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Issues Proposed for Vote Only:

2011-12 Staff
Issue Amount Fund Source Recommendation
State Controller’'s Office  (0840)
$1.8 million
Women, Infants, and and 12.6 one- .
1 Children Audits year limited- Reimbursements APPROVE
term positions
$462,000 and
2 | Electronic Claim Audits 4.'2 two-year Reimbursements APPROVE
limited-term
positions
$314,000 and
3 | Federal Oil and Gas Audits 2.0 permanent Federal Funds APPROVE
positions
California Automated Travel
4 | Expense Reimbursement $524,000 | Reimbursements APPROVE
System
Department of Insurance (0845)
1 Pap_erless Workflow System $2.6 million Insurance Fund APPROVE
Project
Vote:
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VOTE ONLY ITEMS - ISSUE DESCRIPTIONS

0840 STATE CONTROLLER’S OFFICE

For overview and budget information regarding this department, please see page 7 of this
agenda.

| Issue 1 — Women, Infants, and Children Audits

Governor's Budget Request. The Governor requests an increase of $1.1 million
(reimbursements) in 2010-11 and 6.3 positions, and $1.8 million and 12.6 one-year
limited-term positions in 2011-12, to augment existing personnel providing audit services
to the California Department of Public Health (CDPH) Women, Infants, and Children
(WIC) program.

Background. The SCO has been providing audit and review services on WIC providers
and vendors for the CDPH for more than 20 years. Recently, the federal Department of
Agriculture changed audit requirements mandating that the CDPH audit at least five
percent of the WIC vendors/providers in California each year. This federal mandate will
result in an additional 135 audits per year, bringing the total number of vendor compliance
audits to 200 in 2010-11 and 2011-12. The CDPH is increasing the audit coverage to
include national retail stores such as WalMart, Food for Less, Safeway, and WinCo. The
process of auditing vendors of this size requires audit teams rather than individual
auditors because of the volume of records requiring scrutiny. Therefore, the SCO audit
responsibility will grow by the number of audits and in workload capacity. The SCO
reports that prior WIC vendor audits disclosed a 2:1 recovery ratio for every contract dollar
provided by CDPH; the SCO estimates that the $3.4 million contract amount for audit
services will yield approximately $7 million in questioned costs.

Staff Comment. These audits are federally funded and required, and provided by the
SCO to the CDPH on an interagency contract. This request will allow CDPH to attain the
minimum level of audits mandated by the federal Department of Agriculture. The
resources are requested as limited-term; should the interagency agreement between the
CDPH and the SCO be extended, a future budget request would be presented.

| Issue 2 — Electronic Claim Audits

Governor's Budget Request.  The Governor requests 4.2 two-year limited-positions and
$462,000 (reimbursements) for two years beginning in 2011-12 for processing of
electronic claims.

Background. The SCO, and its Division of Audits, is responsible for auditing
disbursements of State funds and to withhold payment for any claim until it has been
audited in conformity with applicable laws, rules, and regulations. The Division of Audits
is split into two bureaus to perform these audit functions: (1) Operations Bureau, Claim
Audits — responsible for auditing manual (paper) claims; and (2) State Agency Audits
Bureau, Electronic Data Processing (EDP) Audits — responsible for auditing electronic
claims. In 2009-10, the EDP Audits processed approximately 9,000 claim schedules
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resulting in more than 36.3 million payments. Agencies contract with the SCO to
implement the electronic claims process, and pay the SCO an average of $50,000 for the
actual implementation costs. The EDP Audits workload has increased in recent years and
is projected to continue to increase. For instance, new implementations, which average
660 hours each, have increased from 10 in 2007-08 to 16 in 2009-10, a 60 percent
increase. The SCO has determined that its current resources, funded by reimbursements
from client agencies, are insufficient to meet workload needs and existing staff cannot be
redirected to meet the increased workload.

In 2009-10, 14.2 million in audit exceptions were found by 19.2 EDP Audits staff.
Therefore, the SCO estimates that the additional 4.2 EDP Audit staff requested can
produce $3.0 million in audit exceptions and potential savings to the state.

Issue 3 — Federal Oil and Gas Audits

Governor's Budget Request. The Governor requests 2.0 permanent positions and
$314,000 (federal funds) to reconcile the current federal contract of $1.1 million with the
federal Department of the Interior, Bureau of Ocean Energy Management, Regulation,
and Enforcement.

Background. California receives a percentage of the royalty income from onshore and
offshore federal leases located within its borders. Pursuant to state law, most of the
money is distributed to public education and counties. For twenty years, the federal
Department of the Interior has contracted with the SCO to ensure royalties are correctly
reported and paid by oil and gas, geothermal resources, and solid minerals companies
producing and selling energy resources from the federal leases in California. Since 2007-
08, the SCO has proposed and executed a more aggressive audit approach and work
plan which has increased royalty recoveries — from $2.3 million in 2007-08 to $7.8 million
in 2008-09 and $3.03 million in 2009-10. The federal government has since increased the
audit contract from $650,000 in 2007-08 to $1.1 million in 2010-11. This request will
reconcile the current federal contract of $1.1 million with the federal Department of the
Interior. The SCO reports that the resources will generate $5 million in revenue.

Issue 4 — California Automated Travel Expense Reimb  ursement System
(CalATERS)

Governor's Budget Request. The Governor requests an increase of $524,000
(reimbursements) in 2011-12, and $702,000 in 2012-13 and ongoing, to fully support the
cost of administering the CalATERS system.

Background. Prior to 2000, state employees and department accounting offices
processed travel advances and expense reimbursement claims using manual, paper-
based processes. In 2000, the SCO developed CalATERS, an automated system to
replace the paper system and to process claims more rapidly and accurately. The system
allows employees to process claims through the internet or intranet. Funding for the
system came from agencies who voluntarily determined they needed a more efficient way
to process travel advances. In addition to a one-time development fee, a participating
agency pays a $6 transaction fee for each reimbursement claim processed through
CalATERS to support the ongoing program expenditures. In 2007, legislation was passed
that mandated all state agencies use the web-based CalATERS system by July 1, 2009.
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Currently, approximately 105 departments use CalATERS. A few departments were
granted exemptions from the statutory mandate to utilize CalATERS due to limitations of
the current system, including that the system is not ADA compliant and computer
incompatibility. CalATERS has since been upgraded to resolve these issues. With the
increased usage of CalATERS, the upgrade to the system, and increased maintenance
costs, the reimbursement authority is no longer aligned with program costs. This request
will realign the reimbursement authority with programs costs; increased volumes of
employee users will generate the funds to cover costs without the need to increase the
fee.

0845 CALIFORNIA DEPARTMENT OF INSURANCE

For overview and budget information regarding this department, please see page 11 of
this agenda.

| Issue 1 — Paperless Workflow System Project |

Governor's Budget Request.  The Governor requests increased expenditure authority of
$2.6 million (Insurance Fund) in 2011-12 to complete the final year of implementation and
provide ongoing maintenance of the Paperless Workflow System Project (PWSP), which
is intended to replace the current paper process with an electronic-based system

2010-11 Budget. The 2010-11 Budget provided $2.4 million (Insurance Fund) and two
two-year limited-term positions to complete the second year implementation phase of the
PWSP.

Staff Comment. The original implementation schedule of the PWSP was over three fiscal
years (2008-09 through 2010-11). In 2008-09 and 2009-10, respectively, the Legislature
approved funding for the first and second year implementation of the PWSP. However,
the PWSP encountered unforeseen procurement delays in 2009-10 which pushed back
the startup of the project by eight months. These delays were largely out of the control of
CDI and involved problems with the Department of General Services renewing the state’s
Master Services Agreement. These delays have not resulted in an overall increase in the
cost of the PWSP project.
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0840 STATE CONTROLLER’S OFFICE

Department Overview. The State Controller is the Chief Fiscal Officer of the state. The
primary functions of the State Controller's Office (SCO) are to provide sound fiscal control
over both receipts and disbursements of public funds; to report periodically on the
financial operations and condition of both state and local government; to make certain that
money due the state is collected through fair, equitable, and effective tax administration;
to provide fiscal guidance to local governments; to serve as a member of numerous
policy-making state boards and commissions; and, to administer the Unclaimed Property
and Property Tax Postponement Programs.

Budget Overview. The January Governor's Budget provides the SCO with 1,491
authorized positions and $218.9 million ($76.5 million GF). This is an increase of two
positions and $65,000.

Issues Proposed for Discussion / Vote:

| Issue 1 — 21 Century Project

Governor's Budget Request.  The Governor requests $63.7 million ($34.2 million GF,
$1.0 reimbursements, and $28.4 million special funds) to fund the 21* Century Project in
2011-12. The 21% Century Project will result in an integrated human resource
management system that will replace the existing payroll, employment history, position
management, and leave accounting systems.

2010-11 Budget. The 2010-11 budget provided 111 two-year limited-term positions and
$66 million ($30 million GF, $1 million reimbursements, and $35 million special fund) for
the 21st Century Project.

Background. The SCO pays approximately 249,000 employees, including state civil
service, California State University and Judicial Council employees, judges, and elected
officials. The 21st Century Project (Project) will replace the existing statewide human
resource management systems in order to improve management processes and fulfill
payroll and reporting obligations accurately and on time. The Project began in May 2004.
The first deployment wave is scheduled for October 2011, comprised of 25 departments
and 14,281 employees. That initial wave will be followed by three successive wave
rollouts in January 2012 (50 departments and 75,841 employees), July 2012 (10
departments and 68,065 employees), and October 2012 (77 departments and 84,650
employees). The current estimated total cost (one-time and continuing) of the 21%
Century Project is $303.2 million.

Staff Comment. The need to transition the State from a transaction-based system to an
enterprise database system that supports the business needs of state government is
clear. The key question before the Subcommittee with regard to the 21%' Century Project
is risk management in the deployment, including transition and training, for the new
human resources system. Significant organizational change management activities will
have to be undertaken to assist more than one hundred and sixty state departments to
transition to the new system. Additionally, staff notes that in light of state budget cuts, a
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reasonable question can be raised about the capacity of departments to participate in
system transition activities. In short, it is critical for the Project to have a comprehensive
plan for working with departments to ensure a successful transition.

Committee Questions. Based on the above comments, the Committee may wish the
Administration and SCO to provide responses to the following questions:

1. The 21* Century Project will be rolled out in waves. Which departments are
included in the first wave? Why were these departments chosen? Which
departments are included in the final wave, scheduled to occur in October 20127

2. What is the current SCO deployment plan, including transition activities? Can the
SCO summarize the organizational change management activities that will have to
be undertaken as the 21% Century Project roll out begins this fall?

Staff Recommendation:  Approve the budget request.

Vote:

Issue 2— Unclaimed Property Accounting Workload

Governor's Budget Request. The Governor requests $293,000 (Unclaimed Property
Fund) for 1.0 permanent and 3.1 two-year limited-term positions in 2011-12 ($281,000 in
2012-13 and $68,000 ongoing) to support increased workload in compliance with the
Unclaimed Property Law.

Background. Under current law, the SCO is responsible for safeguarding unclaimed
property until it is returned to its rightful owner. As custodian for unclaimed property, the
SCO must maintain accurate accounting of unclaimed property assets, and meet statutory
requirements associated with such assets. In recent years, there have been legislative
changes, as well as the replacement of the system used to manage the Unclaimed
Property Program, which increased workload in the areas of financial accountability,
corporate actions, and the collection of securities. More specifically, under Sections 1540,
1562, and 1563 of the Code of Civil Procedure (CCP), the SCO's statutory responsibilities
include ensuring that claims by owners of security properties are properly paid, including
the return of any unsold securities, the net proceeds of any sale, and any income or
increments earned upon the property. Additionally, the SCO is statutorily required under
Section 1563 CCP to sell securities that have not been claimed by the owner. Without the
resources requested in this proposal, the SCO will have significant difficulty in meeting
these statutory requirements.

Staff Recommendation:  Approve the budget request.

Vote:
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| Issue 3 — Unclaimed Property Legal Costs

Governor's Budget Request. The Governor requests a two-year augmentation of
$300,000 (Unclaimed Property Fund) beginning in 2011-12 to provide proper
representation in legal matters associated with representing the Unclaimed Property
Program in lawsuits filed against the SCO.

Background. Under current law, the SCO is responsible for safeguarding unclaimed
property until it is returned to its rightful owner. Claims processed through the Unclaimed
Property Program are paid, returned for insufficient information, or denied. When a claim
is denied, claimants are notified of their right to commence an action against the SCO
pursuant to law. When these actions are taken, the SCO has 60 days to respond. In
addition to these actions by individual claimants, other actions, including class action type
suits in both state and federal court have been brought against the SCO. These suits
allege the program is unconstitutional, claiming the SCO has not properly administered
the program and is not seeking restitution for plaintiffs. The Attorney General normally
represents the SCO, but the SCO reports that the Attorney General does not have the
resources to respond to all of the actions brought against the SCO. To secure proper
representation, the SCO'’s Legal Office has contracted with outside firms to address these
actions. The SCO estimates the costs of these services will be $650,000 in 2011-12 and
2012-13. The SCO is requesting the additional funds for a limited amount of time to clear
the existing lawsuits for only the most complex cases; the SCO views this as more cost
effective than hiring permanent staff and training them for what may eventually result in
lack of workload. The SCO reports that it will be in a better position in two years to gauge
the volume and complexity of lawsuits and perhaps the need for permanent staff, whether
at the SCO or the Attorney General's Office.

Staff Comment.  Staff notes that outstanding questions remain with regard to why the
SCO would need to seek outside counsel on the unclaimed property litigation. Therefore,
staff recommends that the Subcommittee hold this request open pending receipt of
additional information from the SCO and Attorney General.

Staff Recommendation : Hold open pending receipt of additional information.

Vote:

Issue 4 — Airport Customer Facility Fee Audits (SB 1192)

Governor's Budget Request. The Governor requests one position and $140,000
(reimbursements) for 2010-11, and $134,000 for 2011-12, to conduct mandated
independent audits of airport customer facility fees as a result of Chapter 642, Statutes of
2010 (SB 1192).

Background. Beginning in 1999, a series of bills were passed authorizing local airports
to collect a customer facility fee to finance and construct a consolidated rental car facility
and common-use transportation system, subject to certain conditions. The fee is now
capped at $10 per customer and local airports charging the fee are required to complete
an independent audit to ensure that the aggregate amount collected does not exceed the
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reasonable costs paid by the airport to finance, design, and construct those facilities.
Further, statute requires that the independent audit be performed prior to the initial
collection of, or prior to any increase in, the alternative customer facility fee and every
three years thereafter.

Chapter 642, Statutes of 2010 (SB 1192) requires that the SCO review the audits and
independently examine and substantiate the necessity for, and the amount of, the
customer facility charge. Chapter 642 requires that the SCO'’s costs be reimbursed by the
individual airport being audited.

Staff Comment. Chapter 642 represents new responsibility and workload for the SCO.
The request before the Subcommittee is narrowly crafted in that it represents one audit
position and accompanying reimbursement authority only through 2011-12. The SCO
indicates that this workload is anticipated to be ongoing and may therefore request to
continue this funding at a later time.

Staff Recommendation:  Approve the budget request.

Vote:
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0845 CALIFORNIA DEPARTMENT OF INSURANCE

Department Overview. The California Department of Insurance (CDI) regulates the
California insurance market and enforces the California Insurance Code, conducting
examinations and investigations of insurance companies and producers and working to
ensure the financial solvency of companies so that they will meet their obligations to
policyholders and claimants. CDI investigates more than 300,000 complaints annually
and responds to consumer inquiries. CDI also reviews and approves insurance rates to
enforce the statutory requirement that rates are not excessive or unfair. CDI also
administers the conservation and liquidation of insolvent and delinquent insurance
companies and fights insurance fraud in conjunction with local and state law enforcement
agencies.

Budget Overview. The January Governor's Budget provides CDI with 1,338 authorized
positions and $224.94 million (Insurance Fund and reimbursements). This is an increase
of 71 positions and $16.4 million.

Issues Proposed for Discussion / Vote:

Issue 1 — Implementation of Federal Health Care Ref orm

Background.  The California health insurance market is regulated by two separate
agencies, the Department of Managed Health Care (DMHC) and the CDI. DMHC
oversees health care service for more than 21 million insured Californians in the:
individual; small employer group; large group market; Medicare Select; Medicare
Supplement; and, specialized health care service plans; and regulates, 59-full service
health service plans and certain preferred provider organization products operating in
California. The CDI regulates all other PPO and indemnity health products provided by 98
insurers to approximately 9.3 million covered lives in the individual, small employee group,
large group, and Medicare Supplement markets.

On March 23, 2010, President Obama signed the Patient Protection and Affordable Care
Act (PPACA) into law, a comprehensive health reform proposal intended to expand
coverage, control health care costs, and improve the health care delivery system. The
PPACA makes several fundamental changes to the private health insurance market,
including setting up a new competitive private health insurance market through state
Exchanges beginning in 2014, and prohibitions on lifetime benefit coverage limits and
rescissions of coverage. In 2010, several state statutory changes were enacted to align
California law with the new federal mandates under the PPACA. These statutory changes
drive 2011-12 budget requests for both the CDI and the DMHC. The following three
requests pertain to increased workload at the CDI; the Subcommittee is scheduled to
consider requests from the DMHC at its February 7, 2011, hearing. Generally speaking,
the increased workload included in the following three requests is a result of changes in
federal law; however, it is important to note that each of the bills created California-
specific statutory requirements beyond the parameters of the federal PPACA mandates,
as detailed in Attachment 1 to this agenda.
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Issue 1.a — Health Insurance Premium Rate (SB 1163)

Governor's Budget Request.  The Governor requests $1.2 million (Insurance Fund) in
2011-12, $1.1 million in 2012-13 and $100,000 ongoing, to fund 10.0 positions (8.0 two-
year limited-term, 1.0 one-year limited-term, and 1.0 ongoing) to address new workload
associated with the review of health insurance rate filings as a result of Chapter 661,
Statutes of 2010 (SB 1163).

Background. Chapter 661 amends the law regulating health care service plans and
health insurers in order to ensure that both the DMHC and CDI have the authority
necessary to review the rate filings for all markets consistent with the requirements of the
PPACA. The new workload consists of expanded scope and extent of the actuarial review
to be undertaken by CDI, and new actuarial reporting and data trend analysis
requirements.

Issue 1.b — Health Care Coverage (AB 2470)

Governor's Budget Request. The Governor requests $602,000 (Insurance Fund) in
2011-12, and $602,000 in 2012-13, to fund 6.0 Staff Counsel positions on a two-year
limited-term basis to support the additional rate filings and new cancellation and non-
renewal appeal process as a result of Chapter 658, Statutes of 2010 (AB 2470).

Background. Chapter 658: (1) imposes new requirements on an insurers’ ability to
cancel, rescind, and non-renew health insurance policies; (2) creates a system whereby
the Commissioner will review the propriety of cancellations, rescissions, and non-renewals
where the insured has complained with the insurer being entitled to a hearing; and (3)
provides a mechanism for a policyholder, certificate holder, or other insured who alleges
that a policy or coverage has been or will be cancelled, rescinded, or not renewed in
violation of law to require a review by the Commissioner. This request will provide the
resources to implement new workload required by Chapter 658 regarding industry
cancellation, rescission, and non-renewal practices and to provide policyholders with the
required review mechanisms.

Issue 1.c — Health Benefit Exchange (SB 900 and AB  1602)

Governor's Budget Request. The Governor requests $107,000 (Insurance Fund) in
2011-12, and $100,000 in 2012-13, to fund one staff counsel position on a two-year
limited-term basis to support the additional policy form review activities required as a
result of the implementation of the California Health Benefits Exchange established by
Chapters 659 and 655, Statutes of 2010 (SB 900 and AB 1602, respectively).

Background. Chapter 659: (1) creates the California Health Benefits Exchange
(Exchange), an independent public entity, and delineates its composition and the
operation of the executive board of the Exchange, and (2) requires a review of the federal
Health and Human Service internet portal prior to January 1, 2015, to determine whether it
provides sufficient information to facilitate fair and affirmative marketing of all individual
and small employer health insurance. If the review determines the federal portal to be
inadequate, Chapter 659 requires the establishment and maintenance of an electronic
clearinghouse.
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Chapter 655 enacts the California Patient Protection and Affordable Care Act, and
provides the Exchange with operational authority, as well as authority to implement the
Exchange and navigator provisions of the PPACA by 2014.

Staff Comment.  With the exception of one the ongoing position included in request
Health Insurance Premium Rate (SB 1163), these three budget requests represent
limited-term resources. This is appropriate, as the full extent of the workload related to
PPACA and changes in state law is not fully known. By approving these requests as
limited-term, the Legislature can review the workload and ensure the appropriate budget
resources are provided in future budget cycles. Additionally, staff notes that approving the
resources as limited-term will also allow time for study and analysis of whether or not
California wants to continue to have two departments, DMHC and CDI, regulating the
insurance market.

Staff Recommendation:  Approve the budget requests; with regard to request Health
Insurance Benefit Premium (SB 1163), staff recommends that the position proposed as
ongoing instead be approved as two-year limited-term.

Vote:
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| Issue 2 — Department of Insurance Workload Resource Augmentation

Governor's Budget Request. The Governor requests an increase of $7.9 million
(Insurance Fund) in 2011-12, and $7.0 million ongoing, to fund 54.0 positions to address
increased workload while continuing to meet statutory mandates.

Background. The CDI reports that its workload has increased in recent years without a
commensurate increase in staffing resources. Further, in 2009-10 the CDI budget was
permanently reduced by $17.4 million through a line-item veto action. As a result of this
reduction, CDI reports that backlogs are increasing throughout the department, including
in the Rate Regulation Branch, which has a backlog of 1,080 files; the Field Examination
Division, which has examined only two title companies compared to 19 in 2008; and, the
Consumer Services Division, where complaints have increased 11 percent and complex
health insurance complaints have increased 118 percent. CDI indicates that the
resources in this request will not eliminate the backlog throughout the department.
Rather, the resources will allow the Department to address the backlog and then remain
even with workload going forward. CDI proposes to apportion the resources in this
request as follows:

Division 2010-11 2011-12 New 2011-12
Positions Positions Add’l Funding

Rate Regulation 88.0 2.0 268,000
Financial Surveillance 161.0 5.0 774,000
Executive 26.0 2.0 156,000
Consumer Services & Market Conduct 151.0 10.0 1,175,000
Investigation 92.0 6.0 1,019,000
Fraud 289.0 14.0 2,931,000
Legal 125.0 14.0 1,492,000
Administration & Licensing 280.0 1.0 121,000

54.0 $7,936,000

Staff Comment. Staff notes that the LAO is currently undertaking a workload analysis of
this request and is therefore withholding any recommendation to the Legislature until that
analysis is complete. The Subcommittee may wish to wait to consider this request until
after the LAO analysis is complete.

Staff Recommendation:  Hold open pending receipt of the LAO’s workload analysis.

Vote:
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0890 SECRETARY OF STATE

Department Overview. The Secretary of State (SOS), a constitutionally established
office, is the chief election officer of the state and is responsible for the administration and
enforcement of election laws. The SOS is also responsible for the administration and
enforcement of laws pertaining to filing documents associated with corporations, limited
partnerships, and perfecting security agreements. In addition, the SOS is responsible for
the appointment of notaries public, enforcement of notary laws, and preservation of
documents and records having historical significance. All documents filed are a matter of
public record and of historical importance. They are available through prescribed
procedures for public review and to certify authenticity.

Budget Overview. The January Governor's Budget provides the SOS with 505
authorized positions and $161.5 million ($31.1 million GF). This is a decrease of no
positions and $10.9 million.

Issues Proposed for Discussion / Vote:

| Issue 1 — Help America Vote Act Amended Spending Pl an

Governor's Budget Request. The Governor requests expenditure authority of $70
million (federal funds) in 2011-12 to continue implementation of the statewide mandates of
the federal Help America Vote Act of 2002 (HAVA).

2010-11 Budget. The 2010-11 budget provided $4.2 million (federal funds) to continue
implementation of HAVA-related state mandates, including assistance for individuals with
disabilities, voting systems testing/certification, voter education, performance measures,
and administration.

Background. Generally speaking, the federal HAVA requires state and localities to meet
uniform and nondiscriminatory election technology and administration requirements
applicable to federal elections. Federal HAVA funding was originally received by the state
in 2003, and a spending plan was required by the Legislature in 2004 and approved in
April 2005. The SOS revises the HAVA spending plan annually to accurately reflect
actual spending, and propose changes for future spending based on new funding and
changes in expenditures.

Of the $70 million (federal funds) included in this request, $66.9 million is proposed as
local assistance to counties and $3.2 million is for state operations. Of the $66.9 million in
local assistance, $65.9 million is for voting system upgrades and $1.0 million is for
elections assistance for individuals with disabilities. The voting system upgrades are
required under HAVA to ensure an accessible, voter-verifiable paper audit trail. The state
operations funding will be utilized for the continued administration of statewide
modernization and replacement of voting equipment; education and training programs for
elections officials and poll workers; and, development and dissemination of voting
information to increase voter participation and confidence.
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Staff Comment. This request does not include funding for the VoteCal project, which is
the HAVA-required uniform, centralized, interactive computerized voter registration
database that is defined, maintained, and administered at the state level. That request is
discussed as Issue 2 below.

Staff Recommendation:  Approve the budget request.

Vote:

Issue 2 — Help America Vote Act, VoteCal

Governor's Budget Request. The Governor requests expenditure authority of $11.6
million (federal funds) in 2011-12 to continue implementation of VoteCal, the federal Help
America Vote Act (HAVA)-required and funded uniform, centralized, interactive
computerized voter registration database that is defined, maintained, and administered at
the state level.

2010-11 Budget. The 2010-11 budget included $23 million (federal funds) to continue
implementation of VoteCal.

Background. Under federal HAVA requirements, VoteCal must coordinate electronically
with systems similar to the one used by the Department of Motor Vehicles, the
Department of Health Care Services, and the Department of Corrections and
Rehabilitation for identification and list maintenance purposes. VoteCal must also provide
a functional interface for counties. California reached an interim solution to satisfy the
requirements of HAVA, but must achieve a long-term solution per an agreement with the
U.S. Department of Justice. VoteCal is that solution.

Staff Comment. The 2011-12 request is consistent with previous updates and continues
to appropriately administer the HAVA-required VoteCal system. Staff notes, however, that
due to the fact that the initial system integration (SI) vendor failed to provide the
contractually required performance bond, which required the SOS to terminate the
contract in May 2010, the SOS now estimates that the VoteCal project will be extended
until June 2014. This is 1.25 years beyond the previously projected and approved
February 2012 completion date. The greatest impact on the schedule is the 16 months it
will take to sign a contract with a new S| vendor. Approximately $6.6 million of the
resources included in this request are for payment to the Sl vendor in 2011-12. Due to
the re-procurement delay, it is highly unlikely that these funds will be fully expended in
2011-12, but staff notes that the allocation level is within the parameters of the approved
project documents. Further, it would be difficult at best to estimate the 2011-12 Sl vendor
costs and, in any case, the unused federal funds will roll forward to 2012-13 and be
reflected in a budget request for that fiscal year.

Staff Recommendation:  Approve the budget request.

Vote:
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2320 DEPARTMENT OF REAL ESTATE

Department Overview. A primary objective of the Department of Real Estate (DRE) is to
protect the public in real estate transactions and provide licensing, regulatory, and
subdivision services to the real estate industries. The DRE is entirely special funded
(Real Estate Fund) and derives its revenues from examination, license, and subdivision
fees. The core functions of the DRE are to administer license examinations, issue real
estate licenses, regulate real estate licensees, and qualify subdivision offerings.

Budget Overview. The January Governor's Budget provides DRE with 381 authorized
positions and $46.0 million (RE Fund and reimbursements). This is an increase of two
positions and $1.5 million.

Issue Proposed for Discussion / Vote:

Issue 1 — SB 36 Mortgage Loan Originator Licensure  (SAFE Act) |

Governor's Budget Request.  The Governor requests $216,000 (Real Estate Fund) and
two positions for continued implementation of the federally mandated Secure and Fair
Enforcement Licensing Act of 2008 (SAFE Act) which requires states to implement a new
licensing program for mortgage loan originators (MLOS).

2010-11 Budget. The 2010-11 budget included $2.8 million (Real Estate Fund) and 27
positions to begin implementation of the SAFE Act.

Background. The federally mandated SAFE Act requires all states to license and
register their MLOs through a nationwide registry called the National Mortgage Licensing
System (NMLS). Chapter 160, Statutes of 2009 (SB 36), brought California into
compliance with the SAFE Act by requiring those engaging in MLO activities to obtain a
license from the Department of Corporations or, if a real estate licensee, obtain a license
endorsement from the DRE.

The SAFE Act requirements are similar to, but somewhat different from, the requirements
for licensure under California’s Real Estate Law. At this point in the SAFE Act
implementation process, the main drivers of new licensing and enforcement workload for
the DRE will be the MLO notification process and the annual Business Activities Report
requirement for all MLO brokers. The amount of new workload will be driven by the
number of NMLS registrants; as of December 31, 2010, an estimated 37,373 individuals
and over 6,133 real estate companies who perform MLO activities registered on NMLS.
The DRE expects additional late registration activity, as licensees become aware of the
NMLS registration requirement.

DRE reports that it will be able to comply with existing SB 36 requirements with the
resources in this request. However, because DRE is only now compiling final workload
data based on the total number of licensees who registered on the NMLS, and the
complexity of licensing and enforcement is better known, DRE indicates that this request
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is a precursor to an additional request for positions, technology enhancements, and
budget authority in a Spring 2011 Budget Letter.

Staff Comment.  In approving SB 36, the Legislature approached SAFE Act compliance
in a narrow sense by requiring a new endorsement on existing real estate licenses.
Licensees pay a $300 fee for that endorsement. Staff notes that while this approach has
resulted in the least disruption to existing systems and minimized compliance costs to
both the state and licensees, the SAFE Act has represented, and will continue to
represent, new workload for DRE.

However, as noted above, DRE indicates that a Spring 2011 Budget Letter is planned to
request budget authority and positions beyond that contained in this request. Additionally,
DRE faces a facility issue which remains unresolved from 2009-10. Last year, this
Subcommittee specifically requested that DRE present a formal request during the 2011-
12 budget process to ensure that DRE did not absorb the costs of relocating and
consolidating its Sacramento facilities within its existing budget, an action that could result
in decreased enforcement and consumer protection activities. DRE indicates that it plans
to present a separate Spring 2011 Budget Letter for the Sacramento headquarters move
costs. Finally, staff notes that the Senate Business and Professions Committee is
holding an oversight hearing on February 28, 2011, focused on DRE enforcement and
consumer protection issues. Given these factors, staff recommends that this request be
denied without prejudice and instead wait to consider this request in the context of the
Spring 2011 requests from DRE, as well as the findings from the Senate Business and
Professions Committee oversight hearing.

Staff Recommendation:  Deny the budget request without prejudice; consider during the
Spring 2011 budget process.

Vote:
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STATE OPERATIONS EFFICIENCIES

Issue Proposed for Discussion Only

| Issue 1 — State Operations Efficiencies |

Governor's Budget Request. The January Governor's Budget includes $363 million
($200 million GF) in savings associated with identification of efficiencies in state
operations, including identification of agencies, departments, and programs that can be
reorganized to eliminate duplication and unnecessary functions; review of state peace
officer and safety classifications; and reductions in other areas like contracting, fleet
operations, and cell phone use.

Background. The Governor’'s January budget begins what is described as an ongoing
effort to make state government more effective and efficient by reducing costs, improving
timelines, and reducing overlapping responsibilities. In 2010-11, the Governor has taken
steps to accomplish these goals by taking the following actions: (1) eliminating the Office
of the Secretary of Education; (2) eliminating the American Recovery and Reinvestment
Act Inspector General and transferring ongoing work to other established oversight
entities, including the Bureau of State Audits and State Controller's Office; and (3)
reducing the Governor's Office budget by 25 percent. Additional 2010-11 savings were
achieved by spending only $120,000 of the $770,000 budgeted for transition costs.

Separately, the Governor has directed agency secretaries and department directors to
immediately review their operational costs and identify options to generate savings. Two
immediate areas of focus are use of cell phones by state employees and the number of
state vehicles:

1. With regard to cell phones, the state currently pays for approximately 96,000 cell
phones, one for over 40 percent of all state employees. Via an Executive Order
issued on January 11, 2011, the Governor ordered all agency secretaries and
department directors to: (1) document and review all authorized cell phone and
smart phone procurement and related phone, data, internet and other usage plans
for and by their employees and (2) identify and implement by June 1, 2011, cuts
sufficient to meet or exceed a 50 percent decrease in the number of cell phones
and smart phones for which the state is currently responsible and achieve at least
$20 million (all funds) in savings.

2. With regard to the state fleet, which totals 13,600 vehicles (not including some
12,000 vehicles that are used for public safety), the Administration indicates it will
reduce the number of vehicles the state maintains by requiring each vehicle's
purpose and necessity to be rejustified. Only vehicles necessary for critical state
functions will be retained, and only when retaining such vehicles is cost effective.

The mechanism to achieve these savings is Control Section 3.91, which requires that the

Director of Finance allocate the reductions necessary to each item of appropriation in the
budget to accomplish the required savings.
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Staff Comment. The overarching goal of seeking greater efficiency and effectiveness in
state operations is worthwhile. By beginning with cell/smart phones and fleet
management, the Administration has identified two areas which will likely bear some fruit.
Staff understands that the Administration has a “living list” of additional areas of
exploration, including micro items such as toll-free telephone lines and macro items such
as executive branch reorganization plans. At some point, this list will have to be
narrowed, or triaged, to permit the focused work to occur to build to the point where real
savings are achieved in 2011-12.

Committee Questions. Based on the above comments, the Committee may wish the
Administration to provide responses to the following questions:

1. What other specific areas is the Administration currently considering for increased
efficiency and effectiveness?

2. What is the timeframe for this process?

3. How can the Legislature be of assistance to the Administration in this process?

Staff Recommendation:  No action; information item only.

Senate Budget and Fiscal Review Page 20



ATTACHMENT 1

Differences Between the Federal Affordable Care Act

Reform Legislation That Have a Workload Impact on t

and 2010 California Health

he Department of Insurance

Federal

State

SB 1163: Rate Review

Individual/Small Group rate

filings

Only rate increases in excess
of 10% must be filed. (45 CFR
154.200), does not apply to
grandfathered plans. (45 CFR
154.103(b))

All individual and small group
rates must be filed.
(IC 10181.3(a))

Data required in filing

18 elements CFR

154.210(e),(9))

(45

25 elements IC

10181.3(b))

(e.g.,

Examples of
differences in data
requirements:

Trend projections

Utilization, service/unit co st
(45 CFR 154.215(e)(2))

Utilization, price inflation, fees
and risk, broken down into 7
aggregate benefit categories
(e.g., IC 10181.3(b)(19))

Cost
containment/quality
improvement data

Not required

Required (e.g.: IC 10181.2(b))

Actuarial certification
by outside actuary

Not required

Required (IC 10181.6)

Criteria re: independence of
outside actuary

Not required

Required. CDI will have to

evaluate.

Filing must be actuarially
sound

Not required

Required (IC 10181.6). CDI will
have to evaluate.

Aggregate Reporting
Requirements

Medical loss ratio data
(45 CFR 158.110-170)

9 data elements, not including
medical loss ratio (IC 10181.3(c),
10181.4(c))

Carrier-provider contract

rates

Not discussed

Received by CDI, must be
segregated, kept confidential. (IC
10181.7(b))

Actions Required of CDI

Receive filings (PPACA 2794),
provide information to HHS,
including  premium  trends
(PPACA 2794(b),(c))

CDI must review filings to detect
violations (IC 10181.11), CDI
must make findings regarding
rate justifications and post on

website (IC 10181.11(f)),CDI
must make all submitted
information public (IC
10181.7(a)), CDI must make

quarterly reports to Legislature
(IC 10181.11(d)).
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AB 2470:
Cancellation/Nonrenewal/
Rescission

Applicable to non-renewal?

No. Applies only to rescission.
(PPACA 2712)

Applies to rescission,
cancellation, non-renewal (IC
10273.4(b)). Expanded scope
means expanded CDI policy
form review beyond federal
requirements.

CDI review and hearing
process for cancellations,
rescission, non-renewal

Not required in federal law.

Requires CDI to establish a
process to review complaints to
determine adequacy, reinstate
coverage, and a hearing process
for carrier appeals.

SB 900/AB 1602: Exchange

Review of Exchange policy | Required if federal government | Required if state operates

forms by CDI operates exchange exchange

Include California  health | California mandates not | State has option to include

mandates required. California mandates in Exchange
policies, which increases
complexity of policy review.

Plans offered Policies offered in exchange | All  policies offered inside

need not all be offered outside
exchange.

exchange must also be offered
outside exchange (IC 10112.3
(c)). Increases CDI review load.

Federal Internet Portal

Maintained by HHS

CDI & DMHC must review HHS
site to determine if meets
requirement  for  affirmative
marketing, especially outside
exchange. If inadequate, CDI &
DMHC must establish
clearinghouse.

Catastrophic coverage

Carriers that do not participate
in Exchange may  sell
catastrophic coverage

Carriers that do not participate in
exchange cannot sell
catastrophic coverage (IC
10112.3(d)). Adds additional
element to CDI market conduct
examinations.

Bruce Hinze, January 22, 2011
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Issues Proposed for Vote Only:

2011-12 Staff
Issue Amount Fund Source Recommendation
State Controller’'s Office  (0840)
$1.8 million
Women, Infants, and and 12.6 one- .
Children Audits year limited- Reimbursements APPROVE
term positions
$462,000 and
Electronic Claim Audits 4.'2 two-year Reimbursements APPROVE
limited-term
positions
$314,000 and
Federal Oil and Gas Audits 2.0 permanent Federal Funds APPROVE
positions
California Automated Travel
Expense Reimbursement $524,000 | Reimbursements APPROVE
System
Department of Insurance (0845)
1 Pap_erless Workflow System $2.6 million Insurance Fund APPROVE
Project
| Vote: All proposed vote only issues approved 3-0.
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VOTE ONLY ITEMS - ISSUE DESCRIPTIONS

0840 STATE CONTROLLER’S OFFICE

For overview and budget information regarding this department, please see page 7 of this
agenda.

| Issue 1 — Women, Infants, and Children Audits

Governor's Budget Request. The Governor requests an increase of $1.1 million
(reimbursements) in 2010-11 and 6.3 positions, and $1.8 million and 12.6 one-year
limited-term positions in 2011-12, to augment existing personnel providing audit services
to the California Department of Public Health (CDPH) Women, Infants, and Children
(WIC) program.

Background. The SCO has been providing audit and review services on WIC providers
and vendors for the CDPH for more than 20 years. Recently, the federal Department of
Agriculture changed audit requirements mandating that the CDPH audit at least five
percent of the WIC vendors/providers in California each year. This federal mandate will
result in an additional 135 audits per year, bringing the total number of vendor compliance
audits to 200 in 2010-11 and 2011-12. The CDPH is increasing the audit coverage to
include national retail stores such as WalMart, Food for Less, Safeway, and WinCo. The
process of auditing vendors of this size requires audit teams rather than individual
auditors because of the volume of records requiring scrutiny. Therefore, the SCO audit
responsibility will grow by the number of audits and in workload capacity. The SCO
reports that prior WIC vendor audits disclosed a 2:1 recovery ratio for every contract dollar
provided by CDPH; the SCO estimates that the $3.4 million contract amount for audit
services will yield approximately $7 million in questioned costs.

Staff Comment. These audits are federally funded and required, and provided by the
SCO to the CDPH on an interagency contract. This request will allow CDPH to attain the
minimum level of audits mandated by the federal Department of Agriculture. The
resources are requested as limited-term; should the interagency agreement between the
CDPH and the SCO be extended, a future budget request would be presented.

| Issue 2 — Electronic Claim Audits

Governor's Budget Request.  The Governor requests 4.2 two-year limited-positions and
$462,000 (reimbursements) for two years beginning in 2011-12 for processing of
electronic claims.

Background. The SCO, and its Division of Audits, is responsible for auditing
disbursements of State funds and to withhold payment for any claim until it has been
audited in conformity with applicable laws, rules, and regulations. The Division of Audits
is split into two bureaus to perform these audit functions: (1) Operations Bureau, Claim
Audits — responsible for auditing manual (paper) claims; and (2) State Agency Audits
Bureau, Electronic Data Processing (EDP) Audits — responsible for auditing electronic
claims. In 2009-10, the EDP Audits processed approximately 9,000 claim schedules

Senate Budget and Fiscal Review Page 4



resulting in more than 36.3 million payments. Agencies contract with the SCO to
implement the electronic claims process, and pay the SCO an average of $50,000 for the
actual implementation costs. The EDP Audits workload has increased in recent years and
is projected to continue to increase. For instance, new implementations, which average
660 hours each, have increased from 10 in 2007-08 to 16 in 2009-10, a 60 percent
increase. The SCO has determined that its current resources, funded by reimbursements
from client agencies, are insufficient to meet workload needs and existing staff cannot be
redirected to meet the increased workload.

In 2009-10, 14.2 million in audit exceptions were found by 19.2 EDP Audits staff.
Therefore, the SCO estimates that the additional 4.2 EDP Audit staff requested can
produce $3.0 million in audit exceptions and potential savings to the state.

Issue 3 — Federal Oil and Gas Audits

Governor's Budget Request. The Governor requests 2.0 permanent positions and
$314,000 (federal funds) to reconcile the current federal contract of $1.1 million with the
federal Department of the Interior, Bureau of Ocean Energy Management, Regulation,
and Enforcement.

Background. California receives a percentage of the royalty income from onshore and
offshore federal leases located within its borders. Pursuant to state law, most of the
money is distributed to public education and counties. For twenty years, the federal
Department of the Interior has contracted with the SCO to ensure royalties are correctly
reported and paid by oil and gas, geothermal resources, and solid minerals companies
producing and selling energy resources from the federal leases in California. Since 2007-
08, the SCO has proposed and executed a more aggressive audit approach and work
plan which has increased royalty recoveries — from $2.3 million in 2007-08 to $7.8 million
in 2008-09 and $3.03 million in 2009-10. The federal government has since increased the
audit contract from $650,000 in 2007-08 to $1.1 million in 2010-11. This request will
reconcile the current federal contract of $1.1 million with the federal Department of the
Interior. The SCO reports that the resources will generate $5 million in revenue.

