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Dear Governor:
As Director of Finance, | submit to you the 2010-11 Governor’s Budget.

Since the time the Amended 2009 Budget Act was signed last July, the estimated budget gap has grown from $6.9 billion
to $19.9 billion, due to the following principal reasons:

e Decreased revenues from the ongoing effects of the historic economic recession;

e Court decisions that have blocked implementation of some solutions approved by the Legislature in 2009;

e The erosion in the value of some of the savings adopted in 2009; and

e Additional costs associated with population-driven and caseload-driven entitlement programs.
Closing this gap requires incredibly difficult decisions by both you and the Legislature. Minimizing the potential additional
impact on state programs will require a new level of cooperation by California’s counterparts in Washington, D.C. It is the most

difficult budget environment you have had to confront in your tenure as Governor. But with timely action, federal cooperation,
and a recognition that the decisions ahead are unprecedented but necessary, it is a budget that is achievable.

While the state does not face as serious a cash shortfall as it did 12 months ago, action will be necessary this spring to ensure
that the state has adequate cash resources to meet its critical obligations in a timely manner. At your direction, we will work
with the State Controller and the State Treasurer to develop a cash management plan that will achieve that goal.

Finally | want to publicly express my appreciation for the women and men of the Department of Finance. In the most
challenging fiscal environment imaginable, they have once again provided a tremendous service to you and your administration,
to the Legislature, and to the people of California.

Sincerely,

A | s

Ana Matosantos

Director of Finance
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INTRODUCTION

INTRODUCTION

n 2009, the United States confronted the most severe economic downturn
Isince the Great Depression. As a result, most states faced a budget gap of
unprecedented proportions. California made very difficult but necessary decisions to
close a $60 billion budget gap and to successfully manage our cash reserves to avert a
fiscal crisis. The 2009-10 budget plan contained substantial spending reductions, program
eliminations, revenue increase and other solutions, many of which are not available
on an ongoing basis. In addition to closing the budget gap, California adopted reforms
in nearly every area of government to contain costs into the future. The Governor's
Budget includes even further reductions to many programs while fully funding the
Proposition 98 guarantee to schools and avoiding additional deep cuts to the classroom
and higher education. If these proposals are adopted, it would bring overall General Fund
spending to a level well below what it was a decade ago in 1998-99 adjusted for
population and inflation growth. (See Figure INT-01.)

The budget projects that California is slowly emerging from the recession. While the
recovery has begun, economic growth is very modest and high unemployment persists.
Baseline revenues fell by more than 20 percent from their peak, and they are expected
to remain for several years approximately 30 percent lower than 2007-08 projections,

as shown in Figure INT-02. Major components of this revenue decline are: capital gains
taxes ($8 billion), income tax on wages (about $6 billion), tax on other components of
income ($7 billion), sales taxes ($11 billion), corporate taxes ($2 billion) and all other taxes
($1 billion). These revenues are not poised for rapid recovery. Consumer spending driven
by easy credit and growth in home values is also not likely to return to prior levels in the
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Figure INT-01
Proposed General Fund Spending
Would Remain Below Population and Inflation Growth
(Dollars in Millions)
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foreseeable future. Revenues will also be affected by the expiration of temporary tax
increases enacted last year.
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Figure INT-02
Impact of Recession on Revenues
Dollars in Millions
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DEFINING THE BUDGET GAP

Without corrective action, California is projected to face a budget gap of $19.9 billion
in fiscal year 2010-11. This figure is comprised of a current year shortfall of $6.6 billion,
a budget year shortfall of $12.3 billion, and a modest reserve of $1 billion.

As Figure INT-03 shows, various factors contribute to the increase in the 2010-11

deficit from the $6.9 billion that was projected when the 2009-10 Budget was enacted.
Specifically, revenue estimates are $3.4 billion lower, federal and state court decisions
have reduced or eliminated budget solutions adopted in previous years and imposed
costs totaling $4.9 billion, erosions of previous solutions result in $2.3 billion of the budget
gap, and population and caseload growth adds $1.4 billion in costs.
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INTRODUCTION

Figure INT-03

Shortfall in 2010-11 Governor's Budget
(Dollars in Billions)

June 30, 2011, Reserve Projected as of Amended 2009 Budget Act -$6.9
Workload Adjustments: -12.0
Revenue Decline -3.4
Federal and State Court Litigation -4.9
Erosions of Other Previously Enacted Solutions -2.3
Other Population and Caseload Growth -1.4
Rebuild Reserve -1.0
Budget Shortfall T %199

CLOSING THE BUDGET GAP

The Governor's Budget proposes a combination of spending reductions, alternative
funding, fund shifts and additional federal funds to close the $19.9 billion budget gap.
Given the re-emergence of a current year shortfall and the necessary time for budget
solutions to achieve their full value, it is imperative that many of the solutions proposed

in the budget be adopted immediately. Therefore, the Governor will declare a fiscal
emergency and call the Legislature into Special Session. The budget proposes solutions
for action in the Special Session that will close $8.9 billion of the budget gap. Delays in
the adoption of these proposals until the enactment of the 2010-11 budget would result in
the loss of up to $2.4 billion in budgetary solutions and thereby necessitate even deeper
cuts in 2010-11.

Figure INT-04 shows the categories of solutions proposed. Spending reductions account
for $8.5 billion in solutions. Proposed reductions include program eliminations, further
reductions to various health and human services programs, a reduction to the anticipated
level of funding for Proposition 98, substantial changes to employee compensation,

and reductions to the Department of Corrections and Rehabilitation.
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INTRODUCTION

Figure INT-04

Proposed Budget Solutions
(Dollars in Billions)

2009-10 2010-11 Total
Expenditure Reductions $1,034 $7,475 $8,509 43%
Federal Funds 8 6,905 6,913 35%
Alternative Funding 150 3,736 3,886 20%
Fund Shifts and Other Revenues 0 572 572 3%
Total $1,192 $18,688 $19,880 100%

REFORMING THE FEDERAL-STATE RELATIONSHIP

The budget proposes structural changes in the state and federal relationship to address
federal constraints on California’s ability to effectively manage program costs within
available resources and proposes that California be reimbursed for money owed to

the state. These program reforms and recoupment of federal funding will provide

$6.9 billion in solutions to address next year's shortfall and help reduce projected deficits
into the future.

Federal mandates, including spending requirements, constraints on program reductions
and federal court decisions delaying reductions of services have contributed more than
$1.4 billion toward the current budget gap. Federal and state court decisions have limited
the state’s ability to reduce program costs and restricted the state’s ability to provide
services to those most in need within available resources. Federal maintenance-of-effort
requirements and court decisions have also forced increased program spending

by hundreds of millions of dollars per year. Lastly, underfunded federal mandates are
costing California billions of dollars each year, resulting in California taxpayers subsidizing
higher reimbursement rates being paid to other states.

California needs greater federal flexibility to more effectively manage program costs in
state and federal programs within available resources. Without this flexibility and without
the level of federal funding proposed in the budget, California will be forced to make even
more difficult spending reductions. If the federal flexibility and funding do not materialize,
then additional spending reductions, delays in tax cuts and continued suspension or
reduction of tax credits must go into effect.

GOVERNOR’S BUDGET SUMMARY 2010-11 5



INTRODUCTION

REDUCTIONS, FLEXIBILITY, AND REIMBURSEMENTS OWED

The budget proposes various reductions to more effectively manage program costs.
These reductions require that California have the necessary flexibility to manage program
costs and to better target program services within available resources. The following
reductions require such flexibility:

e« Medi-Cal Cost Containment Strategies—The Governor’s Budget includes a reduction
of $750 million General Fund from the implementation of strategies, similar to what
other states have done, to reduce Medi-Cal costs including limits on services and
utilization controls, and increased cost-sharing through co-payment requirements,
premiums, or both.

e In-Home Supportive Services (IHSS)—The budget includes a reduction of
$77.9 million in 2009-10 and $872.6 million in 2010-11 for limiting the provision of
services to consumers with the highest level of need and reducing state participation
in the wages of IHSS workers.

«  Department of Corrections and Rehabilitation’s Medical Services Program—Reduce
the federal Receiver’s budget by $811 million to reduce per-inmate medical costs to a
level comparable to other correctional health care programs.

The budget also seeks federal reimbursement for the following that is owed to California:

. Increase the federal matching fund rate for Medicaid to the national average from
the current base Federal Medical Assistance Percentage (FMAP) rate for California
from 50 percent to 57 percent ($1.8 billion). This increase would reflect the national
average as well as the average of the ten most populous Medicaid states.

o Secure reimbursement for costs that should have been paid by Medicare and
changes in the required level of state payment for Medicare prescription drug
benefits ($1 billion).

«  Reimbursement for special education mandates at a level commensurate with the
requirements under federal law ($1 billion).

e Full reimbursement for the cost of incarcerating undocumented immigrants through
the State Criminal Alien Assistance Program ($879.7 million).

o  Expanded federal funding for foster care cases ($94.4 million).

The budget also assumes continuation of a portion of the federal American Recovery and
Reinvestment Act funding for various health and human services programs ($2.1 billion).

