would essentially be punished as misdemeanors, since
only those offenders with prior convictions of a serious or violent nature would be
punishable by a prison term.

The plan generates savings by shifting responsibility for the incarceration of these
felons to the counties without reimbursing them for the additional costs. Most local jails
are already overcrowded and many are subject to population caps. This proposal will
have a domino effect. By forcing jails to house these offenders, it will in turn force local
sheriffs to release more misdemeanants back into their communities early.

¢ Juvenile Institutions. The budget includes a decrease of $48 million General Fund and
$6 million Proposition 98 General Fund related to proposed statutory changes to reduce
the juvenile offender population by restricting the age of jurisdiction to 21, transferring
eligible wards to adult institutions, and limiting time added for bad behavior. The
Administration assumes these measures would reduce the juvenile ADP for institutions
by 398 wards.

To realize the savings, the Division of Juvenile Justice (DJJ) would have to make
program and administrative reductions proportional to the number of wards that are
transferred out. Otherwise, this proposal will simply result in higher per-ward costs for
the remaining wards.

DJJO6s track record of reducing overhead and
Furthermore, like so many oftheso-cal | ed fAref or md measures of
proposal focuses on reducing populations by releasing offenders early, rather than by

creating efficiencies through streamlining operations and services. EXxisting law allows

DJJ to maintain custody of a ward until he or she turns 25. This proposal appears to

require the immediate discharge of any ward age 21 or over that has been in DJJ6 s

custody for two years or more, and to generally discharge wards by their 21 birthday
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on a go-forward basis. The plan could result in as many as 328 wards being discharged
immediately (more than 20 percent of the current ward population), including those
committed for serious or violent offenses, unless an order for further detention is made
by the committing court.

i CDCR Trigger Reductions. | f t he Governordés plan to secure
incarcerating undocumented criminal aliens in California were to fail, it would trigger a
package of General Fund expenditure reductions intended to keep the budget in balance.
(See Federal Funds and Trigger Section on page 11.) The $280 million in projected
General Fund savings for Corrections would be achieved by:

e $172 million from eliminating all rehabilitative programs not required by the courts.

e $14 milionfromplaci ngr iisgloav seri ous and violent offen
caseloads.

e $29 million from expanding the class of crimes for which felony offenders would serve
jail time instead of prison time to include all current wobblers.

e $65 million from increasing the caseload of each parole officer (reducing parole
supervision), back to the previous 70:1 ratio.

Department of Justice

U Increase DNA Penalty Assessment to Fund Forensic Labs. The DNA Fingerprint,
Unsolved Crime and Innocence Protection Act (Proposition 69) required every felony
arrestee to submit a DNA sample for inclusion
Database (DNA Database), established a penalty of $1 for every $10 of base fine imposed
for convictions of various crimes and traffic violations, and earmarked the resulting revenue
for the Department of Justiceds (DOJOGs) cost s

the Forensic DNA Identification Database. Th
to $3 for every $10 of base fine and expands the allowable uses of the revenue to include
all costs of operating DOJ6s forensic | abs, r

approximately $45 million per year.

U Convert General Fund Clients to Fee-for-Service Basis. Existing law requires DOJ to
recover the costs of legal and investigatory services it provides to client departments that
are supported by special funds. Recovered costs are deposited in the Legal Services
Revolving Fund (LSRF). In contrast to this process, DOJ is generally prohibited from billing
its General Fund supported client departments for services rendered. Instead, it has a
direct General Fund appropriation to pay these costs. The proposed budget removes

$54 million Gener alatioffsemices dudget and Eackilldiswith i t i g
$48 million Legal Services Revolving Fund. General Fund client departments are then
allocatedapro-r at ed share of the Gener al Fund author |

new Budget Act Control Section), resulting in greater accountability for client departments
supported by the General Fund.
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California Highway Patrol

Officer Field Strength. Th e Go v e udgebimclades $87.8 million from the Motor Vehicle
Account for the phased implementation of 180 new officers in three sets of 60 officers spread

over the 2010-11 fiscal year. These positions would allow the CHP to increase the number of

officers in the field at any given time, which would helpthe Depar t ment éfrttongoi ng
reduce the mileage death rate to less than one death per hundred million miles driven.
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Transportation
Shaw v. Chi ang PublicanarespostatidnsAecoonit/Spillover Funds)

Over the last three budget acts, the state has diverted billions of dollars away from transit

funding in order to ease the General Fund obligations related to debt service payments on

current and past transportation bonds, Home-to-School transportation services, Department of
Developmental Services transportation services, and the repayment of Proposition 42 loans

pursuant to Proposition 1A of 2006. In the Shaw v. Chiang lawsuit, the Third District Appellant

Court ruled that the use of Public Transportation Account (PTA)/spillover funds for these

purposes was invalid. The Supreme Courtrej ect ed t he stateds Petitio
upholding the ruling of the Third District Court of Appeal. Since the court case was based only

on the 2007-08 PTA/spillover funding diversion, the state was directed to repay only the

2007-08 amount of approximately $1.2 billion. The court did not speak to the use of an

additional estimated $1 billion in 2008-09 and $900 million in 2009-10 of PTA/spillover funding

that was also diverted. At this time, the Administration has not redirected the $900 million to

General Fund activities for 2009-10; therefore, leaving a hole in the current year budget of this

amount. The disposition of the 2008-0 9 f undi ng remains unresol ved.
eliminate approximately $1 billion in future annual General Fund savings.

This budget does not include any repayments of the $1.2 billion in transit funds identified
above nor does the budget include any funding shifts associated with the court case in
2009-10 and ongoing. The Administration continues to appeal the repayment decision.
However, the Administration does propose an alternative approach (discussed below).

