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Part 1

Introduction

California is mired in perhaps its worst fiscal crisis ever and two questions are on the minds of
policymakers and taxpayers: (1) “How did we get here?” and (2) “How do we solve the problem?”

The scope of this paper is primarily focused on the first question and will examine data covering
the stewardship of the past three governors: Pete Wilson, Gray Davis and Arnold Schwarzenegger.
For a thorough list of solutions, | would direct the reader to Reason Foundation’s Citizens’ Budget
2003-05: A 10-Point Plan to Balance the California Budget and Protect Quality-of-Life Priorities,
which provided a comprehensive analysis of the state budget and made numerous
recommendations for plugging a budget hole nearly six years ago that was almost as large as
today’s.?

1

With much fanfare, and after a record delay of nearly three months, the current state budget for the
2008-09 fiscal year was signed by Gov. Arnold Schwarzenegger on September 24, 2008. That
budget addressed a $15.2 billion budget shortfall,® but did so largely by papering over the deficit
with accounting gimmicks and pushing it onto next year. That, in conjunction with deteriorating
economic conditions, has caused the projected deficit to balloon. According to the
Schwarzenegger administration, the budget deficit is now projected at $41.8 billion over the next
18 months,” up from an already-staggering $28 billion shortfall estimate made just weeks prior.”
Thus, the deficit has now eclipsed the massive deficit of 2003-04, which was estimated between
$26 billion and $34.6 billion over a similar 18-month timeframe under then-Gov. Gray Davis.’?

To make the state’s fiscal condition even worse, Standard and Poor’s recently cut California’s
general obligation bond credit rating—tying the state with Louisiana for the worst credit rating in
the nation—and placed it on a negative credit watch for another potential downgrade.’

The state government’s tendency to push tough fiscal decisions into the future, use accounting
gimmicks to shift deficits, and to rely upon bonds to finance projects have resulted in today’s
massive red ink. Before California’s leaders can reform the budget, they must admit the state has a
spending addiction. The following state budget information shows in no uncertain terms that
excessive spending is to blame for the $42 billion deficit.
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Part 2

The Problem Is Spending, Not Revenue

While Gov. Schwarzenegger has at times characterized the state’s budget problems as the result of
runaway spending, he has changed his tune a bit recently. In a December 1, 2008 news release the
Schwarzenegger administration claimed “...the dramatic deterioration in revenue projections since
the signing of 2008 Budget Act presents an extraordinary situation which, combined with the
volatility of our tax system, creates a revenue problem.”®

Notwithstanding the fact that the state’s revenue projections were far too optimistic to begin with,
the reason California finds itself in its current fiscal mess is its profligate spending, not any lack of
revenues.

Since former Gov. George Deukmejian’s final budget in FY 1990-91, state spending—including
the General Fund, special funds, and bond funds—has increased 180.9 percent, or an average of
5.91 percent a year. Spending increased from $51.4 billion in FY 1990-91 to $96.4 billion 10
years later in FY 2000-01. And spending continued to skyrocket to its current level of $144.5
billion in FY 2008-09. Since FY 1990-91, General Fund spending alone has increased 156.8
percent, or 5.37 percent a year (see Figure 1).
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Figure 1: State Spending, FY 1990-91 to FY 2008-09
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Part 3

Per Capita Spending

A look at General Fund spending per capita reveals a significant increase of 95.9 percent from FY
1990-91 to FY 2008-09 (an average of approximately 3.81 percent a year). In FY 1990-91 the
state spent $1,350 per capita. In FY 2008-09 that number is $2,644 (see Figure 2).

Figure 2: General Fund Spending Per Capita
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Source: California Department of Finance, “Schedule 6: Summary of State Population, Employees, and Expenditures.”
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Part 3

Holding Spending Increases to
Population Plus Inflation Growth

A good rule of thumb in government budgeting is that the rate of spending increases should not
exceed the rate of population growth plus inflation. For the period under examination here, the
state’s population increased at an annual rate of 1.38 percent,® and the California Consumer Price
Index rose an average of 2.99 percent a year.”® The combined total of 4.38™ percent a year is
easily outpaced by the 5.37 percent average annual increase in General Fund spending.

California’s last three governors have not fared so well by this metric. Gov. Pete Wilson managed
best, holding average annual spending increases to 4.88 percent, compared to population plus
inflation growth of an average of 3.72 percent a year.

Under Gov. Gray Davis, spending rose an average of 6.73 percent a year versus population plus
inflation growth of 4.83 percent.

Spending has grown slightly higher under Gov. Schwarzenegger—even considering that spending
in the current fiscal year was basically held flat—increasing 6.75 percent a year, compared with
population plus inflation growth of 4.98 percent a year.

Over the entire 18-year period, state spending grew at an average annual rate of 5.91 percent, while
population plus inflation grew only 4.38 percent a year, on average (see Figure 3).

Since policymakers have demonstrated repeatedly that they cannot be trusted to restrain spending
on their own, California should adopt a spending and/or revenue limit that would cap increases at
the rate of population growth plus the rate of inflation.
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Figure 3: Average Annual Population Plus Inflation Growth vs.

Average Annual Spending Growth
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Part 4

Massive Increase in Revenues

Examining the state’s revenues clearly demonstrates there is not a revenue problem. Since FY
1990-91, revenues have increased 166.9 percent, or 5.61 percent a year, and have risen rather
steadily over this period (see Figure 4).

In FY 1990-91, the state took in over $38 billion in General Fund revenues. In FY 2008-09
revenues are $102 billion. Based on these revenues, if California had simply limited its spending
increases to the 4.38 percent average increase in the state’s consumer price index and population
growth each year since FY 1990-91, instead of a $42 billion deficit, the state would be sitting on a
$15 billion surplus this year.