6 GOVERNOR’S BUDGET SUMMARY 2010-11



INTRODUCTION

TRIGGER REDUCTIONS AND REVENUES

The budget identifies spending reductions and extension of revenue increases

(listed below) that will go into effect in the event that the federal government fails to
provide the $6.9 billion of additional funding proposed in the budget. The cash gain or
savings from these trigger solutions will ensure the state has the ability to repay any
external borrowing.

REDUCTIONS ($4.6 BILLION GENERAL FUND)

These reductions impact spending that is within the state’s control and are allowable
under existing federal law.

«  Eliminate the California Work Opportunity and Responsibility to Kids (CalWWORKSs)
Program ($1.044 billion).

o Fund existing mental health services with Proposition 63 funds ($847 million).

«  Reduce Medi-Cal eligibility to the minimum allowed under current federal law and
eliminate most remaining optional benefits ($532 million).

« Reduce state employee salaries by an additional 5 percent ($508 million).
o Eliminate the IHHS Program ($495 million).
«  Redirect additional county savings ($325 million).

o Eliminate non-court required inmate rehabilitation programs, implement banked
parole for low-risk serious and violent offenders, expand crimes where convicted
felons will serve time in local jails, and increase the number of parolees each agent
will supervise ($280 million).

¢  Eliminate the Healthy Families Program ($126 million).

»  Eliminate funding for enroliment growth at the University of California and the
California State University ($111.9 million).

«  Eliminate various health services programs funded by Proposition 99 ($115 million).
o Make an unallocated reduction to trial courts ($100 million).
«  Freeze the level of the awards and income eligibility for Cal Grants ($79 million).

o Eliminate funding for the Transitional Housing Placement for Foster Youth-Plus
Program ($36 million).
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REVENUES ($2.4 BILLION GENERAL FUND)

For one year,

«  Extend suspension of a business’s ability to reduce taxable income by applying net
operating losses (NOL) from prior years to reduce current income ($1.2 billion).

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

o Delay 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 the first year phase-in of the ability of corporations to carry back
losses two years to offset prior tax profits ($20 million).

PLAN TO ADDRESS ANTICIPATED CASH SHORTFALL

Last year, the budget projected that the state would not have sufficient cash to make
all General Fund payments in a timely manner beginning in March of 2009. To address
this significant cash shortfall, the budget proposed a combination of budget and

cash solutions. Given the magnitude of the anticipated shortfall and delays in the
adoption of necessary solutions, the state suspended loans from the Pooled Money
Investment Account for capital projects and delayed issuance of taxpayer refunds.

In February 2009, the state adopted both budget and cash solutions to better align

the state’s disbursements and receipts, and to reduce the need for external financing.
Subsequently, a budget and cash gap re-emerged. For the second time since the
Great Depression, California issued registered warrants (IOUs) to preserve cash for
essential payments. The enactment of the Amended 2009 Budget Act brought the
budget back into balance and facilitated the issuance of Revenue Anticipation Notes
(RANSs) to restore timely payment by the state. The re-emergence of a budget shortfall,
however, threatens to undermine the state’s cash management plan.
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The Governor's Budget projects the state will have sufficient cash to repay the entire
$8.8 billion of RANs in May and June 2010 as scheduled, although it will face cash
challenges in March 2010. However, absent corrective action, the state will once

again face substantial challenges in meeting all General Fund cash needs beginning in
July 2010. Proposals to close the budget gap will substantially reduce this cash gap.
However, in addition to budget solutions, the state will need to obtain external financing
early in the fiscal year. Further, it is likely that payment deferrals will still be required to
align receipts and disbursements and to reduce the need for external borrowing. At the
Governor's direction, the Department of Finance will work with the State Controller’s
Office and the State Treasurer’s Office to develop additional cash solutions to be
submitted to the Legislature in the Special Session.

GOVERNOR’S BUDGET SUMMARY 2010-11 9






SUMMARY CHARTS

This section provides various statewide budget charts and tables.
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Figure SUM-01

2010-11 Governor's Budget
General Fund Budget Summary
Budget Before Solutions

(Dollars in Millions)

2009-10 2010-11
Prior Year Balance -$5,855 -$5,054
Revenues and Transfers $88,005 $90,323
Total Resources Available $82,150 $85,269
Non-Proposition 98 Expenditures $51,651 $64,961
Proposition 98 Expenditures $35,553 $37,630
Total Expenditures $87,204 $102,591
Fund Balance -5,054 -17,322
Reserve for Liquidation of Encumbrances $1,537 $1,537
Special Fund for Economic Uncertainties -$6,591 -$18,859
Budget Stabilization Account - -
Total Available Reserve -$6,591 -$18,859
Figure SUM-02
2010-11 Governor's Budget
General Fund Budget Summary
With All Proposed Budget Solutions
(Dollars in Millions)

2009-10 2010-11

Prior Year Balance -$5,855 -$3,863

Revenues and Transfers $88,084 $89,322

Total Resources Available $82,229 $85,459

Non-Proposition 98 Expenditures $51,432 $46,811

Proposition 98 Expenditures $34,660 $36,090

Total Expenditures $86,092 $82,901

Fund Balance -3,863 2,558

Reserve for Liquidation of Encumbrances $1,537 $1,537

Special Fund for Economic Uncertainties -$5,400 $1,021

Budget Stabilization Account - -

Total Available Reserve -$5,400 $1,021
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Figure SUM-03
General Fund Revenue Sources
(Dollars in Millions)

Change from Revised

2009-10

2009-10 Revised Proposed Dollar Percent

at Budget Act 2009-10 2010-11 Change Change
Personal Income Tax $48,868 $46,640 $46,862 $222 0.5%
Sales Tax 27,609 26,036 25,851 -185 -0.7%
Corporation Tax 8,799 9,407 10,052 645 6.9%
Motor Vehicle Fees 1,682 1,416 1,503 87 6.1%
Insurance Tax 1,913 1,952 1,897 -55 -2.8%
Estate Taxes - - 892 892 100.0%
Liquor Tax 332 332 354 22 6.6%
Tobacco Taxes 102 102 101 -1 -1.0%
Other 236 2,199 1,810 -389 -17.7%
Total $89,541 $88,084 $89,322 $1,238 1.4%

Note: Numbers may not add due to rounding.

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

Change from Revised

2009-10

2009-10 Revised Proposed Dollar Percent

at Budget Act 2009-10 2010-11 Change Change
Legislative, Judicial, Executive $1,884 $1,826 $2,825 $999 54.7%
State and Consumer Services 569 510 587 77 15.1%
Business, Transportation & Housing 2,585 2,674 902 -1,772 -66.3%
Natural Resources 1,842 1,865 1,732 -133 -7.1%
Environmental Protection 73 69 68 -1 -1.4%
Health and Human Services 24,953 25,045 21,000 -4,045 -16.2%
Corrections and Rehabilitation 8,210 8,161 7,983 -178 -2.2%
K-12 Education 35,042 34,554 36,004 1,450 4.2%
Higher Education 10,547 10,566 11,836 1,270 12.0%
Labor and Workforce Development 64 57 59 2 3.5%

General Government:

Non-Agency Departments 535 497 578 81 16.3%
Tax Relief/Local Government 463 470 534 64 13.6%
Statewide Expenditures -2,184 -202 -1,207 -1,005 -497.5%
Total $84,583 $86,092 $82,901 -$3,191 -3.7%

Note: Numbers may not add due to rounding.
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Figure SUM-05
2010-11
Total Revenues and Transfers
(Dollars in Millions)

Personal Income

Tax
($47,870) Sales Tax
40.9% ($29,438)
25.2%
Highway Users Other

Taxes ($14,369)
($4,984) 12.2%
4.3%

Liquor Tax

Motor Vehicle Fees ($354)
($6,871) 0.3%
5.9% Insurance Tax Corporation Tax
($2,061) ($10,052)
1.8% Tobacco Taxes 8.6%
($929)
0.8%
Figure SUM-06
2010-11
Total Expenditures
(Including Selected Bond Funds)
(Dollars in Millions)
Corrections and K-12 Education
Rehabilitation ($36,787)
Health and Human ($8,031) 31.0%
Services 6.8%
($29,794)
25.1% Higher Education
($12,642)
10.6%

Environmental

Protection
($1,470)
1.2% Labor and
Workforce
Natural Resources Dev;l:gsment
($5,187) (O 4°/)
4.4% General 7o
Business, State and Legislative, Government
Transportation Consumer Judicial, ($4,400)
& Housing Services Executive 3.7%
($12,510) ($1,366) ($6,134)
10.5% 1.1% 5.2%
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Figure SUM-07
2010-11

General Fund Revenues and Transfers
(Dollars in Millions)

Personal Income
Tax
($46,862)
52.5%

Sales Tax

Motor Vehicle Tax ($25,851)

($1,503)
1.7% 28.9%
Insurance Tax
$1,897
v . Other
Corporation Tax Ll((};ggl’)ax ($§,07092)
Tobacco Taxes ($10,052) 0.4% s
($101) 11.3% '
0.1%
Figure SUM-08
2010-11 Revenue Sources
(Dollars in Millions)
Change
General Special From
Fund Funds Total 2009-10
Personal Income Tax $46,862 $1,008 $47,870 $372
Sales Tax 25,851 3,587 29,438 -916
Corporation Tax 10,052 - 10,052 645
Highway Users Taxes - 4,984 4,984 1,872
Motor Vehicle Fees 1,503 5,368 6,871 139
Insurance Tax 1,897 164 2,061 -130
Estate Taxes 892 - 892 892
Liquor Tax 354 - 354 22
Tobacco Taxes 101 828 929 -9
Other 1,810 11,667 13,477 598
Total $89,322 $27,606 $116,928 $3,485

Note: Numbers may not add due to rounding.