Excise Tax Swap. The Governor 6s budget proposes to elir
6.0 percent plus an additional temporary 1.0 percent) on gasoline and diesel fuel while
increasing the excise tax on gasoline and diesel fuel by 10.8 cents to partially replace these
revenues. This would maintain funding for transportation programs and reduce net taxes paid
by consumers by $976 million. This will result in an overall decrease in taxes on motorists of
about five cents per gallon, see chart on next page. By replacing the sales tax with an excise
tax there would be a permanent revenue loss to transit funding while maintaining baseline
Proposition 42 funding of $1.3 billion for highways and local roads. The remaining $603 million
in new excise tax revenues would be directed to the payment of highway bond debt service in
2010-11. In future years, the excise taxes will be adjusted to allow for the increasing amount
of debt service costs associated with Proposition 1B bonds. This shift would affect the
Proposition 98 education calculation and result in an $836 million guarantee reduction, (see
Education Section on page 16).
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Existing Transportation Fuel Taxes

($ in millions)

Total Spending - $6,024 million

Excise Taxes On Fuels General Fund Uses (prior to court decision) - $1,153 million
18 cents per gallon

State Sales Taxes On Fuels
Local Streets and 6% or about 16 cents per gallon

Roads $1,088
Prop 42 Highways
$1,258

Public Transit Account
$1,658

State Highway Account
$2,020

Proposed Transportation Revenues

($ in millions)

Total Spending - $5,041 million

General Fund Benefit - $675 million from highway debt service
plus $254 million from transit debt service (from prior year
Excise Taxes On Fuels revenues)

28.8 cents per gallon o - ) .
Additional Proposition 98 guarantee reduction of $836 million
Net Tax Cut - $976 million

Local Streets and Replace Prop 42
Roads $1,088 Highways $1,258

GF Debt Service $675

State Highway Account
$2,020 Tax Cut $976

46




Intercity Rail and some transportation planning costs will continue to be funded from the PTA
until those funds are exhausted in 2011-12. At that time, another funding source will need to
be determined. This proposal is part of the Proposition 58 Special Session.

Non-Article XIX Funds Used For Debt Service. The budget proposes to use $72 million in
Non-Article XIX State Highway Account funds to offset General Fund costs for the payment of
debt service on a portion of Proposition 116 rail bonds.

Transit Related Debt Service. This proposal would use revenue in the PTA to pay transit
programsé bond debt service. -10rRnd&264mihioainPTA, $57
2010-11 would be used consistent with the recent Shaw v. Chiang court decision.

State Transit Assistance. The Governoro6s proposed budget 1inc
Proposition 1B bond funds for the funding of local transit projects.

Public Private Partnerships (P3). An increase of $3.45 billion federal funding (continuous
appropriation authority) over the next 30 years ($115 million per year) to attract private
partners and investors in comprehensive development lease agreements for transportation
projects. The funding would be used to pay private partners that have taken on the
responsibility for the design, construction, non-tolling related operations and maintenance,
capital maintenance, and facility rehabilitation of projects thus providing the state access to
private capital. The private partner would generally be compensated with a periodic payment
predicated on lane availability, level of service, and other factors. The proposal is intended to
complement SBX2 4 (Cogdill) of 2009, which provided broad authority for the state to enter in
P3 projects such as toll roads.

Air Quality Fleet Mandates. This proposal would provide an increase of $57.3 million in State
Highway Account funds to retrofit 147 vehicles and replace 288 others to comply with various
federal and state air quality mandates. The state continues to direct large amounts of
resources to air quality requirements that are mostly self-imposed and hurt our business
climate and economic growth.

Tort Reform. The Governor proposes to i ntr kediyorethel egi s
amount of damages for non-economic losses that can be awarded in personal injury lawsuits

related to car accidents that occur on the state highway system. The monetary awards for
non-economic damages would be capped at $250,000 per individual or $500,000 per
occurrence and | imit the stateds I|iability to I

Project Initiation Document (PID) Reimbursement. The budget proposes to shift the costs
of developing PIDs for local projects to local agencies. This would save the state $12.5 million
in State Highway Account funds that could be used instead for state projects. A cooperative
agreement would be developed between the Department of Transportation and the local entity
prior to any PID development work to identify how the resources would be used.

High-Speed Rail. The budget proposes $956 million of funding ($581.4 million in Proposition

1A bond funds and $375 million in Federal ARRA funding) to continue environmental planning,
preliminary engineering, and land purchases to build the system.
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Redirecting Tribal Gaming Revenues. The budget continues to transfer $95 million in tribal
gaming revenues to backfill the General Fund. This funding would otherwise go to repay
transportation special fund loans from 2001-02 and 2002-03.
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Resources & Environmental Protection
CAL FIRE

Emergency Fire Suppression General Funds Operational Decrease. The budget
proposes to decrease CAL FI REédneral Fundeexpgndituresy f i r
by $32.8 million down from the estimated $255.8 million emergency fire costs included in

2009-10. The Budget proposes $223mi I | i on f or CAL FI RE6s emerg
in 2010- 11, which reflects the historical average of firefighting costs over the past five

years and additional federal reimbursements.

Emergency Response Fund. The Administration proposes to shift $200 million in

baseline fire protection services from the General Fund to the Emergency Response Fund

(ERF) that would be created if the Emergency Response Initiative (ERI) is enacted.

Furthermore, an additional $38 million and 233 positions are proposed to be funded from

the ERF starting in 2011-12 to provide additional staffing on fire engines statewide, provide

Aircraft and Vehicle Location Systems on fire equipment, and for the replacement of CAL

FI RE6bs fleet of eleven helicopters as part of
Plan. The purchase of the helicopters would begin in 2012-13 and extend through 2016-

17. This proposal is part of the Proposition 58 Special Session. (See Statewide Isues

Section for details on the Emergency Response Initiative proposal on page 59)

Legislative Funding of Baseline Budget. The Administration has included an ongoing

baseline budget reduction of $26 million for CAL FIRE in the 2010-11 proposed budget.

This reduction is based on the Administration
agreement with the Legislature for the 2009 Budget Act would be an ongoing funding

source for CAL FIRE.

Department of Fish and Game

Department of Fish and Game Funding. The budget proposes an increase of

$30 million General Fund to restore support that it reduced in the 2009 Budget Act.
However, the budget also contains a $5 million General Fund reduction for recreational
hunting and fishing programs. This would include reductions to habitat management
activities that affect game species that support sport hunting, and fisheries management
activities for marine and freshwater sport fishing.

Additional Warden Positions. The budget proposes an increase of $2 million Fish and
Game Preservation Fund for 6.7 additional warden positions to improve enforcement of
fish, wildlife, pollution, and habitat protection laws.