Issue 4 — California Automated Travel Expense Reimb  ursement System
(CalATERS)

Governor's Budget Request. The Governor requests an increase of $524,000
(reimbursements) in 2011-12, and $702,000 in 2012-13 and ongoing, to fully support the
cost of administering the CalATERS system.

Background. Prior to 2000, state employees and department accounting offices
processed travel advances and expense reimbursement claims using manual, paper-
based processes. In 2000, the SCO developed CalATERS, an automated system to
replace the paper system and to process claims more rapidly and accurately. The system
allows employees to process claims through the internet or intranet. Funding for the
system came from agencies who voluntarily determined they needed a more efficient way
to process travel advances. In addition to a one-time development fee, a participating
agency pays a $6 transaction fee for each reimbursement claim processed through
CalATERS to support the ongoing program expenditures. In 2007, legislation was passed
that mandated all state agencies use the web-based CalATERS system by July 1, 2009.
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Currently, approximately 105 departments use CalATERS. A few departments were
granted exemptions from the statutory mandate to utilize CalATERS due to limitations of
the current system, including that the system is not ADA compliant and computer
incompatibility. CalATERS has since been upgraded to resolve these issues. With the
increased usage of CalATERS, the upgrade to the system, and increased maintenance
costs, the reimbursement authority is no longer aligned with program costs. This request
will realign the reimbursement authority with programs costs; increased volumes of
employee users will generate the funds to cover costs without the need to increase the
fee.

0845 CALIFORNIA DEPARTMENT OF INSURANCE

For overview and budget information regarding this department, please see page 11 of
this agenda.

| Issue 1 — Paperless Workflow System Project |

Governor's Budget Request.  The Governor requests increased expenditure authority of
$2.6 million (Insurance Fund) in 2011-12 to complete the final year of implementation and
provide ongoing maintenance of the Paperless Workflow System Project (PWSP), which
is intended to replace the current paper process with an electronic-based system

2010-11 Budget. The 2010-11 Budget provided $2.4 million (Insurance Fund) and two
two-year limited-term positions to complete the second year implementation phase of the
PWSP.

Staff Comment. The original implementation schedule of the PWSP was over three fiscal
years (2008-09 through 2010-11). In 2008-09 and 2009-10, respectively, the Legislature
approved funding for the first and second year implementation of the PWSP. However,
the PWSP encountered unforeseen procurement delays in 2009-10 which pushed back
the startup of the project by eight months. These delays were largely out of the control of
CDI and involved problems with the Department of General Services renewing the state’s
Master Services Agreement. These delays have not resulted in an overall increase in the
cost of the PWSP project.
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0840 STATE CONTROLLER’S OFFICE

Department Overview. The State Controller is the Chief Fiscal Officer of the state. The
primary functions of the State Controller's Office (SCO) are to provide sound fiscal control
over both receipts and disbursements of public funds; to report periodically on the
financial operations and condition of both state and local government; to make certain that
money due the state is collected through fair, equitable, and effective tax administration;
to provide fiscal guidance to local governments; to serve as a member of numerous
policy-making state boards and commissions; and, to administer the Unclaimed Property
and Property Tax Postponement Programs.

Budget Overview. The January Governor's Budget provides the SCO with 1,491
authorized positions and $218.9 million ($76.5 million GF). This is an increase of two
positions and $65,000.

Issues Proposed for Discussion / Vote:

| Issue 1 — 21 Century Project

Governor's Budget Request.  The Governor requests $63.7 million ($34.2 million GF,
$1.0 reimbursements, and $28.4 million special funds) to fund the 21* Century Project in
2011-12. The 21% Century Project will result in an integrated human resource
management system that will replace the existing payroll, employment history, position
management, and leave accounting systems.

2010-11 Budget. The 2010-11 budget provided 111 two-year limited-term positions and
$66 million ($30 million GF, $1 million reimbursements, and $35 million special fund) for
the 21st Century Project.

Background. The SCO pays approximately 249,000 employees, including state civil
service, California State University and Judicial Council employees, judges, and elected
officials. The 21st Century Project (Project) will replace the existing statewide human
resource management systems in order to improve management processes and fulfill
payroll and reporting obligations accurately and on time. The Project began in May 2004.
The first deployment wave is scheduled for October 2011, comprised of 25 departments
and 14,281 employees. That initial wave will be followed by three successive wave
rollouts in January 2012 (50 departments and 75,841 employees), July 2012 (10
departments and 68,065 employees), and October 2012 (77 departments and 84,650
employees). The current estimated total cost (one-time and continuing) of the 21%
Century Project is $303.2 million.

Staff Comment. The need to transition the State from a transaction-based system to an
enterprise database system that supports the business needs of state government is
clear. The key question before the Subcommittee with regard to the 21%' Century Project
is risk management in the deployment, including transition and training, for the new
human resources system. Significant organizational change management activities will
have to be undertaken to assist more than one hundred and sixty state departments to
transition to the new system. Additionally, staff notes that in light of state budget cuts, a
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reasonable question can be raised about the capacity of departments to participate in
system transition activities. In short, it is critical for the Project to have a comprehensive
plan for working with departments to ensure a successful transition.

Committee Questions. Based on the above comments, the Committee may wish the
Administration and SCO to provide responses to the following questions:

1. The 21* Century Project will be rolled out in waves. Which departments are
included in the first wave? Why were these departments chosen? Which
departments are included in the final wave, scheduled to occur in October 20127

2. What is the current SCO deployment plan, including transition activities? Can the
SCO summarize the organizational change management activities that will have to
be undertaken as the 21% Century Project roll out begins this fall?

Staff Recommendation:  Approve the budget request.

| Vote: Budget request approved 3-0.

| Issue 2— Unclaimed Property Accounting Workload

Governor's Budget Request. The Governor requests $293,000 (Unclaimed Property
Fund) for 1.0 permanent and 3.1 two-year limited-term positions in 2011-12 ($281,000 in
2012-13 and $68,000 ongoing) to support increased workload in compliance with the
Unclaimed Property Law.

Background. Under current law, the SCO is responsible for safeguarding unclaimed
property until it is returned to its rightful owner. As custodian for unclaimed property, the
SCO must maintain accurate accounting of unclaimed property assets, and meet statutory
requirements associated with such assets. In recent years, there have been legislative
changes, as well as the replacement of the system used to manage the Unclaimed
Property Program, which increased workload in the areas of financial accountability,
corporate actions, and the collection of securities. More specifically, under Sections 1540,
1562, and 1563 of the Code of Civil Procedure (CCP), the SCO's statutory responsibilities
include ensuring that claims by owners of security properties are properly paid, including
the return of any unsold securities, the net proceeds of any sale, and any income or
increments earned upon the property. Additionally, the SCO is statutorily required under
Section 1563 CCP to sell securities that have not been claimed by the owner. Without the
resources requested in this proposal, the SCO will have significant difficulty in meeting
these statutory requirements.

Staff Recommendation:  Approve the budget request.

Vote: Budget request approved 2-1; Senator La Malfa  voting no.
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| Issue 3 — Unclaimed Property Legal Costs

Governor's Budget Request. The Governor requests a two-year augmentation of
$300,000 (Unclaimed Property Fund) beginning in 2011-12 to provide proper
representation in legal matters associated with representing the Unclaimed Property
Program in lawsuits filed against the SCO.

Background. Under current law, the SCO is responsible for safeguarding unclaimed
property until it is returned to its rightful owner. Claims processed through the Unclaimed
Property Program are paid, returned for insufficient information, or denied. When a claim
is denied, claimants are notified of their right to commence an action against the SCO
pursuant to law. When these actions are taken, the SCO has 60 days to respond. In
addition to these actions by individual claimants, other actions, including class action type
suits in both state and federal court have been brought against the SCO. These suits
allege the program is unconstitutional, claiming the SCO has not properly administered
the program and is not seeking restitution for plaintiffs. The Attorney General normally
represents the SCO, but the SCO reports that the Attorney General does not have the
resources to respond to all of the actions brought against the SCO. To secure proper
representation, the SCO'’s Legal Office has contracted with outside firms to address these
actions. The SCO estimates the costs of these services will be $650,000 in 2011-12 and
2012-13. The SCO is requesting the additional funds for a limited amount of time to clear
the existing lawsuits for only the most complex cases; the SCO views this as more cost
effective than hiring permanent staff and training them for what may eventually result in
lack of workload. The SCO reports that it will be in a better position in two years to gauge
the volume and complexity of lawsuits and perhaps the need for permanent staff, whether
at the SCO or the Attorney General's Office.

Staff Comment.  Staff notes that outstanding questions remain with regard to why the
SCO would need to seek outside counsel on the unclaimed property litigation. Therefore,
staff recommends that the Subcommittee hold this request open pending receipt of
additional information from the SCO and Attorney General.

Staff Recommendation : Hold open pending receipt of additional information.

| Vote: Budget request held open, 3-0 vote.

| Issue 4 — Airport Customer Facility Fee Audits (SB 1192)

Governor's Budget Request. The Governor requests one position and $140,000
(reimbursements) for 2010-11, and $134,000 for 2011-12, to conduct mandated
independent audits of airport customer facility fees as a result of Chapter 642, Statutes of
2010 (SB 1192).

Background. Beginning in 1999, a series of bills were passed authorizing local airports
to collect a customer facility fee to finance and construct a consolidated rental car facility
and common-use transportation system, subject to certain conditions. The fee is now
capped at $10 per customer and local airports charging the fee are required to complete
an independent audit to ensure that the aggregate amount collected does not exceed the
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reasonable costs paid by the airport to finance, design, and construct those facilities.
Further, statute requires that the independent audit be performed prior to the initial
collection of, or prior to any increase in, the alternative customer facility fee and every
three years thereafter.

Chapter 642, Statutes of 2010 (SB 1192) requires that the SCO review the audits and
independently examine and substantiate the necessity for, and the amount of, the
customer facility charge. Chapter 642 requires that the SCO'’s costs be reimbursed by the
individual airport being audited.

Staff Comment. Chapter 642 represents new responsibility and workload for the SCO.
The request before the Subcommittee is narrowly crafted in that it represents one audit
position and accompanying reimbursement authority only through 2011-12. The SCO
indicates that this workload is anticipated to be ongoing and may therefore request to
continue this funding at a later time.

Staff Recommendation:  Approve the budget request.

Vote: Budget request approved 2-1; Senator La Malf  a voting no.
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0845 CALIFORNIA DEPARTMENT OF INSURANCE

Department Overview. The California Department of Insurance (CDI) regulates the
California insurance market and enforces the California Insurance Code, conducting
examinations and investigations of insurance companies and producers and working to
ensure the financial solvency of companies so that they will meet their obligations to
policyholders and claimants. CDI investigates more than 300,000 complaints annually
and responds to consumer inquiries. CDI also reviews and approves insurance rates to
enforce the statutory requirement that rates are not excessive or unfair. CDI also
administers the conservation and liquidation of insolvent and delinquent insurance
companies and fights insurance fraud in conjunction with local and state law enforcement
agencies.

Budget Overview. The January Governor's Budget provides CDI with 1,338 authorized
positions and $224.94 million (Insurance Fund and reimbursements). This is an increase
of 71 positions and $16.4 million.

Issues Proposed for Discussion / Vote:

Issue 1 — Implementation of Federal Health Care Ref orm

Background.  The California health insurance market is regulated by two separate
agencies, the Department of Managed Health Care (DMHC) and the CDI. DMHC
oversees health care service for more than 21 million insured Californians in the:
individual; small employer group; large group market; Medicare Select; Medicare
Supplement; and, specialized health care service plans; and regulates, 59-full service
health service plans and certain preferred provider organization products operating in
California. The CDI regulates all other PPO and indemnity health products provided by 98
insurers to approximately 9.3 million covered lives in the individual, small employee group,
large group, and Medicare Supplement markets.

On March 23, 2010, President Obama signed the Patient Protection and Affordable Care
Act (PPACA) into law, a comprehensive health reform proposal intended to expand
coverage, control health care costs, and improve the health care delivery system. The
PPACA makes several fundamental changes to the private health insurance market,
including setting up a new competitive private health insurance market through state
Exchanges beginning in 2014, and prohibitions on lifetime benefit coverage limits and
rescissions of coverage. In 2010, several state statutory changes were enacted to align
California law with the new federal mandates under the PPACA. These statutory changes
drive 2011-12 budget requests for both the CDI and the DMHC. The following three
requests pertain to increased workload at the CDI; the Subcommittee is scheduled to
consider requests from the DMHC at its February 7, 2011, hearing. Generally speaking,
the increased workload included in the following three requests is a result of changes in
federal law; however, it is important to note that each of the bills created California-
specific statutory requirements beyond the parameters of the federal PPACA mandates,
as detailed in Attachment 1 to this agenda.
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Issue 1.a — Health Insurance Premium Rate (SB 1163)

Governor's Budget Request.  The Governor requests $1.2 million (Insurance Fund) in
2011-12, $1.1 million in 2012-13 and $100,000 ongoing, to fund 10.0 positions (8.0 two-
year limited-term, 1.0 one-year limited-term, and 1.0 ongoing) to address new workload
associated with the review of health insurance rate filings as a result of Chapter 661,
Statutes of 2010 (SB 1163).

Background. Chapter 661 amends the law regulating health care service plans and
health insurers in order to ensure that both the DMHC and CDI have the authority
necessary to review the rate filings for all markets consistent with the requirements of the
PPACA. The new workload consists of expanded scope and extent of the actuarial review
to be undertaken by CDI, and new actuarial reporting and data trend analysis
requirements.

Issue 1.b — Health Care Coverage (AB 2470)

Governor's Budget Request. The Governor requests $642,000 (Insurance Fund) in
2011-12, and $602,000 in 2012-13, to fund 6.0 Staff Counsel positions on a two-year
limited-term basis to support the additional rate filings and new cancellation and non-
renewal appeal process as a result of Chapter 658, Statutes of 2010 (AB 2470).

Background. Chapter 658: (1) imposes new requirements on an insurers’ ability to
cancel, rescind, and non-renew health insurance policies; (2) creates a system whereby
the Commissioner will review the propriety of cancellations, rescissions, and non-renewals
where the insured has complained with the insurer being entitled to a hearing; and (3)
provides a mechanism for a policyholder, certificate holder, or other insured who alleges
that a policy or coverage has been or will be cancelled, rescinded, or not renewed in
violation of law to require a review by the Commissioner. This request will provide the
resources to implement new workload required by Chapter 658 regarding industry
cancellation, rescission, and non-renewal practices and to provide policyholders with the
required review mechanisms.

Issue 1.c — Health Benefit Exchange (SB 900 and AB  1602)

Governor's Budget Request. The Governor requests $107,000 (Insurance Fund) in
2011-12, and $100,000 in 2012-13, to fund one staff counsel position on a two-year
limited-term basis to support the additional policy form review activities required as a
result of the implementation of the California Health Benefits Exchange established by
Chapters 659 and 655, Statutes of 2010 (SB 900 and AB 1602, respectively).

Background. Chapter 659: (1) creates the California Health Benefits Exchange
(Exchange), an independent public entity, and delineates its composition and the
operation of the executive board of the Exchange, and (2) requires a review of the federal
Health and Human Service internet portal prior to January 1, 2015, to determine whether it
provides sufficient information to facilitate fair and affirmative marketing of all individual
and small employer health insurance. If the review determines the federal portal to be
inadequate, Chapter 659 requires the establishment and maintenance of an electronic
clearinghouse.

Senate Budget and Fiscal Review Page 12



Chapter 655 enacts the California Patient Protection and Affordable Care Act, and
provides the Exchange with operational authority, as well as authority to implement the
Exchange and navigator provisions of the PPACA by 2014.

Staff Comment.  With the exception of one the ongoing position included in request
Health Insurance Premium Rate (SB 1163), these three budget requests represent
limited-term resources. This is appropriate, as the full extent of the workload related to
PPACA and changes in state law is not fully known. By approving these requests as
limited-term, the Legislature can review the workload and ensure the appropriate budget
resources are provided in future budget cycles. Additionally, staff notes that approving the
resources as limited-term will also allow time for study and analysis of whether or not
California wants to continue to have two departments, DMHC and CDI, regulating the
insurance market.

Staff Recommendation:  Approve the budget requests; with regard to request Health
Insurance Benefit Premium (SB 1163), staff recommends that the position proposed as
ongoing instead be approved as two-year limited-term.

Vote: Staff recommendation approved 2-1; Senator L  a Malfa voting no.
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| Issue 2 — Department of Insurance Workload Resource Augmentation

Governor's Budget Request. The Governor requests an increase of $7.9 million
(Insurance Fund) in 2011-12, and $7.0 million ongoing, to fund 54.0 positions to address
increased workload while continuing to meet statutory mandates.

Background. The CDI reports that its workload has increased in recent years without a
commensurate increase in staffing resources. Further, in 2009-10 the CDI budget was
permanently reduced by $17.4 million through a line-item veto action. As a result of this
reduction, CDI reports that backlogs are increasing throughout the department, including
in the Rate Regulation Branch, which has a backlog of 1,080 files; the Field Examination
Division, which has examined only two title companies compared to 19 in 2008; and, the
Consumer Services Division, where complaints have increased 11 percent and complex
health insurance complaints have increased 118 percent. CDI indicates that the
resources in this request will not eliminate the backlog throughout the department.
Rather, the resources will allow the Department to address the backlog and then remain
even with workload going forward. CDI proposes to apportion the resources in this
request as follows:

Division 2010-11 2011-12 New 2011-12
Positions Positions Add’l Funding

Rate Regulation 88.0 2.0 268,000
Financial Surveillance 161.0 5.0 774,000
Executive 26.0 2.0 156,000
Consumer Services & Market Conduct 151.0 10.0 1,175,000
Investigation 92.0 6.0 1,019,000
Fraud 289.0 14.0 2,931,000
Legal 125.0 14.0 1,492,000
Administration & Licensing 280.0 1.0 121,000

54.0 $7,936,000

Staff Comment. Staff notes that the LAO is currently undertaking a workload analysis of
this request and is therefore withholding any recommendation to the Legislature until that
analysis is complete. The Subcommittee may wish to wait to consider this request until
after the LAO analysis is complete.

Staff Recommendation:  Hold open pending receipt of the LAO’s workload analysis.

Vote: Budget request approved 2-0; Senator La Malf  a abstaining.
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0890 SECRETARY OF STATE

Department Overview. The Secretary of State (SOS), a constitutionally established
office, is the chief election officer of the state and is responsible for the administration and
enforcement of election laws. The SOS is also responsible for the administration and
enforcement of laws pertaining to filing documents associated with corporations, limited
partnerships, and perfecting security agreements. In addition, the SOS is responsible for
the appointment of notaries public, enforcement of notary laws, and preservation of
documents and records having historical significance. All documents filed are a matter of
public record and of historical importance. They are available through prescribed
procedures for public review and to certify authenticity.

Budget Overview. The January Governor's Budget provides the SOS with 505
authorized positions and $161.5 million ($31.1 million GF). This is a decrease of no
positions and $10.9 million.

Issues Proposed for Discussion / Vote:

| Issue 1 — Help America Vote Act Amended Spending Pl an

Governor's Budget Request. The Governor requests expenditure authority of $70
million (federal funds) in 2011-12 to continue implementation of the statewide mandates of
the federal Help America Vote Act of 2002 (HAVA).

2010-11 Budget. The 2010-11 budget provided $4.2 million (federal funds) to continue
implementation of HAVA-related state mandates, including assistance for individuals with
disabilities, voting systems testing/certification, voter education, performance measures,
and administration.

Background. Generally speaking, the federal HAVA requires state and localities to meet
uniform and nondiscriminatory election technology and administration requirements
applicable to federal elections. Federal HAVA funding was originally received by the state
in 2003, and a spending plan was required by the Legislature in 2004 and approved in
April 2005. The SOS revises the HAVA spending plan annually to accurately reflect
actual spending, and propose changes for future spending based on new funding and
changes in expenditures.

Of the $70 million (federal funds) included in this request, $66.9 million is proposed as
local assistance to counties and $3.2 million is for state operations. Of the $66.9 million in
local assistance, $65.9 million is for voting system upgrades and $1.0 million is for
elections assistance for individuals with disabilities. The voting system upgrades are
required under HAVA to ensure an accessible, voter-verifiable paper audit trail. The state
operations funding will be utilized for the continued administration of statewide
modernization and replacement of voting equipment; education and training programs for
elections officials and poll workers; and, development and dissemination of voting
information to increase voter participation and confidence.
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Staff Comment. This request does not include funding for the VoteCal project, which is
the HAVA-required uniform, centralized, interactive computerized voter registration
database that is defined, maintained, and administered at the state level. That request is
discussed as Issue 2 below.

Staff Recommendation:  Approve the budget request.

| Vote: Budget request approved 3-0.

| Issue 2 — Help America Vote Act, VoteCal

Governor's Budget Request. The Governor requests expenditure authority of $11.6
million (federal funds) in 2011-12 to continue implementation of VoteCal, the federal Help
America Vote Act (HAVA)-required and funded uniform, centralized, interactive
computerized voter registration database that is defined, maintained, and administered at
the state level.

2010-11 Budget. The 2010-11 budget included $23 million (federal funds) to continue
implementation of VoteCal.

Background. Under federal HAVA requirements, VoteCal must coordinate electronically
with systems similar to the one used by the Department of Motor Vehicles, the
Department of Health Care Services, and the Department of Corrections and
Rehabilitation for identification and list maintenance purposes. VoteCal must also provide
a functional interface for counties. California reached an interim solution to satisfy the
requirements of HAVA, but must achieve a long-term solution per an agreement with the
U.S. Department of Justice. VoteCal is that solution.

Staff Comment. The 2011-12 request is consistent with previous updates and continues
to appropriately administer the HAVA-required VoteCal system. Staff notes, however, that
due to the fact that the initial system integration (SI) vendor failed to provide the
contractually required performance bond, which required the SOS to terminate the
contract in May 2010, the SOS now estimates that the VoteCal project will be extended
until June 2014. This is 1.25 years beyond the previously projected and approved
February 2012 completion date. The greatest impact on the schedule is the 16 months it
will take to sign a contract with a new S| vendor. Approximately $6.6 million of the
resources included in this request are for payment to the Sl vendor in 2011-12. Due to
the re-procurement delay, it is highly unlikely that these funds will be fully expended in
2011-12, but staff notes that the allocation level is within the parameters of the approved
project documents. Further, it would be difficult at best to estimate the 2011-12 Sl vendor
costs and, in any case, the unused federal funds will roll forward to 2012-13 and be
reflected in a budget request for that fiscal year.

Staff Recommendation:  Approve the budget request.

Vote: Budget request approved 2-0; Senator La Malf  a abstaining.
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2320 DEPARTMENT OF REAL ESTATE

Department Overview. A primary objective of the Department of Real Estate (DRE) is to
protect the public in real estate transactions and provide licensing, regulatory, and
subdivision services to the real estate industries. The DRE is entirely special funded
(Real Estate Fund) and derives its revenues from examination, license, and subdivision
fees. The core functions of the DRE are to administer license examinations, issue real
estate licenses, regulate real estate licensees, and qualify subdivision offerings.

Budget Overview. The January Governor's Budget provides DRE with 381 authorized
positions and $46.0 million (RE Fund and reimbursements). This is an increase of two
positions and $1.5 million.

Issue Proposed for Discussion / Vote:

Issue 1 — SB 36 Mortgage Loan Originator Licensure  (SAFE Act) |

Governor's Budget Request.  The Governor requests $216,000 (Real Estate Fund) and
two positions for continued implementation of the federally mandated Secure and Fair
Enforcement Licensing Act of 2008 (SAFE Act) which requires states to implement a new
licensing program for mortgage loan originators (MLOS).

2010-11 Budget. The 2010-11 budget included $2.8 million (Real Estate Fund) and 27
positions to begin implementation of the SAFE Act.

Background. The federally mandated SAFE Act requires all states to license and
register their MLOs through a nationwide registry called the National Mortgage Licensing
System (NMLS). Chapter 160, Statutes of 2009 (SB 36), brought California into
compliance with the SAFE Act by requiring those engaging in MLO activities to obtain a
license from the Department of Corporations or, if a real estate licensee, obtain a license
endorsement from the DRE.

The SAFE Act requirements are similar to, but somewhat different from, the requirements
for licensure under California’s Real Estate Law. At this point in the SAFE Act
implementation process, the main drivers of new licensing and enforcement workload for
the DRE will be the MLO notification process and the annual Business Activities Report
requirement for all MLO brokers. The amount of new workload will be driven by the
number of NMLS registrants; as of December 31, 2010, an estimated 37,373 individuals
and over 6,133 real estate companies who perform MLO activities registered on NMLS.
The DRE expects additional late registration activity, as licensees become aware of the
NMLS registration requirement.

DRE reports that it will be able to comply with existing SB 36 requirements with the
resources in this request. However, because DRE is only now compiling final workload
data based on the total number of licensees who registered on the NMLS, and the
complexity of licensing and enforcement is better known, DRE indicates that this request

Senate Budget and Fiscal Review Page 17



is a precursor to an additional request for positions, technology enhancements, and
budget authority in a Spring 2011 Budget Letter.

Staff Comment.  In approving SB 36, the Legislature approached SAFE Act compliance
in a narrow sense by requiring a new endorsement on existing real estate licenses.
Licensees pay a $300 fee for that endorsement. Staff notes that while this approach has
resulted in the least disruption to existing systems and minimized compliance costs to
both the state and licensees, the SAFE Act has represented, and will continue to
represent, new workload for DRE.

However, as noted above, DRE indicates that a Spring 2011 Budget Letter is planned to
request budget authority and positions beyond that contained in this request. Additionally,
DRE faces a facility issue which remains unresolved from 2009-10. Last year, this
Subcommittee specifically requested that DRE present a formal request during the 2011-
12 budget process to ensure that DRE did not absorb the costs of relocating and
consolidating its Sacramento facilities within its existing budget, an action that could result
in decreased enforcement and consumer protection activities. DRE indicates that it plans
to present a separate Spring 2011 Budget Letter for the Sacramento headquarters move
costs. Finally, staff notes that the Senate Business and Professions Committee is
holding an oversight hearing on February 28, 2011, focused on DRE enforcement and
consumer protection issues. Given these factors, staff recommends that this request be
denied without prejudice and instead wait to consider this request in the context of the
Spring 2011 requests from DRE, as well as the findings from the Senate Business and
Professions Committee oversight hearing.

Staff Recommendation:  Deny the budget request without prejudice; consider during the
Spring 2011 budget process.

Vote: Budget request denied without prejudice 3-0; Subcommittee will consider
during the 2011 budget process.
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STATE OPERATIONS EFFICIENCIES

Issue Proposed for Discussion Only

| Issue 1 — State Operations Efficiencies |

Governor's Budget Request. The January Governor's Budget includes $363 million
($200 million GF) in savings associated with identification of efficiencies in state
operations, including identification of agencies, departments, and programs that can be
reorganized to eliminate duplication and unnecessary functions; review of state peace
officer and safety classifications; and reductions in other areas like contracting, fleet
operations, and cell phone use.

Background.  The Governor's January budget begins what is described as an ongoing
effort to make state government more effective and efficient by reducing costs, improving
timelines, and reducing overlapping responsibilities. In 2010-11, the Governor has taken
steps to accomplish these goals by taking the following actions: (1) eliminating the Office
of the Secretary of Education; (2) eliminating the American Recovery and Reinvestment
Act Inspector General and transferring ongoing work to other established oversight
entities, including the Bureau of State Audits and State Controller's Office; and (3)
reducing the Governor's Office budget by 25 percent. Additional 2010-11 savings were
achieved by spending only $120,000 of the $770,000 budgeted for transition costs.

Separately, the Governor has directed agency secretaries and department directors to
immediately review their operational costs and identify options to generate savings. Two
immediate areas of focus are use of cell phones by state employees and the number of
state vehicles:

1. With regard to cell phones, the state currently pays for approximately 96,000 cell
phones, one for over 40 percent of all state employees. Via an Executive Order
issued on January 11, 2011, the Governor ordered all agency secretaries and
department directors to: (1) document and review all authorized cell phone and
smart phone procurement and related phone, data, internet and other usage plans
for and by their employees and (2) identify and implement by June 1, 2011, cuts
sufficient to meet or exceed a 50 percent decrease in the number of cell phones
and smart phones for which the state is currently responsible and achieve at least
$20 million (all funds) in savings.

2. With regard to the state fleet, which totals 13,600 vehicles (not including some
12,000 vehicles that are used for public safety), the Administration indicates it will
reduce the number of vehicles the state maintains by requiring each vehicle's
purpose and necessity to be rejustified. Only vehicles necessary for critical state
functions will be retained, and only when retaining such vehicles is cost effective.

The mechanism to achieve these savings is Control Section 3.91, which requires that the

Director of Finance allocate the reductions necessary to each item of appropriation in the
budget to accomplish the required savings.
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Staff Comment. The overarching goal of seeking greater efficiency and effectiveness in
state operations is worthwhile. By beginning with cell/smart phones and fleet
management, the Administration has identified two areas which will likely bear some fruit.
Staff understands that the Administration has a “living list” of additional areas of
exploration, including micro items such as toll-free telephone lines and macro items such
as executive branch reorganization plans. At some point, this list will have to be
narrowed, or triaged, to permit the focused work to occur to build to the point where real
savings are achieved in 2011-12.

Committee Questions. Based on the above comments, the Committee may wish the
Administration to provide responses to the following questions:

1. What other specific areas is the Administration currently considering for increased
efficiency and effectiveness?

2. What is the timeframe for this process?

3. How can the Legislature be of assistance to the Administration in this process?

Staff Recommendation:  No action; information item only.
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ATTACHMENT 1

Differences Between the Federal Affordable Care Act

Reform Legislation That Have a Workload Impact on t

and 2010 California Health

he Department of Insurance

Federal

State

SB 1163: Rate Review

Individual/Small Group rate

filings

Only rate increases in excess
of 10% must be filed. (45 CFR
154.200), does not apply to
grandfathered plans. (45 CFR
154.103(b))

All individual and small group
rates must be filed.
(IC 10181.3(a))

Data required in filing

18 elements CFR

154.210(e),(9))

(45

25 elements IC

10181.3(b))

(e.g.,

Examples of
differences in data
requirements:

Trend projections

Utilization, service/unit co st
(45 CFR 154.215(e)(2))

Utilization, price inflation, fees
and risk, broken down into 7
aggregate benefit categories
(e.g., IC 10181.3(b)(19))

Cost
containment/quality
improvement data

Not required

Required (e.g.: IC 10181.2(b))

Actuarial certification
by outside actuary

Not required

Required (IC 10181.6)

Criteria re: independence of
outside actuary

Not required

Required. CDI will have to

evaluate.

Filing must be actuarially
sound

Not required

Required (IC 10181.6). CDI will
have to evaluate.

Aggregate Reporting
Requirements

Medical loss ratio data
(45 CFR 158.110-170)

9 data elements, not including
medical loss ratio (IC 10181.3(c),
10181.4(c))

Carrier-provider contract

rates

Not discussed

Received by CDI, must be
segregated, kept confidential. (IC
10181.7(b))

Actions Required of CDI

Receive filings (PPACA 2794),
provide information to HHS,
including  premium  trends
(PPACA 2794(b),(c))

CDI must review filings to detect
violations (IC 10181.11), CDI
must make findings regarding
rate justifications and post on

website (IC 10181.11(f)),CDI
must make all submitted
information public (IC
10181.7(a)), CDI must make

quarterly reports to Legislature
(IC 10181.11(d)).
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AB 2470:
Cancellation/Nonrenewal/
Rescission

Applicable to non-renewal?

No. Applies only to rescission.
(PPACA 2712)

Applies to rescission,
cancellation, non-renewal (IC
10273.4(b)). Expanded scope
means expanded CDI policy
form review beyond federal
requirements.

CDI review and hearing
process for cancellations,
rescission, non-renewal

Not required in federal law.

Requires CDI to establish a
process to review complaints to
determine adequacy, reinstate
coverage, and a hearing process
for carrier appeals.

SB 900/AB 1602: Exchange

Review of Exchange policy | Required if federal government | Required if state operates

forms by CDI operates exchange exchange

Include California  health | California mandates not | State has option to include

mandates required. California mandates in Exchange
policies, which increases
complexity of policy review.

Plans offered Policies offered in exchange | All  policies offered inside

need not all be offered outside
exchange.

exchange must also be offered
outside exchange (IC 10112.3
(c)). Increases CDI review load.

Federal Internet Portal

Maintained by HHS

CDI & DMHC must review HHS
site to determine if meets
requirement  for  affirmative
marketing, especially outside
exchange. If inadequate, CDI &
DMHC must establish
clearinghouse.

Catastrophic coverage

Carriers that do not participate
in Exchange may  sell
catastrophic coverage

Carriers that do not participate in
exchange cannot sell
catastrophic coverage (IC
10112.3(d)). Adds additional
element to CDI market conduct
examinations.

Bruce Hinze, January 22, 2011
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Issues Proposed for Vote Only:

2011-12 Staff
Issue Amount Fund Source Recommendation
8940 Military Department
Custodian for Dublin $67,000 total $17,000 GF
1 | Readiness Center and Field and one | $50,000 Federal APPROVE
Maintenance Shop position* Funds
State Active Duty Employee . $705,000 GF
2 Compensation Increase $1.363 million $658,000 Federal APPROVE
Funds
Military Department
3 Environmental Programs $413,00_Q an(EIk Federal Eunds APPROVE
Increase to Meet Federal four positions
Requirements
Support Planning Positons | $Lomillon |
4 and four | Reimbursements APPROVE
and Interoperable o
e . positions
Communications Equipment
CalEMA Homeland Security an%ségrgllr“eoer]
5 | Training and Exercise - Reimbursements APPROVE
year limited-
Program "
term positions
g | Quality Assurance $393,000and | o0 o) Funds APPROVE
Representatives four positions*
*All positions are absorbed from within the Military Department’s existing budget;
therefore, no net increase in positions will result from these requests.
Vote:
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Issues Proposed for Vote Only — Issue Descriptions

8940 MILITARY DEPARTMENT

For overview and budget information regarding this department, please see page 15 of
this agenda.

Issue 1 — Custodian for Dublin Readiness Center and Field Maintenance
Shop

Governor’s Budget Request. The Governor requests increased expenditure authority of
$67,000 ($17,000 GF and $50,000 federal funds) for a custodian to support the new
Dublin Readiness Center and Field Maintenance Shop located at Parks Reserve Forces
Training Area.

Background. The Military Department’s state and federal mission require fully functional
armories and maintenance facilities to meet readiness, support its full-time workforce, and
provide emergency community support. The Dublin Readiness Center is scheduled for
completion by May 2011; the Field Maintenance Shop was completed in December 2008.
The federal government provided 100 percent of the construction funds for the Dublin
facilities. The state’s responsibility is to ensure the facilities are operational and
maintained to meet mission requirements. The one custodian position required for this
request will be absorbed from within the Military Department. The $17,000 GF used for
this position will come from the armory maintenance program, which currently funds a
combination of maintenance personnel and maintenance work.

Issue 2 — State Active Duty Employee Compensation Increase

Governor’'s Budget Request. The Governor requests a baseline augmentation of
$1.363 million ($705,000 GF and $658,000 Federal Trust Fund) to cover the State Active
Duty (SAD) compensation increases to be granted effective January 1, 2011, and
estimated to be granted January 2, 2012.

Staff Comment. Per state statute, pay for SAD employees must be based upon military
pay increases granted by Congress; additional compensation adjustments are also
mandated due to a congressionally-approved increase in the military allowance for
housing and subsistence. The 2011-12 estimates are 1.9 percent for salary and 1.5
percent basic allocation for housing.

Issue 3 — Military Department Environmental Programs Increase to Meet
Federal Requirements

Governor’s Budget Request. The Governor requests increased expenditure authority of
$413,000 (federal funds) and four positions to support increasing environmental
requirements within the Environmental Program Directorate.
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Background. The California Army National Guard has numerous facilities throughout the
state, including three major training bases covering over 50,000 acres; an aviation repair
depot servicing military helicopters from 13 western states; three aviation support
facilities; two equipment storage sites for armored combat vehicles; two major vehicle and
weapons maintenance centers; 34 smaller vehicle maintenance shops; supply depots;
and forward operating bases. For these units to be effective, they must be in compliance
with all federal, state, and local environmental laws, as well as Department of Defense
Instructions and Army regulations. The four positions would come at no cost to the state
as they are 100 percent federally funded by the National Guard Bureau through a Master
Cooperative Agreement with the state. The four positions required for this augmentation
will be absorbed from within the Department and will be responsible for making sure
federal construction projects can be executed in California.

Issue 4 — Military Department Civil Support Planning Positions and
Interoperable Communications Equipment

Governor’s Budget Request. The Governor requests increased expenditure authority of
$1.0 million (reimbursements) in support of State Homeland Security Grant Program funds
for emergency planning, immediate emergency response and exercise Homeland Security
planning, and procurement of emergency equipment to support the Governor’s Office and
the California Emergency Management Agency.

Background. This request provides the Military Department with functional staff to cover
the full spectrum of Homeland Security emergency planning, exercises, and operations
and is critical to executing a coordinated and rapid emergency response while maintaining
Continuity of Operations and Continuity of Government plans. Of the expenditure
authority requested, $635,000 will enable the Department to hire four personnel to fill
required assignments in operations and plans, training and exercises, operational law,
and operational logistics. These positions will be absorbed from within the Department.
The remaining $383,000 will be used to purchase communications equipment to allow
California National Guard forces/assets a greatly increased capability to conduct
interoperable communications with civilian emergency responders.

Issue 5 — CalEMA Homeland Security Training and Exercise Program

Governor's Budget Request. The Governor requests continuation of reimbursement
authority in 2011-12 of $5.1 million (reimbursements) and the re-establishment of 33
three-year limited-term positions to execute an interagency agreement between the
Military Department and the California Emergency Management Agency (CalEMA) for
staffing support and operating expenses. The source of funds is the federally-funded
Homeland Security Grant Program (HSGP).

Background. In 2003, the Military Department was assigned the responsibility of
“Executive Agent” by CalEMA for all homeland security terrorism training and exercise
activities funded from the various initiatives that constitute the federal HSGP. In this
capacity, the CalEMA Homeland Security Training and Exercise Program (HSTEP),
consisting of the Military Department and various federal, state, and local agency staff,
was charged with providing statewide oversight for the training and exercise needs of
California’s first responder community to respond to terrorist attacks involving weapons of
mass destruction. The 33 positions were originally established on a limited-term basis for
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purposes of the interagency agreement between the Military Department and CalEMA and
all expire on June 30, 2011. These positions provide the necessary Military Department
personnel to CalEMA to manage its statewide terrorism training and exercise programs for
Weapons of Mass Destruction. These funds also allow for operating expenses related to
the HSTEP. The proposed funding level in 2011-12 represents a reduced reimbursement
level from the previous five years (from $7.5 million to $5.1 million); this is a result of a
reduction in contracts for loaned executives from other governmental agencies that have
been assigned to the HSTEP.

Issue 6 — Quality Assurance Representatives

Governor’'s Budget Request. The Governor requests increased expenditure authority of
$393,000 (federal funds) for four Quality Assurance Representatives to provide on-site
quality assurance and observation support to the Facilities Directorate project managers
on renovation and construction projects statewide, and to help ensure that construction
projects at Military Department facilities are executed in compliance with relevant building
codes, specifications, and plans.

Background. The Military Department’'s Directorate of Facilities currently employs 14
Quality Assurance Representatives (e.g., inspectors) who provide on-site construction
observation support to new construction and renovation projects at departmental
readiness centers, maintenance shops, and training bases statewide. At present, a
Quality Assurance Representative is typically responsible for between two and four
concurrent projects, requiring each Representative to split his time between work sites.
As a result, at least some work at each project site is completed un-observed by a
Representative. Federal Corps of Engineers standards require that a Quality Assurance
Representative be on site whenever work is being performed. The resources in this
request, which are 100 percent federally-funded, will ensure federal inspection standards
are met. These four positions will be absorbed from within the Department.
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8860 DEPARTMENT OF FINANCE, CALIFORNIA RECOVERY TASK
FORCE

Overview. On February 17, 2009, President Obama signed the American Recovery and
Reinvestment Act (ARRA), a $787 billion federally-funded economic stimulus plan for a
wide range of federal, state, and local programs as well as tax relief for qualified
businesses and individuals. ARRA also created new requirements for state-level
oversight and reporting of stimulus dollars provided to state entities.

Both the 2009-10 and 2010-11 budgets provided funding for California’s ARRA
accountability framework, comprised of four organizational components: the California
Recovery Task Force (CRTF); the ARRA Inspector General (ARRA IG); the Bureau of
State Audits (BSA); and, the State Controller’'s Office (SCO). Both the BSA and SCO
were pre-existing entities, while the CRTF and ARRA IG were established via Executive
Order by the Governor in Spring 2009.

In January 2011, Governor Brown announced he was eliminating the ARRA IG’s Office six
months early (funding for that office in the 2010-11 budget was provided on a one-year
limited-term basis). Any outstanding audit activities of that office were transferred to the
SCO or BSA.

Issue Proposed for Discussion / Vote:

\ Issue 1 — California Recovery Task Force — ARRA Funds Oversight

Governor’'s Budget Request. The Governor requests one-time funds totaling $1.6
million ($928,000 GF and $700,000 Central Service Cost Recovery Fund) to support
oversight and reporting for remaining ARRA funds in 2011-12. In addition to supporting
the California Recovery Task Force (CRTF), the resources in this request will also provide
funding for the California Technology Agency (CaTA) and support staff at Department of
Finance [Office of State Audits and Evaluations (OSAE) and Fiscal Systems Consulting
Unit (FSCU)], providing information technology activities related to federally-required
quarterly reports and continued audit support, respectively. Figure 1 below illustrates
funding levels for the three entities comprising the CRTF generally:

Figure 1

2010-11 2011-12
Funding
California Recovery Task Force $1,700,000 $578,000
California Technology Agency $1,400,000 $600,000
Department of Finance: (1) Office of State Audits and $905,000 $450,000

Evaluations; and, (2) Fiscal Systems Consulting Unit
TOTAL $4,005,000 $1,628,000

*Note, the fund split is 57 percent GF and 43 percent Central Service Cost Recovery
Fund.
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Background. The primary functions that remain in 2011-12 will be quarterly reporting,
compliance monitoring, and ensuring that all deadlines related to retaining ARRA funds
are met to avoid losing any money awarded due to failure to spend funds within the
required timeframes or for other non-compliance issues. CRTF responsibilities diminish
as funds are expended; therefore, this proposal significantly reduces the staffing of the
CRTF to oversee the remaining ARRA funds and to provide continued quarterly reports.
In September 2010, 1,121 ARRA grants remained; in 2011-12, that number will drop to
568 grants.