2010-11
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SUMMARY CHARTS

Figure SUM-09

2010-11
General Fund Expenditures
(Dollars in Millions) K-12 Education
Corrections and ($36,004)

Rehabilitation
($7,983)
9.6%

43.4%

Higher Education
($11,836)

0,
Health and Human 14.3%

Services
($21,000)
25.3% Labor and Workforce

Development

Environmental ($5?)
A 0.1%
Protection
($68)

0.1% General Government
Natural Business, State and Leqislative. Judicial (-$gf)
Transportation & ) egislative, Judicial, -0.1%
Resources Housing Consumer Services Executive
(81.732) ($902) (8587) ($2,825)
2.1% 1.1% 0.7% 3.4%
Figure SUM-10
2010-11 Total Expenditures by Agency
(Dollars in Millions)
General Special Bond
Fund Funds Funds Totals
Legislative, Judicial, Executive $2,825 $2,876 $433 $6,134
State and Consumer Services 587 759 20 1,366
Business, Transportation & Housing 902 7,655 3,953 12,510
Natural Resources 1,732 2,716 739 5,187
Environmental Protection 68 1,107 295 1,470
Health and Human Services 21,000 8,699 95 29,794
Corrections and Rehabilitation 7,983 48 - 8,031
K-12 Education 36,004 99 684 36,787
Higher Education 11,836 39 767 12,642
Labor and Workforce Development 59 376 - 435
General Government
Non-Agency Departments 578 1,611 2 2,191
Tax Relief/Local Government 534 2,178 - 2,712
Statewide Expenditures -1,207 704 - -503
Total $82,901 $28,867 $6,988 $118,756
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SUMMARY OF SIGNIFICANT CHANGES BY MAJOR PROGRAM AREAS

SUMMARY OF SIGNIFICANT CHANGES
BY MAJOR PROGRAM AREAS

he 2010-11 Governor's Budget includes proposals to address a $19.9 billion
General Fund budget gap over two years, including a modest $1 billion reserve.
Figure MPA-01 reflects the result of those proposals.

Proposed General Fund expenditures for 2010-11 are approximately $3.2 billion below the
revised expenditures for 2009-10.

The 2010-11 Governor's Budget projects that General Fund revenues will increase by
$1.2 billion when compared to revised 2009-10 revenues. The projected level of revenues
reflects a slight decrease from the 2009-10 revenues projected as of the Amended 2009
Budget Act.

Figure MPA-01 reflects the General Fund revenues and expenditures as of

the amended 2009 Budget Act, and compares General Fund revenues and
expenditures proposed or estimated in 2010-11 to the revised 2009-10 revenue and
expenditure estimates. The expenditures in each area reflect state program costs and
do not include General Fund offsets from enhanced federal funds, the Protection of
Local Government Revenues of 2004 (Proposition 1A) funds, and the funds shifted
from redevelopment agencies. Major expenditure changes are highlighted below.

For information regarding changes since the Amended 2009 Budget Act, please view
specific departmental information under Proposed Budget Detail.

GOVERNOR’S BUDGET SUMMARY 2010-11
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Figure MPA-01
General Fund Revenues and Expenditures
2009-10 vs. 2010-11 Proposed
(Dollars in Millions)
Change from
Revised 2009-10

2009-10 Revised Proposed Dollar Percent
at Budget Act  2009-10 2010-11 Change Change

Revenues and Transfers $89,541.0 $88,083.5 $89,3221 $1,238.6 1.4%

Expenditures
Non-Proposition 98

Legislative, Judicial, and Executive $3,369.4  $3,352.9 $3,160.4 -$192.5 -5.7%
State and Consumer Services 562.9 558.4 581.2 22.8 41%
Business, Transportation and Housing 2,034.3 1,934.6 538.9 -1,395.7 -12.1%
Natural Resources 1,066.4 1,131.8 794.4 -337.4 -29.8%
Environmental Protection 67.6 68.6 60.6 -8.0 -11.7%
Health and Human Services 29,939.5 29,8975 27,4944  -2,4031 -8.0%
Corrections and Rehabilitation 8,419.7 9,348.3 8,162.1 -1,186.2 -12.7%
K-12 Education 1,287.3 1,294.3 1,292.3 -2.0 -0.2%
Higher Education 6,461.1 6,468.6 6,693.1 224.5 3.5%
Labor & Workforce Development 64.0 61.8 58.4 -3.4 -5.5%
General Government:
Non-Agency Department 492.3 478.7 520.3 41.6 8.7%
Tax Relief/Local Government 463.0 469.6 534.2 64.6 13.8%
Statewide Expenditures -1,345.3 -460.7 1,044.1 1,504.8  326.6%
Debt Service 5,979.2 5,845.6 6,221.7 376.1 6.4%
Infrastructure 254.7 135.3 223.5 88.2 65.2%
Enhanced Federal Funds Offsets -4,892.7 -4,575.9 -8,682.3  -4,006.4 -87.6%
Prop 1A and RDA Offsets -2,784.3 -2,821.3 -350.0 2,471.3 87.6%
Higher Education--Federal Fund Offsets -610.0 -610.0 0.0 610.0 100.0%
Employee Comp Reductions ” -1,2785  -1,1460  -1,635.9 -489.9  -42.7%
Total, Non Proposition 98 $49,550.6 $51,432.1 $46,811.4 -$4,620.7 -9.0%
Proposition 98 $35,032.4 $34,660.0 $36,089.9 $1,429.9 4.1%
Total, All Expenditures $84,583.0 $86,092.1 $82,901.3 -$3,190.8 -3.7%

" Reflects three-day furlough in 2009-10 and various new proposals in 2010-11.
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SUMMARY OF SIGNIFICANT CHANGES BY MAJOR PROGRAM AREAS

LEGISLATIVE, JUDICIAL, AND EXECUTIVE

General Fund expenditures are proposed to decrease by $192.5 million, or 5.7 percent,
not including General Fund offsets.

The significant General Fund workload adjustments are as follows:

o Trial Court Operations—An increase of $135.3 million as a result of various trial court
operational costs (including $100 million for the restoration of one-time savings,
$17.9 million for employee retirement and health benefit costs, and $17.4 million for
the implementation of the Guardianship and Conservatorship Reform Act).

e 2715t Century Project—The budget includes $30.7 million General Fund for the State
Controller’'s Office to continue implementation of the 215t Century Project, which
would replace the existing statewide employment history, payroll, leave balance
accounting, and position control systems. The existing systems are 30 years
old, written in virtually obsolete program languages, and are very labor-intensive.

The replacement of these systems will impact all state departments. Funding for this
project in the budget year also includes $35.4 million from other funds.

e Special Election Costs—A one-time increase of $68.2 million local assistance
to reimburse counties for costs incurred for the May 19, 2009, Statewide
Special Election.

«  Revenue Collection Activities—An increase of $9.9 million for the Board of
Equalization (BOE), which represents the restoration of resources for BOE revenue
collection activities. Providing these resources will generate approximately
$90 million in additional General Fund revenues in 2010-11.

o Agricultural Inspection Station Tax Leads—An increase of $4.4 million and
55.0 positions for the BOE to expand tax enforcement activities at agricultural
inspection stations from one inspection station to four. Under an interagency
agreement with the California Department of Food and Agriculture, the inspection
stations provide the BOE with copies of the bills of lading of commercial trucks
that enter California bearing taxable property, such as construction equipment
or building materials. BOE determines whether the in-state recipients paid the
applicable sales and use tax. Expanding this program will generate $23 million in
new General Fund revenues in 2010-11.

«  Eliminate the Office of Planning and Research—The budget proposes eliminating
the Office of Planning and Research and transferring certain functions and resources
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SUMMARY OF SIGNIFICANT CHANGES BY MAJOR PROGRAM AREAS

to the newly created California Agency on Service and Volunteering and the State
Inspector General. Other functions will transfer to the Resources Agency, Business,
Transportation and Housing Agency, Office of the State Chief Information Officer,
Governor's Office, Housing and Community Development, and State and Consumer
Services Agency.

The significant General Fund policy adjustments are as follows:

o Convert Legal Services Clients to Billable Status—A reduction of $53.9 million
from the Department of Justice (DOJ) to reflect the conversion of General Fund
legal services clients to billable status. This funding will be allocated to
departmental clients using a new Budget Act Control Section. This change will
allow for greater accountability and allocation of legal services provided by DOJ for
client departments.

The significant General Fund budget solutions are as follows:
«  Reductions

. Delay Implementation of the Guardianship and Conservatorship Reform Act
—A reduction of $17.4 million related to delaying the implementation of the
Guardianship and Conservatorship Reform Act for one year.

e Alternative Funding

. Automated Speed Enforcement Revenue—Increased revenues of
$337.9 million, which allows for a $296.9 million General Fund reduction to
the Trial Courts. In addition, these revenues would allow for a $41 million
augmentation for trial court security, which would address the trial court
security funding shortfall. The new speed enforcement program would utilize
red light violation monitoring systems to identify and fine persons speeding
through intersections.