Department of Water Resources

State Water Project Facilities. The Administration proposes an increase of

$22.6 million, including $15.1 million Proposition 84, for recreation and fish and wildlife
enhancements at State Water Project facilities. Proposed amendments to the

Davis- Dolwig Act are to clarify the Legislatur e s consti tuti onal appr o]
provide an annual transfer of $7.5 million from Harbors and Watercraft Fund to Department

of Water Resources for boating- related recreation and fish and wildlife enhancements. It is
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unclear how much of these transferred funds paid by boat user fees and fuel taxes will be
used for actual boating improvement.

FloodSAFE Program. The Budget proposes an increase of $210.8 million in Proposition
13, 84, and 1E bond funds to evaluate, repair, and strengthen critical levees in the Central
Valley and the Delta, provide grants and subventions to help local governments to protect
their communities from flooding, and continue the development of the Central Valley Flood
Protection Plan.

Other Resourceso6Proposals

Delta Water Legislation. The Governor proposes an increase of $70.5 million and 47.4

positions to implement the water legislation enacted in the Seventh Extraordinary Session

of 2009, thatisintendedtor est or e t he Del t a andtermwattr ess t he
needs. This reflects the establishment of the new Delta Stewardship Council and

Sacramento-San Joaquin Delta Conservancy and funding for the Delta Plan. The funding

will consist of Environmental License Plate Fund and Proposition 84 and 50 bond funds.

Funding State Parks from Tranquillon Ridge Oil Revenues. The Governor 6s bu
proposes to reduce the Depart ment$ldomilidhar ks an
General Fund and backfill with revenues generated from the Tranquillon Ridge Oil lease. It

is estimated that the Tranquillon Ridge oil lease will generate $1.8 billion in advanced
royalties over the next 14 years. The Govern
Commission will approve the lease proposal. However, if the Commission does not

approve the lease, legislation will be necessary. This proposal will be part of the

Proposition 58 Special Session.

Board Elimination and Consolidation. Pursuant to SB 63 (Strickland) of 2009, the

Budget reflects the elimination of the California Integrated Waste Management Board and

the consolidation of its activities with the
Recycling into a new Department of Resources and Recycling and Recovery (CalRecycle).

This reflects a net decrease of $2 million in special funds.

Beverage Container Recycling Program. The budget proposes an increase of

$54.8 million General Fund in 2009-10 and $98.2 million General Fund in 2010-11 for the

repayment of loans made from the Beverage Container Recycling Fund. Along with these
repayments, the Governor has proposed to reform this program which would include

placing the cost of recycling into the price paid by consumers, eliminating several recycling
programs and subsidies, and requiring the Beverage Container Recycling fund

expenditures to go through the budget process. The intent is that consumers would start

paying a higher container fee (1 cent to 5 cents per container) once the General Fund

loans have been fully repaid in 2013-14. The higher fee would not be redeemable by the

consumer which would allow processing payments to be paid directly from a portion of the

California Recycling Value (CRV). The purpose of the increased container fee is to change
peopl ebs behavior and have t hheant cairoeo scke eomd df B¢
the environment . This could be called an AEc
loan repayments and a one-time revenue increase of distributor payments, the program

would experience no proportionate reduction for the January 1 June 2010 period. This

proposal is part of the Proposition 58 Special Session.
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Renewable Portfolio Standard and Renewable Transmission. The Governor 6s

proposes an increase of $1.8 million Public Utilities Commission Utilities Reimbursement
Account to provide staff and resources for transmission siting that will assist the state in
achieving a 33-percent Renewable Portfolio Standard by 2020 (consistent with Executive
Order S-14-08).

Environmental Fee Increases. T h e Go v dudgebproposes the following fee increases:
State Water Resources Control Board

National Pollutant Discharge Elimination System Program. Replace $1.4 million
General Fund with Waste Discharge Permit Fund. This would require NPDES permit costs
to be raised.

Irrigated Land Regulatory Program. Replace $1.8 million General Fund with Waste
Discharge Permit Fund. This would increase fees on irrigated land owners for waste
discharge requirements, conditional waivers, and NPDES permits.

Landfill Disposal Program. Shifts $2 million in authority from the Integrated Waste
Management Account to the Waste Discharge Permit Fund. This would require additional
fees be imposed on active landfill sites.

Water Rights Program. This program would increase fees by $7.9 million due to fund
shifts and new legislation. First, there would be a shift of $3.2 million General Fund to the
Water Rights Fund. Furthermore, pursuant to SB X7 8 (Steinberg) of 2009, water rights
fees would increase by $3.8 million to establish or augment dedicated investigations and
enforcement units at the State Water Resources Control Board. Lastly, SBX7 1 (Simitian
and Steinberg) of 2009 and SBX7 8 (Steinberg) of 2009 contain program requirements that
increase water rights fees by $926,000. This would require water rights holders to pay
higher fees per acre foot of diverted water.

Water Quality Certifications for FERC Hydroelectric Projects. This proposal would
increase costs by $603,000 for new positions to expedite the process to relicense existing
and new hydroelectric projects. Increase fees for projects undergoing FERC licensing.

Underground Storage Tank Cleanup Fund. This proposal is for a one-time budget
increase of $158 million in 2010-11 and $48 million in 2011-12, pursuant to AB 1188
(Ruskin) of 2009, to be funded by the increase in the petroleum storage fee by .006 per
gallon of petroleum stored. The revenue would be used to pay for program oversight and
claims resulting from costs associated with cleanup or storage tank removal activities. The
fee will be paid by petroleum underground storage tank operators.
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Department of Conservation

Orphan Facility Remediation. This proposal requests additional funding of $1 million for
a 4-year period to remediate orphan oilfield production facilities within the state. This
proposal would increase the assessment rate on the oil and gas industry.

Department of Pesticide Regulation

Structural Pest Control Board. Increase of $1.7 million in fees to continue existing
operations by the Structural Pest Control Board. The fee is paid by structural pest control
operators and companies. The fee would increase from $1.50 to $2.50 per pest inspection
report for wood destroying organisms.

Department of Resources, Recycling and Recovery

Used Oil Recycling Program. Increase of $5 million in 2009-10 and $10 million in
2010-11, pursuant to SB 546 (Lowenthal) of 2009. This proposal increases the fee
charged to oil manufacturers from $.04 to $.065 (per quart) and $0.16 to $0.26 (per gallon).

