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About the New California Network

The New California Network was initiated in 2006 as a nonpartisan catalyst for modernizing state
government. The state’s persistent financial problems have made it clear that without improvements to
how the state allocates and manages fiscal resources California’s communities will not be able to reach
their goals — for education, economic development, environmental protection, transportation, public
health and safety and other critical issues.

To guide its efforts the Network has distilled some broad principles for fiscal and management reforms.
Those principles are contained in Appendix B of this report.

To impact public policy, the Network has created projects intended to link expert analysis with robust
public dialogues involving business, labor, government and civic leaders. We believe change is possible
if politically, socially, geographically and ethnically diverse Californians contribute to shaping solutions
and are willing to support those reforms as they mature into formal proposals.
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Next Steps

Following the release of this document, Handbook 1.4: Changing the Order of Things: Building a
Better Budget for California State Government, NCN is preparing a companion version, Handbook
2.0, which explores in greater detail the strategies employed in other states to improve their
budget processes and how they could be adapted to California. Additionally, we are working
with key constituencies, such as the labor community and business leaders, to understand
their concerns and perspectives and how best to engage them to support budget reforms.
These documents will be available in the fall of 2007 and will be accessible through NCN’s
website www.newcalnet.org. The information and analysis from these efforts will guide
dialogue with elected leaders on opportunities to improve California’s budget process.
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The proposals included in this report are not new. Since the mid-1990s, numerous
California organizations and public bodies have made recommendations consistent with the
concepts presented here. In 1996, the Legislature established the Constitution Revision
Commission, perhaps the most ambitious public attempt to reform state fiscal policies and
address other governance challenges. The Commission concluded that California’s budget
process “is not designed to make the critical decisions that are necessary to meet the needs
of the state within available resources.”! Similarly, the Little Hoover Commission in 1995
recommended that state leaders commit to long-term budget reform, utilizing performance-
based budgeting tools.2 The California Taxpayers’ Association has called for budget reforms
that would improve financial management and bolster the performance of public programs.3
And the California Budget Project has recommended strategies to improve the transparency
of California’s budget process, including the use of performance measures to help policy-
makers make more informed funding decisions.*

But while California has thought about reforms, a majority of states have already
implemented strategies consistent with the concepts that make up one or more of these
proposals. Fach state has tailored its use of these conceptual reforms, as should California.

Numerous organizations have examined California’s budget and fiscal structures and
concluded that the state’s fiscal strategies require reform, including:

Bay Area Economic Forum California Taxpayers’ Association
California Budget Project Joint Venture Silicon Valley
California Business-Higher Education Forum League of Women Voters
California Business Roundtable Little Hoover Commission
California Citizens Budget Commission Senate Cost Control Commission
California Constitution Revision Commission Speaker’s Commission on State
California Governance Consensus Project and Local Finance
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Why the State’s Fiscal Strategies are Inadequate

Following three straight years of revenue growth that exceeded expectations, a slowing state
economy may force reluctant policy-makers to face two facts: First, operating deficits are
difficult to solve with annual one-time measures. Second, revenues received within a fiscal
year are generally insufficient to fund California’s annual budget requirements.

For the last three fiscal years, the state has carried forward unspent funds from the previous
year, allowing policy-makers to increase funding in education and health and human services.
But the state still does not have sufficient revenue to meet its spending obligations on a year-
to-year basis. While the administration argues that the Governot’s proposed budget for
2007-08 reduces the operating deficit to near zero, the state would still be spending nearly $2
billion more than it will take in if one-time expenditures are included. The Legislative
Analyst’s Office, in its review of the Governor’s budget, is more skeptical and suggests that
the state is likely to end the 2007-08 fiscal year with an actual deficit.

What is an operating deficit? Why should anyone care?

Simply stated, an “operating” or “structural deficit” means there is not enough revenue
within a fiscal year to support the spending proposed for that year. From the rhetoric, one
might assume that the existence of an operating deficit depends on who crunches the
numbers. In the case of the current budget proposal, the administration asserts that one-
time spending not otherwise required — such as advancing the required payments for budget-
related debt — should not be recognized in the calculation. This approach reduces the
expenditure side of the ledger, virtually eliminating the operating deficit. Still, it can be
argued that one-time spending is still spending and a simple difference between revenues
and expenditures is what matters.