. Forensic Labs Fund Shift—A reduction of $45.1 million by shifting support of
the DOJ'’s regional forensic labs, including lease revenue debt service costs,
by increasing penalty assessments. The proposed change would permanently
raise an existing penalty assessment based on fines imposed for criminal
offenses from $1 to $3, and broaden the use of the DNA Identification Fund to
include DOJ's crime laboratory operations.

. Property Tax Shift—Fund $350 million in trial court costs with property tax
revenues resulting in a comparable level of General Fund savings.
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Non-General Fund expenditures are proposed to decrease by $3.1 billion, or 35.6 percent.
The significant non-General Fund workload adjustments are as follows:

«  Federal American Recovery and Reinvestment Act (ARRA)—A $2.1 billion decrease
of federal funds from the Governor's Office of Planning and Research to remove
one-time ARRA funding that was distributed to the Department of Education,
the Department of Corrections and Rehabilitation (CDCR), the University of
California, and the California State University.

o  Trial Court Facilities—An increase of $35 million for the Judicial Branch to continue
Trial Court Facility Modifications authorized by Chapter 311, Statutes of 2008.

o Office of the Chief Information Officer—An increase of 394.0 positions, as the
employees in the Public Safety Communications Division are transferred from the
Department of General Services to the Office of the Chief Information Officer in the
final phase of the consolidation pursuant to 2009 Governor's Reorganization Plan 1.

o  Office of the Chief Information Officer—An increase of $16 million for data center
workload capacity for the Office of Technology Services.

o Office of the Chief Information Officer—A limited-time increase of $5.5 million
to provide incentives for recruitment and training of 9-1-1 dispatchers, implement
an enhanced 9-1-1 network in northeastern California, and to provide website and
information technology support to the California Recovery Task Force.

o One-Time Reductions—A $315.2 million decrease for various one-time
cost reductions.

STATE AND CONSUMER SERVICES

General Fund expenditures are proposed to increase by $22.8 million, or 4.1 percent.
The significant General Fund workload adjustments are as follows:

o Revenue Backlog Clearance—An increase of $14.7 million and 158.0 temporary help
positions for the Franchise Tax Board (FTB) to address workload backlogs. This will
generate $50 million in new General Fund revenues in 2010-11.

o  Enterprise Data to Revenue (EDR) Project—An increase of $7 million and
38.0 positions for the second year of the EDR Project. The EDR Project is a
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multi-year effort to enhance FTB's filing, audit, and collections activities by creating
a new data warehouse 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.

o  Federal Treasury Offset Program (FTOP)—An increase of $850,000 and
10.0 positions 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.

The significant General Fund budget solutions are as follows:

o Reductions

. State Capitol Repair and Maintenance—A reduction of $5.4 million for State
Capitol repair and maintenance. The Department of General Services would
continue to coordinate repair and maintenance of the Capitol based on priorities
set by the Joint Rules Committee; however, these activities would now be
funded by the Legislature.

e Alternative Funding

. Science Center—A reduction of $12 million General Fund resulting from
charging an admission fee.

Non-General Fund expenditures are proposed to increase by $1.7 billion, or 6.2 percent.
The significant non-General Fund workload adjustments are as follows:

o Benefit Payments for State Annuitants—An increase of $1 billion in the California
Public Employees' Retirement System to fund benefit payments for state annuitants.

o Benefit Payments for Retired Teachers—An increase of $879.8 million in the
California State Teachers' Retirement System to fund benefit payments for
retired teachers.

o Consumer Protection Enforcement Initiative—An increase of $12.8 million to
enhance the Department of Consumer Affairs’ enforcement and oversight of
licensees in health-related professions and to improve consumer protection.

GOVERNOR’S BUDGET SUMMARY 2010-11



SUMMARY OF SIGNIFICANT CHANGES BY MAJOR PROGRAM AREAS

BUSINESS, TRANSPORTATION, AND HOUSING

General Fund expenditures are proposed to decrease by $1.4 billion, or 72.1 percent due
primarily to the proposed shift in funding for transportation projects.

Non-General Fund expenditures are proposed to increase by $2.58 billion, or 15.4 percent,
largely due to the shift in transportation funding and increased expenditures from the
Safe, Reliable, High-Speed Passenger Train Bond Act (Proposition 1A).

The significant non-General Fund workload adjustments are as follows:

. State Transit Assistance

The budget includes $350 million in Highway Safety, Traffic Reduction,
Air Quality, and Port Security Bond Act of 2006 (Proposition 1B) funding for
local transit projects.

« Department of Transportation (Caltrans)

The budget includes $9.1 million in Proposition 1B funding and 71.3 positions
to continue various administrative, planning and progralmming support activities
related to oversight of Proposition 1B projects. Revised staffing for project
delivery will be prepared as part of the May Revision. Total Proposition 1B
funding for projects will be nearly $4 billion.

The significant non-General Fund policy adjustments are as follows:
o Caltrans

Public Private Partnerships (P3)—An increase of $3.45 billion to be spent over
the next 30 years ($115 million per year) to attract private partners and investors
in comprehensive development lease agreements for transportation projects.
The Legislature enacted legislation last year (Chapter 2, Statutes of 2009,
Second Extraordinary Session) to provide broad authority for the state to enter
into P3 projects such as toll roads. This proposal complements that legislation
by providing a secure appropriation of state funding to be used to pay private
partners for a portion of costs to construct and maintain new or rehabilitated
portions of the state highway system, where terms are beneficial to the state as
provided in last year's legislation.
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Grant Anticipation Revenue Vehicles (GARVEE) Bonds—An increase of

$680 million to accelerate the delivery of three major projects — Doyle Drive

in San Francisco, the State Route 10 and Interstate 605 interchange in

Los Angeles, and State Route 710 rehabilitation in Los Angeles. The funding
includes $495 million for project costs and $185 million in federal funds to pay
debt service costs over the next 12 years. It is estimated that this financing
mechanism will save a net of $11 million in total project costs.

Air Quality Fleet Mandates—An increase of $57.3 million to retrofit 147
vehicles and replace 288 vehicles to comply with various federal and state air
quality mandates.

Tort Reform—Increases in the number of lawsuits related to accidents on state
highways and increases in the size of awards resulting from those lawsuits

are eroding limited dollars to build and maintain the state highway system.

To address those increased costs, legislation will be introduced to cap the
state’s liability on the amount of damages for non-economic losses that can be
awarded in personal injury suits as a result of accidents on the state’s highways.
California is one of very few states in the nation that does not limit the

state’s liability and degree of responsibility under current joint and severable
liability statutes. Consistent with other states, these reforms will cap monetary
awards for non-economic damages at $250,000 per individual or $500,000 per
occurrence and limit the state’s liability to its share of economic damages.

Project Initiation Document (PIDs) Reimbursement—The budget proposes to
shift the costs of developing PIDs for local projects to local agencies. This will
save the state $12.5 million that can be redirected to fund priority state projects.

High-Speed Rail

Project Development and Oversight—The budget proposes $581.4 million

in Safe, Reliable High-Speed Passenger Train Bond Act bond funding
(Proposition 1A), $375 million in Federal ARRA funding, and 25.7 positions

to continue environmental planning and preliminary engineering, and to

begin purchasing land on which portions of the high-speed rail system wiill

be built. Funding will be focused primarily on the Los Angeles-to-Anaheim,

San Francisco-to-San Jose, and Fresno-to-Bakersfield segments on which grade
separations, electrification, and maintenance and testing facilities will be started
in 2011-12 using ARRA funding.
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«  California Highway Patrol

. Officer Staffing—An increase of $17.8 million from the Motor Vehicle Account
to fund 180 new California Highway Patrol officer positions to improve public
safety with increased road patrols and quicker response times to accidents
and people in need of assistance. Proactive road patrols provide a significant
deterrent to motorists who violate the law and enhance security through
increased officer presence. Increased staffing also reduces response times
to major collisions and in getting aid to motorists in need of assistance on
state highways.

. Housing and Community Development

. Housing and Emergency Shelter Trust Fund Act of 2006 (Proposition 1C)
—The budget includes $131 million in Proposition 1C housing bonds, which
is a year-over-year reduction of $409 million as the majority of bonds have
been obligated for housing, infill, and other community development projects.
Proposition 1C funding has assisted in the creation and preservation of over
34,000 housing units.

The significant General Fund budget solutions are as follows:

e Alternative Funding

. Transportation Funding— Existing state revenues for transportation programs
are raised primarily by an 18-cent excise tax on motor vehicle fuels and the
state sales taxes on those fuels. In recent years, with the increase in gasoline
and diesel prices outstripping the prices of other taxable goods, these sales tax
revenues have dramatically increased, by almost a billion dollars since 2004-05.
(See Figure MPA-02 for a summary of current law fuel taxes.) The increase in
gas prices has in part shifted consumer spending on taxable goods to gasoline,
and has contributed to relative decreases in General Fund sales tax revenues.
In recent budgets, much of these increases have been used to fund the
General Fund costs of transit bonds, school transportation, and transportation
of the developmentally disabled. The use of these revenues to pay for costs
otherwise borne by the General Fund has been done in part because the
decision made in the early 1970s to dedicate these funds did not anticipate
current high gas prices and the level of funding for local public transportation
that statutory formulas would have otherwise provided. A recent court decision
determined that most of the use of sales tax on gas to fund public transportation
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Fig. MPA -02
Existing Transportation Fuel Taxes
($ in millions)

Excise Taxes On Fuels State Sales Taxes On Fuels
18 cents per gallon 6% or about 16 cents per gallon

Total Spending - $6,024 million
General Fund Uses (prior to
court decision) - $1,153 million

Local Streets and
Roads $1,088

State Highway
Account $2,020

costs otherwise borne by the General Fund is invalid. Based on this decision,
$958 million of 2009-10 General Fund budget solutions cannot be obtained.
Because these funds cannot be used as budgeted, they are being retained in
the Public Transportation Account (PTA), which thus has a growing balance.