Air Resources Board

AB 32 Fee Increases. PursuanttoAB 32 ( Nunez) of 2006, the Go
budget includes $63.4 million in fees to fund climate change activities. Of these fees,
$36.5 million is for on-going activities and $26.9 million is for loan repayments to the Motor
Vehicle Account and the Beverage Container Recycling Fund. The Air Resources Board
will begin to collect these fees in September of 2010. This proposal would increase fees on
power plants, manufacturing facilities, and other businesses.
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Labor and Workforce Development

Employment Training Panel (ETP). The Governor's Budget proposes $230 million
Unemployment Compensation Disability Fund (UCDF) to expand employment opportunities in
California. This includes $140 million for employers and training providers that deliver training
for unemployed and underemployed individuals, as well as for employment expansion and job
retention, and $90 million to provide employers $3,000 incentive for each unemployed
individual who maintains their employment for a minimum of nine months.

Over the life of the California Jobs Initiative a total of $500 million will be provided to expand
employment opportunities in California resulting in 140,000 individuals obtaining higher paying
jobs and providing 100,000 currently unemployed individuals with a job. Funding for this
initiative would be provided by a loan from the UCDF. This loan would be repaid by assessing
the Employment Training Tax on employers who have a negative reserve balance on their
unemployment insurance accounts. Under existing law, these businesses (primarily
construction, food service and agricultural industries) are not required to pay that tax.
The impact on business would be a tax increase of about $7 per employee. (See California
Jobs Initiatives Section on page 61).

Division of Labor Standards Enforcement Fund Shift. The Governor's Budget includes a
$21.6 million General Fund reduction to be replaced with $21.7 million from the Labor
Compliance and Enforcement Fund for the full-year implementation of increased employer
fees established in 2009-10.

Employment Development Department Information Technology Projects

U Automated Collection Enhancement System (ACES). The Governor's Budget includes
$31.4 million ($24.6 million General Fund) to implement ACES, which will provide a fully
integrated and automated tax processing system that will use state-of-the-art employer tax
collection, storage, audit and account management, and data retrieval technologies. The
tax revenue increase associated with implementing ACES is estimated to be $42.1 million
General Fund for 2010-11.

U Disability Insurance Automation (DIA) Project. The Governor's Budget includes
$34.0 million Unemployment Compensation Disability Fund for the fifth year of the DIA
Project, which will allow claimants, medical providers, and employers to use the Internet to
submit claims data.

U0 Unemployment Insurance Modernization Information Technology Projects. The
Governor's Budget includes $25.0 million American Recovery and Reinvestment Act
(ARRA) funds for Single Client Database (SCDB), Alternate Base Period (ABP), and
Unemployment Insurance Modernization (UIMod) projects. A Spring Finance Letter will be
submitted to request authority to use the remaining ARRA funds for five additional
e-government projects.

53



Employee Compensation

Review of 2009 Employee Compensation Reforms. The Governor 6s 2010 bu
proposals that will build upon the reform proposals included in the 2009 Budget Act. The

reforms included in the 2009 Budget Act were a small piece of the overall employee

compensation reform proposals proposed by the Administration in 2009-10, but revising the

level of compensation for state employees, whether through holidays, overtime pay, health
benefits, or retreme nt benefits is critical to the statebo:
years and it will be necessary to continue the push for additional major reforms in 2010-11.

Following is a brief recap of the employee compensation reforms implemented with the

passage of the 2009 Budget Act:

U State employees are required to take three furlough days per month, resulting in savings of
$1.3 billion General Fund in 2009-10 (program scheduled to end June 2010). The program
results in a pay reduction of about 14 percent, and does not affect retirement or any other
benefits. Currently, the state faces litigation around this issue (see Furlough section below).

0O Two state holidays (Columbus Day and Lincolno
worked on all remaining holidays eliminated. Employees required to work on holidays will
receive holiday credit for use at another time.

U Overtime now computed based on actual time worked. The state no longer counts leave
time (including sick leave and vacation time) as time worked for overtime purposes.
Instead, employees become eligible for overtime pay once actual time worked exceeds the
required threshold.

Furloughs WIllLEnd. The Governordés 2010 budget assumes th
in June 2010. There are currently a number of lawsuits challenging the constitutionality of the

furl ough progr am. Il n one matter, the court rule
within the statedos dorreectidomal | fagihlsi t insd e@slel
three days a month) was violating labor laws. Additionally, three other cases have recently had

decisions come down that rule against the Administration. The judge in those cases said the
Governoro6s reliance on the stat eabdiledaimidne gency Se
Administration has won some of the cases and lost some. All are on appeal and will ultimately

be decided upon by the California Supreme Court. If a trial court judge agrees to restore state

wor ker s pay whil e t he het@uwts the staie callld fade a lmudggthiskt h e h
in the hundreds of millions in 2010-11.

Salary and State Workforce Reductions (The 5/5/5 plan). In lieu of continuing the
furloughs, the Governorods January budgetesi ncl ud
that would result in savings of $1.6 billion General Fund in

2010-11. The proposals include the following:

0 The Governoro6s budget proposes a five percent
effective July 1, 2010, and assumes savings of $529.6 million General Fund in 2010-11.

0 The Governorod6s budget al so proposes increasin
five percent and reducing the employer contribution accordingly effective July 1, 2010. The
proposed 2010-11 budget assumes savings of $405.8 million General Fund as a result of
this proposal.

54



U Additionally, the budget proposes a reduction of $449.6 million General Fund to be
achieved through a five percent increase in salary savings. An Executive Order would
require that Agency Secretaries and Department Directors act immediately to achieve the
five percent reduction by July 1, 2010. It is expected that attrition will be the primary factor
in achieving the increased salary savings. The constitutional offices are not included in the
workforce cap because the 2009 Budget Act included a permanent reduction that achieves
the savings to the level of the cap proposed. As can be seen in the Growth of State
Employees chart (see State Employee Growth Chart on page 67), employee growth has
been consistent, with the most significant growth occurring in the Department of
Corrections and Rehabilitation, growing nearly 15 percent over the past ten years.