The CaTA is responsible for ongoing maintenance of the California ARRA and
Accountability Tool (CAAT), the state’'s centralized reporting database. The CAAT tool
provides a vehicle for departments to submit and report the data, but is only one
component of the information technology (IT) required to report the information to the
federal government and citizens of the state. In 2011-12, the CaTA will transition from
contract/consultant staff on the CAAT system to utilization of state staff. The State IT staff
will fully support and maintain the IT infrastructure (hardware, software, and connectivity),
the multitude of user accounts, and provide end-user support for the ongoing reporting.
Currently, there are over 300 registered users uploading over 1,100 reports consisting of
thousands of records to the system in multiple formats. There will be savings realized in
2011-12 as the maintenance and support is transitioned from contractor resources to state
staff, however CAAT requires continuous support and maintenance due to the complexity
of the system and the continued reporting to the federal government. The funding for
position support will be absorbed within the CaTA.

Staff Comment. The proposed resources for the CRTF in 2011-12 have been reduced
from the level provided in 2010-11 reflective of the declining workload. However, staff
notes that this request includes 5.1 positions for the CRTF itself and 4.9 borrowed staff
from the Department of Finance. This level of staffing is still potentially excessive given
that the workload now consists primarily of recipient reporting to the CAAT which is
administered by the CaTA. Additionally, given that 57 percent of this request is funded by
the GF, close scrutiny is warranted to ensure that the staffing resources provided match
the workload.

Staff Recommendation: Hold open pending receipt of additional workload information.

Vote:
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1700 DEPARTMENT OF FAIR EMPLOYMENT AND HOUSING
1760 DEPARTMENT OF GENERAL SERVICES

Department Overview. The Department of Fair Employment and Housing (DFEH) is
responsible for protecting the people of California from unlawful discrimination in
employment, housing, and public accommodations, and from the perpetration of acts of
hate violence. The Department's jurisdiction extends to individuals, private or public
entities, housing providers, and business establishments within the State of California.

Budget Overview. The January Governor's Budget provides the DFEH with 197
authorized positions and $21.7 million ($16.2 million GF).

In 2010-11, the DFEH consisted of 207 authorized positions, including ten positions (eight
positions in headquarters including the Chief Information Officer, one position in southern
California, and one position in the Bay Area) which were used to provide information
technology (IT) services for the department and 150 positions in the department’s
enforcement division. Three of the IT positions were eliminated as part of the DFEH’s
workforce cap reduction, leaving seven remaining authorized positions to support IT
workload.

Issue Proposed for Discussion / Vote:

Issue 1 — Information Technology Transfer to Department of General
Services; Retain Two Positions for Enforcement

Governor’s Budget Request. The Governor requests to permanently transfer DFEH’s
Information Technology (IT) function and five positions to the Department of General
Services (DGS) and proposes budget provisional language that sets aside $507,000 GF
from DFEH to pay for the transferred functions. In addition, the Governor proposes to
redirect the two remaining IT positions to DFEH's enforcement division on a two-year
limited-term basis to process claims resulting from the settlement of a class-action lawsuit.

Background. The DFEH entered into an agreement with the DGS effective July 2010
which transferred DFEH’s entire IT function and five positions to DGS's IT unit and
provided $465,000 to DGS for the cost of providing these services in 2010-11. One
objective of this agreement was to achieve efficiency and cost savings.

In September 2010, DFEH reached its first multi-million dollar discrimination settlement,
totaling more than $6.9 million. According to the DFEH, the settlement will result in a
significant increase in workload. The DFEH, therefore, is proposing to retain the two
remaining IT positions and convert them into two-year limited-term positions in its Special
Investigations Unit to address expected new workload stemming from the settlement of
1,500 family leave claims. All claims are required to be submitted by February 15, 2011.
Shortly thereafter, the designated third-party administrator will submit all timely and valid
claim forms to DFEH and DFEH staff will then conduct an independent evaluation of each
claim to determine whether, on a case-by-case basis, the claimant experienced a
California Family Rights Act violation and, if so the type of violation and the appropriate
level of damages.

Senate Budget and Fiscal Review Page 9




LAO Comment. Centralizing the DFEH’s IT function within DGS is reasonable.
However, transferring the five positions from DFEH to DGS without having DGS justify the
need for these additional staff reduces transparency may not accurately reflect the new
workload. If DGS is unable to absorb the increased workload, then it can request the
appropriate level of additional staff and provide workload justification.

The DFEH is also requesting to redirect two positions from its former IT unit to its
enforcement division to handle the workload related to the settlement of the class-action
lawsuit. At the time this request was prepared, the volume of claims that would need to
be processed was unknown. The DFEH indicates that it will know the total number of
settlement claims filed by mid-February and be able to better describe its workload needs
then. In addition, given that pursuing large class action settlements, rather than individual
claims, is a relatively new effort for the DFEH, the LAO continues to examine this request.
The LAO has also raised questions to DFEH about which party should be responsible for
paying the related administrative costs when administering a large settlement.

LAO Recommendation. We recommend the Legislature adopt the Governor's 2011-12
January budget proposal to transfer the DFEH’s IT workload to the DGS. However, the
Legislature should reject the transfer of five positions to DGS and $507,000 GF to pay for
these staff. Instead, the LAO recommends elimination of the five positions at DFEH and
that the Legislature require DGS to justify the need for additional staff on a workload
basis. Should DGS incur additional costs, DFEH should provide the appropriate level of
reimbursements to fund this workload. In addition, the LAO recommends the Legislature
withhold approval of redirecting two positions from DFEH’s IT unit to its enforcement
division until the volume of the new workload is better known. The LAO continues to
examine what would be the most appropriate source of funding for this workload.

Staff Comment. Staff concurs with the LAO assessment that workload justifications are
necessary before the Legislature can approve the request for: (1) DFEH to retain two
positions for enforcement; and (2) DFEH to provide reimbursement to DGS for the cost of
DGS providing IT functions to DFEH. Otherwise, the resources provided, particularly with
regard to the reimbursement between DFEH and DGS, could be greater than is
warranted. This is particularly important if the Administration is considering transferring IT
workload from other small departments to DGS. Establishing a precedent here where
inefficiencies are imbedded in the reimbursement level should be avoided. Additionally, it
is worth noting that DFEH is 75 percent funded by the GF.

Staff Recommendation. Staff recommends the following:

1. Approve the transfer of the DFEH IT function and workload to DGS;

2. Sweep the excess five positions at DGS that could be redirected to the transferred
DFEH function as well as the $300,000 Service Revolving Fund; and,

3. Hold open the: (a) DFEH request to retain the two positions, and (b) DFEH
providing reimbursement to DGS for the transferred IT function; consider both of
these aspects of the request at the Subcommittee’s February 10, 2011, “open
issues” hearing, after both DGS and DFEH submit workload justifications
supporting the transferred IT function and additional enforcement activities,
respectively.

Vote:
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1760 DEPARTMENT OF GENERAL SERVICES

Department Overview. The Department of General Services (DGS) provides
management review and support services to state departments. The DGS is responsible
for the planning, acquisition, design, construction, maintenance, and operation of the
state’s office space and properties. It is also responsible for the procurement of materials,
data processing services, communication, transportation, printing, and security.

Budget Overview. The January Governor's Budget provides the DGS with 3,923.8
authorized positions and $1.1 billion ($5.5 million GF). This is a decrease of eight
positions and $18.5 million. As a central service agency, the vast majority of DGS’ budget
is comprised of special fund and reimbursement revenue, received for services performed
for other state departments and agencies.

Issue Proposed for Discussion / Vote:

\ Issue 1 — Office of Public School Construction, Emergency Repair Program \

Governor’s Budget Request. The Governor proposes a state operations reduction of
$247,000 GF and 1.9 positions for the Office of Public School Construction (OPSC)
administration of the Emergency Repair Program (ERP) in 2011-12. This request will
conform OPSC budget resources to the remaining workload needs of the ERP.

Background. As a part of the Williams vs. State of California settlement [Chapter 899,
Statutes of 2004 (SB 6)], the ERP was established to provide a total of $800 million for the
purpose of addressing emergency facilities needs at school sites in deciles 1 through 3.
To date, the OPSC has processed approximately $510 million in applications, of which
approximately $338 million Proposition 98 GF has received funding. The OPSC has
received applications from eligible school districts at a level that, once processed and
funded, will fulfill the State’s obligations pursuant to the terms of the Williams settlement.
More specifically, the OPSC will require 2.9 PYs and $280,000 in 2010-11, and 1.0 PYs
and $93,000 in 2011-12, to process the approximately $290 million remaining
applications. No workload will remain for the ERP once applications are processed up to
the $800 million funding level specified in the Williams settlement.

Staff Comment. Staff notes no issue with the content of this request; it is consistent with
a recent vote of the State Allocation Board (SAB), which directs the work of the OPSC, to
stop accepting ERP applications due to the program reaching its expenditure level.
However, staff notes that on process this request fails to meet a clear directive provided
by this Subcommittee last year when, considering several OPSC requests, it clearly stated
that future OPSC budget requests needed to be reviewed by the SAB per Education Code
Section 17070.65 and prior to their being included in the Governor’s budget. In approving
this state operations reduction, the Subcommittee may wish to again restate its concern
that the Administration is not consulting with the SAB regarding the OPSC'’s budget.

Staff Recommendation: Approve the state operations budget reduction.

Vote:
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2240 DEPARTMENT OF HOUSING AND COMMUNITY DEVELOPMENT

Department Overview. A primary objective of the Department of Housing and
Community Development (HCD) is to expand housing opportunities for all Californians.
The Department administers housing finance, economic development, and rehabilitation
programs with emphasis on meeting the shelter needs of low-income persons and
families, and other special needs groups. It also administers and implements building
codes, manages mobilehome registration and titling, and enforces construction standards
for mobilehomes.

Budget Overview. The January Governor’'s Budget provides the HCD 598.6 authorized
positions and $256.0 million ($8.8 million GF). This is a decrease of 6.5 positions and
$490.0 million.

The majority of the HCD’s expenditures are supported by general obligation bond
revenue. The budget includes no bond appropriation authority in 2011-12 (discussed as
Issue 2 below). Even without this appropriation, HCD’s budget has been steadily
decreasing in recent years due to the pending exhaustion of housing bond funds.

Issues Proposed for Discussion / Vote:

Issue 1 — Community Development Block Grant Service Funding Adjustment

Governor’s Budget Request. The Governor requests a shift of $1.1 million in federal
budget authority from State Operations to Local Assistance and a reduction of ten
positions for the Community Development Block Grant (CDBG) program to reflect a
correction in federally allowable administrative costs. To accommodate the reduced level
of program administration funding, HCD plans to: (1) reduce the number of awards for the
Planning and Technical Assistance and Enterprise Fund Categories of the CDBG
program; and, (2) decrease the number of awards in the CDBG General portion of the
program by increasing the average award.

Background. HCD’s CDBG program was created over twenty-eight years ago to address
the fact that California’s non-entitlement jurisdictions, which are smaller communities
(many of which are rural and economically distressed), lack the resources and/or
economies of scale to receive, award, and monitor these federal grants in an efficient and
effective manner that allocates the funds to the most pressing needs, meets all federal
requirements, and protects against fraud. Presently, HCD’s CDBG program serves 168
non-entitlement jurisdictions. By consolidating the administration of the CDBG program
for these communities into HCD, the state gains substantial economies of scale and
program effectiveness, reducing the number of staff that need to be trained, and gaining
the ability to target the most pressing needs across all of the eligible communities.

Although HCD has authority for 28 positions, the federal funds available to the department
is only sufficient to support 18 of those positions. The source of the current problem is a
combination of short- and long-term factors and some recent issues regarding the funding
for the HCD administration of the CDBG program, including: (1) the complexity and scope
of the Program makes it labor intensive to administer; (2) the federal allowance for State
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administration costs for the Program is minimal; and, (3) the $1.1 million increase in the
Program budget in 2007-08, which included a shift of $697,000 CDBG program
administration funding from GF to federal funds, cannot be sustained due to federal
restrictions.

In order to absorb the 30 percent decrease in support dollars, HCD developed the
following solution to maintain a viable program at the new program administration funding
level:

Workload Driver Historical Proposed | % Change

Program Program | in Activity
Level | Level 2011-12

Notices of Funding Ability (NOFAs) Offered 6 1 (-) 83.3%

Eligible Activities Offered 81 1 0%

Volume of Awards 112 39 (-) 65.2%

Volume of Activities Requiring Field 158 59 (-) 62.7%

Monitoring

Actual Monitoring Site Visits to be 44 20 (-) 54.5%

Completed

Jurisdictions Served 66 39 (-) 40.9%

Staff Comment. While the amount of dollars represented in this request are insignificant
in comparison to the total funding awarded to non-entittement communities annually ($1.1
million against an average annual award total of $37 million), it could be argued that the
program administration changes the HCD proposes are significant. Administering these
funds in one NOFA instead of six per year, restricting eligibility to those jurisdictions that
do not have an open grant or have an open grant and have met a 50 percent expenditure
requirement, and increasing the award size (which will reduce the overall number of
awards) will impact the rural communities that rely on HCD for their CDBG funds. As
such, the Subcommittee may wish to defer action on this request to allow time for the
impacts of these proposed changes to be fully analyzed and determine if there are other
approaches that could be developed that would have less programmatic impact on
recipient communities.

Staff Recommendation: Deny the budget request without prejudice; consider during the
Spring 2011 budget process.

Vote:

Issue 2 — 2011-12 Housing Bond Appropriation Authority

Governor’s Budget Request. The Governor proposes a one-time pause in the issuance
of state bonds for new loans and grants for general obligation bond funded projects. This
proposal would not affect projects that are already underway, but would impact new loans
and grants by potentially delaying them for four to five months. The Administration is
proposing this pause to allow time for further analysis of bond sales, the state’s overall
bonding capacity and debt service obligations, as well as to prioritize allocation of bond
resources. This pause will also save an estimated $248 million in GF interest costs.
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With regard to HCD, the Governor further proposes that $99 million in new loans and
grants for housing projects, which would otherwise be administered by HCD in 2011-12,
be suspended independent of any bond sale in 2011-12.

2010-11 Budget. The 2010-11 Budget included several appropriations of Proposition 1C
Housing and Emergency Shelter Trust Fund Act of 2006 funds, including: (1) $25 million
for the Housing Related Parks Program; (2) $5 million for the Building Equity and Growth
in Neighborhoods Program; and (3) $9.275 million in remaining Infill Incentive Grant
Program funds.

Background. The Department of Finance indicates that the current General Obligation
bond cash balance is sufficient to fund: (1) ongoing projects through December 2011; and
(2) new allocations through June 2011 and subsequent cash needs through December
2011. This ensures that no existing bond-funded project will be delayed by the proposed
pause in the spring bond sale.

For every other department except HCD, new project allocations in the July through
September 2011 period may be delayed for four to five months until the fall bond sale is
complete. In the case of HCD, the administration has instead proposed to suspend new
loans and grants for housing projects in 2011-12. This would affect programs such as
Transit Oriented Development and Housing Related Parks, both of which have a
remaining fund balance awaiting appropriation.

Staff Comment. While the pause in the spring bond sale could cause a delay in the
jobs/economic development benefit of bond-funded projects being green-lighted, most
departments have more bond proceeds than they can spend. As of December 2010, the
State Treasurer estimated that the state had about $13 billion in bond proceeds that still
had not been spent. So the state would still be spending down that balance and
contributing to the economy over the next year even without the spring sale.

Staff notes that the Administration’s proposal to suspend HCD housing bond grants in
2011-12 presents a policy question for the Legislature. The net effect of the
Administration’s proposal is to say that, when the bond sales resume in the fall of 2011,
housing grants present no priority for new bond proceeds in 2011-12. Given this, the
Subcommittee may wish to act to ensure that housing bonds are given an equal ability to
be prioritized and allocated in 2011-12.

Staff Recommendation: Remove Item 2240-401 from the budget bill and adopt
placeholder replacement language to authorize HCD to award housing bond funds in
2011-12.

Vote:
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8940 MILITARY DEPARTMENT

Department Overview. The California Military Department (CMD) is responsible for the
command, leadership, and management of the California Army and Air National Guard
and five other related programs. The purpose of the California National Guard (CNG) is to
provide military service supporting this state and the nation. The three missions of the
CNG are to provide: (1) mission ready forces to the federal government as directed by the
President; (2) emergency public safety support to civil authorities as directed by the
Governor; and (3) support to the community as approved by proper authorities. The CMD
is organized in accordance with federal Departments of the Army and Air Force staffing
patterns. In addition to the funding that flows through the State Treasury, the CMD also
receives Federal Funding directly from the Department of Defense.

Budget Overview. The January Governor's Budget provides the CMD with 854.5
authorized positions and $144.3 million ($46.0 million GF). This is a decrease of 11.0
positions and an increase of $3.8 million ($1.1 million GF).

Issue Proposed for Discussion / Vote:

Issue 1 — California National Guard Behavioral Health Outreach Liaison
Program

Governor’'s Budget Request. The Governor requests continuation of the California
National Guard Behavioral Health Outreach Liaison (BHOL) Program and the three
existing positions, funded by $451,000 in Proposition 63 funds.

Background. The BHOL program was authorized in 2009-10 as a pilot program. The
BHOL program consists of two licensed clinical staff members and one agency
coordinator. These personnel ensure that appropriate mental health information is
available for all California National Guard members returning from military deployment.
Program staff are responsible for providing training for county and other mental health
agency entities throughout California. In addition, BHOL teams coordinate directly with
county veteran service officers and mental health officers and continue to integrate the
behavioral health programs with the state’s Operation Welcome Home program.

Staff Comment. Staff concurs that BHOL is a meritorious program, serving a unique
population of National Guard members returning from deployment. These citizen-soldiers
are immediately reintegrated back into their communities and families after experiencing
posttraumatic events that often have affected the servicemembers’ mental health needs.
The BHOL program has been operating on a pilot basis; approval of this request would
make the program and its staffing permanent within existing funding and staffing levels.
Should the Subcommittee approve this request, staff recommends that reporting language
be added to collect baseline program data, such as specific program offerings and
number of servicemembers served.

Staff Recommendation: Approve the budget request, including reporting language.

Vote:
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Issues Proposed for Vote Only:

2011-12 Staff
Issue Amount Fund Source Recommendation
8940 Military Department
Custodian for Dublin $67,000 total $17,000 GF
Readiness Center and Field and one | $50,000 Federal APPROVE
Maintenance Shop position* Funds
State Active Duty Employee . $705,000 GF
Compensation Increase $1.363 million $658,000 Federal APPROVE
Funds
Military Department
Environmental Programs $413,0QQ and Federal Eunds APPROVE
Increase to Meet Federal four positions*
Requirements
Support Planning Positons | $Lomillon |
and four | Reimbursements APPROVE
and Interoperable o
e . positions
Communications Equipment
CalEMA Homeland Security an$£1|5513r31”r“e0er1
Training and Exercise - Reimbursements APPROVE
year limited-
Program "
term positions
Quality Assurance $393,000and | o0 o) Funds APPROVE
Representatives four positions*

*All positions are absorbed from within the Military Department’s existing budget;
therefore, no net increase in positions will result from these requests.

\ Vote: All vote-only items approved by a 3-0 vote.

The Administration requested to withdraw BCP No. 9 in the Military’s Budget; the
Subcommittee voted 2-0 (Senator La Malfa absent) to deny the request and allow it
to be withdrawn per the Administration’s request.
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Issues Proposed for Vote Only — Issue Descriptions

8940 MILITARY DEPARTMENT

For overview and budget information regarding this department, please see page 15 of
this agenda.

Issue 1 — Custodian for Dublin Readiness Center and Field Maintenance
Shop

Governor’s Budget Request. The Governor requests increased expenditure authority of
$67,000 ($17,000 GF and $50,000 federal funds) for a custodian to support the new
Dublin Readiness Center and Field Maintenance Shop located at Parks Reserve Forces
Training Area.

Background. The Military Department’s state and federal mission require fully functional
armories and maintenance facilities to meet readiness, support its full-time workforce, and
provide emergency community support. The Dublin Readiness Center is scheduled for
completion by May 2011; the Field Maintenance Shop was completed in December 2008.
The federal government provided 100 percent of the construction funds for the Dublin
facilities. The state’s responsibility is to ensure the facilities are operational and
maintained to meet mission requirements. The one custodian position required for this
request will be absorbed from within the Military Department. The $17,000 GF used for
this position will come from the armory maintenance program, which currently funds a
combination of maintenance personnel and maintenance work.

Issue 2 — State Active Duty Employee Compensation Increase

Governor’'s Budget Request. The Governor requests a baseline augmentation of
$1.363 million ($705,000 GF and $658,000 Federal Trust Fund) to cover the State Active
Duty (SAD) compensation increases to be granted effective January 1, 2011, and
estimated to be granted January 2, 2012.

Staff Comment. Per state statute, pay for SAD employees must be based upon military
pay increases granted by Congress; additional compensation adjustments are also
mandated due to a congressionally-approved increase in the military allowance for
housing and subsistence. The 2011-12 estimates are 1.9 percent for salary and 1.5
percent basic allocation for housing.

Issue 3 — Military Department Environmental Programs Increase to Meet
Federal Requirements

Governor’s Budget Request. The Governor requests increased expenditure authority of
$413,000 (federal funds) and four positions to support increasing environmental
requirements within the Environmental Program Directorate.
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Background. The California Army National Guard has numerous facilities throughout the
state, including three major training bases covering over 50,000 acres; an aviation repair
depot servicing military helicopters from 13 western states; three aviation support
facilities; two equipment storage sites for armored combat vehicles; two major vehicle and
weapons maintenance centers; 34 smaller vehicle maintenance shops; supply depots;
and forward operating bases. For these units to be effective, they must be in compliance
with all federal, state, and local environmental laws, as well as Department of Defense
Instructions and Army regulations. The four positions would come at no cost to the state
as they are 100 percent federally funded by the National Guard Bureau through a Master
Cooperative Agreement with the state. The four positions required for this augmentation
will be absorbed from within the Department and will be responsible for making sure
federal construction projects can be executed in California.

Issue 4 — Military Department Civil Support Planning Positions and
Interoperable Communications Equipment

Governor’s Budget Request. The Governor requests increased expenditure authority of
$1.0 million (reimbursements) in support of State Homeland Security Grant Program funds
for emergency planning, immediate emergency response and exercise Homeland Security
planning, and procurement of emergency equipment to support the Governor’s Office and
the California Emergency Management Agency.

Background. This request provides the Military Department with functional staff to cover
the full spectrum of Homeland Security emergency planning, exercises, and operations
and is critical to executing a coordinated and rapid emergency response while maintaining
Continuity of Operations and Continuity of Government plans. Of the expenditure
authority requested, $635,000 will enable the Department to hire four personnel to fill
required assignments in operations and plans, training and exercises, operational law,
and operational logistics. These positions will be absorbed from within the Department.
The remaining $383,000 will be used to purchase communications equipment to allow
California National Guard forces/assets a greatly increased capability to conduct
interoperable communications with civilian emergency responders.

Issue 5 — CalEMA Homeland Security Training and Exercise Program

Governor's Budget Request. The Governor requests continuation of reimbursement
authority in 2011-12 of $5.1 million (reimbursements) and the re-establishment of 33
three-year limited-term positions to execute an interagency agreement between the
Military Department and the California Emergency Management Agency (CalEMA) for
staffing support and operating expenses. The source of funds is the federally-funded
Homeland Security Grant Program (HSGP).

Background. In 2003, the Military Department was assigned the responsibility of
“Executive Agent” by CalEMA for all homeland security terrorism training and exercise
activities funded from the various initiatives that constitute the federal HSGP. In this
capacity, the CalEMA Homeland Security Training and Exercise Program (HSTEP),
consisting of the Military Department and various federal, state, and local agency staff,
was charged with providing statewide oversight for the training and exercise needs of
California’s first responder community to respond to terrorist attacks involving weapons of
mass destruction. The 33 positions were originally established on a limited-term basis for
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purposes of the interagency agreement between the Military Department and CalEMA and
all expire on June 30, 2011. These positions provide the necessary Military Department
personnel to CalEMA to manage its statewide terrorism training and exercise programs for
Weapons of Mass Destruction. These funds also allow for operating expenses related to
the HSTEP. The proposed funding level in 2011-12 represents a reduced reimbursement
level from the previous five years (from $7.5 million to $5.1 million); this is a result of a
reduction in contracts for loaned executives from other governmental agencies that have
been assigned to the HSTEP.

Issue 6 — Quality Assurance Representatives

Governor’'s Budget Request. The Governor requests increased expenditure authority of
$393,000 (federal funds) for four Quality Assurance Representatives to provide on-site
quality assurance and observation support to the Facilities Directorate project managers
on renovation and construction projects statewide, and to help ensure that construction
projects at Military Department facilities are executed in compliance with relevant building
codes, specifications, and plans.

Background. The Military Department’'s Directorate of Facilities currently employs 14
Quality Assurance Representatives (e.g., inspectors) who provide on-site construction
observation support to new construction and renovation projects at departmental
readiness centers, maintenance shops, and training bases statewide. At present, a
Quality Assurance Representative is typically responsible for between two and four
concurrent projects, requiring each Representative to split his time between work sites.
As a result, at least some work at each project site is completed un-observed by a
Representative. Federal Corps of Engineers standards require that a Quality Assurance
Representative be on site whenever work is being performed. The resources in this
request, which are 100 percent federally-funded, will ensure federal inspection standards
are met. These four positions will be absorbed from within the Department.
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8860 DEPARTMENT OF FINANCE, CALIFORNIA RECOVERY TASK
FORCE

Overview. On February 17, 2009, President Obama signed the American Recovery and
Reinvestment Act (ARRA), a $787 billion federally-funded economic stimulus plan for a
wide range of federal, state, and local programs as well as tax relief for qualified
businesses and individuals. ARRA also created new requirements for state-level
oversight and reporting of stimulus dollars provided to state entities.

Both the 2009-10 and 2010-11 budgets provided funding for California’s ARRA
accountability framework, comprised of four organizational components: the California
Recovery Task Force (CRTF); the ARRA Inspector General (ARRA IG); the Bureau of
State Audits (BSA); and, the State Controller’'s Office (SCO). Both the BSA and SCO
were pre-existing entities, while the CRTF and ARRA IG were established via Executive
Order by the Governor in Spring 2009.

In January 2011, Governor Brown announced he was eliminating the ARRA IG’s Office six
months early (funding for that office in the 2010-11 budget was provided on a one-year
limited-term basis). Any outstanding audit activities of that office were transferred to the
SCO or BSA.

Issue Proposed for Discussion / Vote:

\ Issue 1 — California Recovery Task Force — ARRA Funds Oversight

Governor’'s Budget Request. The Governor requests one-time funds totaling $1.6
million ($928,000 GF and $700,000 Central Service Cost Recovery Fund) to support
oversight and reporting for remaining ARRA funds in 2011-12. In addition to supporting
the California Recovery Task Force (CRTF), the resources in this request will also provide
funding for the California Technology Agency (CaTA) and support staff at Department of
Finance [Office of State Audits and Evaluations (OSAE) and Fiscal Systems Consulting
Unit (FSCU)], providing information technology activities related to federally-required
quarterly reports and continued audit support, respectively. Figure 1 below illustrates
funding levels for the three entities comprising the CRTF generally:

Figure 1

2010-11 2011-12
Funding
California Recovery Task Force $1,700,000 $578,000
California Technology Agency $1,400,000 $600,000
Department of Finance: (1) Office of State Audits and $905,000 $450,000

Evaluations; and, (2) Fiscal Systems Consulting Unit
TOTAL $4,005,000 $1,628,000

*Note, the fund split is 57 percent GF and 43 percent Central Service Cost Recovery
Fund.
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Background. The primary functions that remain in 2011-12 will be quarterly reporting,
compliance monitoring, and ensuring that all deadlines related to retaining ARRA funds
are met to avoid losing any money awarded due to failure to spend funds within the
required timeframes or for other non-compliance issues. CRTF responsibilities diminish
as funds are expended; therefore, this proposal significantly reduces the staffing of the
CRTF to oversee the remaining ARRA funds and to provide continued quarterly reports.
In September 2010, 1,121 ARRA grants remained; in 2011-12, that number will drop to
568 grants.

The CaTA is responsible for ongoing maintenance of the California ARRA and
Accountability Tool (CAAT), the state’'s centralized reporting database. The CAAT tool
provides a vehicle for departments to submit and report the data, but is only one
component of the information technology (IT) required to report the information to the
federal government and citizens of the state. In 2011-12, the CaTA will transition from
contract/consultant staff on the CAAT system to utilization of state staff. The State IT staff
will fully support and maintain the IT infrastructure (hardware, software, and connectivity),
the multitude of user accounts, and provide end-user support for the ongoing reporting.
Currently, there are over 300 registered users uploading over 1,100 reports consisting of
thousands of records to the system in multiple formats. There will be savings realized in
2011-12 as the maintenance and support is transitioned from contractor resources to state
staff, however CAAT requires continuous support and maintenance due to the complexity
of the system and the continued reporting to the federal government. The funding for
position support will be absorbed within the CaTA.

Staff Comment. The proposed resources for the CRTF in 2011-12 have been reduced
from the level provided in 2010-11 reflective of the declining workload. However, staff
notes that this request includes 5.1 positions for the CRTF itself and 4.9 borrowed staff
from the Department of Finance. This level of staffing is still potentially excessive given
that the workload now consists primarily of recipient reporting to the CAAT which is
administered by the CaTA. Additionally, given that 57 percent of this request is funded by
the GF, close scrutiny is warranted to ensure that the staffing resources provided match
the workload.

Staff Recommendation: Hold open pending receipt of additional workload information.

Vote: Request held open.
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1700 DEPARTMENT OF FAIR EMPLOYMENT AND HOUSING
1760 DEPARTMENT OF GENERAL SERVICES

Department Overview. The Department of Fair Employment and Housing (DFEH) is
responsible for protecting the people of California from unlawful discrimination in
employment, housing, and public accommodations, and from the perpetration of acts of
hate violence. The Department's jurisdiction extends to individuals, private or public
entities, housing providers, and business establishments within the State of California.

Budget Overview. The January Governor's Budget provides the DFEH with 197
authorized positions and $21.7 million ($16.2 million GF).

In 2010-11, the DFEH consisted of 207 authorized positions, including ten positions (eight
positions in headquarters including the Chief Information Officer, one position in southern
California, and one position in the Bay Area) which were used to provide information
technology (IT) services for the department and 150 positions in the department’s
enforcement division. Three of the IT positions were eliminated as part of the DFEH’s
workforce cap reduction, leaving seven remaining authorized positions to support IT
workload.

Issue Proposed for Discussion / Vote:

Issue 1 — Information Technology Transfer to Department of General
Services; Retain Two Positions for Enforcement

Governor’s Budget Request. The Governor requests to permanently transfer DFEH’s
Information Technology (IT) function and five positions to the Department of General
Services (DGS) and proposes budget provisional language that sets aside $507,000 GF
from DFEH to pay for the transferred functions. In addition, the Governor proposes to
redirect the two remaining IT positions to DFEH's enforcement division on a two-year
limited-term basis to process claims resulting from the settlement of a class-action lawsuit.

Background. The DFEH entered into an agreement with the DGS effective July 2010
which transferred DFEH’s entire IT function and five positions to DGS's IT unit and
provided $465,000 to DGS for the cost of providing these services in 2010-11. One
objective of this agreement was to achieve efficiency and cost savings.

In September 2010, DFEH reached its first multi-million dollar discrimination settlement,
totaling more than $6.9 million. According to the DFEH, the settlement will result in a
significant increase in workload. The DFEH, therefore, is proposing to retain the two
remaining IT positions and convert them into two-year limited-term positions in its Special
Investigations Unit to address expected new workload stemming from the settlement of
1,500 family leave claims. All claims are required to be submitted by February 15, 2011.
Shortly thereafter, the designated third-party administrator will submit all timely and valid
claim forms to DFEH and DFEH staff will then conduct an independent evaluation of each
claim to determine whether, on a case-by-case basis, the claimant experienced a
California Family Rights Act violation and, if so the type of violation and the appropriate
level of damages.
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LAO Comment. Centralizing the DFEH’s IT function within DGS is reasonable.
However, transferring the five positions from DFEH to DGS without having DGS justify the
need for these additional staff reduces transparency may not accurately reflect the new
workload. If DGS is unable to absorb the increased workload, then it can request the
appropriate level of additional staff and provide workload justification.

The DFEH is also requesting to redirect two positions from its former IT unit to its
enforcement division to handle the workload related to the settlement of the class-action
lawsuit. At the time this request was prepared, the volume of claims that would need to
be processed was unknown. The DFEH indicates that it will know the total number of
settlement claims filed by mid-February and be able to better describe its workload needs
then. In addition, given that pursuing large class action settlements, rather than individual
claims, is a relatively new effort for the DFEH, the LAO continues to examine this request.
The LAO has also raised questions to DFEH about which party should be responsible for
paying the related administrative costs when administering a large settlement.

LAO Recommendation. We recommend the Legislature adopt the Governor's 2011-12
January budget proposal to transfer the DFEH’s IT workload to the DGS. However, the
Legislature should reject the transfer of five positions to DGS and $507,000 GF to pay for
these staff. Instead, the LAO recommends elimination of the five positions at DFEH and
that the Legislature require DGS to justify the need for additional staff on a workload
basis. Should DGS incur additional costs, DFEH should provide the appropriate level of
reimbursements to fund this workload. In addition, the LAO recommends the Legislature
withhold approval of redirecting two positions from DFEH’s IT unit to its enforcement
division until the volume of the new workload is better known. The LAO continues to
examine what would be the most appropriate source of funding for this workload.

Staff Comment. Staff concurs with the LAO assessment that workload justifications are
necessary before the Legislature can approve the request for: (1) DFEH to retain two
positions for enforcement; and (2) DFEH to provide reimbursement to DGS for the cost of
DGS providing IT functions to DFEH. Otherwise, the resources provided, particularly with
regard to the reimbursement between DFEH and DGS, could be greater than is
warranted. This is particularly important if the Administration is considering transferring IT
workload from other small departments to DGS. Establishing a precedent here where
inefficiencies are imbedded in the reimbursement level should be avoided. Additionally, it
is worth noting that DFEH is 75 percent funded by the GF.

Staff Recommendation. Staff recommends the following:

1. Approve the transfer of the DFEH IT function and workload to DGS;

2. Sweep the excess five positions at DGS that could be redirected to the transferred
DFEH function as well as the $300,000 Service Revolving Fund; and,

3. Hold open the: (a) DFEH request to retain the two positions, and (b) DFEH
providing reimbursement to DGS for the transferred IT function; consider both of
these aspects of the request at the Subcommittee’s February 10, 2011, “open
issues” hearing, after both DGS and DFEH submit workload justifications
supporting the transferred IT function and additional enforcement activities,
respectively.

Vote: Staff recommendation approved on a 3-0 vote.
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1760 DEPARTMENT OF GENERAL SERVICES

Department Overview. The Department of General Services (DGS) provides
management review and support services to state departments. The DGS is responsible
for the planning, acquisition, design, construction, maintenance, and operation of the
state’s office space and properties. It is also responsible for the procurement of materials,
data processing services, communication, transportation, printing, and security.

Budget Overview. The January Governor's Budget provides the DGS with 3,923.8
authorized positions and $1.1 billion ($5.5 million GF). This is a decrease of eight
positions and $18.5 million. As a central service agency, the vast majority of DGS’ budget
is comprised of special fund and reimbursement revenue, received for services performed
for other state departments and agencies.

Issue Proposed for Discussion / Vote:

\ Issue 1 — Office of Public School Construction, Emergency Repair Program \

Governor’s Budget Request. The Governor proposes a state operations reduction of
$247,000 GF and 1.9 positions for the Office of Public School Construction (OPSC)
administration of the Emergency Repair Program (ERP) in 2011-12. This request will
conform OPSC budget resources to the remaining workload needs of the ERP.

Background. As a part of the Williams vs. State of California settlement [Chapter 899,
Statutes of 2004 (SB 6)], the ERP was established to provide a total of $800 million for the
purpose of addressing emergency facilities needs at school sites in deciles 1 through 3.
To date, the OPSC has processed approximately $510 million in applications, of which
approximately $338 million Proposition 98 GF has received funding. The OPSC has
received applications from eligible school districts at a level that, once processed and
funded, will fulfill the State’s obligations pursuant to the terms of the Williams settlement.
More specifically, the OPSC will require 2.9 PYs and $280,000 in 2010-11, and 1.0 PYs
and $93,000 in 2011-12, to process the approximately $290 million remaining
applications. No workload will remain for the ERP once applications are processed up to
the $800 million funding level specified in the Williams settlement.

Staff Comment. Staff notes no issue with the content of this request; it is consistent with
a recent vote of the State Allocation Board (SAB), which directs the work of the OPSC, to
stop accepting ERP applications due to the program reaching its expenditure level.
However, staff notes that on process this request fails to meet a clear directive provided
by this Subcommittee last year when, considering several OPSC requests, it clearly stated
that future OPSC budget requests needed to be reviewed by the SAB per Education Code
Section 17070.65 and prior to their being included in the Governor’s budget. In approving
this state operations reduction, the Subcommittee may wish to again restate its concern
that the Administration is not consulting with the SAB regarding the OPSC'’s budget.

Staff Recommendation: Approve the state operations budget reduction.

Vote: State operations budget reduction approved on a 3-0 vote.
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2240 DEPARTMENT OF HOUSING AND COMMUNITY DEVELOPMENT

Department Overview. A primary objective of the Department of Housing and
Community Development (HCD) is to expand housing opportunities for all Californians.
The Department administers housing finance, economic development, and rehabilitation
programs with emphasis on meeting the shelter needs of low-income persons and
families, and other special needs groups. It also administers and implements building
codes, manages mobilehome registration and titling, and enforces construction standards
for mobilehomes.

Budget Overview. The January Governor’'s Budget provides the HCD 598.6 authorized
positions and $256.0 million ($8.8 million GF). This is a decrease of 6.5 positions and
$490.0 million.

The majority of the HCD’s expenditures are supported by general obligation bond
revenue. The budget includes no bond appropriation authority in 2011-12 (discussed as
Issue 2 below). Even without this appropriation, HCD’s budget has been steadily
decreasing in recent years due to the pending exhaustion of housing bond funds.

Issues Proposed for Discussion / Vote:

Issue 1 — Community Development Block Grant Service Funding Adjustment

Governor’s Budget Request. The Governor requests a shift of $1.1 million in federal
budget authority from State Operations to Local Assistance and a reduction of ten
positions for the Community Development Block Grant (CDBG) program to reflect a
correction in federally allowable administrative costs. To accommodate the reduced level
of program administration funding, HCD plans to: (1) reduce the number of awards for the
Planning and Technical Assistance and Enterprise Fund Categories of the CDBG
program; and, (2) decrease the number of awards in the CDBG General portion of the
program by increasing the average award.

Background. HCD’s CDBG program was created over twenty-eight years ago to address
the fact that California’s non-entitlement jurisdictions, which are smaller communities
(many of which are rural and economically distressed), lack the resources and/or
economies of scale to receive, award, and monitor these federal grants in an efficient and
effective manner that allocates the funds to the most pressing needs, meets all federal
requirements, and protects against fraud. Presently, HCD’s CDBG program serves 168
non-entitlement jurisdictions. By consolidating the administration of the CDBG program
for these communities into HCD, the state gains substantial economies of scale and
program effectiveness, reducing the number of staff that need to be trained, and gaining
the ability to target the most pressing needs across all of the eligible communities.

Although HCD has authority for 28 positions, the federal funds available to the department
is only sufficient to support 18 of those positions. The source of the current problem is a
combination of short- and long-term factors and some recent issues regarding the funding
for the HCD administration of the CDBG program, including: (1) the complexity and scope
of the Program makes it labor intensive to administer; (2) the federal allowance for State
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administration costs for the Program is minimal; and, (3) the $1.1 million increase in the
Program budget in 2007-08, which included a shift of $697,000 CDBG program
administration funding from GF to federal funds, cannot be sustained due to federal
restrictions.

In order to absorb the 30 percent decrease in support dollars, HCD developed the
following solution to maintain a viable program at the new program administration funding
level:

Workload Driver Historical Proposed | % Change

Program Program | in Activity
Level | Level 2011-12

Notices of Funding Ability (NOFAs) Offered 6 1 (-) 83.3%

Eligible Activities Offered 81 1 0%

Volume of Awards 112 39 (-) 65.2%

Volume of Activities Requiring Field 158 59 (-) 62.7%

Monitoring

Actual Monitoring Site Visits to be 44 20 (-) 54.5%

Completed

Jurisdictions Served 66 39 (-) 40.9%

Staff Comment. While the amount of dollars represented in this request are insignificant
in comparison to the total funding awarded to non-entittement communities annually ($1.1
million against an average annual award total of $37 million), it could be argued that the
program administration changes the HCD proposes are significant. Administering these
funds in one NOFA instead of six per year, restricting eligibility to those jurisdictions that
do not have an open grant or have an open grant and have met a 50 percent expenditure
requirement, and increasing the award size (which will reduce the overall number of
awards) will impact the rural communities that rely on HCD for their CDBG funds. As
such, the Subcommittee may wish to defer action on this request to allow time for the
impacts of these proposed changes to be fully analyzed and determine if there are other
approaches that could be developed that would have less programmatic impact on
recipient communities.

Staff Recommendation: Deny the budget request without prejudice; consider during the
Spring 2011 budget process.

Vote: Request denied without prejudice on a 3-0 vote; Subcommittee will consider
during the 2011 budget process.