The Governor's Budget proposes to achieve $1.8 billion in General Fund savings
while continuing to fund transportation programs at the level anticipated in

the 2009 Budget Act. To achieve this goal, the budget proposes to eliminate
the sales tax on fuel and increase the excise tax on gasoline by 10.8 cents to
partially replace these revenues, thereby maintaining funding for transportation
programs while reducing net taxes paid by consumers by $976 million.

(See Figure MPA-03 for an outline of the plan).
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Fig. MPA - 03
Proposed Transportation Revenues
($ in millions)

Excise Taxes On Fuels
28.8 cents per gallon

Total Spending - $5,041 million
General Fund Benefit - $675 million
from highway debt service plus
$254 million from transit debt
service (from prior year revenues)
Additional Proposition 98 guarantee
reduction of $836 million

Net Tax Cut - $976 million

Under current law, the sales tax on fuel provides the revenues that fund
Proposition 42. Revenues from the excise tax on gasoline have substantial
constitutional protections; however they are not subject to the same legal
restrictions as the sales taxes on fuels are. Under Article XIX of the Constitution,
excise tax revenues cannot be used for most transit purposes. Given the goal

to provide the same level of funding for transportation as was anticipated

in the 2009 Budget Act, the Governor’'s Budget proposes the replacement
revenues to be distributed as follows: $629 million for local streets and roads
and $629 million for the State Transportation Improvement Program (STIP).

This distribution is the same as would have been provided under Proposition 42.

The General Fund benefits from this proposal as follows:

. $603 million in new excise tax revenue will be used to reimburse the
General Fund for highway bond debt service costs in 2010-11. In future
years, the excise taxes will be adjusted to allow the increasing amount
of debt service cost associated with Proposition 1B bonds to be offset.
However, the rate will never exceed the current effective per-gallon rate.
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Additionally, $72 million in miscellaneous Caltrans revenues transferred to the
PTA under prior law will instead be retained in the State Highway Account to
offset a portion of Proposition 116 rail bond debt service.

. From the revenue received in the PTA in 2009-10, $57 million in 2009-10
and $254 million in 2010-11 will be used to fund transit programs’ bond debt
service costs, as allowed under the recent court decision.

This results in an overall decrease in taxes on motorists of about five cents
per gallon. In the future, state tax revenues will no longer increase from
spikes in gasoline prices. Since the revenues that flowed to Proposition 42
were General Fund revenues, the elimination of these revenues reduces the
Proposition 98 guarantee, which provides an $836 million budget solution (see
Proposition 98 Section).

Figure MPA-04 provides details of how the program expenditures and revenues
of the new proposal compare to existing law.

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, it will
become necessary to fund these activities from the General Fund or other
funding sources.

Emergency Housing Assistance—A transfer of $4.2 million from the Emergency
Housing Assistance Fund to the General Fund is proposed.

GOVERNOR’S BUDGET SUMMARY 2010-11



Figure MPA-04
Transportation Funding Proposal
(2010-11 Dollars in Millions)

Highway Transit

Current Law Total Uses Uses
Revenues
Sales Tax on Gasoline
Proposition 42 $1,573 - -
State Transportation Improvement Program - $629 -
Local Street and Road Maintenance - 629 -
Transit - - $315
Spillover 897 - 897
Proposition 111 61 - 61
Sales Tax on Diesel 313 - 313
Caltrans Miscellaneous 72 - 72
Totals $2,916 $1,258  $1,658
2009-10 Budget Expenditures (with 2010-11 amounts)
Capital Projects - $629 $36
Local Maintenance - 629 -
Intercity Rail - - 131
Planning - - 19
Debt Service - - 1,344
Regional Center Client Transportation - - 138
Totals - $1,258  $1,668

Proposed Changes

Revenues

Excise Tax on Fuels at 10.8 cents per gallon $1,868  $1,868 -
Caltrans Miscellaneous 72 72 -
2009-10 PTA revenues® 946 - $946
Totals $2,886  $1,940 $946
2010-11 Proposed Budget Expenditures

Capital Projects - $629 $36
Local Streets and Roads Capital and Maintenance - 629 -
Intercity Rail - - 131
Planning - - 19
Debt Service - 675 254
Totals - $1,933 $440

NATURAL RESOURCES

General Fund expenditures are proposed to decrease by $337.4 million, or 29.8 percent.
This decrease is primarily attributable to alternative funding budget solutions proposed for
the Department of Forestry and Fire Protection (CAL FIRE) and the Department of Parks
and Recreation (Parks).
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The significant General Fund workload adjustments are as follows:

o  CAL FIRE Emergency Fire Suppression Expenditures—A decrease of $32.8 million
for CAL FIRE's emergency fire costs. Based on expenditures to date, CAL FIRE's
emergency fire suppression expenditures are estimated to be $255.8 million
in 2009-10. In 2010-11, the Governor's Budget proposes a total of $223 million
General Fund for CAL FIRE's emergency fire expenditures, which reflects the
historical average of emergency firefighting costs over the past five years and
additional federal reimbursements.

«  Restoration of One-Time Fund Shift from the Fish and Game Preservation Fund
—An increase of $30 million to the Department of Fish and Game to restore
General Fund support. The 2009 Budget Act included a one-time fund shift of
$30 million from the Fish and Game Preservation Fund to backfill reductions to the
General Fund.

The significant General Fund policy adjustments are as follows:

o Beverage Container Recycling Program—An increase of $54.8 million in 2009-10
and $98.2 million in 2010-11 to reflect the repayment of loans made from the
Beverage Container Recycling Fund. These loan repayments are part of a
comprehensive proposal to implement market-based programmatic and budgetary
reforms in the Recycling Program that will incorporate the cost of recycling into the
price paid by consumers, and eliminate several unnecessary recycling programs
and subsidies. Consumers will pay a higher container fee once the General Fund
loans have been fully repaid in 2013-14.

The significant General Fund budget solutions are as follows:

o Reductions

Department of Fish and Game—A reduction of $5 million for recreational
hunting and fishing programs. This includes reductions to habitat management
activities that attract game species, such as deer and waterfowl, that support
sport hunting, and fisheries management activities for marine and freshwater
sport fishing.

e Alternative Funding

Fund CAL FIRE's Fire Protection Program from the Emergency Response
Initiative— A reduction of $200 million in General Fund and replacement with
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revenue generated from a 4.8-percent statewide surcharge on all residential and
commercial property insurance. Beginning in 2011-12, the Emergency Response
Initiative will provide funding to enhance the state's emergency response
capabilities, including enhancements for CAL FIRE, the California Emergency
Management Agency, the Military Department, and assistance to local first
response agencies in support of the state's mutual aid system.

. Fund State Parks from Tranquillon Ridge Oil Revenues—A reduction of
$140 million in General Fund and replacement with revenue 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. This revenue
will be used to fund state parks. The Governor's Budget assumes that the State
Lands Commission will approve the Tranquillon Ridge proposal. If not approved
by the Commission, legislation will be necessary.

Non-General Fund expenditures are proposed to decrease by $2.6 billion, or 23.1 percent.
This decrease is primarily attributable to numerous expiring one-time bond fund
appropriations for Natural Resources Agency departments, and a reduction in the
Department of Water Resources’ expiring long-term energy contracts entered into during
the 2001 energy crisis.

The significant non-General Fund workload adjustments are as follows:

e Implementation of the Department of Resources Recycling and Recovery
(CalRecycle)—Pursuant to Chapter 21, Statutes of 2009, the Governor's
Budget reflects the elimination of the Integrated Waste Management Board
(Waste Board) and the consolidation of Waste Board activities with the Department
of Conservation’s Division of Recycling into a new CalRecycle. This reflects a
net decrease in state expenditures of $2 million. Consistent with the Governor's
direction, the Administration will work with the Legislature to make changes
necessary to ensure that resources, recycling, and recovery programs are housed
and managed by the appropriate agencies.

o Delta Water Legislation—An increase of $70.5 million and 47.4 positions to
implement the comprehensive water legislation enacted in November 2009
to restore the Delta and address the state’s long-term water needs.

The budget reflects the establishment of the new Delta Stewardship Council
and Sacramento-San Joaquin Delta Conservancy, as well as funding for the
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development of the Delta Plan, as required by Chapter 5, Statutes of 2009, Seventh
Extraordinary Session.