Trigger Language if Federal Funds Fail to Materialize. The Governoro6és Janu
assumes receipt of $6.9 billion in additional federal funds to continue to offset General Fund
expenditures throughout the state. The budget includes statutory trigger language that would

reduce state employee salaries by an additional five percent, resulting in savings of

$508 million General Fund, if the federal funds fail to provide the additional funding (see

Federal Funds and Trigger Section on page 11).

Health Benefits-Unfunded Liability Still Exists. The state continues to face unfunded

liabilities in the tens of billions for retiree health care costs. Like many employers, governments

in California often pay for health and dental insurance for their employees and eligible family

members after retirement. Costs for retiree health benefits have been rising quickly, increasing

faster than both inflation and the overall growth rate of government spending. However, unlike

the statebdbs pension plan, retiree health benef.i
benefits are paid for in the year the benefits are used by the retirees, sometimes referred to as

a f4saypu-g o 0 ap pr o a c k08, tha statearfust W Quantify and report the

unfunded liability for retiree health care costs under new government accounting rules.
Recommendations for addressing the unfunded liability include prefunding the liability with

General Fund, above what is expended now for current year costs. This would be similar to

how the retirement liability is handled, but the state has not had the revenue to redirect

towards prefundingthes e benefits, and although the Govern
changes that would drastically reduce the unfunded liability in subsequent years (see Health

Care Reform below), the budget does not include any additional General Fund towards this

effort in 2010-11.

Health Care Reform 2010. Although CalPERS has recently taken some steps towards

reducing the overall cost of providing health benefits (such as co-payment increases,

elimination of high-cost hospitals from provider networks, adoption of regional pricing, and

providing incentives to purchase over-the-counter drugs), there is still more to be done. The
Governoré6s 2010 budget includes major reform pr
reforms would save the state billions of dollars,r educi ng t he present value
actuarial liability for health care by an estimated $6 billion, from $47.9 billion to $41.9 billion.

The Governoros initiatives for active/retiree h

U Grant the state authority to seek competitive bids in order to lower the cost of retiree
health care coverage. The proposal would provide the state with the authority to
purchase health care from a provider other than CalPERS, giving the state instead of
CalPERS the ability to determine plan designs and the level of monthly premiums. The
Governor6és budget assumes $1-B12gro®ingtd | | i on i n
approximately $300 million annually factoring in a growth rate of three percent.
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U Reduce state health care contributions. The Administration proposes to change the
stateds contribution for retireell@affomh f or
100 percent of the average premium to be consistent with active employees
(contribution required for active employees currently 85 percent of premium). The
Administration estimates the policy change would result in an estimated $19 billion
reduction to the accrued actuarial liability through 2040.

U Lengthen health care vesting to 25 years for new employees. New employees would
fully vest for lifetime health care benefits only after 25 years of service, rather than the
current 50 percent vesting after ten years and 100 percent vesting after 20 years. The
Administration estimates the policy change would result in an estimated $50 billion
reduction to the accrued actuarial liability through 2040.

California Public Employee Retirement System-Multibillion Dollar Losses. Along with
retirement funds and mar ket funds nationwide, C
significant drop in the value of their assets (approximately 25 percent). Given the recent drop

in value, the state can expect to pay more for CalPERS contributions in 2010-11. How much

more should be expended is the question. In December, the Administration sent a proposal to

CalPERS Board seeking approximately $1.4 billion in additional contribution funding levels.

The Administrationds position is thatdollarhe st at e
investment losses as quickly as possible rather than defer the cost. However, on December

16, 2009, the Cal PERS Board went against the Go
smaller rate hike, about $200 million above last year ($1.9 billion General Fund in 2010-11). If

the Board had gone along with the Governor 6 s request, the Legislatur
powerless to block the higher increase as CalPERS has sole authority to set its contribution

rates. The state can pay more than CalPERS demands, but only if the Legislature agrees.

State Employee Retirement Compensation-Pension Reform. The Governor proposes

changes to the statebs employee retirement «comp
expansions that have resulted in unsustainable retiree pension formulas and in an attempt to

bring about long-term structural reform that would help the state maintain fiscal balance, the

Governor proposes, for new hires only, to return retirement formulas to pre-SB 400 levels (see

chart in Governor 6s b3far details) The imtiatvecisestimated tosave p a g e
the state $74 billion through 2040.

56



General Government

California Science Center. The Governor's Budget proposes a $12 million General Fund
reduction to be offset by new admission fees. Details on fee levels are unknown at this time,
but are proposed to be comparable to other science centers around the country, such as the
Maryland Science Center, Carnegie Science Center in Pittsburgh, and Orlando Science
Center.

Franchise Tax Board

0 Revenue Backlog Clearance. The Governor's Budget includes $14.7 million General
Fund and 158.0 temporary help positions to partially restore the impact of furloughs on
revenue generation programs. The furloughs resulted in reduced call center hours,
delayed mail functions, delayed returned processing, delayed auditing functions, reduced
enforcement efforts, reduced tax tap activities, etc. This proposal is projected to generate
$50 million in new General Fund revenues in 2010-11.

U Enterprise Data to Revenue (EDR) Project. The Governor's Budget includes $7 million
General Fund for the second year of the EDR Project, which is a multi-year effort to
enhance FTBO0s filing, audit, and collections
accessible by all branches of FTB. This funding will generate $20 million in new General
Fund revenues in 2010-11 by providing resources to clear a backlog of business entity tax
returns.

U Federal Treasury Offset Program (FTOP). The Governor's Budget includes $850,000
General Fund for FTB to participate in the FTOP. Under FTOP, the federal government will
withhold federal tax refunds and other federal payments from persons who owe unpaid tax
to the FTB. In return, FTB will withhold state tax refunds and other state payments from
persons who owe unpaid tax to the federal government. This program will generate
$6 million in new General Fund revenues in 2010-11.

Department of Consumer Affairs. Consumer Protection Enforcement Initiatived The
Governor's Budget includes $12.8 million to enhance DCA's enforcement and oversight of
licensees in health-related professions and to improve consumer protection. The initiative is
proposing to streamline and standardize the complaint intake/analysis process, reorganize
investigative resources, and decrease the average processing time for complaint intake,
investigation, and prosecution from three years to 12-18 months by 2012-13.