Issue 2 — 2011-12 Housing Bond Appropriation Authority

Governor’s Budget Request. The Governor proposes a one-time pause in the issuance
of state bonds for new loans and grants for general obligation bond funded projects. This
proposal would not affect projects that are already underway, but would impact new loans
and grants by potentially delaying them for four to five months. The Administration is
proposing this pause to allow time for further analysis of bond sales, the state’s overall
bonding capacity and debt service obligations, as well as to prioritize allocation of bond
resources. This pause will also save an estimated $248 million in GF interest costs.
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With regard to HCD, the Governor further proposes that $99 million in new loans and
grants for housing projects, which would otherwise be administered by HCD in 2011-12,
be suspended independent of any bond sale in 2011-12.

2010-11 Budget. The 2010-11 Budget included several appropriations of Proposition 1C
Housing and Emergency Shelter Trust Fund Act of 2006 funds, including: (1) $25 million
for the Housing Related Parks Program; (2) $5 million for the Building Equity and Growth
in Neighborhoods Program; and (3) $9.275 million in remaining Infill Incentive Grant
Program funds.

Background. The Department of Finance indicates that the current General Obligation
bond cash balance is sufficient to fund: (1) ongoing projects through December 2011; and
(2) new allocations through June 2011 and subsequent cash needs through December
2011. This ensures that no existing bond-funded project will be delayed by the proposed
pause in the spring bond sale.

For every other department except HCD, new project allocations in the July through
September 2011 period may be delayed for four to five months until the fall bond sale is
complete. In the case of HCD, the administration has instead proposed to suspend new
loans and grants for housing projects in 2011-12. This would affect programs such as
Transit Oriented Development and Housing Related Parks, both of which have a
remaining fund balance awaiting appropriation.

Staff Comment. While the pause in the spring bond sale could cause a delay in the
jobs/economic development benefit of bond-funded projects being green-lighted, most
departments have more bond proceeds than they can spend. As of December 2010, the
State Treasurer estimated that the state had about $13 billion in bond proceeds that still
had not been spent. So the state would still be spending down that balance and
contributing to the economy over the next year even without the spring sale.

Staff notes that the Administration’s proposal to suspend HCD housing bond grants in
2011-12 presents a policy question for the Legislature. The net effect of the
Administration’s proposal is to say that, when the bond sales resume in the fall of 2011,
housing grants present no priority for new bond proceeds in 2011-12. Given this, the
Subcommittee may wish to act to ensure that housing bonds are given an equal ability to
be prioritized and allocated in 2011-12.

Staff Recommendation: Remove Item 2240-401 from the budget bill and adopt
placeholder replacement language to authorize HCD to award housing bond funds in
2011-12.

| Vote: Staff recommendation approved 2-1; Senator La Malfa voting no.
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8940 MILITARY DEPARTMENT

Department Overview. The California Military Department (CMD) is responsible for the
command, leadership, and management of the California Army and Air National Guard
and five other related programs. The purpose of the California National Guard (CNG) is to
provide military service supporting this state and the nation. The three missions of the
CNG are to provide: (1) mission ready forces to the federal government as directed by the
President; (2) emergency public safety support to civil authorities as directed by the
Governor; and (3) support to the community as approved by proper authorities. The CMD
is organized in accordance with federal Departments of the Army and Air Force staffing
patterns. In addition to the funding that flows through the State Treasury, the CMD also
receives Federal Funding directly from the Department of Defense.

Budget Overview. The January Governor's Budget provides the CMD with 854.5
authorized positions and $144.3 million ($46.0 million GF). This is a decrease of 11.0
positions and an increase of $3.8 million ($1.1 million GF).

Issue Proposed for Discussion / Vote:

Issue 1 — California National Guard Behavioral Health Outreach Liaison
Program

Governor’'s Budget Request. The Governor requests continuation of the California
National Guard Behavioral Health Outreach Liaison (BHOL) Program and the three
existing positions, funded by $451,000 in Proposition 63 funds.

Background. The BHOL program was authorized in 2009-10 as a pilot program. The
BHOL program consists of two licensed clinical staff members and one agency
coordinator. These personnel ensure that appropriate mental health information is
available for all California National Guard members returning from military deployment.
Program staff are responsible for providing training for county and other mental health
agency entities throughout California. In addition, BHOL teams coordinate directly with
county veteran service officers and mental health officers and continue to integrate the
behavioral health programs with the state’s Operation Welcome Home program.

Staff Comment. Staff concurs that BHOL is a meritorious program, serving a unique
population of National Guard members returning from deployment. These citizen-soldiers
are immediately reintegrated back into their communities and families after experiencing
posttraumatic events that often have affected the servicemembers’ mental health needs.
The BHOL program has been operating on a pilot basis; approval of this request would
make the program and its staffing permanent within existing funding and staffing levels.
Should the Subcommittee approve this request, staff recommends that reporting language
be added to collect baseline program data, such as specific program offerings and
number of servicemembers served.

Staff Recommendation: Approve the budget request, including reporting language.

Vote: Budget request with reporting language approved 3-0. \
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0860  State Board of Equalization

Background. The Board of Equalization (BOE) is one of California’s two major tax collection
and administration agencies. In terms of its responsibilities, BOE: (1) collects state and local
sales and use taxes (SUT) and a variety of business and excise taxes and fees, including those
levied on gasoline, diesel fuel, cigarettes, and hazardous waste; (2) is responsible for allocating
certain tax proceeds to local jurisdictions; (3) oversees the administration of the property tax by
county assessors; and (4) assesses certain utilities and railroad property. The board is also the
final administrative appellate body for personal income and corporation taxes, which the
Franchise Tax Board (FTB) administers. The BOE is governed by a constitutionally established
board—consisting of four members elected by geographic district and the State Controller.

Governor’s Budget. The 2011-12 Governor’s Budget proposes $496 million in support of BOE
operations, of which $283 million is General Fund. The remaining budget consists mainly of
reimbursements from local governments and support from various special funds. The proposed
level of support represents a net increase of $13 million General Fund mainly from a budget
proposal to continue a Statewide Compliance and Outreach Program that has been generating
approximately $40 million annually from increased taxpayer education, outreach, and audit
activities.

The number of personnel-years (PYs) for BOE is budgeted to increase slightly from 4,470 to
4,485.
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Tax Gap Reduction Measures

Background. The BOE estimates that the total tax gap for all its programs is about $1.5 billion.
The tax gap is defined as the total tax receipts due to the state less the tax receipts collected by
BOE. The tax gap for the sales and use tax, the board’s largest tax program, represents the
majority of the tax gap.

The department has undertaken several initiatives to reduce this tax gap. However, a reduction
to the Board’s budget in 2009 and subsequent hard hiring freezes to manage this reduction has
resulted in many vacancies at the board and has slowed the board’s efforts to reduce the tax gap.
The BOE estimates that it has an additional 180 vacancies they are trying to fill. Furthermore,
the majority of the BOE’s workforce is SEIU 1000 — whose contract signed last fall continued a
personal leave program of one-day a month for a year. This has also temporarily reduced the
personnel hours available to close the tax gap and the board has estimated it will cost the state
$45 million General Fund in lost revenue collections in the current and budget years.

Question.
e BOE. Please explain what actions you have taken to reduce the revenue loss from the
current hiring freeze and the PLP contract provisions?

1. Statewide Compliance and Outreach Program

Background. The BOE was approved to implement a three year pilot called the Statewide
Compliance and Outreach Program (SCOP) in 2008. This program supported 148 new positions
to focus on identifying and registering entities actively engaged in business in California whom
were selling tangible personal property without a seller’s permit. Seven teams were created
across the state to perform permit checks. As of June 30, 2010, the SCOP had visited over
146,000 retail businesses and identified over 3,300 businesses operating without a valid seller’s
permit. Nearly 95 percent of businesses visited that did not have a seller’s permit, voluntarily
obtained the permit after the SCOP’s visit. Noncompliant businesses were referred internally to
the BOE’s Legal Department, Investigations Division and then ultimately to local District
Attorney’s for prosecution.

The BOE estimates that the education and outreach activities of the SCOP have significantly
increased voluntary compliance and has resulted in reducing the tax gap by approximately $68
million, annually. The BOE estimates that the benefit to cost ratio of this program is 4.8:1.
Furthermore, the SCOP has also worked cooperatively with local governments to provide
referrals concerning businesses operating without valid city/county business licenses.

Governor’s Budget. The Governor’s budget proposes to continue the SCOP program for an
additional two years. The Governor’s budget would extend the 147 positions for an additional
two years at a cost of $14.2 million ($10.2 million General Fund).

Additional Businesses Required to Register...Means More Compliance Work to Do. A law
change in 2009 (ABx4 18, Budget) required non-retail businesses with receipts of more than
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$100,000 to register with the BOE and file annual use tax returns by April 15 each year. The
annual use tax return and payment applies to purchases on which sales tax was not collected
(generally from out-of-state sellers). This has resulted in BOE registering approximately
300,000 additional businesses (in addition to 197,000 retail businesses that already had seller’s
permits).

Given the recent law change described above to increase use tax compliance, there is likely
significant education and outreach that is needed to ensure compliance with the new law.

Question.
e BOE: What are you doing to ensure that the new non-retail businesses are in compliance
with use tax filing rules?

Staff Recommendation. Staff recommends that the Subcommittee approve this budget proposal
on a permanent basis, but require annual reporting to ensure efficacy of the program over time.

2. Use Tax Collection - Voluntary Disclosure Program

Background. One component of the tax gap are the sales and use tax liabilities of businesses
and individual consumers on products purchased from out-of-state vendors not required to
collect the use tax. The use tax voluntary disclosure program was initiated in 2003 and extended
permanently in 2010 (SB 858, Budget). This program places a line item on the income tax form
for taxpayers to self report use tax that was not paid on items purchased from out-of-state
vendors.

The BOE has indicated that this policy has resulted in an estimated $10 million in state and local
revenue annually. The cost of this program is approximately $100,000.

Legislation, AB 469 (Eng), vetoed by the Governor in 2009, also contained other provisions that
other states have used to improve voluntary use tax collections. These provisions include
providing a “look-up” table to assist taxpayers in calculating their tax liability, and a mandatory
reporting requirement if the tax was not reported to BOE. The BOE estimates that a look-up
table could generate approximately $10.6 million ($6.5 million General Fund) in additional
revenues by increasing use tax collections.

Staff Comments. Staff finds that the existing voluntary reporting mechanism for use tax that
has not been paid has helped to close the tax gap at relatively little cost to the state. Additional
progress could be made on closing the tax gap by providing a “look-up” table to assist taxpayers
in complying with current law related to the use tax.

Staff Recommendation. Staff recommends that the Subcommittee adopt trailer bill language to
do the following:
e Direct BOE to develop a “look-up” table to assist taxpayers in compliance with current
law.
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3. Sales Tax Nexus

Background. Under current law, purchases of tangible personal property are subject to use tax
when purchased from any retailer even when purchased on the Internet. Current law also
specifies that retailers that are considered to be engaged in business in California are required to
collect use tax at the point of purchase by California consumers. However, a growing tax gap
has emerged with Internet retailers that do not claim to be engaged in California technically and
do not collect use tax on purchases made by California consumers. This has disadvantaged small
business and corporations that do maintain brick and mortar presence in California.

The BOE has estimated that this law change would generate approximately $100 million right
away, but there is significant potential for this number to grow.

Other States Have Acted to Close this Tax Gap. New York has closed this tax gap by
redefining a “retailer engaged in business in this state” to include any retailer with an agreement
with a resident that directly or indirectly refers business to the Internet retailer. This is
commonly referred to as the “affiliate nexus” approach to closing the tax gap. In the case of
New York state, Amazon.com challenged this law in court, but the Internet retailers started
collecting the tax on purchases made by New York consumers immediately and continue to do
so. The first court ruled in favor of New York state and the case is currently on appeal.

It is also important to note that Amazon.com did not pull the contracts with its affiliates, which
has been a common concern when discussing this approach to closing the tax gap. Many other
states have been considering a similar approach and in 2010 the Senate passed ABx8 8 (Budget)
that was ultimately not passed by the Assembly. This “affiliate nexus” approach to closing the
tax gap is being pursued in AB 153 (Skinner) in the current legislative session.

Corporations Benefit from Income Tax Cuts, but Do Not Claim Nexus. In 2008 the
Legislature passed a new corporate tax cut that allows corporations that accumulate business tax
credits to assign all or a portion of the unused credit to an affiliated corporation that is the
member of the same combined reporting group. However, while these corporations may claim
nexus for corporation tax purposes they may not claim nexus for sales tax purposes. Therefore,
the recent credit sharing law that was passed in 2008 can benefit companies that do not claim
nexus for sales tax purposes.

One example of a corporate structure described above includes Lab 126 located in Cupertino,
California, which developed the Kindle e-reader. The Lab’s parent company Amazon.com does
not claim nexus in California for the purposes of collecting sales tax.

Legislation has been introduced in the Assembly (AB 155, Calderon) this year that would
provide that a retailer whose parent has corporation tax nexus and whose subsidiaries in the state
perform activities related to its retail efforts also have sales tax nexus.

Staff Comments. Current law has set up a comparative disadvantage for firms with brick and
mortar invested here in California. Given the rise of Internet shopping, this is likely one of the
areas where the tax gap has continued to widen. Furthermore, the development of Internet
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shopping tools such as Google Shopping allows consumers to identify which websites do not
collect tax. This contributes to further confusing consumers in to thinking that use tax is not
owed on purchases made on the Internet.

Staff Recommendation. Staff recommends that the Subcommittee hold this issue open, but
consider adopting trailer bill to close the tax gap related to Internet purchases by:
(1) requiring Internet retailers with affiliate nexus to collect sales tax on behalf of
California consumers; and
(2) requiring that certain Internet retailers that have corporation tax nexus also have sales
tax nexus.
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Other Issues

1. Headquarters Building

Background. The BOE Headquarters Building has a long and expensive history of problems.
Construction was completed in 1993. The building has been fraught with construction defects
causing water leakage, mold, and falling glass. The building has also experienced major system
failures, including plumbing and the elevators. A major project was completed in 2006 to help
remedy the problems. However, other problems continue and numerous employee complaints
and lawsuits have ensued. The BOE estimates that this loss in productivity has resulted in
annual revenue loss of approximately $22 million.

Furthermore, the BOE Headquarters building does not adequately meet BOE’s space needs.
Presently, the BOE staff is spread out over five different locations and the BOE has
approximately 700 more positions than capacity at the main headquarters building.

The State started the process of purchasing the building from CalPERS several years ago. The
State Pooled Money Investment Board (PMIB) advanced BOE around $91 million from the
PMIB to purchase the building from CalPERS. The PMIB then would be repaid with the
proceeds of a lease revenue bond sale. On November 15, 2010, the State Public Works Board
authorized the sale of lease revenue bonds to repay the PMIB loan. The BOE estimates that the
annual rent on the headquarters building will increase to nearly $13 million annually. This is an
increase of approximately $2 million ($1.1 million General Fund) annually starting in 2011-12 to
cover the full debt service costs of the bonds.

Governor’s Budget. The Governor’s budget includes an augmentation of $2.1 million ($1.1
million General Fund) to cover projected rent increases to cover the full debt service costs as
projected by BOE.

Staff Recommendation. Staff recommends that the Subcommittee reject this budget proposal
without prejudice. This issue can be considered later this session if additional information is
presented.

2. Dell Computer Settlement

Background. The BOE has been named as the cross defendant in the class action case of Diane
Mohan v. Dell. This case is currently pending in San Francisco County Superior Court. The
case involves the collection of use tax by Dell Computers on the extended warranty service
contracts during the years 2000 to 2008. The extended warranty service contract is an intangible
and the court found that the use tax was collected erroneously. The class action attorneys have
estimated as many as 10 million transactions over this time period. The BOE’s experience is that
about 20 percent actually completed refund claims and submitted them for payment, but this
could still mean hundreds of thousands of claims that need to be processed.
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The BOE has indicated that it does not have the staff to process these additional transactions.
However, to date no final determinations or orders have been issued by the court about who will
pay for these transactions.

Governor’s Budget. The Governor’s budget includes a “placeholder” request of $4.2 million
($2.8 million General Fund) in the budget year and $1.6 million ($1.1 million General Fund) in
2012-13 and 2013-14 to support 8 three-year limited term positions to address the additional
workload associated with processing the Dell refunds.

Staff Recommendation. Staff recommends that the Subcommittee reject this budget proposal
without prejudice. This issue can be considered later this session if additional information is
presented.
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1730 Franchise Tax Board

Background. The Franchise Tax Board (FTB) is one of the state’s two major tax collection
agencies. The FTB’s primary responsibility is to administer corporation tax programs and
California’s personal income tax (PIT). In addition, FTB administers several non-tax—related
programs, including the collection of child support payments and other court—ordered payments.
The FTB is governed by a three—-member board, consisting of the Director of Finance, the Chair
of the Board of Equalization (BOE), and the State Controller. An executive officer, appointed by
the board, administers the daily operations and functions of FTB.

The 2011-12 Governor’s Budget proposes $586.5 million in support of FTB’s operations, of
which $551 million is General Fund. The remaining budget consists mainly of other special
funds related to FTB’s court collection and Department of Motor Vehicles collection programs.
The proposed level of support represents a net increase of almost $9 million General Fund
mainly from budget proposals to augment the FTB’s audit program and provide upgrades to
FTB’s mainframe computer system.

The number of personnel-years (PYs) for FTB is budgeted to decline slightly from 5,434 to
5,260.
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Tax Gap Reduction Measures

Summary. The FTB estimates that its total tax gap is about $6.5 billion. The tax gap is defined
as the total tax receipts due to the state less the tax receipts collected by FTB. The department
has undertaken several initiatives over the last six years to reduce this tax gap using an enterprise
approach. An enterprise approach means that staffs from all different divisions at FTB are
involved in reducing the tax gap, including filing, audit, legal, and collections divisions.

The FTB has reported that it is on track to raise the additional revenues ($114 million) related to
recent tax gap enforcement efforts, including the augmentations made last year to continue the
board’s ability to mine the DMV luxury auto registrations and IRS Information Return Master
File for tax noncompliance leads and fund a vendor contract to identify good mailing addresses.

Recent efforts to reduce the tax gap have been negatively impacted by furloughs, hiring freezes,
and the Personal Leave Policy (PLP) negotiated as part of the SEIU 1000 contract. The FTB has
indicated that it did try and minimize the impacts of the furloughs by reducing non-revenue
generating activities and low-return activities. However, regardless, the FTB estimated that 1.5
million hours were lost due to the furloughs and the more recent hiring freeze and PLP have
further reduced revenues.

Question.
e FTB. Please explain what steps you have taken to minimize the revenue losses
associated with the current hiring freeze and PLP contract provisions?

1. Audit Workload

Background. The FTB’s audit program is responsible for conducting examinations of taxpayer
income tax returns and claims for refunds in order to determine whether the self-assessed tax
liabilities were calculated correctly. Historically, the audit program has prioritized audit models
and processes have been evaluated based on the workload benefits (revenue) to costs and has
pursued audits that return at least $4 of benefit to every $1 of cost invested in the audit.

The FTB recently assessed its audit workload and identified that there was additional capacity
for audit staff that would generate at least a 4:1 cost benefit ratio.

Governor’s Budget. The Governor’s budget includes a proposal to add 34 positions at a cost of
$3.2 million General Fund to augment the FTB’s audit program. The FTB estimates that these
additional auditors would generate $13 million in additional revenues in 2012-13 and $6.5
million in the budget year due to the time it takes to staff and train new auditors.

Staff Recommendation. Staff recommends that the Subcommittee approve this budget
proposal.
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2. Financial Institutions Records Match (FIRM)

Background. In recent years the FTB has pursued the implementation of a Financial Institutions
Records Match (FIRM) system to help reduce the tax gap. The FIRM is an information
technology project that would require financial institutions doing business in California to match
FTB information on delinquent tax and non-tax debtors against their customer records on a
quarterly basis. The FIRM is patterned after the FTB’s Financial Institution Data Match system,
which is a project implemented as a result of federal legislation to identify the assets of
delinquent child support debtors.

The Senate passed legislation (ABx8 8, Budget) in 2010 to authorize FTB to implement a FIRM
system. However, ultimately this legislation was not passed by the Assembly. The FTB would
use the new data collection aid in the collection of debts under the authority of the existing Order
to Withhold statutes. The proposal would not impact existing law that provides the applicable
constitutional due process protections and appeal rights available in either the audit or collection
processes. In addition, ABx8 8 required FTB to reimburse a financial institution for its actual
costs incurred to implement FIRM, up to $2,500 for startup costs and no more than $250 per
calendar quarter thereafter. This amendment removed bank opposition to this measure. A
Feasibility Study Report (FSR) has been completed on this project.

Governor’s Budget. The Governor’s budget includes $1.3 million General Fund to support 3
positions in the budget year to start implementation of the FIRM system. The budget for this
system when fully implemented would be $5.1 million to support 42 positions. The initial
positions would be related to getting the technical aspects of the system functional and the
additional positions in 2012-13 would support additional accounts receivable staff needed to
collect funds identified by the bank record matches.

Approximately $540,000 in the budget year and $2.3 million in 2012-13 would be to reimburse
the banks each quarter for their costs associated with implementing the FIRM system.

The Governor is proposing trailer bill language to implement this program — the trailer bill
language is substantively the same as the language passed by the Senate in 2010.

The board has estimated that this proposal will generate $43 million in additional revenues in
the current and budget years.

Staff Comments. Staff finds that the tax gap continues to be a burden on taxpayers that comply
with all the state’s tax laws. Staff finds that the FIRM system would help to reduce the tax gap
by using a methodology that has been proven in the child support system.

Staff Recommendation. Staff recommends that the Subcommittee adopt the Governor’s budget
proposal and trailer bill language to implement the FIRM system.
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3.  \Voluntary Compliance Initiative 2011

Background. Current federal and state law place reporting requirements and restrictions on
abusive tax shelters and related transactions designed to avoid taxes. The use of and failure to
report such transactions is subject to assessment, substantial penalties, and interest by the FTB up
to eight years after the tax return is filed by the taxpayers.

The FTB, over the past decade, has implemented two amnesty-type efforts to recover past-due
state tax revenues, a Voluntary Compliance Initiative in 2003 and a general tax amnesty program
in 2005. In total these programs resulted in the collection of $4.5 billion in additional tax
revenues (some of these revenues would have been collected in future years but due to the
amnesty and Voluntary Compliance Initiative collection was accelerated). Under these
programs, taxpayers that were already under audit or anticipating audit had an opportunity to pay
the tax, pay reduced penalties, and avoid criminal prosecution associated with their tax
avoidance strategies.

Governor’s Budget. The Governor’s budget includes a proposal to implement another
Voluntary Compliance Initiative. The proposal includes $513,000 to support 5.5 positions to
backfill other revenue generating positions that would have to be redirected to implement this
program. The FTB estimates that the 2011 Voluntary Compliance Initiative described in more
detail below will generate approximately $270 million in additional revenues in the current
fiscal year.

This new 2011 Voluntary Compliance Initiative would begin on August 1, 2011 and end on
October 31, 2011. It would apply to taxable years before January 1, 2011. Specifically the
proposal would create a narrow amnesty for certain taxpayers that have abusive tax avoidance
transactions that are currently under audit, in protest, or are currently unknown to the FTB. This
proposal would also apply to taxpayers with other unreported income from the use of an offshore
financial arrangement.

The 2011 Voluntary Compliance Initiative would include the following incentives for businesses
and individuals to participate:
e Waiver of all penalties, except the Large Corporate Understatement Penalty and Amnesty
Penalty for qualified participants.
e No criminal action (amnesty) would be brought against any participant, unless they are
currently the subject of a criminal complaint or under criminal investigation in
connection with an abusive tax avoidance transaction.

The 2011 Voluntary compliance initiative would also make the following changes to further
reduce the use of abusive tax avoidance transactions prospectively:
e Increase the statute of limitations for the FTB related to abusive tax avoidance transaction
cases from eight to twelve years.
e Enact a uniform definition of abusive tax avoidance transactions.
e The abusive tax avoidance transaction use penalty would be modified to prevent
taxpayers from avoiding the penalty by filing an amended return after being contacted by
FTB, but prior to the FTB issuing a deficiency notice. Instead 50 percent of the penalty
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would be imposed on any amended return filed after the VVoluntary Compliance Initiative
period.

e Amend the noneconomic substance transaction (NEST) penalty so that it is imposed on
any California understatement resulting from a transaction the IRS examines and
determines to lack economic substance.

In addition, participants in the 2011 Voluntary Compliance Initiative would be required to file
amended returns and pay all unpaid tax and interest resulting from the abusive tax avoidance
transaction. Furthermore, all tax years settled in the 2011 Voluntary Compliance Initiative
would be closed to appeal rights.

Staff Comments. Given the FTB’s past experiences with tax amnesty and the first VVoluntary
Compliance Initiative there is clearly short-term financial benefits that can be gained from
implementing this sort of effort. Staff finds that the proposal also includes several ongoing law
changes that would further discourage the future use of these tax avoidance strategies. This
should have long-term impacts on the FTB’s ability to close the tax gap that last beyond the 2011
Voluntary Compliance Initiative period.

The state’s tax gap is unfair and places additional burden on compliant taxpayers. Good tax
collection practices aim to reduce the tax gap and collect taxes that are due to the state.

Staff Recommendation. Staff recommends that the Subcommittee approve the budget proposal
and trailer bill language to implement the 2011 Voluntary Compliance Initiative.
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Other Issues

1. Mainframe Replacement

Background. Data security and reliability is critical for FTB given the volume of confidential
taxpayer data it maintains. The FTB’s data reliability is being threatened by outdated equipment
and software that is out-of-support. The FTB is working towards implementing a major new
information technology project called Enterprise to Data Revenue (EDR). Once this new system
is implemented, FTB has estimated that it will generate $1 billion in additional tax collections
annually. This new system will require upgrades to FTB’s existing mainframe hardware.
Furthermore, the current mainframe hardware is running very close to capacity making failure of
the system more of a concern.

Governor’s Budget. The Governor’s budget includes $4.7 million General Fund on a one-time
basis to replace the existing mainframe, storage device, and supporting software licenses.

Financing System Saves Upfront Cash. Staff finds that replacing the mainframe hardware is
justified given the current lack of capacity on the existing system and the upcoming
implementation of the new EDR system. However, given the State’s current fiscal condition the
staff recommends that FTB finance the replacement of the system over a three-year period. The
FTB estimates that financing the system over three years would cost approximately $250,000
more than paying up front, but would save the state $3 million in the budget year. The FTB has
offered this as the second best alternative in its budget change proposal.

Staff Recommendation. Staff recommends that the Subcommittee approve the mainframe
replacement, but finance the replacement over a three year period.
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Revenues

1. Maintain Existing Taxes: Realignment

Background. The 2009-10 budget passed in February 2009 included a 1 percent increase in the
sales tax and a 0.5 percent increase in the vehicle license fee (VLF). These tax increases were
passed for a two-year period. The increased sales tax and VLF rates would have been
maintained for an additional one year and two years, respectively, if the voters had passed
Proposition 1A in May 2009. However, the voters rejected Proposition 1A.

It was anticipated in 2009 that economic growth and reduced government expenditures would
allow for the temporary revenues to expire without major budget implications. However, the
economic recovery has been slow and the unemployment rate remains high. Furthermore, while
some permanent spending reductions have been made including the elimination of adult dental
care and the reduction of pension benefits for state employees, many solutions have been
temporary and have resulted in a projected $25.4 billion budget deficit in 2011-12. Without
corrective action a deficit of over $17 billion is projected in each of the next four fiscal years.

Governor’s Budget. The Governor’s budget has proposed a constitutional amendment to
maintain the current sales tax and VLF rates for a five year period dedicated to local
governments to support $5.9 billion in public safety programs that would be realigned from the
state to the counties.

e Maintain 1 percent Increase to State Sales and Use Tax. The State Sales and Use Tax
rate was increased from 5 percent to 6 percent effective April 1, 2009. The increase is set
to sunset on June 30, 2011. The Governor’s budget would extend the 1 percent State
Sales and Use Tax for five additional years to support local public safety programs. This
proposal is expected to generate $4.5 billion in the budget year.

e Maintain 0.5 percent Increase to VLF. The rate of the vehicle license fee (VLF) was
increased from 0.65 to 1.15 percent of a vehicle’s value, effective May 19, 2009 and will
sunset on June 30, 2011. The increase from 0.65 to 1 percent went to benefit the General
Fund and 0.15 of the increase was transferred to the Local Safety and Protection Account
to fund local law enforcement programs. The Governor’s budget would maintain this
increase for five additional years to support local public safety programs, including the
local public safety programs supported by the 0.15 raised in 2009. This proposal is
expected to generate $1.4 billion in the budget year.

The Governor proposes to place the constitutional amendment on the ballot in June 2011.

VLF Historically at 2 Percent. The VLF is currently 1.15 percent and the Governor’s proposal
would maintain this rate for an additional five years to support local public safety programs. The
VLF has historically been 2 percent of the market price of the vehicle. The LAO has found that
a VLF rate of about 1 percent is appropriate and is consistent with the tax rate for other property
(land). Furthermore, the VVLF adjusts annually based on the depreciated value of the vehicle and
is deductible on federal income tax returns.
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The State Constitution already dedicates 0.65 of the VLF to local governments. The Governor’s
proposal would dedicate the remaining 0.5 for local public safety purposes.

Portions of Sales Tax Historically Dedicated to Local Government. The Sales and Use Tax
is currently approximately 8.25 percent and can be up to 2 percent higher depending on the local
jurisdiction since locals can generally levy an additional 2 percent through the transactions and
use tax. Currently, the Sales and Use Tax is made up of the following components:

e 6 percent to the General Fund,;

e 0.5 percent dedicated to local governments;

e 0.5 percent dedicated to local public safety services;

e 1 percent Bradley-Burns Uniform Local Sales and Use Tax with 0.25 percent dedicated

to county transportation funds and 0.75 percent for city and county operations; and
e 0.25 percent dedicated to paying costs associated with the Economic Recovery Bond Act.

The Governor’s budget proposal would maintain the Sales and Use Tax rate described above, but
dedicate 1 percent currently going to the General Fund to local government to support realigned
public safety programs. The LAO has indicated that maintaining this higher tax rate merits
serious consideration given the magnitude of the State’s budget deficit.

Staff Recommendation. Staff recommends that the Subcommittee hold this issue open.

Senate Committee on Budget and Fiscal Review Page 16



Subcommittee No. 4 February 1, 2011

2. Maintain Existing Taxes: Education

Background. The 2009-10 budget passed in February 2009 included a 0.25 percent surcharge
on each personal income tax (PIT) bracket and a reduction in the dependent exemption credit
from $309 to $99 for a two-year period. The surcharge and reduced dependent exemption credit
would have been extended for an additional two years if the voters had passed Proposition 1A in
May 2009. However the voters rejected Proposition 1A.

The LAO’s fiscal forecast released in November 2010 projected that the Proposition 98
guarantee was expected to decline by $2 billion in the budget year. This decline is mainly the
result of the expiration of the temporary taxes discussed above and in this issue. This decline
would be on top of the significant loss of federal ARRA funds that are no longer available for
school districts.

Governor’s Budget. The Governor’s budget has proposed a constitutional amendment
maintaining the following tax rates for a five year period dedicated to education that will
generate $5.2 billion annually.

e Maintain 0.25 percent Surcharge. A PIT surcharge of 0.25 percent was enacted
effective in the 2009 and 2010 tax years. The Governor’s budget estimates that
maintaining this surcharge would generate $3.3 billion in the current and budget years.

e Maintain Reduced Dependent Exemption Credit. The dependent exemption credit
was reduced from $309 to $99 effective in the 2009 and 2010 tax years. The Governor’s
budget estimates that maintaining this reduced credit will generate about $2 billion in the
current and budget years.

The Governor proposes to place the constitutional amendment on the ballot in June 2011.

PIT Surcharge Regressive. The PIT rate ranges from 1.25 percent to 9.55 percent depending
on income (this includes the temporary surcharge). Individuals with $46,766 or more in taxable
income in 2010 pay the highest PIT rate on income earned above this amount. In addition,
taxpayers with taxable income over $1 million pay an additional 1 percent surcharge, making
their effective tax rate 10.55 percent in the 2009 and 2010 tax years.

Staff finds that the PIT surcharge is regressive in that it raises taxes the same amount at every
income tax bracket. This means that proportionally an individual paying tax in the lowest
bracket saw their rate increase by 25 percent, while an individual with $1 million in taxable
income saw their rate increased less than 2.5 percent. The LAO has suggested that the
Governor’s proposal merits serious consideration given the State’s fiscal situation.

LAO Supports Reduced Dependent Credit. The LAO has in the past recommended as a
matter of policy reducing the dependent credit to make it consistent with the personal exemption
credit, which is also $99.

Staff Recommendation. Staff recommends that the Subcommittee hold this issue open.
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3. Corporate Tax Changes

Background. The 2008-09, 2009-10, and 2010-11 budget packages all included corporate tax
changes. Generally these tax changes were a mix of short-term suspensions that provided
temporary budget relief and permanent reductions that were made effective prospectively. These
changes are outlined in further detail below.

Temporary Loss of Tax Benefit - $900 million per year for four years ($3.6 billion total)

e Temporary Limit on Tax Credits. The 2008-09 budget package temporarily limited to
50 percent the amount of business tax credits that could be used to reduce tax liability in
the 2008 and 2009 tax years. This provided $1.3 billion in temporary revenue to the
state. However, corporations were able to continue to carry these credits on their balance
sheets.

e Temporary Suspension of Net Operating Losses. The 2008-09 budget package
suspended net operating loss (NOL) deductions for the 2008 and 2009 tax years, except
for taxpayers with net business income of less than $500,000 in either year. The 2010-11
budget package suspended NOLs for an additional two years, except for taxpayers with
net business income of less than $300,000 in either year. Collectively these actions
provided $2.3 billion over the four year period. However, corporations were able to
continue to carry and accumulate these losses on their balance sheets.

Permanent Tax Cuts - $1.3 billion in permanent cuts ongoing starting in 2011.

e Permanent Change Unitary Group Credit Sharing. The 2008-09 budget package
authorized corporations that accumulate business tax credits to assign all or a portion of
any unused credit to an affiliated corporation that is a member of the same combined
reporting group. With respect to credits earned in tax years beginning before July 1,
2008, the assignee corporation would have to have been a member of the group from at
least June 30, 2008, through the year of assignment. For credits earned subsequently, the
assignee corporation must be a member of the group in the year that the credit is earned
through the year in which the assignment occurs. This tax policy change will result in a
loss of General Fund revenues of approximately $315 million annually starting in the
2010-11 budget year.

e Extend NOL Carry Forward Period and Allow for Carrybacks. The 2008-09 budget
package further expanded the NOL carry forward period from 10 years to 20 years for
losses incurred after January 1, 2008. Furthermore, the budget package, amended in
2010, authorized NOL carry backs for losses incurred in 2013 or later tax years. The
carry back provision will phase in, with 50 percent of any 2013 NOLs available for carry
back, 75 percent of any 2014 NOLs, and full carry back for NOLs in subsequent years.

e Elective Single Sales Factor. The 2009-10 budget package created a permanent elective
single sales factor for apportionment of business income across states. In contrast, prior
law averaged a business’s proportion of sales, property, and payroll in California (with
the sales factor double-weighted) to apportion the California share of multi-state business
income. Under this new tax policy, corporations can elect to allocate net income for
California tax purposes under the old formula or 100 percent to sales. Businesses that
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proportionally have fewer sales in California relative to property and payroll will see
their taxable income in California fall. This change will go into effect for the 2011 tax
year. The annual losses projected from this policy change are in excess of $1 billion.

e Cost of Performance. The 2009-10 budget package replaced the “cost of performance”
rule for corporate taxpayers with a market based rule when the elective single sales factor
was enacted. Under the cost of performance rule sales of intangibles and services are
assigned to California for tax purposes only if the greater cost of performance of the
income producing activity occurs in California relative to other states. The market based
rule would have required the sales of intangible goods and services to be used to
apportion corporate income to California. The 2010-11 budget package repealed the
market based rule returning the state to the old cost of performance rules for sourcing
intangibles. The annual losses projected from returning to the cost of performance rule
are approximately $100 million annually.

Governor’s Budget. The Governor’s budget modifies current law to make the single-sales
factor multi-state corporate income apportionment method mandatory instead of elective. The
Governor’s budget also proposes to return back to the market based rule for sourcing intangibles.
These two changes are expected to generate $1.4 billion in the current and budget years.

Elective Single Sales Factor Disadvantages California Based Companies. Allowing
corporations to elect the formula they apportion income for tax purposes gives a comparative
advantage to out-of-state corporations that have high sales, but low property and payroll invested
in California. By allowing the corporation to elect the formula it uses to calculate tax owed, the
corporation can then choose the calculation that is most advantageous to their situation.
Furthermore, changing to mandatory single sales factor will bring California more in line with
other states. Of the 23 states that have adopted single sales factor, only three allow an election.
The FTB estimates that the increased tax liability under mandatory single sales factor will
generally come from out-of-state businesses that will have higher tax liabilities.

Cost of Performance Rule Advantages Out of State Companies. The “Cost of Performance”
rule specifically advantages corporations headquartered outside of California. Moving to a
market-based rule reduces the ability of taxpayers to manipulate their sales factor and makes the
treatment of intangibles consistent with tangible goods.

Carryback Provision Duplicative. While the carryback policy does conform to federal policy,
there are unique circumstances in California that make this policy problematic. Specifically, the
Proposition 98 guarantee that funds K-14 education depends on year-over-year growth in
General Fund revenues. However, the premise of carrybacks is that corporations can go back
and amend prior tax returns to lower tax liabilities and even trigger tax returns. However, the
state has no ability to change the Proposition 98 guarantee retroactively to adjust for the
amendments to revenues. Secondly, the carry forward policy allowed by current law essentially
gets at the same policy goal, which is to average a corporation’s tax liability over a period of
time in order to encourage investments that may take multiple years to recover.
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Staff Recommendation. Staff recommends that the Subcommittee hold this issue open, but
consider the following tax policy changes:

e Adopt the Governor’s proposal to implement mandatory single sales factor policy.

e Adopt the Governor’s proposal to change to a market-based rule for sourcing intangibles
and services.

e Repeal carryback provision.
e Suspend for two years the new credit sharing law.
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4. Targeted Tax Expenditures: Enterprise Zones

Background. Existing law provides special tax incentives for four kinds of geographically
targeted economic development areas. These areas include enterprise zones, local agency
military base recovery areas (LAMBRASs), manufacturing enhancement areas (MEAS), and
targeted tax areas (TTAS). The tax incentives enjoyed by businesses located in these areas
include accelerated depreciation, 100 percent net operating loss carryover, wage credits, and
credits for sales tax on equipment purchased for use in the zone. There are some differences
among the tax incentives provided for each area, but taxpayers generally have access to each
form of preferable tax treatment.

The law currently limits the number of enterprise zones (42), LAMBRASs (8), MEAs (2) and
TTAs (1). The Department of Housing and Community Development has designated 42
enterprise zones and 7 LAMBRAs as of December 15, 2010.

Employers within enterprise zones are allowed to claim a tax credit of 50 percent of the wages
paid to a qualified employee in the first year, 40 percent in the second year, 30 percent in the
third year, 20 percent in the fourth year, and 10 percent in the fifth year, up to 150 percent of the
minimum wage. Qualified employees include individuals: (1) eligible for job training programs;
(1) eligible for most social welfare programs; (3) economically disadvantaged; (4) dislocated
workers; (5) disabled and eligible or enrolled in a state rehabilitation plan; (6) veteran; (7) ex-
offender; and (8) member of a federally recognized Indian Tribe. Furthermore, existing law also
allows enterprise zones to designate targeted employment areas (TEAS) to contain census tracts
where 51 percent or more of individuals are considered low or moderate income. Any hire made
out of a TEA can qualify the taxpayer in the enterprise zone for the hiring tax credit and TEAS
can be drawn outside the borders of the enterprise zones.

The tax expenditures related to these zones cost the state approximately $300 million annually.

Governor’s Budget. The Governor’s budget proposes to repeal the state tax benefits allowed in
the four kinds of geographically targeted economic development areas described above. The
proposal would eliminate all state tax benefits for both newly earned credits and deductions and
for credits that had been earned in prior years, but have not been used. Local agencies would
have the option of keeping their local incentives. This proposal will generate $924 million in the
current and budget years.

Good Goal, But Not a Core State Responsibility. The enterprise zone program was formed in
1984 to help draw investment into depressed rural and urban areas. While this is a good goal, it
is not a core responsibility of state government and given the state’s chronic budget deficits it is
important that all state spending, including tax expenditures be scrutinized.

Furthermore, the Governor has proposed a new option for local governments that want to
continue to fund economic development activities. Specifically, the Governor has proposed a
constitutional amendment to provide for 55 percent voter approval for limited tax increases and
bonding against local revenues for economic development projects. Furthermore, the
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Governor’s proposal does not impact tax incentives that local governments may provide
businesses in enterprise zones.

Program Not Proven Effective. In addition, the LAO and others have found that enterprise
zone tax benefits have little to any impact on the creation of economic activity or employment in
California. The LAO found that the program mainly seemed to shift economic activity from one
zone to another within California without doing anything to grow economic activity.
Furthermore, there is some evidence that benefits from the enterprise zone program go to
taxpayers whose behavior has not been affected at all by the program, but instead by firms that
specialize in finding businesses that could benefit from the program and offering to prepare the
taxpayers tax return on a percent of benefit basis. In these cases it is clear that the taxpayer did
not relocate their business because of the enterprise zone — since they had to be told of the tax
benefit after they had already relocated.

Reform versus Elimination. Recently there have been significant efforts to make some reforms
to the enterprise zone program. Specifically, SB 974 (Steinberg) from 2010 proposed to
eliminate Targeted Employment Areas (TEAS) and stop the practice of retro-vouchering. As
mentioned above, TEAs allow a taxpayer to qualify an employer for a tax credit not based on
who they are, but based solely on residence within a zip code range listed on his or her
employment records. Retro vouchering essentially allows taxpayers to gain tax credits for hiring
decisions made in the past. Taxpayers often use the TEA criterion and the retro-vouchering to
check payroll records and essentially “mine” the data for qualified employees and then file tax
claims for refunds with the State.

In addition to the reforms listed above, there have been other reforms discussed that would limit
the size of the enterprise zone program. However, the Governor’s proposal to eliminate the
enterprise zone program merits consideration given the state’s fiscal situation and the lack of any
evidence or performance data that the program provides any overall benefit to the state.