The significant non-General Fund policy adjustments are as follows:

e FloodSAFE Program—An increase of $210.8 million in Safe Drinking Water, Clean
Water, Watershed Protection, and Flood Protection Bond Act (Proposition 13),
Safe Drinking Water, Water Quality and Supply, Flood Control, River and Coastal
Protection Bond Act of 2006 (Proposition 84), and Disaster Preparedness and
Flood Protection Bond Act of 2006 (Proposition 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 protect their communities from flooding,
and continue the development of the Central Valley Flood Protection Plan.

o Davis Dolwig Reform—An increase of $22.6 million, including $15.1 million in
Proposition 84 funds, for recreation and fish and wildlife enhancements at State
Water Project facilities. This proposal also includes amendments to the Davis Dolwig
Act to clarify the Legislature’s constitutional appropriation authority and provides an
annual transfer of $7.5 million from the Harbors and Watercraft Fund to DWR for
boating-related recreation and fish and wildlife enhancements.

o Fish and Game Wardens—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.

ENVIRONMENTAL PROTECTION

General Fund expenditures are proposed to decrease by a net amount of $8 million, or
11.7 percent.

The significant General Fund policy adjustments are as follows:

o Various Water Board Program Fees—A reduction of $6.4 million in General Fund
subsidies to be offset by increases to existing fees for several water quality
regulatory programs including Water Rights, Irrigated Lands and National Pollutant
Discharge Elimination System programs.

Non-General Fund expenditures are proposed to decrease by $251.8 million, or
12.6 percent. This reduction reflects, in part, the elimination and transfer of the Waste
Board to CalRecycle.
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The significant non-General Fund workload adjustments are as follows:

e Underground Storage Tank Program—An increase of $158 million Underground
Storage Tank Cleanup Fund (USTCF) resulting from the enactment of Chapter 649,
Statutes of 2009. The additional revenue resulting from the bill will reimburse
claims that have previously been approved, but for which there are no available
USTCF funds.

o Delta Water Legislation—An increase of $5.5 million and 32.0 positions to reflect
recently authorized legislation to improve water quality and water conservation
in the Delta. This increase includes $3.8 million and 25.0 positions identified in
Chapter 2, Statutes of 2009, Seventh Extraordinary Session to establish or augment
dedicated investigations and enforcement units at the Water Board.

o Department of Pesticide Regulation—An increase of $4.6 million special funds to
reflect the consolidation of the Structural Pest Control Board within the Department
of Pesticide Regulation, pursuant to Chapter 18, Statutes of 2009, Fourth
Extraordinary Session.

o  Office of Education and the Environment (OEE)—$748,000 and 6.5 positions to
reflect the transfer of the OEE from the Waste Board to the Office of the Secretary
for Environmental Protection, consistent with the provisions of Chapter 21, Statutes
of 2009. The transfer will allow the Secretary to continue work on curriculum
development and implementation of the program.

HEALTH AND HUMAN SERVICES

The Governor's Budget contains significant reductions necessary to address the
continuing fiscal crisis while maintaining essential services for children, seniors,

and persons with disabilities. In short, California can no longer sustain the level of
spending necessary to support federally driven Medicaid and other health and social
services programs. A federal reimbursement structure that disadvantages California
seriously restricts the state’s ability to fund critical Health and Human Services
(HHS) programs. While ARRA provided some relief, it also prohibits states from
lowering eligibility standards (even to optional populations well above the minimum
income requirements). Additionally, federal and state courts have enjoined or overturned
necessary budget reductions in HHS programs, and other areas. These factors have
limited the state’s ability to effectively prioritize the use of state funds.
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To more effectively allocate resources, California must have the ability to put limits

on benefits, require a measure of financial responsibility from Medicaid recipients,

and obtain continued federal flexibilities. Additionally, California must receive additional
federal funding consistent with what is provided to other states. Specifically, the current
formula that determines the federal share of Medi-Cal provides the lowest possible
reimbursement to California and is discriminatory because of an over-reliance on per
capita income instead of measuring poverty rates. California’s federal fund share should
be changed permanently to 57 percent, reflecting the average share of federal funds of
the ten most populous states. To achieve federal participation at a level consistent with
other large states, the Administration has requested that the federal government increase
the base level of federal participation in the Medi-Cal program. The Administration is also
assuming an extension of the enhanced funding provided for health and social services
programs by ARRA.

HHS General Fund expenditures are proposed to decrease by $2.4 billion, or 8.0 percent
from the revised 2009-10 total to the proposed 2010-11 total. This significant
year-over-year decrease in General Fund expenditures is comprised of budget solutions
totaling $4.5 billion, partially offset by higher expenditures of $2.1 billion resulting from
statutory caseload increases and other workload adjustments, as well as high-priority
policy changes described below. The $4.5 billion excludes General Fund savings
attributable to ARRA since these funds prevent program reductions that otherwise would
be necessary. The budget solutions generally fall within three categories: (1) Reductions
(totaling $116 million in 2009-10 and $2.8 billion in 2010-11), (2) Alternative Funding
(totaling $1.8 billion in 2010-11), and (3) Federal Funds (from ARRA and other solutions
totaling $5 billion in 2010-11). See below for more detail.

The significant General Fund cost drivers for HHS programs are as follows:

«  Medi-Cal—California has the third lowest provider rates and spends less on a per
capita basis than the average of the ten largest states, yet base costs are rising
annually by about 8 percent or $1 billion, primarily due to the following factors:

(1) caseload is up 3.4 percent (from 7.3 million to 7.5 million), (2) the increasing

cost of providing medical services (including prescription drugs and inpatient and
outpatient services), (3) California ranks 47t in terms of the percent of beneficiaries
enrolled in managed care, which provides more cost-effective and high-quality care,
and (4) disabled and elderly persons represent a small percentage of the population,
but use most of the program budget through more costly fee-for-service benefits.
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e In-Home Supportive Services (IHSS)—Major IHSS cost drivers include caseload,
cost per hour, and hours per case. Over the last ten years, caseload has increased
from 208,000 to 430,000 recipients, which accounts for approximately 53 percent
of the increase in total costs over this same period. Hourly costs have increased
primarily because state law triggered a series of increases in the hourly amount
up to which the state participates in IHSS worker wages and health benefits.

This accounts for approximately 39 percent of the increase in total costs over the last
ten years, while hours per case account for approximately 8 percent of the increase
in costs over the last ten years.

«  Developmental Services— California is the only state providing developmental
services as an entitlement. Under the entitlement, Department of Developmental
Services (DDS) consumers receive a variety of services and supports that allow
them to live and work independently, or in supported environments. The DDS’
Regional Center costs are increasing due to higher caseload, the movement of
consumers from developmental centers into the community, increased service
utilization, and the increase in consumers diagnosed with autism spectrum disorders.
In the past ten years, the number of individuals with autism served by the DDS
has quadrupled. In 1999, consumers with autism accounted for 9 percent of the
caseload; today they represent 23 percent.

o California Work Opportunity and Responsibility to Kids (CalWWORKs)— California’s
welfare program differs from other states in two significant areas. First, California
provides a safety net program for children after the adult(s) reach(es) their
60-month time limit (only ten other states offer such a program). Second, as of
July 2009, California’s grant level is the fourth highest in the nation and ranks second
highest among the ten largest states. The recent economic downturn has caused
CalWORKs caseload to grow, resulting in significant cost increases in the program.

The significant General Fund workload adjustments are as follows:

o Medi-Cal Base Benefit Costs—An increase of $944 million (including $590.9 million
for Fee-For Service, $92.1 million for managed care, and $261 million for Medicare
payments and other base adjustments).

o Medi-Cal Federal Flexibility and Stabilization—An increase of $696.8 million as a
result of federal funding available in 2009-10 that will not be available in 2010-11.
The state expects to claim $360 million in unused federal funds from the existing
hospital waiver ($180 million annually for 2005-06 and 2006-07) under the Safety
Net Care Pool (SNCP) and an additional $380.3 million by applying ARRA enhanced
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Federal Medical Assistance Percentage (FMAP) to the SNCP ($43.5 million available
in 2010-11).

Children's Health Coverage—A decrease of $320 million because of newly enacted
hospital fees established by Chapter 627, Statutes of 2009 enabling the state to
use $80 million per quarter of fee revenue to offset General Fund for children's
Medi-Cal coverage.

Family Health Program Costs—An increase of $36.2 million in 2010-11 because of
a $22.1 million decrease in available federal SNCP funds, a $3 million decrease in
federal Title V reimbursement funds, and an $11.1 million increase in caseload and
treatment-related costs.

CalWORKs—An increase of approximately $500 million resulting from increased
caseload and federal Temporary Assistance for Needy Families (TANF) Block Grant
funds being fully committed and unable to entirely support the cost of the program.

Other Social Services—An increase of approximately $78 million associated with
caseload increases in the Supplemental Security Income/State Supplementary
Payment (SSI/SSP), IHSS, and Food Stamp programs.

AIDS Drug Assistance Program (ADAP)—An increase of $97 million consisting of:
(1) $59.3 million increase related to increased caseload and the increased cost of
prescription drugs, and (2) $37.7 million increase to backfill a projected shortfall in
the ADAP Rebate Fund.

Regional Centers—An increase of $143.5 million because of increased service
utilization and costs associated with autism spectrum disorders, growth in
regional center caseload, the expiration of specified provider payment reductions,
and the backfill of PTA funds for regional center transportation costs related to
Shaw v. Chiang.

Early and Periodic Screening, Diagnosis and Treatment (EPSDT) Program
—An increase of $42.2 million primarily because of increased service costs and the
payment of 2006-07 cost settlement claims deferred in the Budget Act of 2009.