Office of Administrative Law

U Fee-for-Service Funding Shift. Th e Go v e udgebaliniratesBseneral Fund support
for the Office of Administrative Law (OAL) for projected savings of $1.7 million, shifting its
entire operation to a fee-for-service model. Under the proposal, OAL would directly bill
client agencies for review of proposed administrative regulations, underground regulation
investigations, training, and other services.
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Department of Veterans Affairs

The Governorodéds budget provides $236 million Gen
17 percent over the 2009 Budget Act. No new budget reductions are proposed for 2010-11.
The funding increase consists primarily of the following:

U $8.3 million to fund Phase IV of the activation of the veterans homes in West Los Angeles,
Lancaster, and Ventura.

0 $12.0 million to fund the full-year cost of recently expanded programs.
0 $17.2 million for an adjustment to lease revenue debt service.

Housing

Department of Housing and Community Development

The2010-11 Governords Budget proposes $386.1 milli
housing and community development (HCD) activities. This represents a decrease of

$600 million from the revised 2009-10 budget, mainly due to the previous acceleration of

Proposition 1C bond funds in the current year, leaving a smaller residual amount of bond funds

left to be allocated. With the allocations proposed for 2010-11, Prop 1C will be nearly

expended, with only a small amount left, mostly for parks and continued administration of the

grants and loans.

Proposition 1C Implementation. The Housing and Emergency Shelter Trust Fund Act of

2006 (Proposition 1C), authorizes a total of $2.85 billion for various housing programs. The
Governor6s Budget assumes | ocal assistance bond
2010-11. The budget proposes the following program distributions that will assist in the

development of affordable housing, including the following:

0 $60 million for incentive grants for capital outlay related to infill housing development
$86 million for homeowner assistance programs

$15 million for affordable multifamily rental housing and supportive housing

$5 million for the affordable housing innovation program.

$26 million for transit-oriented development

$20 million for the Joe Serna Farmworker Housing Program

$3 million for Emergency Housing Assistance

$5 million for homeless youth housing

c: c: c: c: c: cC:

$30 million for housing related parks in urban, suburban and rural areas
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Statewide Issues
Emergency Response Initiative

Fourth TimedBhea Admirmi. s tonca agaioravives the Ensgemgency

Response Initiative (ERI) that was rejected during deliberations on the 2008-09 and 2009-10

budgets. The latest version of the initiative would charge all residential and commercial

property owners a 4.8 percent surcharge on their property insurance premiums. First
introduced as the fAWil dl an dheB0080% i @dve rnngo rldnsi th ua
and subsequently modified and reintroduced as the ERI during the 2008-09 May Revision and
the2009-1 0 Governor6s Budget, the plan has repeatec
tax increase, despidtwer dhheaer qqadomi ma rsitk eart .i o nBac m t |
proposed, the plan has included a larger surcharge than before. The current proposal nearly

guadruples policyholder costs since the original 1.25 percent charge included in the January

2008 version. Perhaps further increasing the cost to taxpayers will make this a better plan?

The new ERI revenues (projected to be $238.1 million in 2010-11 and $478.6 million annually

thereafter) would be deposited in the Emergency Response Fund (ERF) and used to offset the
Department of Forestry and Fire Protection6 § CAL FI RE&6s) f i r eenhamcet ect i o
the stateds emergencgndiosesppnosée € apdsdsteraegpomse s e s 0
and recovery efforts. In 2010-11, ERF funds would be provided to the California Emergency
Management Agency (Cal EMA), and CAL FIRE, as follows:

0 Cal EMA. $792,000 to establish new collection and compliance units within Cal EMA to
oversee collection of the new tax.

0 CAL FIRE. $200 million to replace General Fund supportfor CALF1 RE&6s f i refi ght
capabilities. (See ResourcesSect i on for details on CAL ofFl REO:
page 49.)

Beginning in 2011-12, the ERI would provide funding to improve the state's emergency
response capabilities, including enhancements for CAL FIRE, Cal EMA, the Military
Department, and additional support for the state's mutual aid system. These enhancements
include funding for new fire trucks, helicopters, specialized firefighting equipment, and
personnel. Over a five year period, the Administration projects that the ERF will accumulate a
reserve of approximately $600 million, which begs the question whether the proposed
surcharge rate is appropriate.

Mandates Deferral. The Governor's Budget includes $84.2 million ($81.5 million General

Fund) to reimburse local agencies for state reimbursable mandate. This amount is net of (1) a

one-time reduction of $137 million related to suspending most mandates not related to

elections, law enforcement, or property taxes (consistent with suspensions included in the

2009 Budget Act), and (2) a one-time reduction of $95 million related to deferring the 2010-11

payment of the mandates obligation for costs incurred prior to 2004-05, which are statutorily

required to be completely paid by 2020-21. This $95 million will be spread over the next ten

years to complete the total payment-ti m&houigth ft d
similar deferrals that have occurred over the last two years.

Williamson Act. In July 2009, the Governor vetoed $27.8 million General Fund and
suspended local subventions related to the Williamson Act. In the past, this funding
reimbursed local taxing agencies to partially offset the loss of property tax revenues related to
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contracts with local landowners agreeing to limit use of their land to agricultural, scenic, or
open space purposes in exchange for reduced property taxes. Local governments are able to
cancel contracts if state funding is eliminated, but they can not start collecting taxes on the
property O6fidl value until four years has elapsed. The Governor's Budget continues this
suspension into 2010-11.

Proposition 1A Revenue Bonds, Series 2009. The Governor's Budget includes $90.8 million
General Fund for interest payments on bonds that were sold by local governments to backfill
the $1.9 billion in property tax revenues that the state borrowed from local governments in
2009-10 pursuant to Proposition 1A of 2004. Enacted in July 2009, Chapter 13 suspended
Proposition 1A and Chapter 14 established borrowing and repayment mechanism for property
taxes to the state and allowed local agencies to securitize Prop 1A receivables in the interim.

Oversight of American Recovery and Reinvestment Act (ARRA) Expenditures. The

Governor's Budget includes $10.5 million ($3.2 million to be recovered under ARRA and

$7.3 million General Fund)t o over see the stateds use of ARRA
to the following agencies:

0 $4.0 million to the California Recovery Task Force, which was established to ensure the
state receives the optimal benefit from ARRA and that funds are deployed strategically and
in a manner consistent with federal requirements.

