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Proposition 1A

l. Executive Summary

Proposition 1A is a Constitutional amendment proposed by the California Legislature to help
solve the state’s budget problems. Proposition 1A has two distinctive components. First, it would
raise funds for the state by extending the tax increase that was recently approved by the
Legislature as part of the budget compromise. Second, Proposition 1A seeks to prevent future
large budget deficits by implementing more stringent requirements for California’s rainy day
fund and by placing a new cap on state spending.

California voters face a difficult choice in deciding how to vote on Proposition 1A:

A YES vote on Proposition 1A will lead to a longer period of increased taxes—something
looked forward to by very few, if any, California residents. However, a YES vote for Proposition
1A will also implement rules that could prevent such large deficits from accruing again, thereby
preventing similar tax increases in the future. In support of Proposition 1A, Governor Arnold
Schwarzenegger said “California's budget crisis could turn out to be a good thing for the state,..
because it will give voters a chance to approve reforms that could stop another fiscal emergency
from happening again.”"

A NO vote for Proposition 1A will not entirely prevent an increase in Californians’ taxes. Under
the budget compromise, the sales tax, vehicle license fee, and personal income tax rate were all
increased. Those tax increases are due to expire in one or two years. Proposition 1A, however,
would extend those taxes for an additional one to two years. Therefore, a NO vote for
Proposition 1A will only prevent certain tax increases from being extended for additional time.
Additionally, if Proposition 1A is not approved by voters, the rules governing state spending and
the state rainy day fund would remain unchanged.

Il. Background and Existing Law
A. Origin of the Budget Imbalance

Due to the global economic crisis, California is facing a significant decrease in the revenue it
receives from taxes. California depends on personal income tax for nearly half of its tax base.”
Because California has an extremely progressive tax system, the top one percent of wage earners
are responsible for paying almost half of the state’s income taxes. For instance, “in 2006 the top
1% of earners paid 48% of all income taxes.” This means that the top one percent of wage
earners account for at least one fourth of all taxes. While opinions certainly differ as to whether
this is an appropriate tax system, it is clear that such a system can lead to wide swings in the
amount of revenue that the state can expect for budgeting purposes. This is in large part due to

! John Wildermuth, Governor sees possibility in budget crisis, S.F. Chron, B1 (March 27, 2009).
* The Ungovernable State, The Economist (Feb 19, 2009) (available at http://www.economist.com/
world/unitedstates/displaystory.cfm?story id=13145207).
3
1d.
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the reality that “the wealthy derive much of their income from bonuses, capital gains and stock
options.” Thus, “the state’s fortunes rise and fall with the markets.”

The California Department of Finance, which helps the Governor and Legislature produce the
budget each year, explained:

California’s chronic and cyclic budget crises are largely attributable to the use of
higher-than-normal revenues to create permanent, ongoing spending
commitments and tax cuts. Once revenue returns to more normal levels—or even
drops during recessionary times—the resulting higher spending base is
unsustainable and drastic cuts and tax increases are required.’

B. February 2009 Tax Increases

When the California Legislature approved the compromise budget in February 2009, they agreed
to an increase in state taxes. “The budget package assumes an additional $12.5 billion in
revenues over two fiscal years ($1.5 billion in 2008-09 and $11 billion in 2009-10).”” The tax
increases come from three sources: the sales tax, the personal income tax, and the vehicle license
fee.

The budget package includes a temporary one percent increase to the state’s sales tax. Effective
April 1, 2009, the state sales tax increased to six percent. Because counties further add onto the

sales tax, the average local sales tax has increased to almost nine percent. Unless voters approve
Proposition 1A (which would extend the length of the tax increase), these sales tax rates will be
effective until July 1, 2011. This one percent increase is projected to provide an additional $5.8

billion to the state over the two years it is applied.®

The budget package affects the personal income tax in two ways: (1) by increasing the overall
personal income tax rate, and (2) by reducing the dependent credit. The package increases the
personal income tax rate for each of the seven tax brackets by 0.25 percent.” Thus, the lowest tax
bracket will see an increase to 1.25 percent and the highest tax bracket would see an increase to
9.55 percent (These rates would apply to most taxpayers).'® This increase is for the 2009 and
2010 tax years (unless it is extended by the passage of Proposition 1A)."" This increase is

“1d.
>1d.
6 California Department of Finance, The 2009 Budget AQ (available at www.dof.ca.gov/budget/historical/2009-
10/documents/Budget Agreement Full-Package-w.pdf) [hereinafter DOF BudgelL
7 Legislative AnalystOs Office, 2a0®Budjet Analysis Series, The Fiscal Outlook Under the February Budget
Package]3, http://lao.ca.gov/2009/bud/feb_overview/feb_overview 031309.pdf (accessed March 24, 2009)
fEhereinafter LAO Budget Analysjs
Id.
’1d.
1d.
'"'Id. Additionally, the rate increase may be cut in half if the state receives certain federal stimulus funds. Id.
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expected to provide the state with $3.6 billion in additional revenue for the 2009 and 2010 tax
12
years.