Staff Recommendation. Staff recommends that the Subcommittee hold this issue open.
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Issues Suggested for Discussion / Vote:

I 0520 Secretary for Business, Transportation and Housing I

Department Overview: The Secretary of the Business, Transportation and Housing
Agency (BT&H Agency) is a member of the Governor's Cabinet and oversees 16
departments, including the following large departments:

Financial Institutions
Real Estate

Managed Health Care
Transportation

Alcoholic Beverage Control
Corporations

Housing and Community Development
California Highway Patrol

Motor Vehicles

In addition, the Secretary’s Office oversees programs, including the following, which
are budgeted directly in the Secretary’s Office:

e Infrastructure and Economic Development e Small Business Loan Guarantee
Bank Program
e Film Commission e Tourism Commission

Budget Overview: The Governor proposes total expenditures of $100.9 million
($4.2 million General Fund) and 60.7 positions for the Office of the Secretary — an
increase of $78.2 million from the adjusted 2010-11 budget, and an increase of 1.5
funded positions. The primary reason for the year-over-year change is a one-time
federal grant of $84.4 million to support the Small Business Loan Guarantee
Program.

(See budget issue on next page)
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Issue 1 — Small Business Loan Guarantee Program Expansion (BCP #2)

Governor’'s Budget Request. The Governor requests various budget changes
related to a federal grant award that will result in one-time funding of $84.4 million for
the Small Business Loan Guarantee Program (SBLG). This represents a significant
expansion of the program which has typically had a trust-fund balance between $30
million and $40 million. The SBLG Program provides assistance to small businesses
that may not qualify for traditional loans, by guaranteeing a portion of the loaned
amount. The Administration requests to revert $20 million in General Fund support
provided to the program one-time as part of the 2010 Budget Act (AB 1632, Chapter
731, Statutes of 2010). This reversion of $20 million is contingent on receipt of the
federal funds. Finally, the Administration requests to double program staff from 1.5
positions to 3.0 positions.

Background / Detail. The Small Business Loan Guarantee Program is administered
by 11 non-profit Financial Development Corporations (FDCs) via contracts with the
State. In the current year, administration funding for the FDCs sum about
$2.2 million ($1.7 million General Fund and $500,000 interest earnings) and the cost
of the state oversight positions is about $150,000 (General Fund). The FDCs
additionally charge fees in the range of 1 — 3 percent on the loan guarantees — which,
with the federal money, could provide administration funding of the magnitude of $5
million depending on the volume of guarantees. The trust fund itself currently has a
balance of about $44 million, and loan guarantees must not exceed five times the
balance of the trust fund. In recent years, the SBLG Program has experienced
significant fluctuation in General Fund support, trust fund earnings, and even a
temporary suspension in new loan activities due to a prior reversion to the General
Fund. The $84 million in federal funds would support the program at a new peak
level, and would arrive in three parts over time — about $28 million should be received
by the end of 2010-11.

Staff Comment: The federal funds allow the state to expand this program, which is
popular in many communities, and at the same time realize a General Fund benefit of
$20 million by reverting the augmentation provided last year. This baseline proposal
appears to be a “win-win” for the program and State General Fund. The budget
question that may merit consideration of the Subcommittee is what level of staffing is
appropriate, and can additional General Fund relief be realized from substituting
these new federal funds for base program funding and trust fund balances.
Specifically:

e Can the state perform program oversight with fewer than 3.0 positions?

e Can the base $1.9 million General Fund support for state administration and the

FDCs, be reduced or deleted and backfilled with federal funds?

e Can the base trust fund balance of $24 million be reverted to the General Fund
immediately, or over time, and backfilled with federal funds?

LAO Recommendation: The Analyst recommends the Legislature:
a) Adopt the Governor’s proposal to revert $20 million to the General Fund.
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b)

c)

d)

Adopt trailer bill language (TBL) to allow for the reversion of the additional
General Fund dollars as the lines of credit and loans backed by roughly $24
million in state funds expire.

Reduce the request for additional staff by one and approve the 0.5 managerial
position.

Consider eliminating the $1.7 million General Fund subsidy provided to FDCs.

Staff Recommendation:

a)

b)

Adopt the Governor’s proposal (and LAO recommendation) to revert $20 million to
the General Fund.

Reject LAO recommendation to adopt TBL to revert base trust fund assets (about
$24 million) to the General Fund, but adopt TBL to direct that new loan
guarantees use federal funds first.

Adopt the LAO recommendation to approve 0.5 new staff instead of 1.5 new staff.
Reject LAO recommendation to eliminate General Fund support for
administration, and rather convert program administration funding to 50-percent
General Fund and trust fund interest, and 50-percent federal funds, which is
proportional to new program resources. (In the out-years, the administration
funding share could be adjusted again to reflect program resources after the full
federal grant is received. This staff recommendation would provide additional
FDC administration funding over the base level for ramp-up, but still result in
General Fund expenditure savings of about $1.0 million).

Action: On a 3 - 0 vote, adopted the staff recommendation, but additionally
adopted budget bill language that would allow the Director of Finance to
transfer up to $20 million from the GF to the Trust Fund if loan defaults reduce
the trust fund balance to the extent additional funds are necessary to maintain
a 5:1 reserve ratio for outstanding loans. Joint Legislative Budget Committee
(JLBC) notification would be required.

Senate Committee on Budget and Fiscal Review Page 4




Subcommittee No. 4 February 10, 2011

| 8880 Financial Information System for California I

Department Overview: The Financial Information System for California (FI$Cal), is
an Enterprise Resource Planning (ERP) information technology (IT) project intended
to replace, consolidate, and upgrade multiple legacy financial systems with a single
system that would encompass the areas of: budgeting; accounting; procurement;
cash management; and financial management. The development of FI$Cal resides
with four “Partner Agencies™ the Department of Finance, the State Treasurer's
Office, the State Controller's Office, and the Department of General Services. The
FI$Cal system will be implemented in several phases, or “waves,” over the next
decade. Budget Control Section 8.88 is a technical fiscal provision that directs
special funds to the FI$Cal project and it will be made to conform to the final budget
adopted under the 8880 budget items.

Budget Overview: The Governor proposes $70.8 million ($20.9 million General
Fund) for continuing the FI$Cal project. This represents a year-over-year increase of
$29.0 million ($5.2 million General Fund). Funded positions would grow from 62.1 to
95.9. The reason for the funding increase is that the project would be moving into
the implementation stage with contract award to the vendor by December 31, 2011.
The 12-year cost of fully implementing the project is estimated at $1.6 billion (both
General Fund and other funds). The Administration is exploring financing options
such as bonding and vender-financing to spread costs over a longer period.

(See budget issue on next page)
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\ Issue 1 — FI$Cal Budget Request for 2011-12 (BCP #1)

Governor’s Budget Request: As indicated above, the Governor requests $70.8
million ($20.9 million General Fund) for the project in 2011-12. The next 12 months
are a critical time for the project, with key decision points on whether to move forward
with the project as currently configured, how to finance the project, and to which
vendor to award the integration contract. Current law (Government Code 15849.21)
requires a report to the Legislature and 90-day review by the Joint Legislature Budget
Committee (JLBC), after a contract is negotiated with the winning bidder, but prior to
contract award — this report is anticipated in the July to September period of this year.

Project Timeline: Currently, three selected vendors are completing the “Fit-Gap,” or
stage | contract, which involves a review of potential gaps between the vendor’s
software and the state’s business requirements. Project staff have also asked the
three vendors to propose financing options and have held discussions with the State
Infrastructure Bank (I-Bank) on financing options. The following are key upcoming
dates:

February 2011 — Financing proposals due from vendors.

March 2011 — Fit-Gap or Stage | proposals due and begin negotiations.

July 2011 — Select winning contractor and proceed on final negotiations.
August 2011 — Deliver Special Project Report #4 and report to JLBC. The
JLBC report is required to include costs and benefits of alternative approaches
to the implementation of the FI$Cal system, including, but not limited to, a
scaled-back version of the system.

e December 2011 (or earlier) — Award contract.

e January 2012 — Ramp up project and costs - $20 million for contractor, $12.7
for State Office of Technology Service, hire 33 new positions, and other
activities included in the BCP.

Staff Comments: As the timeline above indicates, there will be new information and
legislative reporting coming over the next few months and in the late summer / early
fall. Some of this information will be available as the Subcommittee continues with
budget hearings in April and May. Other information will only come after the budget
is passed and the new fiscal year begins on July 1. Due to this schedule, the
Subcommittee may wish to consider holding final action on the FI$Cal budget until
later this spring. Because the report to the Legislature will not arrive until after the
budget is passed, the Legislature will want to carefully consider budget bill language,
or trailer bill language, to maintain appropriate legislative funding control after the
proposed-contract detail is provided.

Staff Recommendation: Hold open for future consideration in the spring after
further detail is available on alternative financing options.

Action: No action taken. Issue to be considered further in the spring.
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California Alternative Energy and Advanced Transportation
Financing Authority (0971)

Department Overview: The mission of the California Alternative Energy and
Advanced Transportation Financing Authority (CAEATFA) is to promote the prompt
and efficient development of energy sources which are renewable or which more
efficiently utilize and conserve scarce energy resources.

Budget Overview: The January Governor's Budget proposed total funding of $25.8
million (special funds and reimbursements) and 7.0 positions, an increase of $9.2
million and no change in positions. The year-over-year increase is primarily
explained by the implementation of California Ethanol Producers Incentive Program
(See Issue 1 on the following page for detail on this budget request).

Informational Note on the PACE Program: Due to a continuous appropriation
enacted last year, the CAEATFA budget includes a $15 million transfer from the
Renewable Resource Trust Fund related to the Property Assessed Clean Energy
Program (PACE). The PACE Program provides up-front financing for renewable and
energy efficiency-related upgrades to properties with a unique financing mechanism
of a loan that is backed by the property and transferable to new owners if the
property changes hands. Recent state legislation, SB 77 (Chapter 15, Statutes of
2010, Pavley), facilitated program participation by small local governments by
allowing them to pool PACE bonds via CAEATFA before going to market. The
federal government has recently determined that the PACE program presents
significant safety and soundness concerns that must be addressed by Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks. The federal action effectively
halted the operation of PACE programs while the legal issues now proceed to the
courts. The Legislative Analyst recommends that the Legislature reverse the
$15 million transfer, without prejudice, pending legal resolution of the issue that has
suspended PACE activity. Staff suggests no action at this time, as the PACE issue
may be addressed in a policy bill, or may be better informed by review in Budget
Subcommittee #2 which oversees energy-related budget issues. This Subcommittee
can revisit this issue at a later date as warranted.

(See budget issue on next page)
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\ Issue 1 — AB 118/ Ethanol Producers Incentive Program (BCP#1)

Governor's Request: The Administration requests $9 million in reimbursement
authority for CAEATFA to receive funds from the California Energy Commission
(CEC) to perform activities related to the Alternative and Renewable Fuel and Vehicle
Technology Program as authorized by AB 118 (Chapter 750, Statutes of 2007,
Nunez). The specific program is the California Ethanol Producer Incentive Program
whereby financial assistance is provided to ethanol producers selected by CEC to
develop and commercialize advanced transportation technologies that meet
advanced energy goals.

Background/Detail: AB 118 authorizes the CEC to implement various programs
consistent with the most recently adopted Investment Plan for the Alternative and
Renewable Fuel and Vehicle Technology Program. Pursuant to the 2010 Budget
Act, CAEATFA and the CEC are entering into an interagency agreement that outlines
the terms by which CAEATFA will assist CEC in implementing the ethanol incentive
program goals. The interagency agreement is expected to have a 4-year term
expiring in January 2015. The terms of the agreement require CEC to transfer a total
of $15 million.

Staff Comment: The Governor's budget reflects a $15 million reimbursement in
2010-11 and a $9 million reimbursement in in the budget year. The two-year amount
requested exceeds the interagency agreement by about $9 million — CAEATFA
indicates this is proposed due to uncertainty about how funds will be distributed
across fiscal years and to maximize flexibility.

LAO Recommendation: The Legislative Analyst recommends holding action on this
item pending receipt of the 2011-12 AB 118 Investment Plan, which should be
submitted to the Legislature this March. The Legislature has expressed a great deal
of interest in the AB 118 program administered by CEC, and as such, has statutorily
required that the CEC annually submit an AB 118 Investment Plan. This requirement
is designed to improve the Legislature's oversight of the AB 118 program.

Staff Recommendation: Deny without prejudice to defer final consideration of this
request to later this spring after the AB 118 report has been provided and reviewed.

Action: Denied budget request without prejudice to defer final consideration to
spring budget hearings.
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|9620 Cash Management and Budgetary Loans I

Department Overview: This budget item appropriates funds to pay interest costs on
General Fund borrowing used to overcome cash flow imbalances during the fiscal
year. Because receipts and disbursements occur unevenly throughout the fiscal
year, the General Fund borrows in most years, even though each budget is balanced
when enacted and funds are repaid within the fiscal year. Interest is paid on both
internal borrowing (such as cashflow loans from special funds) and for external
borrowing (such as Revenue Anticipation Notes [RANs]). This item additionally pays
interest costs for budgetary borrowing by the General Fund from special funds.
Budgetary borrowing is across fiscal years and is scored as a budget solution,
whereas cashflow borrowing is not counted as a budget solution (only a cash
solution).

Budget Overview: The January Governor's Budget includes $300 million for interest
costs on cashflow borrowing and $62 million for interest costs on budgetary
borrowing — all General Fund. Of the cashflow amount, $100 million is for internal
borrowing and $200 million is for external borrowing. Overall, expenditures in this
item are up significantly — a total of $362 million is proposed for 2011-12, versus
revised expenditures of $230 million in 2010-11. The year-over-year difference is
primarily explained by the late budget last year that delayed the RAN sale until late in
2010. The Administration assumes the 2011-12 RAN sale will occur in July, resulting
in a longer borrowing period and higher interest costs.

(see budget issues on next page)
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\ Issue 1 — Intra-year Payment Deferrals / Cashflow Loans (Trailer Bill Language)

Governor’s Proposal: The Administration requests statutory change that would
allow intra-year cash payment deferrals in 2011-12, which would be similar to the
authority granted for 2010-11. These deferrals represent an additional cashflow
solution that have been necessary even after internal and external cashflow
borrowing. The language also allows cashflow loans from two additional funds: the
Immediate and Critical Needs Account in the State Court Facilities Construction Fund
and the Hospital Quality Assurance Revenue Fund.

Background: Last year's cashflow measures were enacted by three bills: AB X8 5;
AB X8 14; and AB 1624. The 2010-11 legislation provided approximately $5 billion in
cashflow relief, and this year’s proposal would be reduced to about $4.5 billion, due
to the prohibition placed on borrowing from certain transportation funds by
Proposition 22 of 2010. Last year’s deferral plan was developed in consultation with
higher education and local governments to minimize negative consequences.
Finally, the plan includes triggers, such that the deferrals will not occur if the team of
the State Treasurer, the State Controller, and the Director of Finance concur they are
not necessary to maintain cash balances for the State. Cashflow loans are allowed
for most special funds and existing statute requires repayment as needed for the
program.

Detail: As indicated above, the Governor’s proposal for 2011-12 is very similar to the
enacted plan for 2010-11. The following are the major statutory components:

e K-12 Education — Permits up to 3 deferral periods not to exceed $2.5 billion at
any one time. Includes a hardship-exemption process for certain local
education agencies.

e Community College — Permits deferrals up to $200 million.

e California State University — permits deferrals up to $250 million.

e Cities and Counties — permits deferrals of specified payments to local
governments not to exceed $1 billion.

Through existing administrative authority (no statutory change needed), the
Administration could also defer $500 million to the University of California and about
$81 million of CalWORKSs administrative funding to counties.

Staff Comment: The Department of Finance should explain the need for the cash
deferrals in 2011-12 and explain how the 2011-12 plan would compare and contrast
to the 2010-11 plan. While cash deferrals to other government units are not
desirable, they appear necessary for 2011-12 to avoid payment deferrals to private
vendors and taxpayers (such as vendor payments and delayed tax refunds).

Staff Recommendation: Approve the placeholder trailer bill language.

Action: Approved the Administration’s placeholder trailer bill language.
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Issue 2 — Repayment of Special Fund Loans (Governor’s Budget)

Governor’s Proposal: As indicated in the introduction to this issue, the January
Governor’s Budget requests $62 million General Fund to pay interest on outstanding
special-fund loans — this is budgeted in item 9620. Interest is only repaid when the
loan principal is repaid. The amount of principal repaid is $566 million; however,
principal repayment is budgeted as a revenue adjustment instead of an expenditure.
The amount of total special fund loans outstanding as of December 31, 2010, is $2.6
billion, according to the Department of Finance. This table below reflects the
Administration’s planned special-fund loan repayments in 2011-12 (dollars in
millions).

Fund Name Principal Interest
Accountancy Fund $10,000,000 $84,521
Contractors' License Fund 10,000,000 727,003
State Dentistry Fund 3,000,000 739,688
Occupational Therapy Fund 640,000 79,627
Enhanced Fleet Modernization Subaccount 20,000,000 169,041
Public School Planning, Design, and Construction
Review Revolving Fund 10,000,000 727,003
Housing Rehabilitation Loan Fund 9,200,000 965,526
Rental Housing Construction Fund 500,000 72,762
State Highway Account, State Transportation Fund 200,000,000 19,566,247
Bicycle Transportation Account, State Transportation
Fund 6,000,000 586,987
Local Airport Loan Account 7,500,000 733,734
Motor Vehicle Fuel Account, Transportation Tax Fund 8,000,000 782,650
IIESr\?dronmental Enhancement and Mitigation Program 4.400,000 430,457
Historic Property Maintenance Fund 3,000,000 293,494
Pedestrian Safety Account, State Transportation Fund 1,715,000 167,781
Motor Vehicle Account 40,000,000 338,082
Beverage Container Recycle Fund 88,000,000 21,697,524
Tire Recycling Management Fund 27,097,000 2,914,531
Recycling Market Development Revolving Loan 1.853.000 248 918
Subaccount U ’
Universal Lifeline Telephone Service Trust
Administrative Committee Fund 45,000,000 3,271,512
Deaf and Disabled Telecommunications Program
Administrative Committee Fund 30,000,000 2,181,008
Teleconnect Fund 40,000,000 5,373,288
$565,905,000 | $62,151,384

Staff Comment: The Department of Finance should present their special-fund loan
repayment plan and the LAO should comment. Generally, decisions about special
fund loans will be made in the budget Subcommittees by subject-matter area,
although the 9620 Budget Item should be made to conform.
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Governor’s February 9, 2011, Budget Revision: On February 9, 2011, Governor
Brown canceled the sale-leaseback of 11 state office buildings and proposed to
backfill for the General Fund loss with new special fund loans, repayment deferrals,
and other measures. The new solutions total $1.2 billion. Full detail on that proposal
was not available at the time this agenda was finalized, but staff has asked the
Department of Finance to present a summary of the revised plan at the hearing.

Staff Recommendations: Take no action, this is an informational issue.

Action: Informational — no action taken.
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| 9100 Tax Relief I

Action: On a 3 — 0 vote, rejected the Governor’s proposal for Williamson Act
open-space subventions, and funded at the $20 million level in 2011-12.
(Funding of $10 million restored for 2010-11.)
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Issues Suggested for Vote Only:

California Tax Credit Allocation Committee (0968) I

Department Overview: The mission of the California Tax Credit Allocation
Committee (CTCAC) is to fairly allocate federal and state tax credits to create and
maintain safe quality affordable rental housing for low-income households in
California by forming partnerships with developers, investors, and public entities.

Budget Overview: The Governor's Budget proposes total funding of $5.2 million (no
General Fund) and 37.0 positions, an increase of $412,000 and an increase of 2
positions.

\ Issue 1 — Staff Positions for federal requirements (BCP#1) \

Governor's Budget Request: The Administration requests $282,000 (special
funds) and the establishment of two new Associate Governmental Program Analyst
positions and contract funding for federal reporting related to the Housing and
Economic Recovery Act of 2008 and the American Recovery and Reinvestment Act
(ARRA) of 2009.

Detail: The CTCAC indicates that the workload relates to new reporting
requirements instituted by the federal government on June 23, 2010. Specifically,
CTCAC must now obtain “tenant specific data” such as race, ethnicity, age, disability
status, income, family composition, use of rental assistance under Section 8, and
monthly rental payments for each household member in each tax credit unit in each
tax credit project in CTCAC’s portfolio of over 3,055 tax credit properties which
include 266,417 rental units. Additionally, ARRA requires additional asset monitoring
activity. CTCAC cites risk of non-compliance and loss of federal funds if the required
reporting is not performed.

Staff Recommendation: Approve the budget request.

Vote:
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Issues Suggested for Discussion / Vote:

| 9210 Local Government Financing I

Department Overview: The 9210 budget item includes several programs that
include State subventions to local governments for such purposes as health, welfare,
and public-safety programs. The public safety funding issues are heard in
Subcommittee #5 and constitute most of the budget funding in this item. The topics
heard in Subcommittee #4 include interest payments on 2009-10 “Prop 1A’
borrowing from local governments — about $90.8 million; and a small subvention to
Redevelopment Agencies (RDAs) to help retire a portion of outstanding debt that was
backed by the personal property tax — about $500,000. Budget issues related to
local government finance, such as shifts or borrowing of local property tax, are also
heard under this item.

Budget Overview: The proposed budget for the 9210 item is $551 million General
Fund, which is similar to the adjusted 2010-11 level. About $455 million of this
amount is related to public safety and heard in Subcommittee #5. The remaining
$90 million is heard in Subcommittee #4. Prop 1A interest and RDA personal
property tax subventions are ongoing, non-controversial, issues. However, the
Governor has proposed a significant budget change this year via the elimination of
RDA’s —that issue is presented for discussion on the following page.

(See budget issue on next page)
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\ Issue 1 — Elimination of Redevelopment Agencies (Governor’s Budget)

Governor’s Request: The Governor proposes to eliminate redevelopment agencies
(RDAs). This elimination would provide a State General Fund solution of $1.7 billion
in 2011-12 by shifting a portion of RDA tax increment to offset General Fund costs for
trial courts and Medi-Cal. In 2012-13 and thereafter, the non-obligated portion of
RDA tax increment — that revenue not needed for outstanding debt and contractual
obligations — would flow instead to K-14 schools, cities, counties, and non-enterprise
special districts. To facilitate replacement revenue for local economic development,
the Governor proposes to lower the vote threshold to 55 percent for specified local
tax increases if the revenue is directed to infrastructure.

Background on Redevelopment: Existing law authorizes cities and counties to
create a redevelopment project area to address urban blight. Redevelop and “tax-
increment financing,” which is bonding against future growth in property tax revenue
in an RDA area, have existed in California since the 1950s. RDAs are required to set
aside 20 percent of their income to help build affordable housing. The RDA share of
property tax revenue has grown substantially from 4 percent in 1983-84 to 12 percent
currently and the current level of annual increment revenue is about $5 billion. As the
RDA share of property tax has increased, the proportion available for schools and
other local governments has decreased. The amount lost to the schools is about $2
billion, and because the State backfills the school revenue, this is an annual General
Fund cost of about $2 billion.

Detail on the Governor’s Proposal: As indicated, the Governor’'s proposal would
eliminate RDAs. However, because RDA’s have outstanding debt service and other
contractual obligations, the Governor proposes to create successor entities to
administer these obligations.  The increment revenue necessary for these
outstanding obligations would be directed to these successor entities. The
Administration estimates these remain obligations, and existing “pass-through”
payments to other local governments would total about $3.3 billion in 2011-12. The
remaining $1.9 billion of increment revenue would be allocated $1.7 billion to offset
State General Fund costs for trial courts and Medi-Cal, and $210 million to cities and
counties. In 2012-13 and thereafter, all the non-obligated increment funds would be
directed to schools and local governments, with none directed to State General Fund
relief. The K-14 funding would be separate from the Proposition 98 funding
calculation, and would be net new revenue for schools. Cities, counties, and non-
enterprise special districts would receive new revenue to support their public safety
and other functions. The Governor proposes that any existing balances reserved for
low and moderate income housing be shifted to local housing authorities for those
same purposes.

Proposition 22 and Constitutional Issues: In 2009-10 and 2010-11, a total of
$2 billion was shifted from RDA’s to local schools using a mechanism that provided
the State General Fund with expenditure offsets of the same amount. The California
Redevelopment Association was opposed to the 2009-10 and 2010-11 shifts, and

Senate Committee on Budget and Fiscal Review Page 4



Subcommittee No. 4 February 3, 2011

was a supporter of Proposition 22, which was approved by voters on the November
2, 2010, ballot. Proposition 22 prohibits the Legislature from enacting statute that
would redirect RDA funds to benefit the State. The Governor’s plan would eliminate
RDAs, and in doing so, the Administration believes the proposal is not in conflict with
Proposition 22 or other constitutional provisions.

What the Opponents of the Proposal Say: The California Redevelopment
Association in a January 10, 2011, press release indicates redevelopment is a vital
local government tool in revitalizing blighted communities and bringing them back to
economic vitality by creating jobs, funding affordable housing, building public
infrastructure improvements, and creating commercial opportunities. Further, if
redevelopment were eliminated, it will have a direct and lasting negative impact on
the California economy.

What the Administration Says: The Governor's Budget Summary indicates that the
private development that occurs in redevelopment project areas often would have
occurred even if the RDAs were never established. While (RDAs) may help relieve
localized blight and equalize economic activity related to nearby communities, there
are better alternatives for local entities to fund these efforts without shifting resources
from schools, counties, special districts, and core city services.

Staff Comment: The Legislative Analyst has prepared a summary of the Governor’s
proposal. The LAO can present this summary at the hearing and highlight what they
think are the key issues for consideration. The Department of Finance will also be
available at the hearing to explain the legal and implementation details of the
proposal.

Staff Recommendation: Hold open for action in the Full Budget Committee. This
issue is a major component of the Governor's budget solution, and should be
considered in the full context of the Governor's other expenditure and revenue
solutions, and any alternative budget solutions that the Full Budget Committee may
wish to consider. Additionally, the Senate Governance and Finance Committee will
hear this issue on February 9, and that hearing should result in additional analysis
and discussion to further inform the decision on this proposal.
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| 9100 Tax Relief I

Department Overview: The 9100 budget item includes several programs that
provide property tax relief by making payments to local governments to help defray
revenues lost as a result of tax relief programs. There are currently two tax relief
programs in this item, and the funding amount indicated is the amount of General
Fund proposed for 2011-12:

» Homeowners’ Property Tax Relief ($442.2 million)
» Subventions for Open Space / Williamson Act ($1,000)

The Homeowners’ Property Tax Relief program is constitutionally required, and
therefore is fully funded. The Williamson Act program is a discretionary program and
funding has either been eliminated or reduced in recent budget years.

Budget Overview: The estimated funding level for Homeowners’ Property Tax
Relief is unchanged from the adjusted 2010-11 level of $442.2 million. Williamson
Act funding is proposed at $1,000 to suspend state payments. It is budgeted at
$1,000 instead of $0 due to a technical budget issue and the need to suspend a
continuous appropriation that exists in current statute. Governor Schwarzenegger
vetoed program funding to $1,000 in the 2009 Budget Act. A trailer bill to the 2010
Budget Act (SB 863) appropriated $10 million for the program, but the proposed
budget would also eliminate this 2010-11 funding. Full funding for the Williamson Act
would cost about $40 million.
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Issue 1 — Williamson Act Open-Space Funding (Trailer Bill Language)

Governor’'s Request: The Governor proposes to eliminate the Williamson Act
Open-Space subvention payment for both 2010-11 and 2011-12 and scores a
General Fund (GF) budget savings of $10 million in each year.

Background: The Williamson Act allows cities and counties to enter into contracts
with landowners to restrict certain property to only open space and agricultural uses.
The land is restricted in use for 10 or 20 years depending on the type of contract. In
return for these restrictions, the property owners pay reduced property taxes because
the land is assessed at a lower-than-market level. The State then partially
compensates the local governments for their related property tax loss. In addition to
the direct cost of Williamson Act subventions, the State incurs additional costs from
backfilling K-14 schools for their reduced property tax receipts under the Proposition
98 minimum guarantee for K-14 education funding. The following table shows recent
funding for Williamson Act by fiscal year (dollars in millions)

Fiscal Prop Williamson Total
98 GF : State GF Comment
Year Subvention
Cost* Cost
2008-09 $40.0 $33.8 $73.8 | 10% Cut
2009-10 $40.0 $0 $40.0 | Suspended
2010-11 Modified Funding
(as Program
enacted) $40.0 $10 $50.0
2010-11 Suspended
(proposed) | $40.0 $0 $40.0
2011-12 Suspended
(proposed) | $40.0 $0 $40.0

*

LAO estimate, actual unknown. Prop 98 education backfill continues in the short run even
when the Williamson subvention is suspended. Over the longer run, the Prop 98 backfill cost
would fall if counties do not renew contracts.

LAO Comment: The LAO has questioned the cost-effectiveness of the subvention
program in prior analyses. The LAO indicates the Governor’s proposal warrants
approval.

Staff Comment: Suspension of funding does not prohibit land owners and counties
from continuing to renew Williamson Act contracts. However, some counties have
indicated they will not renew contracts if the state does not provide the subvention.

Staff Recommendation: Hold open for consideration in the full Budget Committee.
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| Commission on State Mandates (8885) I

Department Overview: The Commission on State Mandates (Commission) is
responsible for determining whether a new statute, executive order, or regulation
contains a reimbursable state mandate on local governments and determining the
appropriate reimbursement to local governments from a mandate claim. This budget
item appropriates the funding for the staff and operations costs of the Commission,
and appropriates non-education mandate payments to local governments. The
Constitution, as amended by Proposition 1A of 2004, requires that the Legislature
either fund or suspend local mandates — in most cases, if the Legislature fails to fund
a mandate, the legal requirements are considered suspended pursuant to the
Constitution. Payments for mandate costs incurred prior to 2004 are one exception
noted in the Constitution, as are mandates related to labor relations.

Budget Overview: The January Governor's Budget proposed expenditures of
$56.7 million ($53.7 million General Fund) and 11.0 positions, a decrease of about
$27.9 million over the adjusted current-year budget and no change in positions. It
should be noted, the 2010-11 adjusted funding level is after the prior Governor’s veto
of $131 million. The Governor’s budget includes the continuation of certain mandate
suspensions, some new mandate suspensions, and deferrals of mandate payments
to generate General Fund savings of about $321.7 million. The savings measures
include: (1) savings of $94.0 million by deferring payment of pre-2004 mandate
claims; (2) savings of $172.6 million by suspending certain local mandates; and (3)
savings of $55.1 million from deferring payment on expired mandates or some
mandates exempt from the requirements of Proposition 1A of 2004. Under (2)
above, most mandates are proposed for suspension except those related to law
enforcement and tax collection.

Proposed Mandate Funding in Governor's Budget—General Fund

Title Amount (000s)
Allocation of Property Tax Revenue 596
Crime Victim’'s Domestic Violence Incident Reports 188
Custody of Minors-Child Abduction and Recovery 13,999
Domestic Violence Arrests and Victim’s Assistance 2,565
Domestic Violence Arrest Policies 7,412
Domestic Violence Treatment Services 2,345
Health Benefits for Survivors of Public Safety Officers 1,526
In-Home Support Services |l 491
Medical Beneficiary Death Notices 27
Peace Officer Personnel Records 543
Rape Victim Counseling 376
Sexually Violent Predators 21,908
Threats Against Police Officers 40
Unitary Countywide Tax Rates 244

Total $52,259
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Informational Note: Most of the budget proposals in this area are continuations of
budget actions taken over the past few years, such as the deferral in payment of pre-
2004 mandate claims. Most mandates have been suspended for multiple years to
reduce General Fund costs. The mandates that are presented in this agenda are
those that are new proposals or involve new issues. The Governor has proposed to
fund one mandate — mental health services for students, or the AB 3632 mandate —
within the realignment proposal using Proposition 63 funds. The AB 3632 proposal is
being considered by Subcommittee #1.

(See budget issue on next page)
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Issue 1 — Elections-Related Mandates

Governor’'s Request: The Governor proposes suspension of the elections-related
mandates for the 2011-12 fiscal year. The Administration estimates this action would
result in General Fund savings of about $31 million, although this amount may
change after February claims are received. Most of the costs associated with these
mandates involve postage and administration costs for absentee ballots, although
certain voter-registration procedures are also mandates.

Staff Comment: These elections-related mandates have not been suspended in
prior years because there has been concern about how suspension would affect the
uniformity of statewide elections. If the mandates are suspended and if individual
counties choose to modify their elections procedures, voters could see differential
treatment depending on their county of residence.

Staff Recommendation: Keep issue open.
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Issue 2 —-Brown Act / Open Meeting Mandates

Governor's Request: The Governor proposes suspension of the Brown Act
mandates for the 2011-12 fiscal year. The Administration estimates this action would
result in General Fund savings of about $63 million, although this amount may
change after February claims are received. These mandates require local
government to post agendas three-days prior to public hearings and to disclose
actions taken in closed sessions. One might think this mandate would be
inexpensive — with costs such as the cost of paper, but the state is billed for the time
local employees spend drafting such agendas, legal review of the documents, etc.

State Constitution Requires Open Government: Proposition 59 of 2004, amended
Article |, Section 3 of the California Constitution to state that the people have the right
of access to information concerning the conduct of the people’s business, and
therefore, the meetings of public bodies and the writings of public officials and
agencies shall be open to public scrutiny. Voter-approved mandates do not require
state reimbursement, but due to difference in specificity between statute and the
Constitution, the reimbursement is currently considered required.

Options to Protect Open Meetings, but Save State Costs: Last year, the Budget
Conference Committee adopted trailer bill language that would repeal and reenact
relevant provisions of the Brown Act to be best practices for compliance with
Proposition 59. This action was thought to be a mechanism to relieve the state’s
reimbursement requirement but still maintain the current open government practices.
That provision was stripped from final trailer bill language as the measure moved to a
final vote, because opposition came forward with the fear that the statutory revisions
would not be sufficient to maintain open-meeting practices. Another option to relieve
state costs in the future would be to amend the Constitution to add specificity. For
example, Senate Constitution Amendment (SCA) 7 (Yee), would add this sentence to
the Constitution: Each public body shall provide public notice of its meetings and
shall publicly disclose any action taken.

Current Status of the Brown Act: The Department of Finance has stated that the
Brown Act is suspended for 2010-11. While the 2010 budget bill did not list the
Brown Act as suspended, it also did not list the Brown Act as funded — this was
consistent with the original “best-practices” trailer bill approach. Staff is not aware of
any local agencies that have changed their open meeting practices due to the current
status of the mandate.

Staff Comment: It is clear from budget hearings over the past few years that the
Legislature does not want to diminish open meeting requirements. Efforts have
focused on retaining these practices while relieving the state cost of reimbursement.
Due to ongoing General Fund pressures and a $63 million cost in 2011-12, a
Constitutional amendment may be a good solution for consideration.

Staff Recommendation: Keep issue open.
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| 0520 Secretary for Business, Transportation and Housing I

Department Overview: The Secretary of the Business, Transportation and Housing
Agency (BT&H Agency) is a member of the Governor's Cabinet and oversees 16
departments, including the following large departments:

Financial Institutions
Real Estate

Managed Health Care
Transportation

Alcoholic Beverage Control
Corporations

Housing and Community Development
California Highway Patrol

Motor Vehicles

In addition, the Secretary’s Office oversees programs, including the following, which
are budgeted directly in the Secretary’s Office:

e Infrastructure and Economic Development e Small Business Loan Guarantee
Bank Program
e Film Commission e Tourism Commission

Budget Overview: The Governor proposes total expenditures of $100.9 million
($4.2 million General Fund) and 60.7 positions for the Office of the Secretary — an
increase of $78.2 million from the adjusted 2010-11 budget, and an increase of 1.5
funded positions. The primary reason for the year-over-year change is a one-time
federal grant of $84.4 million to support the Small Business Loan Guarantee
Program.

(See budget issue on next page)
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Issue 1 — Small Business Loan Guarantee Program Expansion (BCP #2)

Governor’'s Budget Request. The Governor requests various budget changes
related to a federal grant award that will result in one-time funding of $84.4 million for
the Small Business Loan Guarantee Program (SBLG). This represents a significant
expansion of the program which has typically had a trust-fund balance between $30
million and $40 million. The SBLG Program provides assistance to small businesses
that may not qualify for traditional loans, by guaranteeing a portion of the loaned
amount. The Administration requests to revert $20 million in General Fund support
provided to the program one-time as part of the 2010 Budget Act (AB 1632, Chapter
731, Statutes of 2010). Finally, the Administration requests to double program staff
from 1.5 positions to 3.0 positions.

Background / Detail. The Small Business Loan Guarantee Program is administered
by 11 non-profit Financial Development Corporations (FDCs) via contracts with the
State. In the current year, administration funding for the FDCs sum about
$2.2 million ($1.7 million General Fund and $500,000 interest earnings) and the cost
of the state oversight positions is about $150,000 (General Fund). @ The FDCs
additionally charge fees in the range of 1 — 3 percent on the loan guarantees — which,
with the federal money, could provide administration funding of the magnitude of $5
million depending on the volume of guarantees. The trust fund itself currently has a
balance of about $44 million, and loan guarantees must not exceed five times the
balance of the trust fund. In recent years, the SBLG Program has experienced
significant fluctuation in General Fund support, trust fund earnings, and even a
temporary suspension in new loan activities due to a prior reversion to the General
Fund. However, the $84 million in federal funds would support the program at a new
peak level.

Staff Comment: The federal funds allow the state to expand this program, which is
popular in many communities, and at the same time realize a General Fund benefit of
$20 million by reverting the augmentation provided last year. This baseline proposal
appears to be a “win-win” for the program and State General Fund. The budget
question that may merit consideration of the Subcommittee is what level of staffing is
appropriate, and can additional General Fund relief be realized from substituting
these new federal funds for base program funding and trust fund balances.
Specifically:

e Can the state perform program oversight with fewer than 3.0 positions?

e Can the base $1.9 million General Fund support for state administration and the

FDCs, be reduced or deleted and backfilled with federal funds?

e Can the base trust fund balance of $24 million be reverted to the General Fund
immediately, or over time, and backfilled with federal funds?

LAO Recommendation: The Analyst recommends the Legislature:
a) Adopt the Governor’s proposal to revert $20 million to the General Fund.
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b)

c)

d)

Adopt trailer bill language to allow for the reversion of the additional General Fund
dollars as the lines of credit and loans backed by roughly $24 million in state
funds expire.

Reduce the request for additional staff by one and approve the 0.5 managerial
position.

Consider eliminating the $1.7 million General Fund subsidy provided to FDCs.

Staff Recommendation:

a)

b)

Adopt the Governor’s proposal (and LAO recommendation) to revert $20 million
to the General Fund.

Reject LAO recommendation to adopt TBL to revert base trust fund assets to the
General Fund, but adopt TBL to direct that new loan guarantees and renewed
loan guarantees use federal funds first — as constrained by any federal rules.

c) Adopt the LAO recommendation to approve 0.5 new staff instead of 1.5 new staff.

d)

Reject LAO recommendation to elimination General Fund support for
administration, and rather convert program administration funding to 20-percent
General Fund and trust fund interest, and 80-percent federal funds, which is
proportional to new program resources (trust fund balances should be sufficient to
result in no General Fund cost for 2011-12, for a General Fund expenditure
savings of about $1.9 million).

Vote:
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| 8880 Financial Information System for California I

Department Overview: The Financial Information System for California (FI$Cal), is
an Enterprise Resource Planning (ERP) information technology (IT) project intended
to replace, consolidate, and upgrade multiple legacy financial systems with a single
system that would encompass the areas of: budgeting; accounting; procurement;
cash management; and financial management. The development of FI$Cal resides
with four “Partner Agencies,” the Department of Finance, the State Treasurer's
Office, the State Controller's Office, and the Department of General Services. The
FI$Cal system will be implemented in several phases, or “waves,” over the next
decade. Budget Control Section 8.88 is a technical fiscal provision that directs
special funds to the FI$Cal project and it will be made to conform to the final budget
adopted under the 8880 budget items.

Budget Overview: The Governor proposes $70.8 million ($20.9 million General
Fund) for continuing the FI$Cal project. This represents a year-over-year increase of
$29.0 million ($5.2 million General Fund). Funded positions would grow from 62.1 to
95.9. The reason for the funding increase is that the project would be moving into
the implementation stage with contract award to the vendor by December 31, 2011.
The 12-year cost of fully implementing the project is estimated at $1.6 billion (both
General Fund and other funds). The Administration is exploring financing options
such as bonding and vender-financing to spread costs over a longer period.

(See budget issue on next page)
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\ Issue 1 — FI$Cal Budget Request for 2011-12 (BCP #1)

Governor’s Budget Request: As indicated above, the Governor requests $70.8
million ($20.9 million General Fund) for the project in 2011-12. The next 12 months
are a critical time for the project, with key decision points on whether to move forward
with the project as currently configured, how to finance the project, and to which
vendor to award the integration contract. Current law (Government Code 15849.21)
requires a report to the Legislature and 90-day review by the Joint Legislature Budget
Committee (JLBC), after a contract is negotiated with the winning bidder, but prior to
contract award — this report is anticipated in the July — September period of this year.

Project Timeline: Currently, three selected vendors are completing the “Fit-Gap,” or
stage | contract, which involves a review of potential gaps between the vendor’s
software and the state’s business requirements. Project staff have also ask the three
vendor's to propose financing options and held discussion with the State
Infrastructure Bank (I-Bank) on financing options. The following are key upcoming
dates:

February 2011 — Financing proposals due from vendors.

March 2011 — Fit-Gap or Stage | proposals due and begin negotiations.

July 2011 — Select winning contractor and proceed on final negotiations.
August 2011 — Deliver Special Project Report #4 and report to JLBC. The
JLBC report is required to include costs and benefits of alternative approaches
to the implementation of the FI$Cal system, including, but not limited to, a
scaled-back version of the system.

e December 2011 (or earlier) — Award contract.

e January 2012 — Ramp up project and costs - $20 million for contractor, $12.7
for State Office of Technology Service, hire 33 new positions, and other
activities included in the BCP.