Mental Health Managed Care—An increase of $11.7 million resulting from an
increase in the number of Medi-Cal eligible beneficiaries in all programs.

State Hospitals—An increase of $19.4 million for an estimated increase in the state
hospital population, Phase X| of the Coalinga State Hospital activation, and the
64-bed expansion of the Vacaville Psychiatric Program.
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The significant General Fund policy adjustments are as follows:

Managed Care Expansion—An increase of $54.9 million for managed care expansion
into Ventura, Mendocino, Lake, Madera, and Kings Counties. Madera and Kings
Counties will be partnering with Fresno County, which already has a Medi-Cal
managed care delivery system.

Nursing Home Fees—The Quality Assurance Fee, which is used to reimburse
facilities for providing long-term care skilled nursing services to Medi-Cal
beneficiaries, sunsets on July 31, 2011. In the months leading to the May Revision,
the Administration will work with stakeholders on reauthorization of this fee.

ADAP—A decrease of $9.5 million for the elimination of ADAP services to
county jails.

The current and significant General Fund reforms and major changes underway are

as follows:

Targeting IHSS to the Neediest Consumers— Current law limited (1) domestic
and related services (housework, shopping and errands, and meal preparation and
clean-up) to only those individuals assessed to have the greatest need for those
services, and (2) all services to only those individuals with greater needs based on
an assessment of their ability to function within 11 activities of daily living. While
these limits were estimated to save approximately $492.7 million ($123 million
General Fund) annually, federal court injunctions have prevented the state from
implementing these measures.

Reducing the State Share of IHSS Wages and Health Benefits—Current law reduced
state financial participation in the cost of IHSS worker wages and health benefits
from a combined $12.10 per hour to a combined $10.10 per hour. While this was
estimated to save approximately $352.5 million ($88 million General Fund) annually,
federal court injunctions have prevented the state from implementing this measure.

IHSS Anti-Fraud Reform—The budget includes rigorous anti-fraud efforts

that require: (1) all IHSS providers to attend an orientation, obtain a background
check, and be fingerprinted during 2009-10, (2) IHSS recipients to be fingerprinted,
(3) timesheets to be signed under a statement acknowledging that false timesheets
are subject to civil penalties, and (4) fingerprints of both the recipient and provider to
be included on timecards. In addition, this reform generally disallows provider checks
from being sent to post office box addresses, and authorizes case reviews, targeted
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mailings, and unannounced home visits. While these measures were estimated to
save $520.8 million ($130 million General Fund) annually, state court injunctions have
prevented the state from implementing certain components.

CalWORKs—Beginning in 2011-12, the following long-term reforms (which

are estimated to result in savings of $600 million General Fund annually)

will become effective: (1) restructuring time limits by requiring the adults in families
that have received aid for a cumulative 48 months within a 60-month period to “sit
out” and not receive aid for 12 months, (2) requiring all non-exempt recipients who
are not meeting work requirements to meet face-to-face twice a year for a review
with county workers, and (3) strengthening the sanction process for adults who

do not comply with program requirements by progressively decreasing the family's
monthly grant if the adult continues to refuse to comply.

Improving Health Care Coordination and Controlling Long-Term Medi-Cal Costs

— Current law includes reform that provides the Department of Health Care Services,
in partnership with the federal government and stakeholders, broad authority under

a demonstration project or waiver to utilize managed care or other specialized
delivery systems of care for vulnerable populations, including seniors, people with
disabilities, children with significant medical needs, and individuals with behavioral
health problems. By providing earlier and appropriate care, this program restructuring
will keep Californians healthier and avoid unnecessary emergency room visits.
Annual savings of $800 million ($400 million General Fund) are estimated to be
achieved through this effort by 2012-13.

Centralizing Eligibility and Enrollment for Public Assistance— Current law establishes
a framework for transforming enrollment and eligibility for the Medi-Cal, CalWWORKs,
and Food Stamp programs from an inefficient, labor-intensive, and decentralized
system to a modern online process. This modernization effort will help improve
access to health and human services while reducing costs by an estimated $1 billion
($500 million General Fund) annually by 2012-13.

The significant General Fund budget solutions are as follows:

Reductions

. Medi-Cal Cost Containment Strategies—A decrease of $750 million as a result
of a number of program cost containment strategies. While California operates
one of the least costly Medicaid programs in the nation, costs continue to
increase primarily as a result of increases in caseload and costs of services.
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The Governor's Budget includes a reduction of $750 million General Fund
from the implementation of strategies, similar to what other states have
done, to reduce Medi-Cal costs. These strategies will include a combination
of the following: (1) Limits on services and utilization controls, (2) Increased
cost-sharing through co-payment requirements, premiums, or both, and (3)
other programmatic changes.

Eliminate Full-Scope Medi-Cal for Certain Immigrants—A decrease of

$118 million resulting from the elimination of full-scope Medi-Cal for adult
Newly Qualified Immigrants (legal immigrants who have been residing in the
United States less than five years), except pregnant women, and immigrants
Permanently Residing Under the Color of Law, and Amnesty Immigrants who
are not defined as eligible Qualified Immigrants under federal law. This proposal
would take effect March 1, 2010, but savings would not be realized until

June 2010 because of implementation times and notification requirements.

Eliminate Optional Adult Day Health Care Benefits—A decrease of $104 million
as a result of the elimination of the optional adult day health care benefit.

This proposal would take effect March 1, 2010, but savings would not be
realized until June 2010, because of provider and beneficiary notification
requirements and the timing associated with related cash payments in Medi-Cal.

Delay Checkwrite—A decrease of $55 million by deferring one weekly payment
to institutional providers.

Medi-Cal Anti-Fraud Initiative—A decrease of $26.4 million (including the
associated support costs) resulting from the Department of Health Care
Services' aggressive targeting of fraud in high-priority areas, such as pharmacy,
physician services, transportation, and medical equipment.

Roll-back Rate Increase for Family Planning Services—A decrease of

$28.7 million by rescinding the substantial discretionary rate increase authorized
by Chapter 636, Statutes of 2007, for family planning services. This proposal
would take effect March 1, 2010, but savings would not be realized until

June 2010 because of provider and beneficiary notification requirements and
timing associated with related cash payments in Medi-Cal.

Reduce Healthy Families Program Eligibility—A decrease of $10.5 million
in 2009-10 and $63.9 million in 2010-11 by reducing program eligibility
from 250 percent to 200 percent of the federal poverty level. This proposal
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would align California’s eligibility standards with the standards in most

other states, and take effect May 1, 2010, after appropriate provider and
beneficiary notification. A conforming $3.9 million decrease also results in the
California Children’s Services program for beneficiaries who were previously
eligible under the Healthy Families program.

Reduce Healthy Families Program Benefits and Increase Premiums

—A decrease of $21.7 million by eliminating vision coverage and increasing
monthly premiums in families with incomes from 151 percent to 200 percent of
the federal poverty level by $14 per child or $42 maximum increase per family
with 3 or more children (from current $16 per child or $48 maximum per family
premiums—the lowest income families under 150 percent of poverty would
not have a premium increase). These proposals are consistent with what other
states have done and would take effect July 1, 2010, after appropriate provider
and beneficiary notification.

IHSS—A reduction of $77.9 million in 2009-10 and $872.6 million in 2010-11 for:
(1) limiting the provision of services to consumers with the highest level of

need and (2) reducing state participation in the wages of IHSS workers to the
state minimum wage of $8.00 per hour, plus $0.60 per hour for health benefits.
These proposals would become effective June 1, 2010, based on the
assumption that the state prevails in pending litigation on similar but lesser
reductions previously enacted.

CalWORKs—A reduction of $146.1 million by: (1) reducing monthly grant
payments by 15.7 percent to reduce California’s grant level to the average of
the ten states with the highest cost of living, (2) reducing the level at which the
state reimburses child care providers, and (3) eliminating the Recent Noncitizen
Entrants program, which provides CalWORKSs benefits to legal immigrants

who have been in the United States for less than five years. Due to the

shifting of federal funds, these proposals also result in General Fund savings

of $42.7 million in the Department of Developmental Services budget and
$18.3 million in the California Student Aid Commission budget. These proposals
would become effective June 1, 2010. The General Fund savings resulting from
these proposals would increase to approximately $700 million if the federal
government does not extend ARRA funding for CalWWORKs (see related Federal
Funds issue below).

SSI/SSP—A reduction of $21.8 million in 2009-10 and $285.1 million in
2010-11 by: (1) reducing SSI/SSP grants for individuals by $15 per month (from
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$845 to $830) to the federal minimum (SSI/SSP grants for couples are already
at the federal minimum) and (2) eliminating the Cash Assistance Program

for Immigrants, which provides state-only benefits to legal immigrants who
are not eligible for federal benefits. These proposals would become effective
June 1, 2010.

California Food Assistance Program (CFAP)—A reduction of $3.8 million

in 2009-10 and $56.2 million in 2010-11 by eliminating the CFAP, which
provides state-only benefits to legal immigrants not eligible for federal Food
Stamp benefits. This proposal would become effective June 1, 2010.