The reduction in the dependent credit decreases the dependent credit ($309 in 2008) to the same
as the personal credit ($99 in 2008) for the 2009 and 2010 tax years, bringing in a projected
additional $1.4 billion in 2009 and 2010." This decrease in the dependent credit would also be
extended by the passage of Proposition 1A.

Additionally, the budget compromise increases the politically contentious vehicle license fee
(VLF), which is essentially a personal property tax on cars and trucks. The Legislature increased
the VLF from 0.65 percent of the vehicle’s value to 1.15 percent.'* The increased fee is effective
from May 2009 to July 2011 (which would also be extended by the passage of Proposition 1A)."
Thils6 increase is expected to net $346 million in the 2008-09 fiscal year and $1.7 billion in 2009-
10.

C. Rainy Day Reserve Funds

California currently has two “rainy day” reserve funds, which are used to set aside tax revenue to
“pay for unexpected expenses, cover any drops in tax receipts, or save for future years.”’
Neither of the current funds has proven very effective in achieving this goal, as the Legislature or
the Governor can easily circumvent the current use restrictions.

The state’s traditional reserve fund is the Special Fund for Economic Uncertainties (SFEU)."
Any unexpected monies received during a year, such as higher than projected tax receipts, are
automatically deposited into the SFEU."” Money from the SFEU can be appropriated with
approval from the Legislature.*’

In addition to the SFEU, California voters approved the creation of the Budget Stabilization
Account (BSA) when they enacted Proposition 58 in 2004.>' Each year, three percent of the
state’s estimated General Fund revenues are placed in the BSA.** The Governor, however, can
stop the transfer in any year by issuing an executive order. Governor Schwarzenegger issued
such an order this year and will likely continue to do so for the next several years as the state

2 1d. at 14.

P 1d.

“1d.

P Id.

" 1d.

' Legislative Analyst’s Office, Analysis of Proposition 14, 1, http://www.lao.ca.gov/ballot/2009/1A_05_2009.pdf
(accessed March 24, 2009) [hereinafter LAO Prop 14 Analysis].
'8 See Cal Govt. Code Ann. § 16418 (West 1999 & Supp. 2009).
' LAO Prop 14 Analysis at 1.

*1d. at 2.

2 d.
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faces continued budgeting problems.*® Funds are added to the BSA until the account reaches a
target level—the higher amount of $8 billion or five percent of revenues.”* The Legislature can
remove money from the BSA, however, by simply passing a law; the Legislature has often done
so in its annual budget act.*

D. Spending Cap

California currently has a spending cap which limits the increase in state spending from year to
year. Voters originally adopted this spending cap in 1979 when they approved Proposition 4,
better known as the “Gann initiative” after its chief proponent Paul Gann.*® The “Gann limit”
was very restrictive however, so in June 1990, California voters approved Proposition 111,
which changed the way the limit was calculated.”” In recent years “the limit has been well above
the state’s level of spending and has not been a factor in budgeting decisions.””®

E. Governor’s Authority to Reduce Spending

Currently, once the annual budget is approved “the Governor has only limited authority to reduce
spending during the year without legislative approval.”’ Recently however, in the litigation
following the Governor’s decision to implement a two-day-a-month furlough for state workers,
the courts confirmed that the Governor does have some control over the state’s workforce
payroll.* If approved by voters, Proposition 1A would increase the Governor’s authority to
reduce spending during the fiscal year.

I1. Proposed Changes to Current Law

Proposition 1A makes several significant changes to existing California law on two fronts: (1)
providing extra revenue in upcoming years through increased taxes, and (2) providing a
framework to hopefully prevent such large budget deficits in the future. Proposition 1A
accomplishes these goals by extending the period of increased taxes that the Legislature
approved as part of its budget solution and by creating a new rainy day fund and spending limit.
Proposition 1A would also give the Governor some new authority to reduce spending during the
year.

> Id.

*® Proposition 4 (1979), http://library.uchastings.edu/library/california-research/ca-ballot-measures. html#ballotinits.
*7 Proposition 111, (1990), http://library.uchastings.edu/library/california-research/ca-ballot-
measures.html#ballotinits (passed with 52.43% Yes, 47.57% No); see Cal. Const. art. XIIIB.

* LAO Prop 14 Analysis at 1.

* LAO Prop 14 Analysis at 2.