Staff Comments: As the timeline above indicates, there will be new information and
legislative reporting coming over the next few months and in the late summer / early
fall. Some of this information will be available as the Subcommittee continues with
budget hearings in April and May. Other information will only come after the budget
is passed and the new fiscal year begins July 1. Due to this schedule, the
Subcommittee may wish to consider holding final action on the FI$Cal budget until
later this spring. Because the report to the Legislature will not arrive until after the
budget is passed, the Legislature will want to carefully consider budget bill language,
or trailer bill language, to maintain appropriate legislative funding control after the
proposed-contract detail is provided.

Staff Recommendation: Hold open for future consideration in the spring after
further detail is available on alternative financing options.
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California Alternative Energy and Advanced Transportation
Financing Authority (0971)

Department Overview: The mission of the California Alternative Energy and
Advanced Transportation Financing Authority (CAEATFA) is to promote the prompt
and efficient development of energy sources which are renewable or which more
efficiently utilize and conserve scarce energy resources.

Budget Overview: The January Governor's Budget proposed total funding of $25.8
million (special funds and reimbursements) and 7.0 positions, an increase of $9.2
million and no change in positions. The year-over-year increase is primarily
explained by the implementation of California Ethanol Producers Incentive Program
(See Issue 1 on the following page for detail on this budget request).

Informational Note on the PACE Program: Due to a continuous appropriation
enacted last year, the CAEATFA budget includes a $15 million transfer from the
Renewable Resource Trust Fund related to the Property Assessed Clean Energy
Program (PACE). The PACE Program provides up-front financing for renewable and
energy efficiency-related upgrades to properties with a unique financing mechanism
of a loan that is backed by the property and transferable to new owners if the
property changes hands. Recent state legislation, SB 77 (Chapter 15, Statutes of
2010, Pavley), facilitated program participation by small local governments by
allowing them to pool PACE bonds via CAEATFA before going to market. The
federal government has recently determined that the PACE program presents
significant safety and soundness concerns that must be addressed by Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks. The federal action effectively
halted the operation of PACE programs while the legal issues now proceed to the
courts. The Legislative Analyst recommends the Legislature reverse the $15 million
transfer, without prejudice, pending legal resolution of the issue that has suspended
PACE activity. Staff suggests no action at this time, as the PACE issue may be
addressed in a policy bill, or may be better informed by review in Budget
Subcommittee #2 which oversees energy-related budget issues. This Subcommittee
can revisit this issue at a later date as warranted.

(See budget issue on next page)
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\ Issue 1 — AB 118/ Ethanol Producers Incentive Program (BCP#1)

Governor's Request: The Administration requests $9 million in reimbursement
authority for CAEATFA to receive funds from the California Energy Commission
(CEC) to perform activities related to the Alternative and Renewable Fuel and Vehicle
Technology Program as authorized by AB 118 (Chapter 750, Statutes of 2007,
Nunez). The specific program is the California Ethanol Producer Incentive Program
whereby financial assistance is provided to ethanol producers selected by CEC to
develop and commercialize advanced transportation technologies that meet
advanced energy goals.

Background/Detail: AB 118 authorizes the CEC to implement various programs
consistent with the most recently adopted Investment Plan for the Alternative and
Renewable Fuel and Vehicle Technology Program. Pursuant to the 2010 Budget
Act, CAEATFA and the CEC are entering into an interagency agreement that outlines
the terms by which CAEATFA will assist CEC in implementing the ethanol incentive
program goals. The interagency agreement is expected to have a 4-year term
expiring in January 2015. The terms of the agreement require CEC to transfer a total
of $15 million, starting with an initial transfer of $6 million in the current year and
$9 million to be transferred once the initial amount is allocated by CAEATFA.

Staff Comment: The Governor's budget requests a $15 million increase in
reimbursement and expenditure authority in the current year, and an increase of
$9 million in the budget year. The two-year amount requested exceeds the
interagency agreement by about $9 million — CAEATFA indicates this is proposed
due to uncertainty about how funds will be distributed across fiscal years and to
maximize flexibility.

LAO Recommendation: The Legislative Analyst recommends holding action on this
item pending receipt of the 2011-12 AB 118 Investment Plan, which should be
submitted to the Legislature this March. The Legislature has expressed a great deal
of interest in the AB 118 program administered by CEC, and as such, has statutorily
required that the CEC annually submit an AB 118 Investment Plan. This requirement
is designed to improve the Legislature's oversight of the AB 118 program.

Staff Recommendation: Deny without prejudice to defer final consideration of this
request to later this spring after the AB 118 report has been provided and reviewed.

Vote:
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Debt Service General Obligation Bonds and Commercial
Paper (9600)

Department Overview: Debt service payments are continuously appropriated, and
therefore not appropriated in the annual budget bill. This item in the Governor’s
Budget displays the estimated debt service costs for each General Obligation bond
(GO bond). Some bond costs are offset by special funds or federal funds — primarily
by the transportation debt service fund. Other bonds are “self liquidating,” or have
their own dedicated revenue (i.e., the Economic Recovery Bonds [ERBs] receive a
quarter-cent of the sales tax) — the self-liquidating bonds are not included in this item.

Budget Overview: The January Governor's Budget includes $4.9 billion in General
Fund costs for GO debt service and related costs. In addition to this amount,
$792 million in debt costs are funded from other funds (i.e., $778 million is from the
transportation debt fund that is associated with the truck-weight-fee proposal).
Finally, federal bond subsidies, through the Build America Bonds (BABs) program,
provide $351 million in 2011-12. The table below, with data from the Governor’s
Budget, shows the three-year GO bond costs (in millions):

2011-12
2009-10 2010-11 Estimated
Actual Cost | Estimated Cost Cost

General Fund cost $4,639 $4,890 $4,927
Other funds cost $239 $644 $792
Federal subsidy (Build America

Bond Program) $155 $300 $351
TOTAL Item 9600 $5,033 $5,834 $6,070
Economic Recovery Bonds (not

included above) $1,566 $1,351 $1,407

According to the Governor's Budget, the State has $79.8 billion in outstanding GO
bond debt (including self-liquidating bonds). Another $39.6 billion in bonds is
authorized, but unissued. The Governor’s proposed budget includes $84.6 billion in
General Fund expenditure, so GO bond debt service as a percentage of General
Fund expenditures is 5.8 percent (or 7.5 percent when ERBs are included).

(see budget issue on next page)
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Issue #1 - Deferral of Spring 2011 Bond Sale (Governor’s Proposal)

Governor’s Proposal: The Administration proposes to defer the spring 2011 bond
sale until the fall, which would result in General Fund debt-service savings of
approximately $248 million in 2011-12.  During budget hearings last spring, the
Schwarzenegger Administration had assumed a spring 2011 bond sale of
$6.7 billion, but that number had been revised down to $3.5 billion in the
Administration’s fall estimate. This is not scored as a General Fund solution in the
budget, because the assumption was built into the workload budget. The
Administration now assumes $5.8 billion in bond sales this fall.

Detail: There has been some uncertainty among the various bond stakeholders
about what the sales deferral means for individual bond programs. The Governor’s
budget explicitly cites a policy change to decrease Proposition 1C Housing bonds by
$99 million in 2011-12 to reflect a one-time pause in new loans and grants for
housing projects. Aside from the Proposition 1C statement, the Administration has
told Committee staff that the remainder of bond programs should proceed as
previously expected with cash balances from prior bond sales. Specifically, a cash
balance of $13.3 billion from prior bond sales was on hand in December 2010, and
that amount is expected to fund all underway bond projects through December 2011,
and fund new project allocation that are planned to occur through June 2011
(including cash for those new projects also through December 2011). For projects
expecting an allocation after June 2011, and for ongoing project cash needs after
December 2011, the state would need to sell additional bonds this fall. The below
table shows cash on hand by bond for some of the major bond acts (dollars in
millions).

Bond Program Cash, or bond
proceeds, as of Dec
2010
Prop 1B of 2006: Transportation $3,112
Prop 1E of 2006: Disaster Prep and Flood Prevention $1,709
Prop 84 of 2006: Safe Drinking Water $1,565
Prop 46 of 2002 &Prop 1C of 2006: Housing $1,339
Prop 47 of 2002 & Prop 55 of 2004: Education Facilities $1,249
Prop 71 of 2004: Stem Cell Research $361
Prop 3 of 2008: Children’s Hospital Bond Act $341
Prop 1A of 2008: High Speed Rail $245
All others $3,406
TOTAL $13,327

Staff Comment: The Administration should outline their plan for bond sales and how
it will affect infrastructure projects under construction, and near construction.

Staff Recommendation: Take no action, this is an informational issue.
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|9620 Cash Management and Budgetary Loans I

Department Overview: This budget item appropriates funds to pay interest costs on
General Fund borrowing used to overcome cash flow imbalances during the fiscal
year. Because receipts and disbursements occur unevenly throughout the fiscal
year, the General Fund borrows in most years, even though each budget is balanced
when enacted and funds are repaid within the fiscal year. Interest is paid on both
internal borrowing (such as cashflow loans from special funds) and for external
borrowing (such as Revenue Anticipation Notes [RANs]). This item additionally pays
interest costs for budgetary borrowing by the General Fund from special funds.
Budgetary borrowing is across fiscal years and is scored as a budget solution,
whereas cashflow borrowing is not counted as a budget solution (only a cash
solution).

Budget Overview: The January Governor's Budget includes $300 million for interest
costs on cashflow borrowing and $62 million for interest costs on budgetary
borrowing — all General Fund. Of the cashflow amount, $100 million is for internal
borrowing and $200 million is for external borrowing. Overall, expenditures in this
item are up significantly — a total of $362 million is proposed for 2011-12, versus
revised expenditures of $230 million in 2010-11. The year-over-year difference is
primarily explained by the late budget last year that delayed the RAN sale until late in
2010. The Administration assumes the 2011-12 RAN sale will occur in July, resulting
in a longer borrowing period and higher interest costs.

(see budget issues on next page)
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\ Issue 1 — Intra-year Payment Deferrals / Cashflow Loans (Trailer Bill Language)

Governor’s Proposal: The Administration requests statutory change that would
allow intra-year cash payment deferrals in 2011-12, which would be similar to the
authority granted for 2010-11. These deferrals represent an additional cashflow
solution that have been necessary even after internal and external cashflow
borrowing. The language also allows cashflow loans from two additional funds: the
Immediate and Critical Needs Account in the State Court Facilities Construction
Fund, and the Hospital Quality Assurance Revenue Fund.

Background: Last year’s cashflow measure were enacted by three bills: AB X8 5;
AB X8 14; and AB 1624. The 2010-11 legislation provided approximately $5 billion in
cashflow relief, and this year’s proposal would be reduced to about $4.5 billion, due
to the prohibition placed on borrowing from certain transportation funds by
Proposition 22 of 2010. Last year’s deferral plan was developed in consultation with
higher education and local governments to minimize negative consequences.
Finally, the plan includes triggers, such that the deferrals will not occur if the team of
the State Treasurer, the State Controller, and the Director of Finance concur they are
not necessary to maintain cash balances for the State. Cashflow loans are allowed
for most special funds and existing statute requires repayment as needed for the
program.

Detail: As indicated above, the Governor’s proposal for 2011-12 is very similar to the
enacted plan for 2010-11. The following are the major statutory components:

e K-12 Education — Permits up to 3 deferral periods not to exceed $2.5 billion at
any one time. Includes a hardship-exemption process for certain local
education agencies.

e Community College — Permits deferrals up to $200 million.

e California State University — permits deferrals up to $250 million.

e Cities and Counties — permits deferrals of specified payments to local
governments not to exceed $1 billion.

Through existing administrative authority (no statutory change needed), the
Administration could also defer $500 million to the University of California and about
$81 million of CalWORKSs administrative funding to counties.

Staff Comment: The Department of Finance should explain the need for the cash
deferrals in 2011-12 and explain how the 2011-12 plan would compare and contrast
to the 2010-11 plan. While cash deferrals to other government units are not
desirable, they appear necessary for 2011-12 to avoid payment deferrals to private
vendors and taxpayers (such as vendor payments and delayed tax refunds).

Staff Recommendation: Approve the placeholder trailer bill.

Vote:
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Issue 2 — Repayment of Special Fund Loans (Governor’s Budget)

Governor’s Proposal: As indicated in the introduction to this issue, the Governor
requests $62 million General Fund to pay interest on outstanding special-fund loans
— this is budgeted in item 9620. Interest is only repaid when the loan principal is
repaid. The amount of principal repaid is $566 million; however, principal repayment
is budgeted as a revenue adjustment instead of an expenditure. The amount of total
special fund loans outstanding as of December 31, 2010, is $2.6 billion, according to
the Department of Finance. This table below reflects the Administration’s planned
special-fund loan repayments in 2011-12 (dollars in millions).

Fund Name Principal Interest
Accountancy Fund $10,000,000 $84,521
Contractors' License Fund 10,000,000 727,003
State Dentistry Fund 3,000,000 739,688
Occupational Therapy Fund 640,000 79,627
Enhanced Fleet Modernization Subaccount 20,000,000 169,041
Public School Planning, Design, and Construction
Review Revolving Fund 10,000,000 727,003
Housing Rehabilitation Loan Fund 9,200,000 965,526
Rental Housing Construction Fund 500,000 72,762
State Highway Account, State Transportation Fund 200,000,000 19,566,247
Bicycle Transportation Account, State Transportation
Fund 6,000,000 586,987
Local Airport Loan Account 7,500,000 733,734
Motor Vehicle Fuel Account, Transportation Tax Fund 8,000,000 782,650
IIElr:r\?dronmental Enhancement and Mitigation Program 4.400,000 430,457
Historic Property Maintenance Fund 3,000,000 293,494
Pedestrian Safety Account, State Transportation Fund 1,715,000 167,781
Motor Vehicle Account 40,000,000 338,082
Beverage Container Recycle Fund 88,000,000 21,697,524
Tire Recycling Management Fund 27,097,000 2,914,531
Recycling Market Development Revolving Loan 1.853.000 248 918
Subaccount U ’
Universal Lifeline Telephone Service Trust
Administrative Committee Fund 45,000,000 3,271,512
Deaf and Disabled Telecommunications Program
Administrative Committee Fund 30,000,000 2,181,008
Teleconnect Fund 40,000,000 5,373,288
$565,905,000 | $62,151,384

Staff Comment: The Department of Finance should present their special-fund loan
repayment plan and the LAO should comment. Generally, decisions about special
fund loans will be made in the budget Subcommittees by subject-matter area,
although the 9620 Budget Item should be made to conform.

Staff Recommendations: Take no action, this is an informational issue.
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Issues Suggested for Vote Only:

California Tax Credit Allocation Committee (0968) I

Department Overview: The mission of the California Tax Credit Allocation
Committee (CTCAC) is to fairly allocate federal and state tax credits to create and
maintain safe quality affordable rental housing for low-income households in
California by forming partnerships with developers, investors, and public entities.

Budget Overview: The Governor's Budget proposes total funding of $5.2 million (no
General Fund) and 37.0 positions, an increase of $412,000 and an increase of 2
positions.

\ Issue 1 — Staff Positions for federal requirements (BCP#1) \

Governor's Budget Request: The Administration requests $282,000 (special
funds) and the establishment of two new Associate Governmental Program Analyst
positions and contract funding for federal reporting related to the Housing and
Economic Recovery Act of 2008 and the American Recovery and Reinvestment Act
(ARRA) of 2009.

Detail: The CTCAC indicates that the workload relates to new reporting
requirements instituted by the federal government on June 23, 2010. Specifically,
CTCAC must now obtain “tenant specific data” such as race, ethnicity, age, disability
status, income, family composition, use of rental assistance under Section 8, and
monthly rental payments for each household member in each tax credit unit in each
tax credit project in CTCAC’s portfolio of over 3,055 tax credit properties which
include 266,417 rental units. Additionally, ARRA requires additional asset monitoring
activity. CTCAC cites risk of non-compliance and loss of federal funds if the required
reporting is not performed.

Staff Recommendation: Approve the budget request.

Action: Approved request on a 3 — 0 vote.
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Issues Suggested for Discussion / Vote:

| 9210 Local Government Financing I

Department Overview: The 9210 budget item includes several programs that
include State subventions to local governments for such purposes as health, welfare,
and public-safety programs. The public safety funding issues are heard in
Subcommittee #5 and constitute most of the budget funding in this item. The topics
heard in Subcommittee #4 include interest payments on 2009-10 “Prop 1A’
borrowing from local governments — about $90.8 million; and a small subvention to
Redevelopment Agencies (RDAs) to help retire a portion of outstanding debt that was
backed by the personal property tax — about $500,000. Budget issues related to
local government finance, such as shifts or borrowing of local property tax, are also
heard under this item.

Budget Overview: The proposed budget for the 9210 item is $551 million General
Fund, which is similar to the adjusted 2010-11 level. About $455 million of this
amount is related to public safety and heard in Subcommittee #5. The remaining
$90 million is heard in Subcommittee #4. Prop 1A interest and RDA personal
property tax subventions are ongoing, non-controversial, issues. However, the
Governor has proposed a significant budget change this year via the elimination of
RDA’s —that issue is presented for discussion on the following page.

(See budget issue on next page)
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\ Issue 1 — Elimination of Redevelopment Agencies (Governor’s Budget)

Governor’s Request: The Governor proposes to eliminate redevelopment agencies
(RDAs). This elimination would provide a State General Fund solution of $1.7 billion
in 2011-12 by shifting a portion of RDA tax increment to offset General Fund costs for
trial courts and Medi-Cal. In 2012-13 and thereafter, the non-obligated portion of
RDA tax increment — that revenue not needed for outstanding debt and contractual
obligations — would flow instead to K-14 schools, cities, counties, and non-enterprise
special districts. To facilitate replacement revenue for local economic development,
the Governor proposes to lower the vote threshold to 55 percent for specified local
tax increases if the revenue is directed to infrastructure.

Background on Redevelopment: Existing law authorizes cities and counties to
create a redevelopment project area to address urban blight. Redevelop and “tax-
increment financing,” which is bonding against future growth in property tax revenue
in an RDA area, have existed in California since the 1950s. RDAs are required to set
aside 20 percent of their income to help build affordable housing. The RDA share of
property tax revenue has grown substantially from 4 percent in 1983-84 to 12 percent
currently and the current level of annual increment revenue is about $5 billion. As the
RDA share of property tax has increased, the proportion available for schools and
other local governments has decreased. The amount lost to the schools is about $2
billion, and because the State backfills the school revenue, this is an annual General
Fund cost of about $2 billion.

Detail on the Governor’s Proposal: As indicated, the Governor’'s proposal would
eliminate RDAs. However, because RDA’s have outstanding debt service and other
contractual obligations, the Governor proposes to create successor entities to
administer these obligations.  The increment revenue necessary for these
outstanding obligations would be directed to these successor entities. The
Administration estimates these remain obligations, and existing “pass-through”
payments to other local governments would total about $3.3 billion in 2011-12. The
remaining $1.9 billion of increment revenue would be allocated $1.7 billion to offset
State General Fund costs for trial courts and Medi-Cal, and $210 million to cities and
counties. In 2012-13 and thereafter, all the non-obligated increment funds would be
directed to schools and local governments, with none directed to State General Fund
relief. The K-14 funding would be separate from the Proposition 98 funding
calculation, and would be net new revenue for schools. Cities, counties, and non-
enterprise special districts would receive new revenue to support their public safety
and other functions. The Governor proposes that any existing balances reserved for
low and moderate income housing be shifted to local housing authorities for those
same purposes.

Proposition 22 and Constitutional Issues: In 2009-10 and 2010-11, a total of
$2 billion was shifted from RDA’s to local schools using a mechanism that provided
the State General Fund with expenditure offsets of the same amount. The California
Redevelopment Association was opposed to the 2009-10 and 2010-11 shifts, and
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was a supporter of Proposition 22, which was approved by voters on the November
2, 2010, ballot. Proposition 22 prohibits the Legislature from enacting statute that
would redirect RDA funds to benefit the State. The Governor’s plan would eliminate
RDAs, and in doing so, the Administration believes the proposal is not in conflict with
Proposition 22 or other constitutional provisions.

What the Opponents of the Proposal Say: The California Redevelopment
Association in a January 10, 2011, press release indicates redevelopment is a vital
local government tool in revitalizing blighted communities and bringing them back to
economic vitality by creating jobs, funding affordable housing, building public
infrastructure improvements, and creating commercial opportunities. Further, if
redevelopment were eliminated, it will have a direct and lasting negative impact on
the California economy.

What the Administration Says: The Governor's Budget Summary indicates that the
private development that occurs in redevelopment project areas often would have
occurred even if the RDAs were never established. While (RDAs) may help relieve
localized blight and equalize economic activity related to nearby communities, there
are better alternatives for local entities to fund these efforts without shifting resources
from schools, counties, special districts, and core city services.

Staff Comment: The Legislative Analyst has prepared a summary of the Governor’s
proposal. The LAO can present this summary at the hearing and highlight what they
think are the key issues for consideration. The Department of Finance will also be
available at the hearing to explain the legal and implementation details of the
proposal.

Staff Recommendation: Hold open for action in the Full Budget Committee. This
issue is a major component of the Governor's budget solution, and should be
considered in the full context of the Governor's other expenditure and revenue
solutions, and any alternative budget solutions that the Full Budget Committee may
wish to consider. Additionally, the Senate Governance and Finance Committee will
hear this issue on February 9, and that hearing should result in additional analysis
and discussion to further inform the decision on this proposal.

Action: Held open to defer action to full budget committee.
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| 9100 Tax Relief I

Department Overview: The 9100 budget item includes several programs that
provide property tax relief by making payments to local governments to help defray
revenues lost as a result of tax relief programs. There are currently two tax relief
programs in this item, and the funding amount indicated is the amount of General
Fund proposed for 2011-12:

» Homeowners’ Property Tax Relief ($442.2 million)
» Subventions for Open Space / Williamson Act ($1,000)

The Homeowners’ Property Tax Relief program is constitutionally required, and
therefore is fully funded. The Williamson Act program is a discretionary program and
funding has either been eliminated or reduced in recent budget years.

Budget Overview: The estimated funding level for Homeowners’ Property Tax
Relief is unchanged from the adjusted 2010-11 level of $442.2 million. Williamson
Act funding is proposed at $1,000 to suspend state payments. It is budgeted at
$1,000 instead of $0 due to a technical budget issue and the need to suspend a
continuous appropriation that exists in current statute. Governor Schwarzenegger
vetoed program funding to $1,000 in the 2009 Budget Act. A trailer bill to the 2010
Budget Act (SB 863) appropriated $10 million for the program, but the proposed
budget would also eliminate this 2010-11 funding. Full funding for the Williamson Act
would cost about $40 million.
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Issue 1 — Williamson Act Open-Space Funding (Trailer Bill Language)

Governor’'s Request: The Governor proposes to eliminate the Williamson Act
Open-Space subvention payment for both 2010-11 and 2011-12 and scores a
General Fund (GF) budget savings of $10 million in each year.

Background: The Williamson Act allows cities and counties to enter into contracts
with landowners to restrict certain property to only open space and agricultural uses.
The land is restricted in use for 10 or 20 years depending on the type of contract. In
return for these restrictions, the property owners pay reduced property taxes because
the land is assessed at a lower-than-market level. The State then partially
compensates the local governments for their related property tax loss. In addition to
the direct cost of Williamson Act subventions, the State incurs additional costs from
backfilling K-14 schools for their reduced property tax receipts under the Proposition
98 minimum guarantee for K-14 education funding. The following table shows recent
funding for Williamson Act by fiscal year (dollars in millions)

Fiscal Prop Williamson Total
98 GF : State GF Comment
Year Subvention
Cost* Cost
2008-09 $40.0 $33.8 $73.8 | 10% Cut
2009-10 $40.0 $0 $40.0 | Suspended
2010-11 Modified Funding
(as Program
enacted) $40.0 $10 $50.0
2010-11 Suspended
(proposed) | $40.0 $0 $40.0
2011-12 Suspended
(proposed) | $40.0 $0 $40.0

*

LAO estimate, actual unknown. Prop 98 education backfill continues in the short run even
when the Williamson subvention is suspended. Over the longer run, the Prop 98 backfill cost
would fall if counties do not renew contracts.

LAO Comment: The LAO has questioned the cost-effectiveness of the subvention
program in prior analyses. The LAO indicates the Governor’s proposal warrants
approval.

Staff Comment: Suspension of funding does not prohibit land owners and counties
from continuing to renew Williamson Act contracts. However, some counties have
indicated they will not renew contracts if the state does not provide the subvention.

Staff Recommendation: Hold open for consideration in the full Budget Committee.

Action: Held open to defer action to full budget committee.
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| Commission on State Mandates (8885) I

Department Overview: The Commission on State Mandates (Commission) is
responsible for determining whether a new statute, executive order, or regulation
contains a reimbursable state mandate on local governments and determining the
appropriate reimbursement to local governments from a mandate claim. This budget
item appropriates the funding for the staff and operations costs of the Commission,
and appropriates non-education mandate payments to local governments. The
Constitution, as amended by Proposition 1A of 2004, requires that the Legislature
either fund or suspend local mandates — in most cases, if the Legislature fails to fund
a mandate, the legal requirements are considered suspended pursuant to the
Constitution. Payments for mandate costs incurred prior to 2004 are one exception
noted in the Constitution, as are mandates related to labor relations.

Budget Overview: The January Governor's Budget proposed expenditures of
$56.7 million ($53.7 million General Fund) and 11.0 positions, a decrease of about
$27.9 million over the adjusted current-year budget and no change in positions. It
should be noted, the 2010-11 adjusted funding level is after the prior Governor’s veto
of $131 million. The Governor’s budget includes the continuation of certain mandate
suspensions, some new mandate suspensions, and deferrals of mandate payments
to generate General Fund savings of about $321.7 million. The savings measures
include: (1) savings of $94.0 million by deferring payment of pre-2004 mandate
claims; (2) savings of $172.6 million by suspending certain local mandates; and (3)
savings of $55.1 million from deferring payment on expired mandates or some
mandates exempt from the requirements of Proposition 1A of 2004. Under (2)
above, most mandates are proposed for suspension except those related to law
enforcement and tax collection.

Proposed Mandate Funding in Governor's Budget—General Fund

Title Amount (000s)
Allocation of Property Tax Revenue 596
Crime Victim’'s Domestic Violence Incident Reports 188
Custody of Minors-Child Abduction and Recovery 13,999
Domestic Violence Arrests and Victim’s Assistance 2,565
Domestic Violence Arrest Policies 7,412
Domestic Violence Treatment Services 2,345
Health Benefits for Survivors of Public Safety Officers 1,526
In-Home Support Services |l 491
Medical Beneficiary Death Notices 27
Peace Officer Personnel Records 543
Rape Victim Counseling 376
Sexually Violent Predators 21,908
Threats Against Police Officers 40
Unitary Countywide Tax Rates 244

Total $52,259
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Informational Note: Most of the budget proposals in this area are continuations of
budget actions taken over the past few years, such as the deferral in payment of pre-
2004 mandate claims. Most mandates have been suspended for multiple years to
reduce General Fund costs. The mandates that are presented in this agenda are
those that are new proposals or involve new issues. The Governor has proposed to
fund one mandate — mental health services for students, or the AB 3632 mandate —
within the realignment proposal using Proposition 63 funds. The AB 3632 proposal is
being considered by Subcommittee #1.

(See budget issue on next page)
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Issue 1 — Elections-Related Mandates

Governor’'s Request: The Governor proposes suspension of the elections-related
mandates for the 2011-12 fiscal year. The Administration estimates this action would
result in General Fund savings of about $31 million, although this amount may
change after February claims are received. Most of the costs associated with these
mandates involve postage and administration costs for absentee ballots, although
certain voter-registration procedures are also mandates.

Staff Comment: These elections-related mandates have not been suspended in
prior years because there has been concern about how suspension would affect the
uniformity of statewide elections. If the mandates are suspended and if individual
counties choose to modify their elections procedures, voters could see differential
treatment depending on their county of residence.

Staff Recommendation: Keep issue open.

Action: Held open to defer action to full budget committee.
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Issue 2 —-Brown Act / Open Meeting Mandates

Governor's Request: The Governor proposes suspension of the Brown Act
mandates for the 2011-12 fiscal year. The Administration estimates this action would
result in General Fund savings of about $63 million, although this amount may
change after February claims are received. These mandates require local
government to post agendas three-days prior to public hearings and to disclose
actions taken in closed sessions. One might think this mandate would be
inexpensive — with costs such as the cost of paper, but the state is billed for the time
local employees spend drafting such agendas, legal review of the documents, etc.

State Constitution Requires Open Government: Proposition 59 of 2004, amended
Article |, Section 3 of the California Constitution to state that the people have the right
of access to information concerning the conduct of the people’s business, and
therefore, the meetings of public bodies and the writings of public officials and
agencies shall be open to public scrutiny. Voter-approved mandates do not require
state reimbursement, but due to difference in specificity between statute and the
Constitution, the reimbursement is currently considered required.

Options to Protect Open Meetings, but Save State Costs: Last year, the Budget
Conference Committee adopted trailer bill language that would repeal and reenact
relevant provisions of the Brown Act to be best practices for compliance with
Proposition 59. This action was thought to be a mechanism to relieve the state’s
reimbursement requirement but still maintain the current open government practices.
That provision was stripped from final trailer bill language as the measure moved to a
final vote, because opposition came forward with the fear that the statutory revisions
would not be sufficient to maintain open-meeting practices. Another option to relieve
state costs in the future would be to amend the Constitution to add specificity. For
example, Senate Constitution Amendment (SCA) 7 (Yee), would add this sentence to
the Constitution: Each public body shall provide public notice of its meetings and
shall publicly disclose any action taken.

Current Status of the Brown Act: The Department of Finance has stated that the
Brown Act is suspended for 2010-11. While the 2010 budget bill did not list the
Brown Act as suspended, it also did not list the Brown Act as funded — this was
consistent with the original “best-practices” trailer bill approach. Staff is not aware of
any local agencies that have changed their open meeting practices due to the current
status of the mandate.

Staff Comment: It is clear from budget hearings over the past few years that the
Legislature does not want to diminish open meeting requirements. Efforts have
focused on retaining these practices while relieving the state cost of reimbursement.
Due to ongoing General Fund pressures and a $63 million cost in 2011-12, a
Constitutional amendment may be a good solution for consideration.

Staff Recommendation: Keep issue open.

Action: Held open to defer action to full budget committee.
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| 0520 Secretary for Business, Transportation and Housing I

Department Overview: The Secretary of the Business, Transportation and Housing
Agency (BT&H Agency) is a member of the Governor's Cabinet and oversees 16
departments, including the following large departments:

Financial Institutions
Real Estate

Managed Health Care
Transportation

Alcoholic Beverage Control
Corporations

Housing and Community Development
California Highway Patrol

Motor Vehicles

In addition, the Secretary’s Office oversees programs, including the following, which
are budgeted directly in the Secretary’s Office:

e Infrastructure and Economic Development e Small Business Loan Guarantee
Bank Program
e Film Commission e Tourism Commission

Budget Overview: The Governor proposes total expenditures of $100.9 million
($4.2 million General Fund) and 60.7 positions for the Office of the Secretary — an
increase of $78.2 million from the adjusted 2010-11 budget, and an increase of 1.5
funded positions. The primary reason for the year-over-year change is a one-time
federal grant of $84.4 million to support the Small Business Loan Guarantee
Program.

(See budget issue on next page)
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Issue 1 — Small Business Loan Guarantee Program Expansion (BCP #2)

Governor’'s Budget Request. The Governor requests various budget changes
related to a federal grant award that will result in one-time funding of $84.4 million for
the Small Business Loan Guarantee Program (SBLG). This represents a significant
expansion of the program which has typically had a trust-fund balance between $30
million and $40 million. The SBLG Program provides assistance to small businesses
that may not qualify for traditional loans, by guaranteeing a portion of the loaned
amount. The Administration requests to revert $20 million in General Fund support
provided to the program one-time as part of the 2010 Budget Act (AB 1632, Chapter
731, Statutes of 2010). Finally, the Administration requests to double program staff
from 1.5 positions to 3.0 positions.

Background / Detail. The Small Business Loan Guarantee Program is administered
by 11 non-profit Financial Development Corporations (FDCs) via contracts with the
State. In the current year, administration funding for the FDCs sum about
$2.2 million ($1.7 million General Fund and $500,000 interest earnings) and the cost
of the state oversight positions is about $150,000 (General Fund). @ The FDCs
additionally charge fees in the range of 1 — 3 percent on the loan guarantees — which,
with the federal money, could provide administration funding of the magnitude of $5
million depending on the volume of guarantees. The trust fund itself currently has a
balance of about $44 million, and loan guarantees must not exceed five times the
balance of the trust fund. In recent years, the SBLG Program has experienced
significant fluctuation in General Fund support, trust fund earnings, and even a
temporary suspension in new loan activities due to a prior reversion to the General
Fund. However, the $84 million in federal funds would support the program at a new
peak level.

Staff Comment: The federal funds allow the state to expand this program, which is
popular in many communities, and at the same time realize a General Fund benefit of
$20 million by reverting the augmentation provided last year. This baseline proposal
appears to be a “win-win” for the program and State General Fund. The budget
question that may merit consideration of the Subcommittee is what level of staffing is
appropriate, and can additional General Fund relief be realized from substituting
these new federal funds for base program funding and trust fund balances.
Specifically:

e Can the state perform program oversight with fewer than 3.0 positions?

e Can the base $1.9 million General Fund support for state administration and the

FDCs, be reduced or deleted and backfilled with federal funds?

e Can the base trust fund balance of $24 million be reverted to the General Fund
immediately, or over time, and backfilled with federal funds?

LAO Recommendation: The Analyst recommends the Legislature:
a) Adopt the Governor’s proposal to revert $20 million to the General Fund.
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b)

c)

d)

Adopt trailer bill language to allow for the reversion of the additional General Fund
dollars as the lines of credit and loans backed by roughly $24 million in state
funds expire.

Reduce the request for additional staff by one and approve the 0.5 managerial
position.

Consider eliminating the $1.7 million General Fund subsidy provided to FDCs.

Staff Recommendation:

a)

b)

c)
d)

Adopt the Governor’s proposal (and LAO recommendation) to revert $20 million
to the General Fund.

Reject LAO recommendation to adopt TBL to revert base trust fund assets to the
General Fund, but adopt TBL to direct that new loan guarantees and renewed
loan guarantees use federal funds first — as constrained by any federal rules.
Adopt the LAO recommendation to approve 0.5 new staff instead of 1.5 new staff.
Reject LAO recommendation to elimination General Fund support for
administration, and rather convert program administration funding to 20-percent
General Fund and trust fund interest, and 80-percent federal funds, which is
proportional to new program resources (trust fund balances should be sufficient to
result in no General Fund cost for 2011-12, for a General Fund expenditure
savings of about $1.9 million).

Action: Held open to defer action to the February 10 Subcommittee hearing.
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| 8880 Financial Information System for California I

Department Overview: The Financial Information System for California (FI$Cal), is
an Enterprise Resource Planning (ERP) information technology (IT) project intended
to replace, consolidate, and upgrade multiple legacy financial systems with a single
system that would encompass the areas of: budgeting; accounting; procurement;
cash management; and financial management. The development of FI$Cal resides
with four “Partner Agencies,” the Department of Finance, the State Treasurer's
Office, the State Controller's Office, and the Department of General Services. The
FI$Cal system will be implemented in several phases, or “waves,” over the next
decade. Budget Control Section 8.88 is a technical fiscal provision that directs
special funds to the FI$Cal project and it will be made to conform to the final budget
adopted under the 8880 budget items.

Budget Overview: The Governor proposes $70.8 million ($20.9 million General
Fund) for continuing the FI$Cal project. This represents a year-over-year increase of
$29.0 million ($5.2 million General Fund). Funded positions would grow from 62.1 to
95.9. The reason for the funding increase is that the project would be moving into
the implementation stage with contract award to the vendor by December 31, 2011.
The 12-year cost of fully implementing the project is estimated at $1.6 billion (both
General Fund and other funds). The Administration is exploring financing options
such as bonding and vender-financing to spread costs over a longer period.

(See budget issue on next page)
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\ Issue 1 — FI$Cal Budget Request for 2011-12 (BCP #1)

Governor’s Budget Request: As indicated above, the Governor requests $70.8
million ($20.9 million General Fund) for the project in 2011-12. The next 12 months
are a critical time for the project, with key decision points on whether to move forward
with the project as currently configured, how to finance the project, and to which
vendor to award the integration contract. Current law (Government Code 15849.21)
requires a report to the Legislature and 90-day review by the Joint Legislature Budget
Committee (JLBC), after a contract is negotiated with the winning bidder, but prior to
contract award — this report is anticipated in the July — September period of this year.

Project Timeline: Currently, three selected vendors are completing the “Fit-Gap,” or
stage | contract, which involves a review of potential gaps between the vendor’s
software and the state’s business requirements. Project staff have also ask the three
vendor's to propose financing options and held discussion with the State
Infrastructure Bank (I-Bank) on financing options. The following are key upcoming
dates:

February 2011 — Financing proposals due from vendors.

March 2011 — Fit-Gap or Stage | proposals due and begin negotiations.

July 2011 — Select winning contractor and proceed on final negotiations.
August 2011 — Deliver Special Project Report #4 and report to JLBC. The
JLBC report is required to include costs and benefits of alternative approaches
to the implementation of the FI$Cal system, including, but not limited to, a
scaled-back version of the system.

e December 2011 (or earlier) — Award contract.

e January 2012 — Ramp up project and costs - $20 million for contractor, $12.7
for State Office of Technology Service, hire 33 new positions, and other
activities included in the BCP.

Staff Comments: As the timeline above indicates, there will be new information and
legislative reporting coming over the next few months and in the late summer / early
fall. Some of this information will be available as the Subcommittee continues with
budget hearings in April and May. Other information will only come after the budget
is passed and the new fiscal year begins July 1. Due to this schedule, the
Subcommittee may wish to consider holding final action on the FI$Cal budget until
later this spring. Because the report to the Legislature will not arrive until after the
budget is passed, the Legislature will want to carefully consider budget bill language,
or trailer bill language, to maintain appropriate legislative funding control after the
proposed-contract detail is provided.

Staff Recommendation: Hold open for future consideration in the spring after
further detail is available on alternative financing options.

Action: Held open to defer action to the February 10 Subcommittee hearing.
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California Alternative Energy and Advanced Transportation
Financing Authority (0971)

Department Overview: The mission of the California Alternative Energy and
Advanced Transportation Financing Authority (CAEATFA) is to promote the prompt
and efficient development of energy sources which are renewable or which more
efficiently utilize and conserve scarce energy resources.

Budget Overview: The January Governor's Budget proposed total funding of $25.8
million (special funds and reimbursements) and 7.0 positions, an increase of $9.2
million and no change in positions. The year-over-year increase is primarily
explained by the implementation of California Ethanol Producers Incentive Program
(See Issue 1 on the following page for detail on this budget request).

Informational Note on the PACE Program: Due to a continuous appropriation
enacted last year, the CAEATFA budget includes a $15 million transfer from the
Renewable Resource Trust Fund related to the Property Assessed Clean Energy
Program (PACE). The PACE Program provides up-front financing for renewable and
energy efficiency-related upgrades to properties with a unique financing mechanism
of a loan that is backed by the property and transferable to new owners if the
property changes hands. Recent state legislation, SB 77 (Chapter 15, Statutes of
2010, Pavley), facilitated program participation by small local governments by
allowing them to pool PACE bonds via CAEATFA before going to market. The
federal government has recently determined that the PACE program presents
significant safety and soundness concerns that must be addressed by Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks. The federal action effectively
halted the operation of PACE programs while the legal issues now proceed to the
courts. The Legislative Analyst recommends the Legislature reverse the $15 million
transfer, without prejudice, pending legal resolution of the issue that has suspended
PACE activity. Staff suggests no action at this time, as the PACE issue may be
addressed in a policy bill, or may be better informed by review in Budget
Subcommittee #2 which oversees energy-related budget issues. This Subcommittee
can revisit this issue at a later date as warranted.

(See budget issue on next page)
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\ Issue 1 — AB 118/ Ethanol Producers Incentive Program (BCP#1)

Governor's Request: The Administration requests $9 million in reimbursement
authority for CAEATFA to receive funds from the California Energy Commission
(CEC) to perform activities related to the Alternative and Renewable Fuel and Vehicle
Technology Program as authorized by AB 118 (Chapter 750, Statutes of 2007,
Nunez). The specific program is the California Ethanol Producer Incentive Program
whereby financial assistance is provided to ethanol producers selected by CEC to
develop and commercialize advanced transportation technologies that meet
advanced energy goals.

Background/Detail: AB 118 authorizes the CEC to implement various programs
consistent with the most recently adopted Investment Plan for the Alternative and
Renewable Fuel and Vehicle Technology Program. Pursuant to the 2010 Budget
Act, CAEATFA and the CEC are entering into an interagency agreement that outlines
the terms by which CAEATFA will assist CEC in implementing the ethanol incentive
program goals. The interagency agreement is expected to have a 4-year term
expiring in January 2015. The terms of the agreement require CEC to transfer a total
of $15 million, starting with an initial transfer of $6 million in the current year and
$9 million to be transferred once the initial amount is allocated by CAEATFA.

Staff Comment: The Governor's budget requests a $15 million increase in
reimbursement and expenditure authority in the current year, and an increase of
$9 million in the budget year. The two-year amount requested exceeds the
interagency agreement by about $9 million — CAEATFA indicates this is proposed
due to uncertainty about how funds will be distributed across fiscal years and to
maximize flexibility.

LAO Recommendation: The Legislative Analyst recommends holding action on this
item pending receipt of the 2011-12 AB 118 Investment Plan, which should be
submitted to the Legislature this March. The Legislature has expressed a great deal
of interest in the AB 118 program administered by CEC, and as such, has statutorily
required that the CEC annually submit an AB 118 Investment Plan. This requirement
is designed to improve the Legislature's oversight of the AB 118 program.

Staff Recommendation: Deny without prejudice to defer final consideration of this
request to later this spring after the AB 118 report has been provided and reviewed.

Action: Held open to defer action to the February 10 Subcommittee hearing.
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Debt Service General Obligation Bonds and Commercial
Paper (9600)

Department Overview: Debt service payments are continuously appropriated, and
therefore not appropriated in the annual budget bill. This item in the Governor’s
Budget displays the estimated debt service costs for each General Obligation bond
(GO bond). Some bond costs are offset by special funds or federal funds — primarily
by the transportation debt service fund. Other bonds are “self liquidating,” or have
their own dedicated revenue (i.e., the Economic Recovery Bonds [ERBs] receive a
quarter-cent of the sales tax) — the self-liquidating bonds are not included in this item.