Regional Centers—Reductions of: (1) $61.6 million for additional savings
associated with the annualization of $334 million in current year reforms
developed by a stakeholder process, which included advocacy and provider
groups, (2) $60.9 million for extending the three-percent payment reduction

for regional center operations and for services provided through 2010-11,

(3) $52.5 million for full-year implementation and expansion of consumer
services associated with a 1915(i) amendment to California’s Medicaid

State Plan submitted to the Centers for Medicare and Medicaid Services in
December 2009. A 1915(i) amendment would allow receipt of federal funds for
services to consumers who are Medi-Cal eligible, but are not on the existing
Home and Community-Based Services Waiver because they do not meet the
institutional level of care required for Waiver eligibility, and (4) $25 million for
additional program reforms to be developed by the existing stakeholder process
while maintaining the entitlement and ensuring program and service integrity.

Substance Abuse Offender Treatment Programm—A reduction of $18 million to
eliminate funding for the Substance Abuse Offender Treatment Program.

o Alternative Funding

Children’s Health Coverage—A decrease of $240 million from available
proceeds ($80 million per quarter from April 2009 until December 2010)
authorized in law from newly enacted hospital fees. This is in addition to
$320 million reflected in the budget as a workload adjustment.

Cigarette and Tobacco Products Surtax Fund (Proposition 99)— Savings of
$36 million from using available one-time Proposition 99 reserves to offset
costs in Medi-Cal. The 2010 Budget also contains $25 million from the
available special funds to replace one-time 2009-10 savings (from a change in
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payment methodology) made available from the Access for Infants and Mothers
Program to meet anticipated demand for health care in 2010-11.

California Children and Families Act of 1998 (Proposition 10)—A reduction

of $550 million in General Fund through a redirection of Proposition 10
funding from the California Children and Families Commission budget to
high-priority state programs serving children. This proposal includes shifting
(for five years) approximately 50 percent of the Proposition 10 revenues
currently directed to state and local accounts within the Commission’s budget
($242 million in 2010-11) and a one-time sweep of state and local reserves
($308 million). The redirected funds will be used to support children enrolled
in programs administered by the Department of Social Services and the
Department of Developmental Services. Implementation of this proposal will
require voter approval. It is anticipated this initiative will be included in the
June 2010 election.

Redirection of County Savings—A decrease of $505.5 million General Fund by
redirecting a portion of the county savings resulting from reductions in IHSS
and CalWWORKs (discussed in Reductions section above) to fund an increased
county share in Department of Social Services children’s programs.

Regional Centers—A reduction of $42.7 million in General Fund and substitute
with reimbursements from federal Title XX funds for the TANF program.

Community Mental Health Services—A reduction of $452.3 million in

General Fund and substitute with Mental Health Services Act (Proposition 63)
funding for a portion of the EPSDT program and a portion of the Mental Health
Managed Care program. This requires amending the non-supplantation and
maintenance-of-effort provisions of Proposition 63 and requires voter approval.
It is anticipated this initiative will be included in the June 2010 election.

Federal Funds

Federal Flexibility and Stabilization—A decrease of $1 billion resulting from
federal reimbursement for the following costs: (1) health costs for disabled
individuals who were actually eligible for Medicare ($700 million), (2)
recalculating the rate at which California pays for Medicare Part D drug coverage
($75 million ongoing), and (3) applying the enhanced ARRA FMAP ratio to

the Medicare Part D drug coverage payments ($250 million). An additional

$43 million in ARRA enhanced Safety Net Care Pool funding is available

in 2010-11.
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Increase California’s base FMAP—A savings of $1.8 billion as a result of the
federal government increasing California’s base FMAP to 57 percent to be
consistent with the federal funding ratios provided to the ten most populous
states as well as the nationwide average.

Expand Federal Eligibility for Foster Care—A decrease of $86.9 million as a
result of the federal government providing financial participation to all currently
state-only foster care cases.

. Continuation of ARRA FMAP Through June 30, 2011 — A decrease of
$1.5 billion as a result of the continuation of California’'s ARRA-enhanced FMAP
(11.59 percent increase to the base percentage) through June 30, 2011.

CalWORKs ARRA Funding—A decrease of $538 million as a result of
the federal government continuing through 2010-11 the TANF Emergency
Contingency Funding provided to California.

Title IV-E ARRA—A reduction of $26.8 million from continuation through
2010-11 of the enhanced FMAP (6.2 percent increase to the base percentage)
available for California’s Foster Care and Adoptions Assistance programs.

Child Support ARRA Funding—A decrease of $20.8 million resulting from the
federal government allowing California to use incentive funds to match federal
funds through June 30, 2011.

Early Start Program—An offset of $32.9 million for an increase in funding from
the federal Individuals with Disabilities Education Act, Part C grant that was
augmented as part of ARRA.

The significant non-General Fund workload adjustments are as follows:

e @Gross Premiums Tax—An increase of $163.8 million to the Department of
Health Care Services ($91.9 million in 2009-10 and $71.9 million in 2010-11)
and $239 million to the Managed Risk Medical Insurance Board's Healthy Families
Program ($101.7 million in 2009-10 and $137.3 million in 2010-11) resulting from the
enactment of Chapter 157, Statutes of 2009, that created an industry-supported tax
on managed care plans.

e Proposition 10—A one-time increase of $55.6 million in funding provided by the First
5 California Children and Families Commission to help fund the costs of children up
to five years old enrolled in the Healthy Families Program.
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o Local Revenue Fund—An increase of $175.3 million attributable to revenue increases
in the State-Local Realignment program.

e Clinical Laboratory Inspections—An increase of $3.4 million Clinical Laboratory
Improvement Fund to comply with the provisions of Chapter 201, Statutes of
2009, which revises licensing and registration requirements for private nonprofit
organizations to accredit clinical laboratories for state compliance, and revises
licensing fees to fund state resources to provide improved oversight.

¢ ADAP—A decrease of $37.7 million ADAP Rebate Fund to avoid a shortfall and
maintain a prudent reserve. This reduction is fully backfilled with General Fund.

o Mental Health Services Act Local Assistance—A decrease of $405.9 million Mental
Health Services Fund, which is a technical adjustment to reflect updated county
resource plans.

CORRECTIONS AND REHABILITATION

General Fund expenditures are proposed to decrease by $1.19 billion, or 12.7 percent,
not including General Fund offsets.

The significant General Fund cost drivers are:

«  Correctional Officer Salaries— Correctional officer salaries are 33 percent higher
than the average salary for comparable positions in other jurisdictions and parole
agent salaries are 25.5 percent higher, according to a Department of Personnel
Administration salary survey.

e Court-Driven Costs—Numerous state and federal court orders have dramatically
increased the cost of prison health care, parole hearings, Americans with Disabilities
Act compliance, and juvenile incarceration. Medical costs are the largest cost driver.
California’s average annual medical inmate cost is approximately $11,000 per
inmate, as compared to approximately $5,757 for New York, which has similar
inmate demographics.

The significant General Fund workload adjustments are as follows:

e Adult Inmate and Parolee Population—An increase of $176.2 million related to
projected changes in the inmate and parolee populations, as well as payments
to local jurisdictions that temporarily house inmates on behalf of the state
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prison system. The inmate population is expected to decrease from 168,628 to
168,461, primarily because of a decrease in new admissions from the courts, and the
parolee population is expected to decrease from 118,371 to 118,342, primarily
because of a decrease in the number of discharges from prison to parole.

e Juvenile Institution and Parolee Population—A decrease of $16.2 million
General Fund and $4.8 million Proposition 98 General Fund related to projected
changes in the juvenile institution and parolee populations, the closure of the
Heman G. Stark Youth Correctional Facility, and the use of revised staffing ratios.
The juvenile institution population is projected to decrease from 1,637 to 1,624 and
the parolee population is expected to decrease from 1,690 to 1,391.

«  Removal of Price Increase—A decrease of $92.8 million in 2009-10 and 2010-11,
pursuant to Control Section 4.04, to remove the augmentation that had been
provided in the 2009-10 Budget to adjust General Fund appropriations for inflation.

o Revised Savings Estimates—An increase of $613.1 million in 2009-10 and
$359.2 million General Fund in 2010-11 to reflect revised savings estimates
associated with prison reforms assumed in the 2009 Budget Act. The Administration
proposed reforms that would have achieved an estimated $1.18 billion in savings.
The savings were included in the Budget Act, but not all of the statutory changes
necessary to achieve those savings were subsequently enacted by the Legislature.
In addition, the legislation that was enacted was passed later in the year than the
savings estimates had assumed. The delay in passage of the legislation resulted
in the loss of $119.7 million in 2009-10, while another $265 million for 2009-10 and
$130.8 million in 2010-11 were lost because some proposals that were implemented
will not achieve the full amount of estimated savings. The remainder of the savings
loss, $228.4 million in 2009-10 and 2010-11, is due to the lack of statutory changes
that would have been necessary for the proposals to be implemented.

«  Receiver's Medical Services Program—An increase of $519.1 million in 2009-10
and $532.2 million in 2010-11 to account for contract medical expenditures and
to implement various portions of the Receiver’'s court-approved Turnaround Plan.
This includes the provision of additional nursing resources, improving the information
technology infrastructure, and establishing an electronic medical records system.

The significant General Fund current reforms and major changes underway are as follows:

«  Parole Reforms—Reduced parole agent caseloads and focused parole supervision
on serious and violent offenders, as well as offenders who have a high risk
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of reoffending. Prohibit low and moderate risk offenders from being returned to
prision for tech