U $3.4 million to the Inspector General to protect the integrity and accountability of the
expenditure of ARRA funds in California by preventing and detecting fraud, waste, and
misconduct in the use of those funds.

0 $2.4 million for the St atseundGiscal tontmlloveebottt s Of f i c
receipts and disbursements of public funds by reviewing all ARRA disbursements and
additional local government single audit reports, conducting high-value field audits, and
making information regarding local government ARRA expenditures public.

0 $700,000 for the Bureau of State Audits to conduct additional audits of state agencies
receiving ARRA funding as part of the statewide Single Audit program.

Debt Service. General Fund expenditures for debt service will increase by $376 million
(30.9 percent) to reflect the projected sale of General Obligation bonds and lease revenue
bonds to pay for infrastructure projects.

U General Fund debt service increases by $176 million from $4.83 billion in 2009-10 to
$5.01 billion in 2010-11, as follows:

¢ $56.3 million increase in General Obligation debt service to reflect additional debt
service from recent sales,

e $119.8 million increase in lease revenue bond debt service to reflect recent bond sales.

U And, there is a $200 million decrease in 2009-10 primarily from lower-than-projected
interest and other costs, and than an increase related to a more conservative estimate of
interest and other costs related Revenue Anticipation Note borrowing in 2010-11.

Trailer Fee Revenue Backfil. The Governor 6s Budgaa$llBmibipnoses t ¢
General Fund that backfills revenues local government lost when the state changed the

manner in which weight-based fees are assessed for commercial truck trailers. These funds

were used by counties for non-realignment related mental health, public health, and social

services activities.
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Governoraves I niti at

The Governor announced several policy and budget initiatives in his State of the State
address. These are broad measures that seek to address issues regarding job creation, prison
spending, pension reform, and assistance for veterans. These initiatives and their budget
implications are discussed below.

California Jobs Initiative

1) Create 100,000 new jobs and train an additional 140,000 Californians. The Initiative
proposes a partnership between Employment Training Panel (ETP), Community Colleges,
and other workforce development organizations to deliver training focused on green jobs
and other key industries prioritized by ETP. This initiative would provide:

0 $200 million to employers for training new employees or retraining existing
employees for a new job. Employers would be reimbursed for training expenditures
through ETP after the person has been gainfully employed for three months.
Average reimbursement for each employee would be approximately $1,400.

U $300 million to employers for every individual they train who was previously
unemployed. Employers would receive $3,000 for each unemployed worker who
completes ETP training and stays on the job for nine months.

The intent of this initiative is to create or retain 100,000 jobs and to provide training to 140,000
individuals. The Governor estimates that combined funding for training and new hire grants is
equivalent to the state paying half the payroll tax for each new employee for a year.
Unfortunately, it appears that the $500 million loan from the unemployment compensation
disability fund to finance the proposed new training programs would be repaid by assessing
the Employment Training Tax on employers who have a negative reserve balance on their
unemployment insurance accounts. Under existing law, these businesses (primarily
construction, food service and agricultural industries) are not required to pay that tax. The
impact on business would be a tax increase of about $7 per employee.

2) Streamline regulations to expedite shovel-ready projects. The Initiative would
authorize the Business, Transportation, and Housing Agency to select a specified number
of projects that have completed the environmental impact review (EIR) process and deem
those projects as approved and not subject to legal challenge. Bypassing unnecessary
legal challenges could expedite construction projects to create jobs.

3) Extend the homebuyer tax credit to encourage homeownership. The Initiative
proposes $200 million worth of tax credits to extend and expand the $10,000 homebuyer
tax credit to include the purchase of existing homes. The buyer could not be a dependent,
and could not purchase a home from a relative. In February 2009, Chapter 11, Statutes of
2009 (SBX2 15/Ashburn) established a Personal Income Tax credit of up to $10,000 only
for the purchase of a principal residence that has never been occupied. The previous
credits were available on purchases that occurred between March 1, 2009 and
March 1, 2010.

4) Eliminate sales tax on green tech manufacturing equipment. The Initiative pledges
support for AB 1111 (Blakeslee), which would provide a sales tax exemption on the
purchase of manufacturing equipment for advanced transportation, renewable energy and
other clean technology projects. This bill would codify existing authority under the
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California Alternative Energy and Advanced Transportation Financing Authority to exempt
zero emission vehicle manufacturers from sales tax on the purchase of new equipment.
The Board of Equalization estimates that AB 1111 would reduce total sales tax revenues by
about $20.3 million ($13.5 million General Fund) annually. The fiscal impact of this
proposal is not included in the Governor's Budget.

5 EIl'i minate frivolous | awsuits that (phemiasve Cal i
will propose a variety of statutory changes to regulations that govern class action lawsuits,
product liability suits, and will seek to cap punitive damage awards. The intent is to
eliminate frivolous lawsuits that lead to large settlements and payments to attorneys and
provide little value to consumers at the expense of California businesses.

Cal i forniads un eumgnillyinyhsmemge of 122 percent te 12.5 percent. The
stateds number one priority shoulccatibggobstand spur t
getting people back to work. The California Jobs Initiative is interesting to the extent it takes
steps to prepare employees for new jobs, expedite the initiation of construction jobs, and
stabilize the business climate by reducing unnecessary and unanticipated business costs.
There may be additional opportunities to stabilize the economy and motivate businesses to
create jobs that are not identified in the Gove
(a) Evaluating opportunities to reduce cumulative payroll taxes for all California businesses;
(b) Broadening the manufacturing equipment sales tax exemption to include all California
manufacturing companies;
(c)Restoringc | arity and certainty regarding workero
ratings;
(d) Relieving regulatory burdens to provide employers with more flexibility in how they
manage working hours (establish the 40-hour work week);
(e) Clarifying laws to limit litigation regarding meal and rest periods;
() Giving more flexibility to employers to determine when employees take breaks; and
(g) Repealing Chapter 375, Statutes of 2008 (SB 375/Steinberg), which developed
stringent, state-imposed new growth guidelines that erode local control and hamper
needed housing and economic growth.
(h) Repealing the Employment Training Tax (0.1 percent on the first $7,000 of wages for
each employee) to reduce employment costs on business.