Budget Overview: The January Governor's Budget includes $4.9 billion in General
Fund costs for GO debt service and related costs. In addition to this amount,
$792 million in debt costs are funded from other funds (i.e., $778 million is from the
transportation debt fund that is associated with the truck-weight-fee proposal).
Finally, federal bond subsidies, through the Build America Bonds (BABs) program,
provide $351 million in 2011-12. The table below, with data from the Governor’s
Budget, shows the three-year GO bond costs (in millions):

2011-12
2009-10 2010-11 Estimated
Actual Cost | Estimated Cost Cost

General Fund cost $4,639 $4,890 $4,927
Other funds cost $239 $644 $792
Federal subsidy (Build America

Bond Program) $155 $300 $351
TOTAL Item 9600 $5,033 $5,834 $6,070
Economic Recovery Bonds (not

included above) $1,566 $1,351 $1,407

According to the Governor's Budget, the State has $79.8 billion in outstanding GO
bond debt (including self-liquidating bonds). Another $39.6 billion in bonds is
authorized, but unissued. The Governor’'s proposed budget includes $84.6 billion in
General Fund expenditure, so GO bond debt service as a percentage of General
Fund expenditures is 5.8 percent (or 7.5 percent when ERBs are included).

(see budget issue on next page)
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Issue #1 - Deferral of Spring 2011 Bond Sale (Governor’s Proposal)

Governor’s Proposal: The Administration proposes to defer the spring 2011 bond
sale until the fall, which would result in General Fund debt-service savings of
approximately $248 million in 2011-12.  During budget hearings last spring, the
Schwarzenegger Administration had assumed a spring 2011 bond sale of
$6.7 billion, but that number had been revised down to $3.5 billion in the
Administration’s fall estimate. This is not scored as a General Fund solution in the
budget, because the assumption was built into the workload budget. The
Administration now assumes $5.8 billion in bond sales this fall.

Detail: There has been some uncertainty among the various bond stakeholders
about what the sales deferral means for individual bond programs. The Governor’s
budget explicitly cites a policy change to decrease Proposition 1C Housing bonds by
$99 million in 2011-12 to reflect a one-time pause in new loans and grants for
housing projects. Aside from the Proposition 1C statement, the Administration has
told Committee staff that the remainder of bond programs should proceed as
previously expected with cash balances from prior bond sales. Specifically, a cash
balance of $13.3 billion from prior bond sales was on hand in December 2010, and
that amount is expected to fund all underway bond projects through December 2011,
and fund new project allocation that are planned to occur through June 2011
(including cash for those new projects also through December 2011). For projects
expecting an allocation after June 2011, and for ongoing project cash needs after
December 2011, the state would need to sell additional bonds this fall. The below
table shows cash on hand by bond for some of the major bond acts (dollars in
millions).

Bond Program Cash, or bond
proceeds, as of Dec
2010
Prop 1B of 2006: Transportation $3,112
Prop 1E of 2006: Disaster Prep and Flood Prevention $1,709
Prop 84 of 2006: Safe Drinking Water $1,565
Prop 46 of 2002 &Prop 1C of 2006: Housing $1,339
Prop 47 of 2002 & Prop 55 of 2004: Education Facilities $1,249
Prop 71 of 2004: Stem Cell Research $361
Prop 3 of 2008: Children’s Hospital Bond Act $341
Prop 1A of 2008: High Speed Rail $245
All others $3,406
TOTAL $13,327

Staff Comment: The Administration should outline their plan for bond sales and how
it will affect infrastructure projects under construction, and near construction.

Staff Recommendation: Take no action, this is an informational issue.

Action: Information issue, no action taken.
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|9620 Cash Management and Budgetary Loans I

Department Overview: This budget item appropriates funds to pay interest costs on
General Fund borrowing used to overcome cash flow imbalances during the fiscal
year. Because receipts and disbursements occur unevenly throughout the fiscal
year, the General Fund borrows in most years, even though each budget is balanced
when enacted and funds are repaid within the fiscal year. Interest is paid on both
internal borrowing (such as cashflow loans from special funds) and for external
borrowing (such as Revenue Anticipation Notes [RANs]). This item additionally pays
interest costs for budgetary borrowing by the General Fund from special funds.
Budgetary borrowing is across fiscal years and is scored as a budget solution,
whereas cashflow borrowing is not counted as a budget solution (only a cash
solution).

Budget Overview: The January Governor's Budget includes $300 million for interest
costs on cashflow borrowing and $62 million for interest costs on budgetary
borrowing — all General Fund. Of the cashflow amount, $100 million is for internal
borrowing and $200 million is for external borrowing. Overall, expenditures in this
item are up significantly — a total of $362 million is proposed for 2011-12, versus
revised expenditures of $230 million in 2010-11. The year-over-year difference is
primarily explained by the late budget last year that delayed the RAN sale until late in
2010. The Administration assumes the 2011-12 RAN sale will occur in July, resulting
in a longer borrowing period and higher interest costs.

(see budget issues on next page)

Senate Committee on Budget and Fiscal Review Page 21



Subcommittee No. 4 February 3, 2011

\ Issue 1 — Intra-year Payment Deferrals / Cashflow Loans (Trailer Bill Language)

Governor’s Proposal: The Administration requests statutory change that would
allow intra-year cash payment deferrals in 2011-12, which would be similar to the
authority granted for 2010-11. These deferrals represent an additional cashflow
solution that have been necessary even after internal and external cashflow
borrowing. The language also allows cashflow loans from two additional funds: the
Immediate and Critical Needs Account in the State Court Facilities Construction
Fund, and the Hospital Quality Assurance Revenue Fund.

Background: Last year’s cashflow measure were enacted by three bills: AB X8 5;
AB X8 14; and AB 1624. The 2010-11 legislation provided approximately $5 billion in
cashflow relief, and this year’s proposal would be reduced to about $4.5 billion, due
to the prohibition placed on borrowing from certain transportation funds by
Proposition 22 of 2010. Last year’s deferral plan was developed in consultation with
higher education and local governments to minimize negative consequences.
Finally, the plan includes triggers, such that the deferrals will not occur if the team of
the State Treasurer, the State Controller, and the Director of Finance concur they are
not necessary to maintain cash balances for the State. Cashflow loans are allowed
for most special funds and existing statute requires repayment as needed for the
program.

Detail: As indicated above, the Governor’s proposal for 2011-12 is very similar to the
enacted plan for 2010-11. The following are the major statutory components:

e K-12 Education — Permits up to 3 deferral periods not to exceed $2.5 billion at
any one time. Includes a hardship-exemption process for certain local
education agencies.

e Community College — Permits deferrals up to $200 million.

e California State University — permits deferrals up to $250 million.

e Cities and Counties — permits deferrals of specified payments to local
governments not to exceed $1 billion.

Through existing administrative authority (no statutory change needed), the
Administration could also defer $500 million to the University of California and about
$81 million of CalWORKSs administrative funding to counties.

Staff Comment: The Department of Finance should explain the need for the cash
deferrals in 2011-12 and explain how the 2011-12 plan would compare and contrast
to the 2010-11 plan. While cash deferrals to other government units are not
desirable, they appear necessary for 2011-12 to avoid payment deferrals to private
vendors and taxpayers (such as vendor payments and delayed tax refunds).

Staff Recommendation: Approve the placeholder trailer bill.

Action: Held open to defer action to the February 10 Subcommittee hearing.
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Subcommittee No. 4 February 3, 2011

\ Issue 2 — Repayment of Special Fund Loans (Governor’s Budget)

Governor’s Proposal: As indicated in the introduction to this issue, the Governor requests
$62 million General Fund to pay interest on outstanding special-fund loans — this is budgeted
in item 9620. Interest is only repaid when the loan principal is repaid. The amount of
principal repaid is $566 million; however, principal repayment is budgeted as a revenue
adjustment instead of an expenditure. The amount of total special fund loans outstanding as
of December 31, 2010, is $2.6 billion, according to the Department of Finance. This table
below reflects the Administration’s planned special-fund loan repayments in 2011-12 (dollars
in millions).

Fund Name Principal Interest
Accountancy Fund $10,000,000 $84,521
Contractors' License Fund 10,000,000 727,003
State Dentistry Fund 3,000,000 739,688
Occupational Therapy Fund 640,000 79,627
Enhanced Fleet Modernization 20.000.000 169.041
Subaccount e ’
Public School Planning, Design, and
Construction Review Revolving Fund 10,000,000 727,003
Housing Rehabilitation Loan Fund 9,200,000 965,526
Rental Housing Construction Fund 500,000 72,762
State Highway Account, State 200.000.000 19 566.247
Transportation Fund ' ' ' ’
?lcycle Trapsportatlon Account, State 6,000,000 586,087

ransportation Fund

Local Airport Loan Account 7,500,000 733,734
Motor Vehicle Fuel Account,
Transportation Tax Fund 8,000,000 782,650
Enywonmental Enhancement and 4,400,000 430,457
Mitigation Program Fund
Historic Property Maintenance Fund 3,000,000 293,494
Pedestrian Safety Account, State 1.715.000 167.781
Transportation Fund ' ' ’
Motor Vehicle Account 40,000,000 338,082
Beverage Container Recycle Fund 88,000,000 21,697,524
Tire Recycling Management Fund 27,097,000 2,914,531
Recycling Market Development Revolving 1 853.000 248918
Loan Subaccount e ’
Universal Lifeline Telephone Service
Trust Administrative Committee Fund 45,000,000 3,271,512
Deaf and Disabled Telecommunications
Program Administrative Committee Fund 30,000,000 2,181,008
Teleconnect Fund 40,000,000 5,373,288

$565,905,000 | $62,151,384 |

Staff Comment: The Department of Finance should present their special-fund loan
repayment plan and the LAO should comment. Generally, decisions about special fund
loans will be made in the budget Subcommittees by subject-matter area, although the
9620 Budget Item should be made to conform.

Staff Recommendations: Take no action, this is an informational issue.

Action: Informational issue not heard, defer discussion to February 10
Subcommittee hearing.
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Issues Proposed for Vote Only:

2011-12 Staff
Issue Amount Fund Source Recommendation
California Department of Veterans Affairs (8955)
Yountville Veterans Home:
1 | Veterans’ Cemetery $2.4 million Federal Funds APPROVE
Renovation
Yountville Veterans Home: Lease Revenue
2 | Chilled Water Distribution $2.236 million APPROVE
Bond Funds
System
Yountville Veterans Home: Lease Revenue
3 | Steam Distribution System $3.387 million APPROVE
\ Bond Funds
Renovation
Vote:
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Issues Proposed for Vote Only — Issue Descriptions

CALIFORNIA DEPARTMENT OF VETERANS AFFAIRS (8955)

For overview and budget information regarding this department, please see page 12 of
this agenda.

Issue 1 — Yountville Veterans Home: Veterans’ Cemetery Renovation

Governor’'s Request. The Governor requests $2.4 million (federal funds) for the
construction phase of the Yountville Veterans Home cemetery restoration project.
General obligation bonds have previously been approved in the amount of $436,000 for
the preliminary plans and working drawing phases of the project. The complete project
costs total $2.847 million and will be fully reimbursed by the federal government once the
grant is awarded.

Background. The cemetery at the Yountville Veterans Homes is the second oldest
veterans' cemetery in the nation covering approximately 10.27 acres. The cemetery is
reserved for veterans who reside at any CDVA veterans home. The condition of the
cemetery over the past several decades has continued to deteriorate and is considered to
be in a severe state of disrepair. More specifically, much of the cemetery infrastructure,
including the sewage and water distribution systems, need to be repaired and/or replaced.
The objectives within this restoration project will bring the cemetery into compliance with
the National Cemetery Administration standards and enable the state to maintain the
cemetery grounds according to those standards in future years.

Issue 2 — Yountville Veterans Home: Chilled Water Distribution System
Renovation

Governor’'s Capital Outlay Request. The Governor requests $2.236 million (lease
revenue bonds) to correct system deficiencies in the Chilled Water System at the
Yountville Veterans Home. The additional chiller plant and replacement of cooling towers,
pumps, and valves will ensure the Yountville Home has the required chiller capacity to
maintain a proper temperature throughout the Home to protect the health and safety of the
elderly and/or disabled veteran residents. The total estimated project cost is $6.398
million and will be funded by: (1) $497,000 — Veterans’ Home Bond; (2) $2.236 million —
Lease Revenue Bonds; and (3) $3.665 million — Federal Trust Fund.

Background. The chilled water system at the Yountville Home does not maintain the
water at the proper temperature when the outside air temperature exceeds 96°F. As a
result, patient areas exceed temperature limits mandated by the California Department of
Health Services. Due to other system deficiencies (e.g., cooling towers, pumps, and
valves), additional capacity solely on its own will not allow the cooling system to efficiently
and effectively meet the increased demand on the chilled water cooling system. The
project will renovate the chilled water system by adding chiller capacity and replacing
cooling towers, chilled water pumps, condenser water pumps, automatic flow control
valves, automatic water isolation valves, and bypass circuit and automatic valves. A new
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400 ton chilled water system will be installed adjacent to Holderman Hospital along with a
400 kW generator to provide emergency/back-up power.

Issue 3 — Yountville Veterans Home: Steam Distribution System Renovation

Governor's Capital Outlay Request. The Governor requests $3.387 million (lease
revenue bonds) to renovate the deteriorating underground steam distribution system at
the Yountville Veterans Home. The project includes replacement of underground lines
and valves and removal and replacement of badly deteriorated asbestos insulation that is
a safety hazard. As part of landscaping an area disrupted by the steam lime replacement
project, 10 ADA-accessible parking spaces will be provided to an underserved part of the
Home. The total estimated project cost is $7.482 million and will be funded by: (1) $3.387
— Lease Revenue Bonds; and (2) $4.095 million — Federal Trust Fund.

Background. Steam provides heating and domestic hot water to all 120 buildings that
serve the elderly and disabled veterans who reside at the Yountville Home. Steam is also
instrumental in preparation of food for all residents. Furthermore, steam is used to keep
the food warm to be served in the seven dining rooms used by residents or by bedside
services. Last, steam is used by the heat exchanger to provide cooling for the buildings
and residential areas. The steam lines are currently insulated using asbestos containing
material and are badly deteriorated. As a result, loose asbestos containing material is
present in several manhole accesses throughout the facility.

This project will also add 10 ADA-accessible parking spots to the Section A residence.
This residence currently houses 90 members, but only has 12 parking spaces. Because
the steam line renovation will disturb the landscaping adjacent to the residence, it is cost
effective to fold the additional parking spaces into this project. A stand-alone parking
project of this size would be unable to garner federal participation.

Renovation of the steam distribution system will ensure a safer and more energy efficient

operation and the uninterrupted availability of steam for the Yountville Home’s critical daily
operations.
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0502 CALIFORNIA TECHNOLOGY AGENCY

Department Overview. The California Technology Agency (CaTA) establishes and
enforces statewide information technology (IT) strategic plans, policies, standards, and
enterprise architecture, and oversees IT projects and public safety emergency
communications systems for all state departments. Effective January 2, 2011, Chapter
404, Statutes of 2010 (AB 2408), renamed the Office of the State Chief Information Officer
the “California Technology Agency” and codified the statewide IT consolidation originally
implemented by the Governor’'s Reorganization Plan No. 1 in 2009.

The Officer of Technology Services (OTech) within CaTA, provides the IT processing
platforms for over 500 customers, including the Executive Branch and public entities.
OTech is accountable to its customers for providing secure services that are responsive to
their needs and represent best value to the state. The OTech is a fee-for-service
organization and operates as a 100 percent reimbursable department. OTech’s Service
Level Agreements (SLAs) with its customers include a 99.9 percent service availability
goal for IT services. The OTech must continue to provide sufficient processing capacity to
deliver the performance and service agreed to in the SLAs.

Budget Overview. The January Governor's Budget provides 1,364.2 authorized
positions and $486.2 million ($3.7 million GF). The increased funding primarily reflects
additional expenditure authority associated with increased computer system utilization at
the state level, including mainframe processing, data storage, and server capacity.

Issues Proposed for Discussion / Vote

Issue 1 — Mainframe Processing Capacity, Database Hosting, Data Storage,
and Email Hosting

Governor's Budget Request. The Governor requests total increased expenditure
authority of $29.7 million (Technology Services Revolving Fund) and 23 positions. The
increased expenditure authority is associated with increased computer system utilization
at the state level, including mainframe processing, data storage, and server capacity, as
illustrated in the below chart. Note, each item is described in detail beginning on the next
page. The fund source for all items is the Technology Services Revolving Fund.

2010-11 Funding Level Description Positions
Mainframe CPU $5.499 million 1.616 million of Instructions
Processing Per Second (MIP)
Midrange Server $8.186 million ($2.044 95 addition UNIX server 20.0

ongoing) | instances and 412 additional
Windows server instances

Data Storage $5.366 million Hardware, software, and

Capacity connectivity components

CA.mail and $10.639 million Implement vendor hosted 3.0
California Email California Email Services

Services
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\ Mainframe CPU Processing

The CaTA, on behalf of the OTech, requests increased expenditure authority of $5.499
million (Technology Services Revolving Fund) in 2011-12 for the purchase of mainframe
processing capacity [1.616 million of Instructions Per Second (MIPS)] to accommodate
existing and projected increases in workload resulting from customer program growth and
program changes. Costs included in this request are based on current pricing for this type
of upgrade, plus the costs of supporting the components. Of OTech’s current total of 500
customers, approximately 250 are mainframe processing customers. New state anti-fraud
initiatives, federal reporting requirements, and natural population and caseload growth
have driven a projected 14 percent increase in mainframe transactions for 2011-12.
OTech's capacity must increase to provide sufficient resources for customer workloads
because OTech acquires processing capacity only as needed for current workloads; i.e.,
the projected growth cannot be absorbed into the existing computing infrastructure.

Midrange Server

The CaTA, on behalf of OTech, requests increased expenditure authority of $8.186 million
(Technology Services Revolving Fund) in 2011-12 to: (1) purchase 95 additional UNIX
server instances and 412 additional Windows server instances for growth; (2) replace 25
UNIX servers and 50 replacement Windows server instances; and (3) add 20.0 permanent
staff for the support of server instances, databases, and web services. Of the total
funding requested, one-time costs are $6.142 million for the UNIX and Windows server
instances and software cost and ongoing costs are $2.044 million for the 20 additional
positions. OTech’s processing capacity must continue to increase to meet the ever
growing IT demands of its 500 customers. Governmental programs increase their
reliance on technology to meet growing program workload with greater efficiency. This
saves the taxpayer funds overall, but results in a continual increase in: (1) the number of
installed servers at OTech; (2) related refresh/replacement of servers; and (3) tasks
needed to provide support services for this growth.

Data Storage Capacity

The CaTA, on behalf of the OTech, requests increased expenditure authority of $5.366
million (Technology Services Revolving Fund) in 2011-12 for hardware, software, and
connectivity components to ensure adequate data storage support to meet needs of
customer driven workloads. Without capacity upgrades and growth, OTech will be unable
to support the growth of customer programs, the systems will reach capacity, and
customers will be unable to add new data.

CA.mail and California Email Services

The CaTA, on behalf of the OTech, requests increased expenditure authority of $10.639
million (Technology Services Revolving Fund) in 2011-12 and three positions to
implement the vendor hosted California Email Services (CES). The increased
expenditure reflects the requirement in Executive Order S-03-10, and statutorily in
Chapter 404, that all executive branch agencies are required to migrate to either the
OTech operated CA.mail or the third party hosted CES by June 2011. The migration will
improve security and standardization of IT across State government.
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CaTA Prior Year Project Adjustments

The Governor requests prior year baseline adjustments for the CaTA’'s expenditure
authority to align previously approved budget actions with the ongoing costs of the related
projects. The adjustments result in a net reduction of $10.2 million (Technology Services
Revolving Fund) in 2010-11 and $10.0 million (Technology Services Revolving Fund) in
2011-12. The purpose of these adjustments is to align the OTech budget with actual
expenditures in order to maintain a connection between spending authority level of OTech
and the actual expenditures required to support the needs of its customers.

Staff Comment. These requests are consistent with the consolidation of IT within the
CaTA, which the Legislature approved in 2009 with the adoption of the Governor's
Reorganization Plan No. 1. The CaTA, and OTech more specifically, must continue to
provide sufficient computing capacity to deliver performance and service to its customers.
These requests are integral to OTech meeting that charge and providing its customers
with the agreed upon service levels.

Staff Recommendation: Approve the budget requests.

Vote:
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Issue 2 — Independent Project Oversight

Governor’s Budget Request. The Governor requests $966,000 (Technology Services
Revolving Fund) and nine permanent positions for Independent Information Technology
Project Oversight (IPO) in 2011-12 and ongoing to meet workload increases and
mandated responsibilities of Chapters 183 and 404, Statutes of 2007 (SB 90) and
Statutes of 2010 (AB 2408), respectively, and to ensure consistent project implementation
of the state’s IT projects.

Background. The increased expenditure authority in this request is for a staffing
expansion that the CaTA considers a critical priority due to legislative mandates,
increased public visibility, and the need to ensure consistent project implementation of the
state’s IT projects. These positions would provide independent project management
services to customer departments. The costs associated with the IT project management
will be funded by the agency or department administering the project. The CaTA would
be reimbursed 100 percent by the department or agency requesting the services. Once
the CaTA has created a professional state governmental entity, comprised of state staff,
to manage and direct IT policy, standards, and projects, the state’'s current reliance on
high paid contractors will be diminished. The state currently spends approximately $17.2
million annually on contracted IT project oversight and management.

Staff Comment. The proposed positions represent the beginning of the implementation
of CaTA's expanded role as outlined in Chapter 404. Staff concurs that having IPO
conducted in-house (as opposed to contracted out) will save the state as the state will no
longer rely on highly paid contractors and will instead develop a cadre of IT professionals
within state service. However, in considering this request, the Subcommittee may wish to
defer action until later in the Spring so that all factors and the CaTA’s resources can be
considered at one time.

Staff Recommendation: Deny the budget request without prejudice and consider as part
of the Spring 2011 budget process.

Vote:
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8855 BUREAU OF STATE AUDITS

Department Overview. The California State Auditor (Auditor) promotes the effective and
efficient administration and management of public funds and programs by providing
citizens and government nonpartisan, accurate, and objective assessments of state and
local governments’ financial and operational activities. As the independent auditor, the
Auditor is the only state entity that the law grants full access to all records of state and
local agencies, special districts, school districts, and any publicly created entity.

The Auditor conducts: (1) performance, financial, or compliance audits that are either
mandated by statute or requested by the Legislature through the Joint Legislative Audit
Committee (JLAC); (2) California’s Single Audit, a combination of the independent audit of
the State’s basic financial statements and the independent audit of numerous federal
programs administered by the State, which is required as a condition for the state to
receive billions in federal funds each year; and (3) evaluations of those issues and entities
identified as being high risk. Statutorily-required audits are the first priority for the Auditor,
followed by those approved by the JLAC, and then those audits conducted under the
Auditor’s high-risk authority.

Finally, under the California Whistleblower Protection Act, the Auditor has broad authority
to perform independent investigations into complaints that state employees or agencies
have engaged in improper conduct. Additionally, the Auditor administers California’s
Whistleblower Hotline that enables the public to report improper acts committed by state
agencies, departments, or employees.

Budget Overview. The January Governor's Budget provides $24.8 million ($14.0 million
GF) and 181 positions. This is an increase of $8.2 million ($4.7 million GF) and 34
positions. Year-to-year, the Auditor's Budget shows only a net increase of $5.5 million,
but this is due to a reduction in contract audit work and American Recovery and
Reinvestment Act audit and oversight work.

Issue Proposed for Discussion / Vote:

\ Issue 1 — Budget Augmentation

Governor’s Budget Request. The State Auditor requests an increase of $8.2 million
($4.7 million GF) and 34 positions in 2011-12 to fund a two-year plan to better assist the
Legislature in its oversight of government operations, including conducting additional
audits, completing more high risk analyses, and better integrating the audit process with
the work of legislative budget and policy committees.

Background. The State Auditor requests the increased funding as part of a two-year
plan to better assist the Legislature in its oversight of government operations. Currently,
the Auditor has 147 staff. In Year 1 of this plan, the Auditor proposes to increase staffing
by 34 positions, to a total of 181 positions. In Year 2, an additional 37 staff would be
added, bringing staffing to a total of 218 positions. The following chart illustrates this two-
year staffing plan:
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Staffing Categories Current Level Year One Year Two Total
2010-11 2011-12 2012-13
Audit 93 28 26 147
Investigative 9 3 5 17
Information Technology 6 2 2 10
Executive Office 6 1 2 9
Legal 4 0 2 6
Administration/Support 29 0 0 29*

*The support staff number may grow slightly during the two-year plan; if so, the number of
audit positions would be decreased by a like amount.

In Year 1, the Auditor reports that it will utilize $3.5 million of the requested funding to
contract with outside experts to conduct the federal compliance audit work, thereby
allowing the Auditor to utilize the remaining $4.5 million to recruit, hire, and train the 34
new in-house staff to conduct the additional mandated, discretionary, and high-risk audit
work as well as investigations. These 34 staff will also respond to increases in other
activities, such as inquiries and requests from legislative staff, legal assistance, and public
record requests, due to the additional audits being completed.

In Year 2, the Auditor reports that it should have a sufficient number of trained audit and
investigative staff to conduct the increase in audit work and provide the additional
integration with legislative oversight. Consequently, in Year 2, the Auditor plans to
substantially reduce or eliminate the contracted federal compliance work to hire the
additional 37 staff.

At the end of the two-year plan, which will result in the addition of 54 new audit staff, the
Auditor reports that audit production will increase from the 2010-11 average of 30 per
year, to 50-55 per year, including discretionary and mandated audits, as well as more
work under the high-risk authority. The additional audit staff will also reduce the time it
currently takes to complete an audit, and will also reduce staff burnout and a high turnover
rate. The Auditor reports that the addition of eight investigative staff over the two years
will result in self-initiated statewide investigations increasing from the 2010-11 average of
one per year to four to eight per year.

Chapter 160, Statutes of 2010 (AB 1749), extends the protections under the California
Whistleblower Protection Act to employees of the Judicial Branch. The Auditor indicates
that the expansion of its Investigative Unit under the two-year plan is due in part to the
expected increase in Whistleblower activity resulting from this change in law.

The Auditor indicates that the additional audit and investigative results from the two-year
plan will produce more monetary benefits for the state, and offers the following recent
examples of savings from audit and investigative work: (1) $194 million in unallowable
costs, plus $53 million in cost avoidance over seven years (State Mandates Audits, 2003
and 2009); (2) $3.3 million revenue increase (Citation Penalty Accounts, 2010-108); (3)
$4.8 million in cost avoidance (Medi-Cal TARS, 2009-112); and (4) $12 million cost
recovery (CalWorks, 2009-101)

Staff Recommendation: Approve the budget request.

Vote:

Senate Budget and Fiscal Review Page 11




8955 CALIFORNIA DEPARTMENT OF VETERANS AFFAIRS

Department Overview. The California Department of Veterans Affairs (CDVA) promotes
and delivers benefits to California veterans and their families. More specifically, the
CDVA provides: (1) California veterans and their families with aid and assistance in
presenting their claims for veterans’ benefits under the laws of the United States; (2)
California veterans with beneficial opportunities through direct low-cost loans to acquire
farms and homes; and (3) the state’s aged and disabled veterans with rehabilitative,
residential, and medical care and services in a home-like environment at the Veterans
Homes of California (VHCs). The CDVA operates VHCs in Yountville (Napa County),
Barstow (San Bernardino County), Chula Vista (San Diego County), and Greater Los
Angeles Ventura County (with homes in West Los Angeles, Ventura, and Lancaster).

Budget Overview. The January Governor's Budget proposes to continue to ramp-up
admissions at the VHCs in West Los Angeles, Lancaster, and Ventura. The Governor
also proposes to provide continued resources and staffing related to the construction and
activation of two new VHCs, in Redding and Fresno, both of which are scheduled to begin
admissions in early calendar year 2012. The January Governor's Budget provides CDVA
with 2,396.5 authorized positions and $399.3 million ($253.4 million GF).

The construction cost of the VHCs wasl/is funded with $50 million in general obligation
bonds available through Proposition 16 (2000), an estimated $212 million in lease-
revenue bonds [most recently amended by Chapter 824, Statutes of 2004 (AB 1077)], and
federal funds.

Issues Proposed for Discussion / Vote:

Issue 1 — Program 30, Veterans Homes of California

Governor’s Request. The Governor requests a net GF increase of $39.8 million in 2011-
12 for all of the VHCs, including: (1) an augmentation of $32.1 million for full-year and
one-time adjustments to phase-in staffing and residents in the existing and new VHCs in
Greater Los Angeles Ventura County (GLAVC), Redding, and Fresno; (2) $4.7 million for
furlough and personal leave program reductions which are only reflected in the 2010-11
fiscal year budget; and (3) $9.3 million in increased lease-revenue bond payments for
VHC-GLAVC. The expenditures are offset by an increase of $5.8 million in GF revenue.

2010-11 Budget. The 2010-11 budget provided the following for the VHCs: (1) VHC-
GLAVC, 101.3 positions and $7.5 million GF to continue construction, activate business,
and begin admitting veterans; and (2) VHC-Redding and VHC-Fresno, respectively, 9.3
positions and $908,000 GF, and 8.5 positions and $908,000 GF, for Construction
Completion and Pre-Activation Phase Il activities.

Background. The CDVA provides residential and medical care services to honorably
discharged California veterans who served on active duty and are over the age of 62 or
disabled. The VHCs are long-term residential care facilities that provide California’s
gualified aged or disabled veterans with rehabilitative, residential, medical, and support
services in a home-like environment. Once an eligible veteran selects a VHC as his or
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her long-term care option, and is approved for admission, the veteran becomes a fee
paying resident of the VHC. Home residents are veterans of military service ranging from
World War II, Korea, Vietham, Gulf War |, and Operation Enduring Freedom and
Operation Iragi Freedom. Spouses of veterans may also be eligible for VHC membership.
The VHCs provide a long-term continuum of care, from domiciliary care at one end of the
spectrum, which is similar to independent living accommodations, to skilled nursing care
at the other end of the spectrum, which provides continuous skilled nursing or
rehabilitation services. The chart below illustrates the six VHCs that are currently
operating, including their licensed bed capacity and levels of care provided:

Veterans Homes of California

Yountville | Barstow | Chula | West Los | Lancaster | Ventura
Vista | Angeles
Year Established 1884 1996 2000 | November | February | January
2010 2010 2010

Licensed Beds* 1,207 344 400 84 60 60
Domiciliary Care Yes Yes Yes No No No
Residential Care Yes NQ**** Yes Yes Yes Yes
Facility for the
Elderly
Intermediate Care Yes Yes No No No No
Facility
Skilled Nursing Yes Yes Yes Yes*** No** No**
Care
Memory Care Yes Yes Yes Yes No No

*Includes suspended beds.

**Residents needing SNF care at VHC-Ventura or VHC-Lancaster will transfer to VHC-
West Los Angeles.

***To be added in 2011-12.

****Barstow is not currently licensed or budgeted for the Residential Care Facility for the
Elderly level of care.

The VHC-Redding and VHC-Fresno facilities are scheduled to open in early calendar year
2012. Both of these homes will provide the following levels of care: Residential Care
Facility for the Elderly and Skilled Nursing Care, including Memory Care services within
each level of care.

Staff Comment. Staff agrees with the need to adequately and appropriately staff the
VHC-GLAVC facilities, as well as VHC-Redding and VHC-Fresno. CDVA indicates that
the hiring and occupancy timeframes have been updated to reflect admission schedules
and level-of-care offerings at these homes. Further, CDVA indicates that it utilizes a
“point-in-time” hiring approach, where staff is added as resident admissions increase.
However, it is worth noting that in past years when this Subcommittee considered similar
VHC requests, and after the May Revision when caseloads are updated, some salary
savings have been found because not all of the positions contained in the requests would
be hired per the updated schedules.

Staff also notes that some questions have arisen about veteran demand at the GLAVC
facilities. More specifically, both VHC-Lancaster and VHC-Ventura have been open since
January and February 2010, respectively. Both homes were scheduled to admit eight
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residents per month for the first three months and then five residents each month
thereafter until their budgeted capacity of 54 was reached in August and September 2010,
respectively. As of January 17, 2011, VHC-Lancaster had 22 residents; VHC-Ventura had
39 residents. VHC-West Los Angeles opened in October 2010. It is scheduled to admit
eight residents per month for the first three months and then five residents each month
thereafter until it reaches its budgeted capacity of 39 as of July 2011. As of January 17,
2011, VHC-West Los Angeles had 21 residents.

The CDVA indicates that both VHC-West Los Angeles and VHC-Ventura are on track to
reach their census goal of 39 and 54 respectively by the end of the 2010-11 fiscal year; for
VHC-Ventura, this is ten months longer than the original schedule. In the case of VHC-
Lancaster, CDVA indicates that the home may not reach its goal. The CDVA indicates
that there is presently a lack of demand and applications for VHC-Lancaster; the CDVA
indicates that it is engaged in a focused marketing and outreach campaign to reverse the
situation. Regardless, given the current resident census at the GLAVC facilities, staff
notes that there will likely be salary savings in the 2010-11 budget due to the pace of
admissions and admission levels at both VHC-Ventura and VHC-Lancaster. Staff does
not recommend making any current year adjustments, as five months remain in the 2010-
11 year and any savings will revert to the GF automatically. However, this situation
presents a challenge for the Subcommittee in its consideration of the 2011-12 request for
VHC-GLAVC, as well as for VHC-Redding and VHC-Fresno.

Given the expedited timeframe for adoption of the 2010-11 budget, it will not be possible
to know now what budget adjustments might need to be made to the VHC caseloads and
budget post the May Revision, including if the situation at VHC-Lancaster does not
reverse itself. However, it is known that some portion of the resources contained in this
request will be needed at the GLAVC, Redding, and Fresno VHCs. Therefore, while staff
recommends approval of this request, staff also recommends the Subcommittee clearly
state its intent to reopen the VHC budget in Spring 2011 when caseloads are better
known to make necessary adjustments to the 2011-12 budget.

Staff Recommendation: Approve the budget request but state intent to reopen the
Veterans Home of California budget in Spring 2011 when caseloads are known and to
make any necessary adjustments to the 2011-12 budget.

Vote:
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Issue 2 — County Veterans Service Offices / Operation Welcome Home

Governor’s Budget Request. The Governor requests to eliminate $9.9 million GF ($7.6
million local assistance and $2.3 million state operations) support for County Veterans
Service Offices (CVSOs) and Operation Welcome Home (OWH) in 2011-12.

2010-11 Budget. The 2010-11 Budget provided baseline funding of $2.6 million GF and
$544,000 (Veterans Service Office Fund - VSOF) to counties for CVSOs. The $2.6
million GF figure has been static since 2004. In addition, the 2010-11 Budget provided
new funding to implement and sustain OWH as follows: (1) $5 million GF in ongoing
operations funding for CVSOs, Veterans Service Organizations, and Non-Profit
Organizations that provide services to veterans; and (2) a one-time VSOF augmentation
of $768,000 to be spent over three years to implement the Subvention Administrative
Information System, a common veteran case management application in CVSOs.

2010-11 budget provisional language restricts expenditure of the $5 million GF provided
for CVSOs and OWH. The language permits the DOF to authorize expenditure of the
funds subject to 30-day prior notification to the Joint Legislative Budget Committee (JLBC)
and the fiscal committees of the Legislature. The DOF notification is required to include a
CDVA plan detailing: (1) the process for awarding the funds; (2) how CDVA will measure
performance of funding recipients; (3) the related data collection instrument; and (4)
efforts to coordinate funding recipients and other agencies working on OWH. While
CDVA submitted a plan to JLBC on December 22, 2010, DOF has not provided notice of
intent to authorize expenditure of the funds. Without such DOF authorization, the funds
will not be spent by CDVA or CVSOs and instead will be GF savings for 2010-11.

Background. Established in 1946, CVSOs are local agencies that assist veterans in
receiving the federal benefits for which they are eligible and act as the CDVA'’s network for
claim initiation and development.

OWH began in February 2010 under the prior Administration. OWH is intended to assist
veterans in receiving coordinated assistance including job placement, unemployment
benefits, housing, healthcare, and federal, state, and local veterans’ benefits and services.
OWH was initially funded with a $20.0 million one-time federal Labor Department grant
and a three-year $700,000 AmeriCorps grant. The $20.0 million grant expired as of
December 31, 2010. The $5 million provided in the 2010-11 Budget was ongoing funding
intended to sustain OWH.

Current law requires that the proceeds of the Veterans Service Office Fund, which is
comprised of revenues from the sale of special license plates, be used to support CVSOs.

Staff Comment. The Administration’s 2011-12 request is to eliminate the $2.6 million
base funding for CVSOs and the $5 million OWH augmentation first provided in 2010-11.

Were the Legislature to adopt the Governor's 2011-12 proposal to eliminate the $2.6
million provided to CVSOs, CVSO funding would be reduced by 15 to 17 percent in the
aggregate. CDVA also estimates that approximately half of the CVSOs currently
operating would cease their operations entirely. Given that the $2.6 million represents
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only 15 to 17 percent of CVSO funding, it is not clear that the state’'s investment is
sufficient to generate a real return in terms of what workload CVSQO'’s focus on day-to-day.

Staff notes that it could also be argued that eliminating state GF support for CVSOs is
consistent with the Administration’s larger plan to realign government functions by
restoring to local government the authority to make decisions that are best made closer to
the people, not in Sacramento. However, unlike other functions proposed for realignment
in 2010-11 for which the Administration provides dedicated and ongoing revenues, no
funding is proposed for CVSOs or OWH. The Administration’s own budget documents
state that CVSOs act as the CDVA’s network for claim initiation and development and
assist veterans in receiving the federal benefits for which they are eligible. It is also worth
noting that $838,000 of the $2.6 million in base funding serves as a match for Medi-Cal for
the CVSO’s Medi-Cal Cost Avoidance activities to move veterans off of Medi-Cal and onto
federal veterans’ benefits thereby saving the state GF.

Staff Recommendation: Hold open.

Vote:
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Issues Proposed for Vote Only:

2011-12
Issue Amount

Fund Source

Staff
Recommendation

California Department of Veterans Affairs (8955)

Yountville Veterans Home:

1 | Veterans’ Cemetery $2.4 million Federal Funds APPROVE
Renovation
Yountville Veterans Home: Lease Revenue
2 | Chilled Water Distribution $2.236 million APPROVE
Bond Funds
System
Yountville Veterans Home: Lease Revenue
3 | Steam Distribution System $3.387 million APPROVE
: Bond Funds
Renovation
Vote: Budget requests approved on a 2-0 vote; Senator Evans absent.
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Issues Proposed for Vote Only — Issue Descriptions

CALIFORNIA DEPARTMENT OF VETERANS AFFAIRS (8955)

For overview and budget information regarding this department, please see page 12 of
this agenda.

Issue 1 — Yountville Veterans Home: Veterans’ Cemetery Renovation

Governor’'s Request. The Governor requests $2.4 million (federal funds) for the
construction phase of the Yountville Veterans Home cemetery restoration project.
General obligation bonds have previously been approved in the amount of $436,000 for
the preliminary plans and working drawing phases of the project. The complete project
costs total $2.847 million and will be fully reimbursed by the federal government once the
grant is awarded.

Background. The cemetery at the Yountville Veterans Homes is the second oldest
veterans' cemetery in the nation covering approximately 10.27 acres. The cemetery is
reserved for veterans who reside at any CDVA veterans home. The condition of the
cemetery over the past several decades has continued to deteriorate and is considered to
be in a severe state of disrepair. More specifically, much of the cemetery infrastructure,
including the sewage and water distribution systems, need to be repaired and/or replaced.
The objectives within this restoration project will bring the cemetery into compliance with
the National Cemetery Administration standards and enable the state to maintain the
cemetery grounds according to those standards in future years.

Issue 2 — Yountville Veterans Home: Chilled Water Distribution System
Renovation

Governor’'s Capital Outlay Request. The Governor requests $2.236 million (lease
revenue bonds) to correct system deficiencies in the Chilled Water System at the
Yountville Veterans Home. The additional chiller plant and replacement of cooling towers,
pumps, and valves will ensure the Yountville Home has the required chiller capacity to
maintain a proper temperature throughout the Home to protect the health and safety of the
elderly and/or disabled veteran residents. The total estimated project cost is $6.398
million and will be funded by: (1) $497,000 — Veterans’ Home Bond; (2) $2.236 million —
Lease Revenue Bonds; and (3) $3.665 million — Federal Trust Fund.

Background. The chilled water system at the Yountville Home does not maintain the
water at the proper temperature when the outside air temperature exceeds 96°F. As a
result, patient areas exceed temperature limits mandated by the California Department of
Health Services. Due to other system deficiencies (e.g., cooling towers, pumps, and
valves), additional capacity solely on its own will not allow the cooling system to efficiently
and effectively meet the increased demand on the chilled water cooling system. The
project will renovate the chilled water system by adding chiller capacity and replacing
cooling towers, chilled water pumps, condenser water pumps, automatic flow control
valves, automatic water isolation valves, and bypass circuit and automatic valves. A new
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400 ton chilled water system will be installed adjacent to Holderman Hospital along with a
400 kW generator to provide emergency/back-up power.

Issue 3 — Yountville Veterans Home: Steam Distribution System Renovation

Governor's Capital Outlay Request. The Governor requests $3.387 million (lease
revenue bonds) to renovate the deteriorating underground steam distribution system at
the Yountville Veterans Home. The project includes replacement of underground lines
and valves and removal and replacement of badly deteriorated asbestos insulation that is
a safety hazard. As part of landscaping an area disrupted by the steam lime replacement
project, 10 ADA-accessible parking spaces will be provided to an underserved part of the
Home. The total estimated project cost is $7.482 million and will be funded by: (1) $3.387
— Lease Revenue Bonds; and (2) $4.095 million — Federal Trust Fund.