Equally important, to help close the 2007-08 budget gap, the Governor also proposes to
reduce expenditures in a variety of programs — proposals that may not be accepted by the
Legislature. The proposal does not analyze what is driving the cost of those programs and
how those reductions will impact people, programs and even future budgets. Without that
information, policy-makers and the public cannot assess the consequences of those
reductions.

Can we fix the budget with yearly, one-time solutions?

Generally speaking, policy-makers favor one-time solutions to close seemingly difficult
budget gaps because that approach often can resolve the immediate problem without
increasing taxes or making major changes to programs. Historically, policy-makers have
done a good job of closing annual budget gaps. But by focusing only on the immediate gap,
the long-term consequences of decisions are not fully considered. And if the budget is still
out of balance the following year, the Governor and Legislature have generally looked for a
new set of one-time fixes.

There are two problems with simply facing budget gaps one year at a time. First, by making
annual adjustments to close budget gaps the state misses the opportunity to address the cost
pressures or revenue factors resulting in the imbalance. Second, program effectiveness
becomes a lower priority than simply finding ways to adjust spending or revenues. In this
way, the persistent budget gap is like a fever, indicating more serious fiscal ills that need to
be cured.
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What is wrong with the current budget process?

The New California Network has identified three basic faults that are recognized by leaders
across the state and from both sides of the partisan divide.

1. Last year’s budget is the basis for next year’s spending.

There is one natural law that governs state spending: Programs get what they got in the
prior year — plus growth. It has been a time-honored tradition that a new program with
limited funding in the first year grows over time. The next budget is built on top of the
budget that came before it. In terms of education spending, Proposition 98 embedded this
practice in the constitution by requiring that any funds appropriated to K-14 education
above the minimum guarantee be incorporated into the base funding level for the following
fiscal year. Even when policy-makers want to control costs they tend to do so by limiting
growth. For example, to control costs in health and human services programs, policy-makers
limit cost-of-living adjustments, rather than scrutinize the underlying program to capture
efficiencies or to improve effectiveness. There are few fiscal principles or program practices
that are effective counterweights to the natural law of state budgeting.

2. The state’s fiscal horizon is too short.

State budgeting in California is an annual event. For fiscal purposes, the world begins anew
every July 1 and comes to an end on June 30. Internally, the administration’s budget staff
takes most of the 12-month calendar to build the budget for the following year. The
Legislature, in turn, spends the last six months of each fiscal year discussing the Governor’s
proposal and adopting the state’s budget for the coming 12 months. Expenditure
requirements for state programs are viewed through a 12-month lens. Discussions of longer
term forces, such as demographic and economic trends, give way to the immediacy of the
annual appropriation cycle. From a policy-making perspective, the Administration and the
Legislature should not focus solely on the next 12 months, but the health of a given program
over several years.

3. The Legislative budget process lacks transparency and leaves
little time for oversight.

As noted earlier, the Governor proposes a spending plan in January for the coming fiscal
year and the Legislature is supposed to adopt the budget by June 15 for the Governor’s
consideration and signature by the start of the fiscal year on July 1. While the Legislature
often has difficulty meeting the June 15 deadline, the more significant issue is how the
Legislature uses its time to scrutinize the proposed budget.

The Legislature’s process for developing the Budget Act has become less transparent. Both
houses of the Legislature act over a three-month period in parallel — taking up the same
programs and departments at roughly the same time. This process is intended for the Senate
and the Assembly to separately act on a budget — allowing both houses to “speak” and then
work out differences in a joint conference committee. Sadly, the days are gone when the
budget committees and separate houses passed budgets reflecting their institutional
priorities. 'Through a parliamentary maneuver by the majority party, the actions of the
budget subcommittees are simply placed in the two-house conference committee without
the benefit of full committee debate, or the more visible deliberation by each full house of
the Legislature. This has reduced the public vetting and debate of critical public issues.
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In addition, while the Legislature has taken steps to increase its oversight of state programs,
continuity is difficult in part due to the continuous turnover of members on budget
committees and the compressed time table for legislative action.

Finally, while the budget has grown in scope, size and complexity, term limits have reduced
the experience that legislators have regarding the overall process, with the particulars of
individual programs, and the cycles and trends in revenue and expenditures. While the
budget process has evolved in recent years, it has not been intentionally redesigned to enable
less experienced lawmakers to make informed decisions with a long-term view.