3% professional Engineers in California Government v Schwarzenegger, 2008-80000126 (Cal. Super. Ct.) (2009)
(available at www.saccourt.com/courtrooms/trulings/dept19/pecg%20v.%20governor,%20et%20al.%20
amended%20final%20ruling.doc).
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A. Extension of Temporary Tax Increases

Proposition 1A extends the tax increases that the Legislature already approved as part of the
latest budget compromisese supra Il b. Voters must consider PropositiaéA as part of the

overall scheme devised by the Governor and Legislature to address the current economic crisis.
Approval of Proposition 1A will address these concerns by collegtibgillionin additional

taxes®* The additional $16 billion in revenwemes through an extension of the one cent sales

tax increase (until July 1, 2012), and the extension of the 0.25 percent increase in the personal
income tax rate, the reduction in the dependent credit, and the half percent increase of’the VLF.

B. Creation of the Budget Stabilization Fund

Proposition 1A renames the OBudget Stabilization AccountO to the OBudget Stabilization FundO
(BSF). Similar to current law, every year three percent of state revenues must be placed in the
BSF2 Proposition 1Avould bothincrease the target amount in the BSF from five percent to

12.5 percent of state revenues, and make it more difficult for the funds to be réfnoved

If Proposition 1A is approved, the three percent deposit into the BSF can still be waived by the
Governor through the 20112 fiscal year? After that, money can only be withdrawn from the

BSF under certain circumstances, namely, (1) where a withdrawal would be allowed, or (2) if the
deposit would increase the BSF above the mandated 12.5 percent efgral&Gund levef
Withdrawal from the BSF would be allowed when there is not enough money in the General
Fund to fund state spending at the same level as the previous year (plus adjustments for
population and inflation) or in cases of riistal emergenc®’

The money in the BSF will be used for several purposes. For example, beginning in the 2011
2012 fiscal year, only one fourth of the three percent may actually go towards the rainy day fund.
Another fourth would go towards paying back Economic RegoBends which the State has

issued to borrow money to cover past budgeting. Finally, the other half would go towards
funding education (up to $9.3 billion) if both Proposition 1A and 1B $4&ee Proposition

1B.))

C. A New Spending Limit

Another imporant budget reform in Proposition 1A is the new spending limit. Under Proposition
1A, when revenues are OunanticipatedO they may be used for only certain purposes.

1140 Prop 14 Analysis at 1.
%2140 Budget Analysis at 13.
33 LAO Prop 14 Analysis at 2.
% DOF Budget at 11.
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Unanticipated revenues are those that are in excess of projected revenues based onspoédiction
state revenues made over the proceeding decade. The language of Proposition 1A provides that
Othe General Fund revenues for the current fiscal year shall be forecast by extrapolating from the
trend line derived by a linear regression of General Femehues as a function of fiscal year for

the period of the 10 preceding fiscal yeardiOpriority order, unanticipated revenues are used

for the following: funding obligations under the California Constitution fak&Keducation not

already paid; transfeng to the BSF to fill the reserve up to its target 12.5 percent of general

fund; and, paying off budgetary borrowing and debt, such as the Economic Recover§’Bonds.
D. Authority to Reduce Spending Mid-year

If Proposition 1A is approved by votersetovernor would be given increased authority to
reduce spending migear. Currently the GovernorOs yéhr budget powers are limited.
Proposition 1A, on the other hand, would allow the Governor to unilaterally reduce state
spending and eliminate costlnfing adjustmenté! The Governor would be able to reduce
spending on state operations (such as equipment purchases) by up to seveff percent.

III.  Drafting Issues and Pre-Election Challenges

The ballot label of Proposition 1A was successfully challérigethe Howard Jarvis Taxpayers
Association and Health Access Califorfii@etitioners alleged that the ballot language was not
neutral and that the titldalled to mention that passage of the measure would trigger $16 billion
in tax extension&}* California Superior Court Judddichael Kenneyheld that the tax increase
was adequately explained, but that some of the other language was misteading.

The ballot label was changed in the following way (strikeout represents replaced text and italics
represenhew text):

RefermsChanges the budget procesSould limits future deficits and
everspendingoy increasing the size of the state Orainy dayO fund and requiring
aboveaverage revenues to be deposited into it, for use during economic
downturnsand other purposes.*®

The court also made similar changes to the ballot titte and summary.

%9 Text of Proposition 1A (available at http://www.voterguide.sos.ca.gogpidie/textof-proposedaw.pdf).

“0LAO Prop 14 Analysis at 3.

*'1d. at 6.

1d. at5.

3 Howard Jarvis Taxpayers Association v. Bowdn. 342009-80000182 (2009) (available at
http://www.sos.ca.gov/elections/statewsfgecialelection051909/viginfo-051909/courbrderbl-propla.pdf).