Constitutional Prison Spending Limit

Shift funding from prisons to higher education. The Governor proposes a Constitutional
Amendment to ensure that California does not spend more on its prisons than on its
institutions of higher education (University of California and California State University).

The Governorodos proposal would begin shifting fu
2011-12, roughly reversing the percentages by 2014-15 to no more than seven percent

spending on prisons and at least ten percent spending on higher education. The reductions in

prison spending would be made possible through privatization of the construction and

operation of prisons, including medical services, substance abuse treatment, and education.

Early release of prisoners for the purpose of achieving these savings would be forbidden.

At full implementation, this proposal could more than double the amount of General Fund

support for UC and CSU, bringing their combined annual General Fund appropriations to over

$10 billion by 2014-1 5 . The provisions of the Governords
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modified on a one-time basis under a proclamation of a state of emergency or fiscal
emergency, or by a two-thirds vote of the Legislature.

Pension Reform

The state significantly expanded benefit levels in 2000-01 and 2003-04, enhancing average
monthly compensation formulas, providing cost of living retirement allowance increases for
state and school retirees who retired prior to 1998, and expanding the definition of the State

Safety retirement category to include many non-safety classifications (such as billboard

inspectors and milk inspectors), leaving the state with unsustainable retiree pension formulas
today. The Governor proposes reforming these unsustainable retiree pension formulas, for
new hires only, in order to avoid continued incursion of overly burdensome debt on the state
budget. The proposal is estimated to save $74 billion through 2040 and includes the following:

U Return to pre-SB 400 retirement formulas for Miscellaneous, Industrial, State Safety and

Peace Officer retirement categories.

U Repeal the SB 183 expanded definition of the State Safety retirement category. This bill
reclassed many miscellaneous and management positions to state safety, increasing the

number of employees eligible for enhanced benéefits.

U Change the benefit formula for Firefighter and Highway patrol from three percent at age 50

to three percent at 55.

U Compute final compensation for Peace Officers, Firefighters, and Highway patrol based in

the highest three years instead of the highest one year.

Below is a chart that shows the current and proposed formulas for various retirement

categories.

Retirement Category

Current Retirement
Formula

Proposed Formulas

Miscellaneous-First Tier

2.5% at age 63+
(2% at age 55)

2.418% at age 63+
(2% at age 60)

Miscellaneous-Second
Tier

1.25% at age 65+

1.25% at age 65+

Industrial

2.5% at age 63+
(2% at age 55)

2.418% at age 63+
(2% at age 60)

State Safety (Pre-SB183)

2.5% at age 55+

2% at age 55+

Peace Officer

3% at age 50+*

2.5% at age 55+

Firefighter

3% at age 50+*

3% at age 55+

Highway Patrol

3% at age 50+

3% at age 55+

*SB 400 changed the formula to 3 percent at age 55, but 3% at age 50 was collectively
bargained under the previous Administration.

The Governor o6s

retirement reform proposal
the floor before which state employees must contribute to their own pensions. This action
would increase contributions to CalPERS, resulting in an estimated $2 billion in pension cost
savings through 2040. The current contribution levels are: Miscellaneous/Industrial- five
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percent of salary over $513; Safety- six percent of salary over $317; Peace Officer/Firefighter-
eight percent of salary over $238; Highway Patrol- eight percent of salary over $864. The
employee increase would be minimal and would allow the state to begin to repay the recent
market losses more quickly than under current law.

Finally, the Governor proposes legislation that would accomplish the following:

U Require CalPERS to submit a report that describes (1) the investment return it assumes for
projecting contributions and unfunded liabilities, (2) the market value of its assets and how
that value differs from its chosen actuarial value for those assets, (3) contributions and
unfunded liabilities assuming returns lower than its investment return assumption.

U Require the Treasurer (or another entity) to evaluate this report and provide its own opinion
of the report to the Legislature.

U Require the Legislature to review these reports.
Increasing transparency, understanding, and accountability, and providing critical information
to the Legislature is a valuable tool that can help decision-makers in determining the

necessary levels of contributions and allows all to be informed as to the progress made in fully
funding retirement commitments into the future.

State Employee Health Care Reform

The Governor proposes changes to the statebs hescs
active and retired employees. The initiative is estimated to reduce the costs of retiree health
benefits by $19 billion through 2040 and includes the following policy changes:

U Seek competitive bids for health care. The state would have the authority to purchase
health care from a provider other than CalPERS, allowing the state to determine plan
design and levels of premiums. The proposal would save an estimated $100 million in
2009-10 and approximately $300 million annually with a growth rate of three percent.

U Lengthen health care vesting. New employees would fully vest for lifetime health care
benefits only after 25 years of service. The proposal would result in an estimated $49 billion
reduction to the stateds accrued actuari al [

U Revise contribution levels for retirees. Retirees currently have 100 percent of their health
care premiums paid for by the stat eeswbudder t h
begin to contribute approximately 15 percent, consistent with the contribution levels of
active employees. The proposal would result in an estimated $19 billion reduction to the
stateds accrued actuari al l'iability through 2

Veterans Initiative: Operation Welcome Home

Operation Welcome Home seeks to address difficu
transitioning to civilian life following combat service. The Administration reports that the

unemployment rate for veterans between 18 and 24 years of age is 50 percent higher than

civilians in the same age group. Additionally, mental health problems, substance abuse, and

suicide rates are also substantially higher for veterans, and California has 25,000 homeless

veterans.
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T he Go v enttiative i desponse to these issues includes two primary components. First,
the Governor proposes to put 300 recent veterans to work identifying and contacting the
30,000 veterans that return to California annually. Using $20 million from Employment
Development Department outreach funds, nine regional full-time teams would be established
to assist veterans in finding jobs, homes, mental and physical health care, and provide other
assistance. These outreach teams would receive support from a collaboration of staff from the
Department of Veterans Affairs, the Labor Workforce Development Agency, California
Volunteers, local and federal government agencies, and non-profit entities.

Under the second component of Operation Welcome Home, a newly proposed volunteer
network called the California Veteran (CalVet) Corps would be established to provide liaisons
for combat veterans. The CalVet volunteers, who would receive training from regional coalition
staff, would contact veterans three times in the initial year of military separation to ensure that
no veteran falls through the cracks in the transition back home.
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