What would a better budget process look like?

Based on the headlines, a successful budget is completed on-time with few gimmicks to fill
revenue and expenditure gaps. Those are hardly the right metrics if the purpose is to spend
some $130 billion for the highest public benefit. So what would a better budget process
look like?

For starters, the Governor’s proposed budget would establish clear goals and priorities — for
the overall state, for individual departments and the programs they manage. It would give
decision-makers and the public some sense of how well these programs are working, and
how they will use the next annual appropriation to do the job better.

That budget also would consider the distant horizon: assessing how long-term trends are
impacting demands for services, the cost of providing services, and the revenue streams to
pay for them. By taking a longer-term view, the budget discussions could be recalibrated to
include actions that policy-makers could take now to impact long-term trends. Today’s
choices would be placed in the context of future circumstances.

The Legislature — through a variety of means, and clearly through more than isolated public
hearings and closed door meetings — would vet, validate and amend the goals, priorities and
metrics. The most significant policy choices would be given the greatest exposure. And at
the program level, legislative subcommittees would understand in greater detail how well
programs are working, and what department directors will be doing in the coming year to
continue their progress. Administrators, in turn, would be able to have fact-based
discussions on what they need to accomplish their missions.

So a better budget process would take a performance-oriented approach, put today’s
decisions in the context of future needs and resources, and publicly elevate significant policy
choices.

Taken together these three reforms will allow decision-makers and the public to have a
clearer understanding of the longer term impacts of budget decisions and require program
administrators to focus on the “outcomes” rather than dollars spent. Improvements in the
budget-making process over time will increase accountability and help build consensus
around shared goals.

Although each of these proposals can be discussed on their independent merits, they are
mutually supportive and potentially more transformative when integrated together. For
example, instituting a longer budget planning period will greatly enhance the ability to apply
performance measures to decisions. Program planning and oversight could focus on the
longer term consequences of contemporary actions. Instituting a joint legislative committee
to develop the budget would consolidate oversight and appropriation activities and allow for
more experienced lawmakers to mentor the newly elected. This also would offer the public a
single forum in which to participate in the budget making process.
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The legislature is notorious for not listening to the people; ballot initiatives are draining
dollars, and the burden trickles down to the local level. To move forward, any reform
strategy will need to change the mindset in Sacramento such that the legislature is willing
to accept reforms which have shown progress elsewhere.

Be cautious when turning to other states as models. Even in Idaho and Virginia, where
some progress has been made, most agency budgets continue to build upon prior year
spending. These states may have worked out some challenges, but be careful not to
idealize those efforts.

Many challenges in other states relate to how a performance framework is
conceptualized. Most state programs are simply clusters of administrative activities.
Meaningful reform may need to go back to the planning process for public programs.
One possible solution may be to focus public dialogue away from gross or tiny
indicators and on the broad goals of public programs.

Performance-based budgeting creates focus. It can get an organization asking: What is
our mission? What is our focus? As soon as we start measuring we start focusing.
Performance-based budgeting brings natural improvement.

Realistically, in California it is difficult to have any improvement before you get around
the “2/3-vote strangle-hold" on the budget. California is among perhaps three states
with such a vote requirement.

To move forward and capture the attention of the public, NCN will need to make it
clear that there are broad outcomes that the government can achieve so that it's clear
how performance measures fit together.

The reason that voters have supported ballot box budgeting is that they are given a
single question — such as do you support education — instead of being asked to make
tough allocation decisions. Longer term strategic looks are needed at heavy capital
investments, like infrastructure. But elected officials will be reluctant to hand over the
tools the emerging technocrats will need to make decisions.

Do not underestimate the difficulty of coordinating major social service data sets. The
need to look across service delivery systems is complicated with existing data sets, thus
innovation is hampered.

To better communicate with the public, it will be important to indicate how these
reforms will have an effect on the personal lives of Californians, such as the impact on
highways or schools.. If the public does not trust government, it will be a hard sell to
get them to support budget reforms. The presentation should be grounded more in real
things that people see, to show them that life can be better with these new tools.

Some public sector functions can be easily measured. But in important areas, such as the
social services, including child welfare, it can be exceptionally difficult to measure
progress or outcomes. It would be helpful to understand how the reform you are
proposing would deal with innovations in prevention.
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A focus on taxpayers is not immediately clear in these reforms. State government has an
uphill battle in garnering the attention of the public because it provides the least actual
value to taxpayers. NCN will need to connect the operating deficit with its reforms to
enable taxpayers to understand the value of what you are proposing.