44 John Wildermuth/udge rules Prop. 14 ballot language misleading, S.F. Chron., B3, (March 8, 2009) (available
at http://www.sfgate.com/cdiin/article.cqi?f=/c/a/2009/03/07/BA8616AKTV.DTL)

S LAO Prop 14 Analysis at 5;see Howard Jarvis Taxpayers Association v. Bowen

¢ Howard Arvis Taxpayers Association v. Bowan5.
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V. Policy Implications

It is uncertain what the fiscal effect of Proposition 1A would be over the next several years. It is
clear that Proposition 1A will not have much of an effect on the state budget in 2009-10 because
Proposition 1A does not bring in any additional revenues until 2011. Additionally, the spending
cap and rainy day fund deposits are not likely to be an immediate factor in budgeting decisions
because the Governor can still (and likely will) waive the transfer to the BSF until the 2012-13
budget year when the new restrictions would take effect.*’

In 2011-12, however, Proposition 1A is expected to bring in approximately $10 billion in tax
revenue.*® The Legislature will be able to use this money in its budget for the year. Spending
limits, as determined by the ten year retrogression provided for in Proposition 1A, may also
begin impacting the budget if the economy begins to recover and tax revenues reach the levels
they were at before the recent economic turmoil.

The real question is: Will the spending cap and rainy day fund prevent situations like our recent
$42 billion deficit? Opinions greatly differ as to the answer to that question. Some have argued
that the spending cap will continue to be illusory.

This spending cap will prevent exteme [sic] changes to the budget in a given year,
but it still provides too much cushion to allow for excessive spending. For
example, if this spending cap were in place now, the 2001 dot-com bubble tax
revenue generated from increased capital gains and income taxes at the time will
skew the revenue cap higher than if they were not included.”

Similarly, Jon Coupal, president of the Howard Jarvis Taxpayers Association, and Michael
Reagan, son of the former President of the United States, argue that Proposition 1A “would
actually allow continued increases in spending without any connection to the taxpayer's ability to
provide revenue.””

Still, others argue that the spending limit would be too strict and would prevent the Legislature
from providing citizens with the services that they have come to expect from government.
“Some oppose the spending cap saying it would tie future officials' hands in addressing the
state's needs.”’

7 1d. at 23.

“1d.

* Adam Haverstock, The Proposed California Spending Cap Is A Tax In Disguise, The Policy Report (Feb. 24,
2009) (available at http://www.thepolicyreport.net/2009/02/24/the-proposed-california-spending-cap-is-a-tax-in-
disguise/).

*% Jon Coupal et. al., As a Spending Limit, Prop. 14 Does Not Cut It, Howard Jarvis Taxpayers Association Blog
(March 30, 2009) (available at http://hjta.org/california-commentary/spending-limit-prop-1a-does-not-cut-it).

>! Josh Richman, Schwarzenegger touts budget-reform agenda in San Francisco, Mercury News (March 12, 2009)
(available at http://www.mercurynews.com/california/ci_119004397?source=rss).
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Another possibility to consider is what might happen to forthcoming budgets if Proposition 1A
fails. CaliforniaOs bipartisan Legislative AnalystOs Office is already projecting an $8 billion
shortfall for the next year®s budets discussedbove, Proposition 1A does not have a direct
effect on the upcoming budget. However, if similar deficits occur during the time period where
the tax increases would have been extended had Proposition 1A passed, Legislators are going to
be in a more difficdlsituation in deciding how to fix that deficit. It is unlikely that any

additional tax increases outside the compromise of Proposition 1A would be approved, meaning
that any budget shortfalls would have to be accounted for through spending cuts onaldditi
borrowing. The Assembly Republican Leader has said ¢imataption won't be on the taie

moretax increase€l® The chair of the Assembly Budget committee, a Democrat, says that the
only way additional deficits can be solved is through clifge hawe cut way past into the bone

at this poin® and Culifornia residents are going to feel a reduction in servidigre's just no

way around that™

V. Conclusion

Proposition 1A is guaranteed to have an effect on California whether it passes atheot. If
initiative passes it will have both a ngarm and longerm effect by temporarily increasing

taxes and permanently placing constraints on CaliforniaOs budgeting process. If Proposition 1A
fails, the Legislature will have the difficult task of findineplacement revenue for the missing

tax dollars that they had planned to receive under Proposition 1A or be forced to cut programs
that have already been deeply cut in past budget solutions.

Proposition 1A makes such significant changes that iffisut to predict what affect it could

have on future budgets. The rainy day fund and spending limit would be more stringent than
their existing counterparts, but it is not clear whether or not these changes would in fact prevent
similar budget problemsithe future.

2| AO Budget Analysis.
%3 Stu Woo,In California, Another Deficit LoomanVal St. J., (April 20, 2009) (available at http://online.wsj.com/
article/SB124018496535433281 .html#mod=todays_us_page_one).
54
Id.
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