Figure 4: General Fund Revenues, FY 1990-91 to FY 2008-09
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Large Increase in the Number of State
Employees

The number of state government employees has risen 36.7 percent from FY 1990-91 to FY 2008-
09 (see Figure 5). Today there are over 356,000 state employees. That is 9.3 state employees for
every 1,000 people in California.

The level of state government jobs was fairly flat through Gov. Pete Wilson’s administration, rose
rapidly under the Davis administration until after the “dot-com” bust, retreated slightly at the end
of the Davis administration and beginning of the Schwarzenegger administration, and then saw
another significant increase in the last couple of years before being slightly lowered this year. The
trend is similar when taking changes in the state’s population into account (see Figure 6).

The large increase in state government employees over the years is important because so much of
the budget is devoted to employees’ wages and benefits, and the salary and benefit levels for
public-sector employees are often significantly more generous than those of private-sector workers.
California will have to bring its employee compensation into line with that of the private sector if it
is to return to fiscal responsibility. Since pension benefits are locked into place for current state
employees, any changes to benefit levels can only affect future hires. This means any reductions in
benefits (either through the creation of a new benefit “tier” under the current defined-benefit
retirement system or by switching to a less generous 401(k)-style defined-contribution system) will
not have as much of an immediate impact, but over time the savings could be significant.
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Figure 5: Number of State Employees

380,000

360,000

340,000

320,000

300,000

280,000

260,000

240,000

220,000

200,000
g e L e
%) % 9D )
[N SN

7

& &
N
G S

Fiscal Year

7990

)
N

Source: California Department of Finance, “Schedule 6: Summary of State Population, Employees, and Expenditures.

”

Figure 6: State Employees per 1,000 Population
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Part 6

Education Spending Increases

To read some reports in the media, one might think that education is the perpetual whipping boy of
the state budget process. In fact, education spending—for both K-12 and higher education—has
seen a steady and significant increase, especially in recent years. From FY 1990-91 to FY 2008-
09, General Fund K-12 education spending increased 191.5 percent (6.11 percent a year on
average)—a greater rate than the overall General Fund budget grew. Higher education spending
rose 107.7 percent (4.18 percent a year) during the same period (see Figure 7).

Figure 7: General Fund Education Spending
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Moreover, education spending as a share of the total General Fund budget has remained fairly
constant over the years. K-12 education spending has remained between 35 percent and 43 percent
of General Fund expenditures throughout the FY 1990-91 to FY 2008-09 period. Higher education
spending has comprised between 11 percent and 14.5 percent of the General Fund budget during
this time. Note that total education spending makes up more than half of the General Fund budget
(see Figure 8).

Figure 8: Education Spending as a Percentage of Total General Fund Spending
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Part 7

Transportation Spending Increases

Despite its importance to the state’s economic health, transportation does not make up nearly as
much of the budget one might think, comprising less than 10 percent of General Fund
expenditures.** But transportation funding has risen significantly in recent years. According to the
Legislative Analyst’s Office, state-funded transportation expenditures are projected to more than
double from FY 2001-02 to FY 2008-09, increasing an average of about 10 percent a year.™
Transportation spending remained relatively constant from FY 2001-02 through FY 2003-04, but
jumped significantly over the past couple of years due to the infusion of Proposition 1B money and
a lack of raids on transportation funds that had plagued previous budgets (see Figure 9).

In the current economic climate, it is especially important that the government ensure that bond
funds are spent wisely, and that the state undertakes only critical transportation and other
infrastructure projects, eschewing unnecessary pork-barrel projects.

Figure 9: Transportation Expenditures Current and Constant Dollars
2001-02 Through 2008-09 All State Funds in Billions
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Part 10

Recommendations

For years, the state’s leaders have avoided making the difficult decisions needed to reform the state
budget. Those failures led California to its current state of fiscal crisis. The fault lies with both
political parties. As the spending and revenue figures demonstrate, California has been on a long-
term spending binge that is not sustainable. With the state, and much of the country, in the midst
of a significant economic recession, families and businesses are cutting expenses to get by in these
tough times. It is time for the state government to do the same.

California state government should finally address its spending addiction by adopting a watertight
spending and revenue limit.

With politicians in Sacramento still wrongly suggesting that tax increases are a solution to the
current budget crisis, it is clear that a revenue limit is needed. A revenue limit would serve as a
way to impose some discipline on state spending, as well as limit the collection of taxes. It would
stabilize tax revenues and provide taxpayer protections against excessive taxation.

California should also implement a reserve requirement. This “rainy-day fund” would be used to
offset the fluctuations in the economy and business cycle, providing a more consistent expenditure
path. When revenues are less than expected, the rainy-day fund would be there to compensate.

The state should also restore its Gann Spending Limit, which was passed in 1979 by over 70
percent of voters. The Gann Spending Limit basically prevented state spending from growing by
more than the growth in population and inflation. Any state tax revenue collected above the Gann
Limit was supposed to go back to taxpayers via tax rebates. Gann was effective until it was gutted
in 1990 by the passage of Proposition 111.

The state should also revisit the California Performance Review, which detailed thousands of ways
the state could eliminate unneeded programs, streamline duplicate agencies, and get value for state
assets that are currently being wasted. There are also countless performance-based reforms,
competitive sourcing, and privatization programs that could improve the quality of services the
state provides taxpayers while reducing its costs.

There is no shortage of solutions to the state budget crisis, but serious reforms will take leadership
and political willpower. The state budget process is broken. It is time for Sacramento to admit it
has a spending problem and to undertake real reforms.
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