Performance measures are imperative. The state will need to figure out on a department
basis what is most important to achieve. State leaders can use proxies in the beginning.
For example, in the first few years that focus can be on outputs until state leaders can
figure out how best to capture information on outcomes. The only nitpick on NCN’s
presentation: appropriations should be biennial. The legislature should allow the
executive branch to move forward with two years worth of spending.

To explore the practical issues associated with these ideas, it would be helpful to know
how these reforms were pursued in other states. Be prepared to discuss who led those
efforts, who was threatened and how conflicts were addressed.

Do not neglect the reality that the budget process is inherently political. The people
have a profound distrust of state government. Budget decisions are made through
political will and political influence. It's not about what we cut, it's about what we have
that we might be able to make a little more effective. Government could learn a few
things from business. Business has very easy metrics: did we increase our market share,
make more money? Head Start does not have such an easy time. Do not worry about
the specific metrics, just allow measures to indicate if we are doing a good job.

Do not forget the 4-year-old who needs dental care who pays no taxes and has no vote.
Learn from other states, and get back to civic engagement and public trust. We must
figure out how to enlarge the conversation to get people to talk about civics. To talk
about government, how it works and how it doesn't. This is the framing of a process
that if we are lucky will get us to solutions.
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Frequently Asked Questions

In presenting the New California Network’s budget reforms,
several questions are consistently raised. To address frequently
asked questions, we have prepared the following responses.

Q. Much of state funding is tied up in funding guarantees, such as Proposition 98
that established a constitutional minimum funding guarantee for schools and
community colleges, or long-term commitments such as the Medi-Cal program.
How would these structural limits on funding decisions impact NCN’s reform ideas?

A. The adoption of performance measures in the budget process and use of using a multi
year fiscal planning will allow the Governor and Legislature to better manage fiscal resources
in the implementation of state obligations under the constitution. Generally, constitutional
and related statutory limits on budget decisions restrict policy-makers’ ability to move
funding form one program area to another. For example, Proposition 98 guarantees a set
amount of funding for education. Propositions 10 and 63 levied specific taxes dedicated to
child development programs and mental health services respectively. But these propositions,
with some exceptions, do not dictate how that money is to be spent within the program
areas. The budget reforms identified by NCN would thus enable policy-makers to make
more effective decisions regarding how the money is spent without jeopardizing the
mandates in the constitution.

Q. Since major policy is often set through the initiative process, won't it be difficult
to administer programs when the rules are set by the voters?

A. Application of performance measures and multiyear planning will improve the
performance of programs whether they are established through the legislative process or the
initiative process.  Both tools will allow policy-makers and administrators to better
understand whether programs are working, what changes may be needed to improve
outcomes, and how the state must prepare today to respond to future needs.

Q. Term limits have reduced the number of years legislators can be in office. How
will these ideas help elected officials quickly learn how to do their job?

A. Evidence from other states suggests that newly minted lawmakers and seasoned veterans
will both benefit from state budget reforms. California’s budget process builds upon prior
year funding. Veteran lawmakers report that its takes many years to understand the budget
and how to impact public programs because so many of their decisions are incremental.
The availability of performance measures and improved multiyear planning will allow policy-
makers to more quickly define their expectations for the operations of public programs and
the outcomes they achieve, as well as help them understand whether public programs are
progressing toward those goals. Further, enhanced use of the Joint Legislative Budget
Committee would create additional opportunities for veteran lawmakers to guide and mentor
newly elected policy-makers as they collaborate to craft a joint Senate-Assembly budget.
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Statement of Principles

A declaration for a fiscally responsible,
smartly managed, 21st century state government

While Californians define the future, their government is stuck in the past. Narrow political
agendas divert attention from critical problems, and potential reforms are imprisoned by
partisan gridlock. True “good government” proposals get squashed as soon as they
challenge entrenched interests.

Elected officials — confronted with a prolonged fiscal crisis — dodge difficult decisions and
push the consequences into the future. While four out of five Californians are dissatisfied
with their government, lawmakers find refuge in partisan stalemates.

The New California Network believes that reform is not only possible, it is imperative.
California is governable. But that government must serve, communicate with, and be
accountable to all Californians — not just those who have voted in the past or who contribute
to political campaigns.

State government can set the industry standard. But that government must be grounded in
the global and knowledge-based economy of the new century. Schools, transportation
systems, prisons and even the Department of Motor Vehicles must incorporate and support
innovation.

Fiscal responsibility is essential to restoring public trust. Budget gimmicks and inappropriate
debt drive up costs and leave the bills for our children. Spending money without focusing
on results further erodes the public’s confidence in government.

To restore state government, Californians must first reclaim it. Reforms need to be initiated
in open and nonpartisan venues, and they must be developed with the meaningful
involvement of Californians and their community leaders.

The following principles are a starting place for thoughtful and respectful discussions that
can lead California past the gridlock and toward a government that is modern, responsive,
effective and accountable. Californians can contribute to this effort by endorsing the
principles, learning more about the challenges facing the state, and communicating their
concerns and ideas to community leaders and elected officials.

Principle No. 1: State leaders need to set priorities and live within the
state’s means.

The state budget should fund the public’s highest priorities, plan responsibly for future years,

and link spending with specific results.

* Increases in spending should be limited to real indicators of population and economic
growth.

* Just like responsible families, policymakers should create a savings account — setting aside
money in good years so basic needs can be met in lean ones.

* Budget decisions should be based on evidence that Californians are getting their money’s
worth. Money should be shifted to the most effective programs. And programs that are
not making an important difference should be eliminated.
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Principle No. 2: Public dollars need to be better managed.

California’s public programs should provide high-quality and cost effective services.

* Programs need to be better designed, better managed and incorporate new technologies
to reduce costs, improve services and show results.

* Public managers need greater discretion and incentives to make changes and then be held
accountable for progress toward established goals. The performance of government
programs should be clearly reported and easily accessible to the public.

Principle No. 3: State and local governments need to work together.

State and local government leaders need to realign the responsibility for operating programs

with the authority to get the job done.

 California needs to link the ability to raise and allocate revenue with the responsibility for
achieving results.

+ Cities, counties and special districts should be encouraged to develop shared services to
reduce costs and improve results.

Principle No. 4. We need to build and protect California.

Energy, transportation, communications, schools and other investments should strategically

position California to prosper in a global marketplace while protecting natural resources and

cultural assets that set California apart.

» Consistent investments in public facilities need to be smartly designed, constructed and
managed to improve the state’s economic competitiveness and quality of life.

* The state should seek out the most efficient and innovative ways to meet public needs
and encourage private investment in facilities that serve the general public.

* When appropriate and practical, the costs of improving facilities should be paid by those
people who directly benefit.

Principle No. 5: California needs a 21st century tax system for a 21st
century economy.

California’s revenue system should support important public goods and services in ways that

are fair, reliable and do not discourage investment and innovation.

* Taxes and fees should provide a reliable source of revenue so that in good times and bad
times important public services can be provided with skill and competence.

* The revenue system should be based on a knowledge and service-based economy. When
possible, taxes and fees levied should be linked to the services provided.

* The revenue system should not discourage the investment, job creation and sound land-
use decisions that are essential for all Californians to prosper.

* The tax system should be modernized regardless of whether taxes are increased or
decreased.  After improving the performance and accountability of government
programs, the public and their elected officials can determine whether taxes should be
raised or lowered.

To publicly endorse these principles, please visit www.newcalnet.org

Appendix B






New California Network

Board of Directors Staff

Mike Nevens, Chairman
McKinsey & Co.
(retired)

Mark Battery
Managing Director
Miramar Capital LLC

Russell Hancock
President & CEO

Joint Venture: Silicone Valley
Network

Keith Kennedy
Chairman of the Board
Con-Way Inc.

Lenny Mendonca
McKinsey & Co.

R. Sean Randolph
President & CEO
Bay Area Economic Forum

James P. Mayer

Executive Director

J. Fred Silva

Fiscal Advisor

Toby Ewing

Research Director

Kemble K. Pope

Communications
& Civic Engagement
KKP Consulting, LL.C

Copyright © 2007 by New California Network
All rights reserved.

Suggested Citation:

Fred Silva, Jim Mayer, and Toby Ewing. Changing the Order of
Things: Building a Better Budget for California State Government,
Veersion 1.4. Summer 2007. New California Network,
Sacramento, CA.