Background. Steam provides heating and domestic hot water to all 120 buildings that
serve the elderly and disabled veterans who reside at the Yountville Home. Steam is also
instrumental in preparation of food for all residents. Furthermore, steam is used to keep
the food warm to be served in the seven dining rooms used by residents or by bedside
services. Last, steam is used by the heat exchanger to provide cooling for the buildings
and residential areas. The steam lines are currently insulated using asbestos containing
material and are badly deteriorated. As a result, loose asbestos containing material is
present in several manhole accesses throughout the facility.

This project will also add 10 ADA-accessible parking spots to the Section A residence.
This residence currently houses 90 members, but only has 12 parking spaces. Because
the steam line renovation will disturb the landscaping adjacent to the residence, it is cost
effective to fold the additional parking spaces into this project. A stand-alone parking
project of this size would be unable to garner federal participation.

Renovation of the steam distribution system will ensure a safer and more energy efficient

operation and the uninterrupted availability of steam for the Yountville Home’s critical daily
operations.
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0502 CALIFORNIA TECHNOLOGY AGENCY

Department Overview. The California Technology Agency (CaTA) establishes and
enforces statewide information technology (IT) strategic plans, policies, standards, and
enterprise architecture, and oversees IT projects and public safety emergency
communications systems for all state departments. Effective January 2, 2011, Chapter
404, Statutes of 2010 (AB 2408), renamed the Office of the State Chief Information Officer
the “California Technology Agency” and codified the statewide IT consolidation originally
implemented by the Governor’'s Reorganization Plan No. 1 in 2009.

The Officer of Technology Services (OTech) within CaTA, provides the IT processing
platforms for over 500 customers, including the Executive Branch and public entities.
OTech is accountable to its customers for providing secure services that are responsive to
their needs and represent best value to the state. The OTech is a fee-for-service
organization and operates as a 100 percent reimbursable department. OTech’s Service
Level Agreements (SLAs) with its customers include a 99.9 percent service availability
goal for IT services. The OTech must continue to provide sufficient processing capacity to
deliver the performance and service agreed to in the SLAs.

Budget Overview. The January Governor's Budget provides 1,364.2 authorized
positions and $486.2 million ($3.7 million GF). The increased funding primarily reflects
additional expenditure authority associated with increased computer system utilization at
the state level, including mainframe processing, data storage, and server capacity.

Issues Proposed for Discussion / Vote

Issue 1 — Mainframe Processing Capacity, Database Hosting, Data Storage,
and Email Hosting

Governor's Budget Request. The Governor requests total increased expenditure
authority of $29.7 million (Technology Services Revolving Fund) and 23 positions. The
increased expenditure authority is associated with increased computer system utilization
at the state level, including mainframe processing, data storage, and server capacity, as
illustrated in the below chart. Note, each item is described in detail beginning on the next
page. The fund source for all items is the Technology Services Revolving Fund.

2010-11 Funding Level Description Positions
Mainframe CPU $5.499 million 1.616 million of Instructions
Processing Per Second (MIP)
Midrange Server $8.186 million ($2.044 95 addition UNIX server 20.0

ongoing) | instances and 412 additional
Windows server instances

Data Storage $5.366 million Hardware, software, and

Capacity connectivity components

CA.mail and $10.639 million Implement vendor hosted 3.0
California Email California Email Services

Services
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\ Mainframe CPU Processing

The CaTA, on behalf of the OTech, requests increased expenditure authority of $5.499
million (Technology Services Revolving Fund) in 2011-12 for the purchase of mainframe
processing capacity [1.616 million of Instructions Per Second (MIPS)] to accommodate
existing and projected increases in workload resulting from customer program growth and
program changes. Costs included in this request are based on current pricing for this type
of upgrade, plus the costs of supporting the components. Of OTech’s current total of 500
customers, approximately 250 are mainframe processing customers. New state anti-fraud
initiatives, federal reporting requirements, and natural population and caseload growth
have driven a projected 14 percent increase in mainframe transactions for 2011-12.
OTech's capacity must increase to provide sufficient resources for customer workloads
because OTech acquires processing capacity only as needed for current workloads; i.e.,
the projected growth cannot be absorbed into the existing computing infrastructure.

Midrange Server

The CaTA, on behalf of OTech, requests increased expenditure authority of $8.186 million
(Technology Services Revolving Fund) in 2011-12 to: (1) purchase 95 additional UNIX
server instances and 412 additional Windows server instances for growth; (2) replace 25
UNIX servers and 50 replacement Windows server instances; and (3) add 20.0 permanent
staff for the support of server instances, databases, and web services. Of the total
funding requested, one-time costs are $6.142 million for the UNIX and Windows server
instances and software cost and ongoing costs are $2.044 million for the 20 additional
positions. OTech’s processing capacity must continue to increase to meet the ever
growing IT demands of its 500 customers. Governmental programs increase their
reliance on technology to meet growing program workload with greater efficiency. This
saves the taxpayer funds overall, but results in a continual increase in: (1) the number of
installed servers at OTech; (2) related refresh/replacement of servers; and (3) tasks
needed to provide support services for this growth.

Data Storage Capacity

The CaTA, on behalf of the OTech, requests increased expenditure authority of $5.366
million (Technology Services Revolving Fund) in 2011-12 for hardware, software, and
connectivity components to ensure adequate data storage support to meet needs of
customer driven workloads. Without capacity upgrades and growth, OTech will be unable
to support the growth of customer programs, the systems will reach capacity, and
customers will be unable to add new data.

CA.mail and California Email Services

The CaTA, on behalf of the OTech, requests increased expenditure authority of $10.639
million (Technology Services Revolving Fund) in 2011-12 and three positions to
implement the vendor hosted California Email Services (CES). The increased
expenditure reflects the requirement in Executive Order S-03-10, and statutorily in
Chapter 404, that all executive branch agencies are required to migrate to either the
OTech operated CA.mail or the third party hosted CES by June 2011. The migration will
improve security and standardization of IT across State government.
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CaTA Prior Year Project Adjustments

The Governor requests prior year baseline adjustments for the CaTA’'s expenditure
authority to align previously approved budget actions with the ongoing costs of the related
projects. The adjustments result in a net reduction of $10.2 million (Technology Services
Revolving Fund) in 2010-11 and $10.0 million (Technology Services Revolving Fund) in
2011-12. The purpose of these adjustments is to align the OTech budget with actual
expenditures in order to maintain a connection between spending authority level of OTech
and the actual expenditures required to support the needs of its customers.

Staff Comment. These requests are consistent with the consolidation of IT within the
CaTA, which the Legislature approved in 2009 with the adoption of the Governor's
Reorganization Plan No. 1. The CaTA, and OTech more specifically, must continue to
provide sufficient computing capacity to deliver performance and service to its customers.
These requests are integral to OTech meeting that charge and providing its customers
with the agreed upon service levels.

Staff Recommendation: Approve the budget requests.

Vote: Budget requests approved on a 2-0 vote; Senator Evans absent.
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Issue 2 — Independent Project Oversight

Governor’s Budget Request. The Governor requests $966,000 (Technology Services
Revolving Fund) and nine permanent positions for Independent Information Technology
Project Oversight (IPO) in 2011-12 and ongoing to meet workload increases and
mandated responsibilities of Chapters 183 and 404, Statutes of 2007 (SB 90) and
Statutes of 2010 (AB 2408), respectively, and to ensure consistent project implementation
of the state’s IT projects.

Background. The increased expenditure authority in this request is for a staffing
expansion that the CaTA considers a critical priority due to legislative mandates,
increased public visibility, and the need to ensure consistent project implementation of the
state’s IT projects. These positions would provide independent project management
services to customer departments. The costs associated with the IT project management
will be funded by the agency or department administering the project. The CaTA would
be reimbursed 100 percent by the department or agency requesting the services. Once
the CaTA has created a professional state governmental entity, comprised of state staff,
to manage and direct IT policy, standards, and projects, the state’'s current reliance on
high paid contractors will be diminished. The state currently spends approximately $17.2
million annually on contracted IT project oversight and management.

Staff Comment. The proposed positions represent the beginning of the implementation
of CaTA's expanded role as outlined in Chapter 404. Staff concurs that having IPO
conducted in-house (as opposed to contracted out) will save the state as the state will no
longer rely on highly paid contractors and will instead develop a cadre of IT professionals
within state service. However, in considering this request, the Subcommittee may wish to
defer action until later in the Spring so that all factors and the CaTA’s resources can be
considered at one time.

Staff Recommendation: Deny the budget request without prejudice and consider as part
of the Spring 2011 budget process.

Vote: Budget request denied without prejudice on a 2-0 vote; Senator Evans
absent.
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8855 BUREAU OF STATE AUDITS

Department Overview. The California State Auditor (Auditor) promotes the effective and
efficient administration and management of public funds and programs by providing
citizens and government nonpartisan, accurate, and objective assessments of state and
local governments’ financial and operational activities. As the independent auditor, the
Auditor is the only state entity that the law grants full access to all records of state and
local agencies, special districts, school districts, and any publicly created entity.

The Auditor conducts: (1) performance, financial, or compliance audits that are either
mandated by statute or requested by the Legislature through the Joint Legislative Audit
Committee (JLAC); (2) California’s Single Audit, a combination of the independent audit of
the State’s basic financial statements and the independent audit of numerous federal
programs administered by the State, which is required as a condition for the state to
receive billions in federal funds each year; and (3) evaluations of those issues and entities
identified as being high risk. Statutorily-required audits are the first priority for the Auditor,
followed by those approved by the JLAC, and then those audits conducted under the
Auditor’s high-risk authority.

Finally, under the California Whistleblower Protection Act, the Auditor has broad authority
to perform independent investigations into complaints that state employees or agencies
have engaged in improper conduct. Additionally, the Auditor administers California’s
Whistleblower Hotline that enables the public to report improper acts committed by state
agencies, departments, or employees.

Budget Overview. The January Governor's Budget provides $24.8 million ($14.0 million
GF) and 181 positions. This is an increase of $8.2 million ($4.7 million GF) and 34
positions. Year-to-year, the Auditor's Budget shows only a net increase of $5.5 million,
but this is due to a reduction in contract audit work and American Recovery and
Reinvestment Act audit and oversight work.

Issue Proposed for Discussion / Vote:

\ Issue 1 — Budget Augmentation

Governor’s Budget Request. The State Auditor requests an increase of $8.2 million
($4.7 million GF) and 34 positions in 2011-12 to fund a two-year plan to better assist the
Legislature in its oversight of government operations, including conducting additional
audits, completing more high risk analyses, and better integrating the audit process with
the work of legislative budget and policy committees.

Background. The State Auditor requests the increased funding as part of a two-year
plan to better assist the Legislature in its oversight of government operations. Currently,
the Auditor has 147 staff. In Year 1 of this plan, the Auditor proposes to increase staffing
by 34 positions, to a total of 181 positions. In Year 2, an additional 37 staff would be
added, bringing staffing to a total of 218 positions. The following chart illustrates this two-
year staffing plan:

Senate Budget and Fiscal Review Page 10



Staffing Categories Current Level Year One Year Two Total
2010-11 2011-12 2012-13
Audit 93 28 26 147
Investigative 9 3 5 17
Information Technology 6 2 2 10
Executive Office 6 1 2 9
Legal 4 0 2 6
Administration/Support 29 0 0 29*

*The support staff number may grow slightly during the two-year plan; if so, the number of
audit positions would be decreased by a like amount.

In Year 1, the Auditor reports that it will utilize $3.5 million of the requested funding to
contract with outside experts to conduct the federal compliance audit work, thereby
allowing the Auditor to utilize the remaining $4.5 million to recruit, hire, and train the 34
new in-house staff to conduct the additional mandated, discretionary, and high-risk audit
work as well as investigations. These 34 staff will also respond to increases in other
activities, such as inquiries and requests from legislative staff, legal assistance, and public
record requests, due to the additional audits being completed.

In Year 2, the Auditor reports that it should have a sufficient number of trained audit and
investigative staff to conduct the increase in audit work and provide the additional
integration with legislative oversight. Consequently, in Year 2, the Auditor plans to
substantially reduce or eliminate the contracted federal compliance work to hire the
additional 37 staff.

At the end of the two-year plan, which will result in the addition of 54 new audit staff, the
Auditor reports that audit production will increase from the 2010-11 average of 30 per
year, to 50-55 per year, including discretionary and mandated audits, as well as more
work under the high-risk authority. The additional audit staff will also reduce the time it
currently takes to complete an audit, and will also reduce staff burnout and a high turnover
rate. The Auditor reports that the addition of eight investigative staff over the two years
will result in self-initiated statewide investigations increasing from the 2010-11 average of
one per year to four to eight per year.

Chapter 160, Statutes of 2010 (AB 1749), extends the protections under the California
Whistleblower Protection Act to employees of the Judicial Branch. The Auditor indicates
that the expansion of its Investigative Unit under the two-year plan is due in part to the
expected increase in Whistleblower activity resulting from this change in law.

The Auditor indicates that the additional audit and investigative results from the two-year
plan will produce more monetary benefits for the state, and offers the following recent
examples of savings from audit and investigative work: (1) $194 million in unallowable
costs, plus $53 million in cost avoidance over seven years (State Mandates Audits, 2003
and 2009); (2) $3.3 million revenue increase (Citation Penalty Accounts, 2010-108); (3)
$4.8 million in cost avoidance (Medi-Cal TARS, 2009-112); and (4) $12 million cost
recovery (CalWorks, 2009-101)

Staff Recommendation: Approve the budget request.

Vote: Budget request held open.

Senate Budget and Fiscal Review Page 11




8955 CALIFORNIA DEPARTMENT OF VETERANS AFFAIRS

Department Overview. The California Department of Veterans Affairs (CDVA) promotes
and delivers benefits to California veterans and their families. More specifically, the
CDVA provides: (1) California veterans and their families with aid and assistance in
presenting their claims for veterans’ benefits under the laws of the United States; (2)
California veterans with beneficial opportunities through direct low-cost loans to acquire
farms and homes; and (3) the state’s aged and disabled veterans with rehabilitative,
residential, and medical care and services in a home-like environment at the Veterans
Homes of California (VHCs). The CDVA operates VHCs in Yountville (Napa County),
Barstow (San Bernardino County), Chula Vista (San Diego County), and Greater Los
Angeles Ventura County (with homes in West Los Angeles, Ventura, and Lancaster).

Budget Overview. The January Governor's Budget proposes to continue to ramp-up
admissions at the VHCs in West Los Angeles, Lancaster, and Ventura. The Governor
also proposes to provide continued resources and staffing related to the construction and
activation of two new VHCs, in Redding and Fresno, both of which are scheduled to begin
admissions in early calendar year 2012. The January Governor's Budget provides CDVA
with 2,396.5 authorized positions and $399.3 million ($253.4 million GF).

The construction cost of the VHCs wasl/is funded with $50 million in general obligation
bonds available through Proposition 16 (2000), an estimated $212 million in lease-
revenue bonds [most recently amended by Chapter 824, Statutes of 2004 (AB 1077)], and
federal funds.

Issues Proposed for Discussion / Vote:

Issue 1 — Program 30, Veterans Homes of California

Governor’s Request. The Governor requests a net GF increase of $39.8 million in 2011-
12 for all of the VHCs, including: (1) an augmentation of $32.1 million for full-year and
one-time adjustments to phase-in staffing and residents in the existing and new VHCs in
Greater Los Angeles Ventura County (GLAVC), Redding, and Fresno; (2) $4.7 million for
furlough and personal leave program reductions which are only reflected in the 2010-11
fiscal year budget; and (3) $9.3 million in increased lease-revenue bond payments for
VHC-GLAVC. The expenditures are offset by an increase of $5.8 million in GF revenue.

2010-11 Budget. The 2010-11 budget provided the following for the VHCs: (1) VHC-
GLAVC, 101.3 positions and $7.5 million GF to continue construction, activate business,
and begin admitting veterans; and (2) VHC-Redding and VHC-Fresno, respectively, 9.3
positions and $908,000 GF, and 8.5 positions and $908,000 GF, for Construction
Completion and Pre-Activation Phase Il activities.

Background. The CDVA provides residential and medical care services to honorably
discharged California veterans who served on active duty and are over the age of 62 or
disabled. The VHCs are long-term residential care facilities that provide California’s
gualified aged or disabled veterans with rehabilitative, residential, medical, and support
services in a home-like environment. Once an eligible veteran selects a VHC as his or
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her long-term care option, and is approved for admission, the veteran becomes a fee
paying resident of the VHC. Home residents are veterans of military service ranging from
World War II, Korea, Vietham, Gulf War |, and Operation Enduring Freedom and
Operation Iragi Freedom. Spouses of veterans may also be eligible for VHC membership.
The VHCs provide a long-term continuum of care, from domiciliary care at one end of the
spectrum, which is similar to independent living accommodations, to skilled nursing care
at the other end of the spectrum, which provides continuous skilled nursing or
rehabilitation services. The chart below illustrates the six VHCs that are currently
operating, including their licensed bed capacity and levels of care provided:

Veterans Homes of California

Yountville | Barstow | Chula | West Los | Lancaster | Ventura
Vista | Angeles
Year Established 1884 1996 2000 | November | February | January
2010 2010 2010

Licensed Beds* 1,207 344 400 84 60 60
Domiciliary Care Yes Yes Yes No No No
Residential Care Yes NQ**** Yes Yes Yes Yes
Facility for the
Elderly
Intermediate Care Yes Yes No No No No
Facility
Skilled Nursing Yes Yes Yes Yes*** No** No**
Care
Memory Care Yes Yes Yes Yes No No

*Includes suspended beds.

**Residents needing SNF care at VHC-Ventura or VHC-Lancaster will transfer to VHC-
West Los Angeles.

***To be added in 2011-12.

****Barstow is not currently licensed or budgeted for the Residential Care Facility for the
Elderly level of care.

The VHC-Redding and VHC-Fresno facilities are scheduled to open in early calendar year
2012. Both of these homes will provide the following levels of care: Residential Care
Facility for the Elderly and Skilled Nursing Care, including Memory Care services within
each level of care.

Staff Comment. Staff agrees with the need to adequately and appropriately staff the
VHC-GLAVC facilities, as well as VHC-Redding and VHC-Fresno. CDVA indicates that
the hiring and occupancy timeframes have been updated to reflect admission schedules
and level-of-care offerings at these homes. Further, CDVA indicates that it utilizes a
“point-in-time” hiring approach, where staff is added as resident admissions increase.
However, it is worth noting that in past years when this Subcommittee considered similar
VHC requests, and after the May Revision when caseloads are updated, some salary
savings have been found because not all of the positions contained in the requests would
be hired per the updated schedules.

Staff also notes that some questions have arisen about veteran demand at the GLAVC
facilities. More specifically, both VHC-Lancaster and VHC-Ventura have been open since
January and February 2010, respectively. Both homes were scheduled to admit eight
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residents per month for the first three months and then five residents each month
thereafter until their budgeted capacity of 54 was reached in August and September 2010,
respectively. As of January 17, 2011, VHC-Lancaster had 22 residents; VHC-Ventura had
39 residents. VHC-West Los Angeles opened in October 2010. It is scheduled to admit
eight residents per month for the first three months and then five residents each month
thereafter until it reaches its budgeted capacity of 39 as of July 2011. As of January 17,
2011, VHC-West Los Angeles had 21 residents.

The CDVA indicates that both VHC-West Los Angeles and VHC-Ventura are on track to
reach their census goal of 39 and 54 respectively by the end of the 2010-11 fiscal year; for
VHC-Ventura, this is ten months longer than the original schedule. In the case of VHC-
Lancaster, CDVA indicates that the home may not reach its goal. The CDVA indicates
that there is presently a lack of demand and applications for VHC-Lancaster; the CDVA
indicates that it is engaged in a focused marketing and outreach campaign to reverse the
situation. Regardless, given the current resident census at the GLAVC facilities, staff
notes that there will likely be salary savings in the 2010-11 budget due to the pace of
admissions and admission levels at both VHC-Ventura and VHC-Lancaster. Staff does
not recommend making any current year adjustments, as five months remain in the 2010-
11 year and any savings will revert to the GF automatically. However, this situation
presents a challenge for the Subcommittee in its consideration of the 2011-12 request for
VHC-GLAVC, as well as for VHC-Redding and VHC-Fresno.

Given the expedited timeframe for adoption of the 2010-11 budget, it will not be possible
to know now what budget adjustments might need to be made to the VHC caseloads and
budget post the May Revision, including if the situation at VHC-Lancaster does not
reverse itself. However, it is known that some portion of the resources contained in this
request will be needed at the GLAVC, Redding, and Fresno VHCs. Therefore, while staff
recommends approval of this request, staff also recommends the Subcommittee clearly
state its intent to reopen the VHC budget in Spring 2011 when caseloads are better
known to make necessary adjustments to the 2011-12 budget.

Staff Recommendation: Approve the budget request but state intent to reopen the
Veterans Home of California budget in Spring 2011 when caseloads are known and to
make any necessary adjustments to the 2011-12 budget.

Vote: Budget request approved on a 2-0 vote; Senator Evans absent.
Subcommittee stated its intent to reopen the VHC budget in Spring 2011.
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Issue 2 — County Veterans Service Offices / Operation Welcome Home

Governor’s Budget Request. The Governor requests to eliminate $9.9 million GF ($7.6
million local assistance and $2.3 million state operations) support for County Veterans
Service Offices (CVSOs) and Operation Welcome Home (OWH) in 2011-12.

2010-11 Budget. The 2010-11 Budget provided baseline funding of $2.6 million GF and
$544,000 (Veterans Service Office Fund - VSOF) to counties for CVSOs. The $2.6
million GF figure has been static since 2004. In addition, the 2010-11 Budget provided
new funding to implement and sustain OWH as follows: (1) $5 million GF in ongoing
operations funding for CVSOs, Veterans Service Organizations, and Non-Profit
Organizations that provide services to veterans; and (2) a one-time VSOF augmentation
of $768,000 to be spent over three years to implement the Subvention Administrative
Information System, a common veteran case management application in CVSOs.

2010-11 budget provisional language restricts expenditure of the $5 million GF provided
for CVSOs and OWH. The language permits the DOF to authorize expenditure of the
funds subject to 30-day prior notification to the Joint Legislative Budget Committee (JLBC)
and the fiscal committees of the Legislature. The DOF notification is required to include a
CDVA plan detailing: (1) the process for awarding the funds; (2) how CDVA will measure
performance of funding recipients; (3) the related data collection instrument; and (4)
efforts to coordinate funding recipients and other agencies working on OWH. While
CDVA submitted a plan to JLBC on December 22, 2010, DOF has not provided notice of
intent to authorize expenditure of the funds. Without such DOF authorization, the funds
will not be spent by CDVA or CVSOs and instead will be GF savings for 2010-11.

Background. Established in 1946, CVSOs are local agencies that assist veterans in
receiving the federal benefits for which they are eligible and act as the CDVA'’s network for
claim initiation and development.

OWH began in February 2010 under the prior Administration. OWH is intended to assist
veterans in receiving coordinated assistance including job placement, unemployment
benefits, housing, healthcare, and federal, state, and local veterans’ benefits and services.
OWH was initially funded with a $20.0 million one-time federal Labor Department grant
and a three-year $700,000 AmeriCorps grant. The $20.0 million grant expired as of
December 31, 2010. The $5 million provided in the 2010-11 Budget was ongoing funding
intended to sustain OWH.

Current law requires that the proceeds of the Veterans Service Office Fund, which is
comprised of revenues from the sale of special license plates, be used to support CVSOs.

Staff Comment. The Administration’s 2011-12 request is to eliminate the $2.6 million
base funding for CVSOs and the $5 million OWH augmentation first provided in 2010-11.

Were the Legislature to adopt the Governor's 2011-12 proposal to eliminate the $2.6
million provided to CVSOs, CVSO funding would be reduced by 15 to 17 percent in the
aggregate. CDVA also estimates that approximately half of the CVSOs currently
operating would cease their operations entirely. Given that the $2.6 million represents
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only 15 to 17 percent of CVSO funding, it is not clear that the state’'s investment is
sufficient to generate a real return in terms of what workload CVSQO'’s focus on day-to-day.

Staff notes that it could also be argued that eliminating state GF support for CVSOs is
consistent with the Administration’s larger plan to realign government functions by
restoring to local government the authority to make decisions that are best made closer to
the people, not in Sacramento. However, unlike other functions proposed for realignment
in 2010-11 for which the Administration provides dedicated and ongoing revenues, no
funding is proposed for CVSOs or OWH. The Administration’s own budget documents
state that CVSOs act as the CDVA’s network for claim initiation and development and
assist veterans in receiving the federal benefits for which they are eligible. It is also worth
noting that $838,000 of the $2.6 million in base funding serves as a match for Medi-Cal for
the CVSO’s Medi-Cal Cost Avoidance activities to move veterans off of Medi-Cal and onto
federal veterans’ benefits thereby saving the state GF.

Staff Recommendation: Hold open.

Vote: Rejected Governor’s proposal to eliminate funding for CVSOs and Operation
Welcome Home in 2011-12 and adopted revised BBL to require release of Operation
Welcome Home funds on a 2-0 vote; Senator Evans absent.
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Issues Proposed for Vote Only:

2011-12 Staff
Issue Amount Fund Source | Recommendation

Department of Consumer Affairs, Boards (1110/1111)

Board of Accountancy: SO
Enforcement Division Staffing (position Special

1 | Augmentation authority only) Funds APPROVE
Physician Assistant Committee:
Increase Reimbursement Special

2 | Authority $25,000 Funds APPROVE
State Board of Optometry: Staff S0 (position Special

3 | Services Manager | Position authority only) Funds APPROVE

Various

Various Bureaus: Baseline -$3.2 million Special

4 | Funding Reduction combined Funds APPROVE

Department of Managed Health Care (2400)

Special
5 | Health Care Reform $1.4 million Funds APPROVE

Vote:
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Issues Proposed for Vote Only — Issue Descriptions

DEPARTMENT OF CONSUMER AFFAIRS, BOARDS (1110)
DEPARTMENT OF CONSUMER AFFAIRS, BUREAUS (1111)

For overview and budget information regarding this department, please see page 10 of
this agenda.

Issue 1 — Board of Accountancy: Enforcement Division Staffing
Augmentation

Board of Accountancy. Created by statute in 1901, the California Board of
Accountancy's legal mandate is to regulate the accounting profession for the public
interest. To accomplish this, the Board qualifies California candidates for the National
Uniform Certified Public Accountant (CPA) Examination; certifies, licenses, and renews
licenses of individual CPAs and Public Accountants (PA); and registers CPA and PA
partnerships and corporations; receives and investigates complaints; and takes
enforcement actions against licensees for violation of Board statutes and regulations.

The Board of Accountancy currently regulates over 77,000 licensees, the largest group of
licensed accounting professionals in the nation, including individuals, partnerships, and
corporations.

The 2010-11 Budget for the Board of Accountancy is $12.21 million and 82.5 positions.
The proposed 2011-12 Budget for the Board of Accountancy is $11.45 million and 85.8
positions. The Board of Accountancy’s funding comes from fees paid by the licensees
deposited into the Accountancy Fund.

Governor’'s Budget Request. The Governor requests position authority only for 2.5
Associate Governmental Program Analysts. The cost of these positions is $205,000
annually and will be redirected from excess funding authority in the Accountancy Fund.

Background. The Board of Accountancy’s Enforcement Program currently has 17
positions. With a licensee population of 77,000, this equates to over 4,500 licensees per
position. The Enforcement Program is responsible for investigations of complaints,
probation monitoring, investigation of unlicensed activity, and verification of continuing
education. In 2009-10 there were 682 complaints and an additional 67 cases of
unlicensed activity. The Enforcement Program’s average time for dealing with complaints
is 249 days, but 46 cases have currently been open for more than a year. The new
requested positions are intended to bring the timeframe for closing all cases down under
12 months.

Issue 2 — Physician Assistant Committee: Increase Reimbursement
Authority

Physician Assistant Committee. The mission of the Physician Assistant Committee
(PAC) of the Medical Board of California is to protect and serve consumers through
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licensing, education, and objective enforcement of the Physician Assistant laws and
regulations. The PAC licenses and regulates physician assistants; enforces laws and
regulations relating to physician assistant practice; encourages utilization of physician
assistants in medically underserved areas; seeks ways and means to rehabilitate drug
and alcohol impaired physician assistants; and encourages development of new physician
assistant training programs and expansion of existing programs.

Governor's Budget Request. The Governor requests $25,000 in increased
reimbursement authority for the PAC. The increased reimbursement authority would be
used towards enforcement expenses that include investigation, attorney general, and
probation monitor costs as intended.

Background. The reimbursements come primarily from applicant fingerprint fees and
cost recovery ordered through disciplinary actions. Also, in 2007, the PAC began
requiring licensees placed on probation to pay their probation monitoring costs. The
reimbursement funds are placed in the Physician Assistant Fund, and cannot be spent
unless there is reimbursement authority provided in the Budget Act.

During the last four years, PAC has collected between $10,000 and $46,000 more in
reimbursements than it had authority to spend. If reimbursement authority is provided, but
there are no funds in the account, the PAC would not be able to move expenditures
forward.

In previous years, the PAC was forced to stop program activities during the last quarter of
the fiscal year because its enforcement budget had been expended and the extra
reimbursements from cost recovery and probation monitoring could not be used to offset
enforcement costs.

Issue 3 — State Board of Optometry: Staff Services Manager | Position

State Board of Optometry. The California Legislature created the Board in 1913 to
safeguard the public's health, safety, and welfare through regulation of the practice of
optometry. Business and Professions Code section 3010.1 mandates the Board’s highest
priority as protection of the public. The State Board of Optometry is mandated to protect
the public from the unauthorized and unqualified practice of optometry and from
unprofessional conduct by persons licensed to practice optometry through its licensing,
regulatory, and disciplinary functions.

Governor’'s Budget Request. The Governor requests position authority only for one
Staff Services Manager | (SSMI) to serve as the Enforcement Manager. The position will
cost $93,000 annually and will be funded by a redirection from Operating Expenses and
Equipment from the State Optometry Fund.

Background. Currently, there are approximately 7,000 active optometric licensees in
California and the state gains approximately 200 new licensees each year from new
graduates and out-of state doctors seeking licensure in California. The increase in the
licensee population over the years has led to a workload increase in administrative,
licensing, and enforcement-related activities for Board staff, as well as an increase in the
number of staff.
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Supervising the increased workload has fallen on the Executive Officer (EO), which has
resulted in extensive overtime and failing to meet various deadlines related to executive-
level and supervisory tasks and responsibilities, e.g., completing Board minutes,
probationary reports and individual development plans (IDPs), preparing progressive
disciplinary counseling memos, drafting legislative proposals, and updating the Board’s
Strategic Plan. An SSM | would be able to assist the EO with the day-to-day supervision
of staff, and oversee personnel, budget, and business service functions relating to
enforcement activities within the Board.

Specifically, the SSM | would:

Provide day-to-day supervision;

2. Plan, organize, and direct the day-to-day work of clerical/analytical staff;

3. Hire/train new employees;

4. Complete probationary reports, annual reviews and individual Development Plans
(IDPs), progressive disciplinary counseling memo;

5. Review and approve time-off requests; etc.

=

Issue 4 — Various Bureaus: Baseline Funding Reduction

Governor’'s Budget Request. The Governor requests a decrease in baseline funding
authority for 2011-12 and on-going for the following programs:

1. Board of Accountancy: -$1,000,000

2. Architects Board: -$100,000

3. Board of Occupational Therapy: -$34,000

4. Bureau of Automotive Repair: -$500,000

Background. These Boards and Bureaus have consistently had reversions at the end of
the fiscal year. This baseline funding reduction is a technical adjustment to bring funding
authority in line with actual spending.

DEPARTMENT OF MANAGED HEALTH CARE (2400)

For overview and budget information regarding this department, please see page 19 of
this agenda.

Issue 5 — Health Care Reform

Governor’'s Budget Request. The Governor requests $1,776,000 for 13.0 two-year
limited-term positions to address new workload resulting from the March 2010 federal
Health Care Reform Legislation.

Background. On March 23, 2010, President Obama signed into law comprehensive
health care reform, the Patient Protection and Affordable Care Act, which was
subsequently modified by the Health Care and Education Reconciliation Act of 2010
(hereinafter referred to as “Health Care Reform”). Health Care Reform will fundamentally
alter the availability and structure of health insurance, bring coverage for the first time to
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millions of Californians, and bring new coverage options for millions of enrollees who
receive care through California Knox-Keene Licensed health plans and contracted
medical groups.

In light of the recent enactment of Health Care Reform, DMHC must take immediate
action to assess and address the impacts of the reform on its mission critical operations.
In response to Health Care Reform, DMHC will have to develop state regulations, review
health plan documentation to comply with the new law, and respond to consumer
inquiries.

The Department of Managed Health Care (DMHC) has explained that the positions are
requested on a two-year limited-term basis not because DMHC expects the workload to
be temporary, but to monitor the activity that results from Health Care Reform to
determine if the workload assumptions hold true. Over the course of the two years, once
all impacts are considered and a better assessment of new Health Care Reform workload
results, the department will submit a future Budget Change Proposal to address the new
permanent workload generated by the Health Care Reform legislation.
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1100 CALIFORNIA SCIENCE CENTER

Department Overview. The California Science Center is an educational, scientific, and
technological center located in Exposition Park, a 160-acre tract in south Los Angeles.
The Science Center has interactive exhibits on human inventions and innovations, the life
processes of living things, and temporary exhibits. The California African American
Museum (CAAM), also included in the park, provides exhibitions and programs on the
history, art, and culture of African Americans. In addition, the Office of the Park Manager
is responsible for maintenance of the park, public safety, and parking facilities.

Budget Overview. The January Governor's Budget provides 190 authorized positions
and $28.1 million ($19.4 million GF). It should be noted that the California Science Center
budget includes the California African American Museum, Exposition Park Management,
and facilities bond repayments. The reduction to the Science Center’s operations is $3.66
million General Fund.

Issues Proposed for Discussion / Vote

Issue 1 — Unallocated Budget Reduction

Governor’'s Budget Request. The Governor requests an unallocated reduction of
$3,660,000 to the Science Center's budget. The Governor also requests budget bill
language to allow the Science Center to collect an admissions fee.

Background. The unallocated reduction of $3.7 million is 20 percent of the amount of
General Fund remaining after excluding amounts budgeted for lease-revenue payments
($4.8 million). The General Fund base used for the calculation is $18.3 million ($23.1
million total General Fund less the $4.8 million).

The Science Center’s operations have been based on the value that everyone is allowed
access, and thus no admission fee has been charged. The Science Center does charge
for parking and the IMAX movie tickets.

Staff Comment. Approximately one-third of the Science Center’s visitors are school
groups, which would be unlikely to afford admissions fees for each student, due to the
funding restrictions that local school districts are currently experiencing.

Staff thinks that there are some possibilities for the Science Center to raise revenue that
does not compromise the Science Center's dedication to free admission. The Science
Center already charges $8 for parking, and $25 for parking at special events. (The
Science Center also charges for their IMAX movie tickets.) It may be possible to raise
additional revenue through increasing the parking fee from $8 to $10. The increase in
parking fees would also apply to events at Exposition Park, including football games and
concerts. Based on past Science Center parking fee increase revenue collections, staff
estimates that the Science Center can collect approximately $800,000 in new revenue
from raising parking fees.
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The Office of the Exposition Park Management has an executive director appointed by the
Governor for the purpose of managing, scheduling, and administering all park related
events, including oversight for the police and security services of the park.

All items impacting the state of the General Fund will be heard in full committee.

Staff Recommendation: Staff recommends this issue be kept open for full committee
consideration.

Vote:
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1110/1111 DEPARTMENT OF CONSUMER AFFAIRS

Departmental Overview and Mission. The Department of Consumer Affair's (DCA)
Boards and Bureaus provide exams and licensing, enforcement, complaint mediation,
education for consumers, and information on privacy concerns. DCA Boards and Bureaus
establish minimal competency standards for more than 255 professions involving
approximately 2.4 million professionals. There are currently 25 boards, a commission,
three committees, and eight bureaus under the broad authority of the DCA.

Budget Overview. The Boards are budgeted under organizational code 1110, and the
total proposed budget is $271.46 million (no General Fund) and 1,511.3 positions — an
increase of $10.4 million and 35.6 positions over 2010-11.

The Bureaus are budgeted under organizational code 1111, and the total proposed

budget is $231.34 million (no General Fund) and 1,386.6 positions — an increase of $14.2
million and 5.7 positions over 2010-11.

Senate Budget and Fiscal Review Page 10



DCA Boards and Bureaus
(dollars in thousands)

Positions Expenditures
2010-11 | 2011-12 2010-11 2011-12

1 | Board of Accountancy 82.5 85.8| $ 12210 | $ 11,452
2 | Architects Board 30.1 30| $ 4686 | $ 4,760
3 | Athletic Commission 13.7 13.7| $ 2541 | $ 2,613
4 | Board of Behavioral Science 42.6 4341 $ 809 | $ 7,898
5 | Barbering and Cosmetology 95.1 951 | $ 17303 | $ 18,291
6 | Contractors State Licensing 402.1 4021 | $ 57514 | $ 59,979
7 | Dental Board 71.6 751 $ 12652 | $ 13,496
8 | Dental Hygiene Committee 6.2 67| $ 1242 | $ 1,358
9 | Guide Dogs for the Blind 15 15| % 180 | $ 187
10 | Medical Board 265.5 276.7| $ 52,385 | $ 55,843
11 | Acupuncture Board 7.9 80| $ 2548 | $ 2,603
12 | Physical Therapy Board 15.0 164 $ 2910 | $ 3,290
13 | Physician Assistant Com. 4.7 48| $ 1387 | $ 1,418
14 | Podiatric Medicine 4.6 46| $ 1362 | $ 1,381
15 | Psychology 15.3 183| $ 3879 | $ 4335
16 | Respiratory Care Board 15.9 161 $ 303 | $ 3,138
17 | Speech-Language Pathology 8.1 82| % 1848 | $ 1,615
18 | Occupational Therapy 10.5 102 | $ 1417 | $ 1473
19 | Board of Optometry 10.9 111 | $ 1654 | $ 1574
20 | Naturopathic Medicine Com. 0.9 09| % 130 | $ 141
21 | Board of Pharmacy 75.4 80.0| $ 13,021 | $ 14,448
22 | Engineers and Land Surveyors 65.6 656 | $ 10,397 | $ 10,774
23 | Registered Nursing 128.0 1356 | $ 28250 | $ 29,242
24 | Court Reporters Board 4.3 43| $ 109 | $ 1114
25 | Veterinary Medical Board 12.4 120 $ 2639 | $ 2,757
26 | Vocational Nursing 74.7 733 | $ 14743 | $ 14,237
27 | Arbitration Certification Prog. 7.6 76| $ 1098 | $ 1,107
28 | Hearing Aid Dispensers 0.0 00| $ - 18 -
29 | Security and Investigative 50.2 50.7 | $ 11363 | $ 11,865
30 | Private Postsecondary Ed. 55.8 558 | $ 10,460 | $ 9,368

Electronic and Appliance
31 | Repair, Home Furnishings, and

Thermal Insulation 41.9 419 $ 7,108 | $ 7,781
32 | Automotive Repair 596.2 600.2 | $ 182,192 | $ 195,798
33 Telephone Medical Advise

Services Bureau 0.9 09 % 145 | $ 148
34 | Cemetery and Funeral 21.2 185| $ 4,006 | $ 4,149
35 | Professional Fiduciaries 1.6 16| $ 282 | $ 308
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Issue Proposed for Discussion / Vote:

Issue 1 — Board of Accountancy: Peer Review Program

Governor’'s Budget Request. The Governor requests position authority only for one
position to address clerical workload in the Board of Accountancy’s Peer Review Program.

Background. Business and Professions Code Section 5076 requires that accounting
firms providing audit, review, or compilation (accounting and auditing) services undergo a
systematic review (peer review) of their accounting and auditing practice to ensure the
work performed conforms to professional standards. Business and Professions Code
Section 5035.1 defines a firm to be a sole proprietorship, a partnership, or a corporation.
Peer review will be required every three years for accounting firms providing accounting
and auditing services. This law became operative January 1, 2010, with the first group of
accounting firms required to report peer review-related information no later than July 1,
2011.

The Board of Accountancy anticipates that approximately 6,000 accounting firms will be
required to undergo a peer review, about 2,000 annually. The Board of Accountancy will
be phasing in the accounting firm population over a three-year period, with the first group
of accounting firms required to report specific peer review information no later than July 1,
2011. The Board of Accountancy will mail the peer review reporting form to all licensees
with a current license once every three years.

In order to handle the volume of peer review reporting forms, the Board of Accountancy
has determined that an additional Office Technician will be required to process the forms
and be responsible for sending notifications to newly-licensed CPAs, along with other
clerical duties. The Board of Accountancy anticipates that approximately five percent, or
approximately 100 accounting firms yearly, will receive a substandard peer review rating,
which requires submission of the peer review report by accounting firms. The Board of
Accountancy also anticipates that beginning fiscal year 2011-12, 30 accounting firms will
be referred to the Enforcement Division annually for failing to undergo a peer review, with
increased referrals the following years. The Office Technician will assist with referral
intake and provide some clerical support to Enforcement staff.

Staff Comment. The Board of Accountancy anticipates that only about half of the peer
review reporting would take place electronically. If more licensees choose to file their
peer reviews electronically, or if fewer firms are referred to the Enforcement Division than
projected, there may be less workload and the need for an additional Office Technician
will be reduced.

Staff Recommendation. Approve as a two-year limited-term position.

Vote:
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Issue 2 — Bureau of Automotive Repair: Consumer Assistance Program
Funding Realignment and Augmentation

Bureau of Automotive Repair. The Bureau of Automotive Repair is responsible for
regulating the automotive repair marketplace and administering the Smog Check
Program. To carry out its mandate, the Bureau educates consumers, disciplines stations
and technicians, seeks resolution to complaints, and licenses individuals and businesses.
The Bureau also administers the nation’s largest motor vehicle emissions reduction
program.

Governor’s Budget Request. The Governor requests $22.157 million and 12.3 positions
from the Enhanced Fleet Modernization Subaccount in 2011-12 and ongoing. In addition,
the Governor requests a reduction of $7.693 million and 8.0 positions from the High
Polluter Repair or Removal Account.

Background. A key part of California’s air quality emissions reduction strategy is to
implement incentive-based air quality programs to encourage the early retirement and
replacement of older vehicles with newer, cleaner ones. Older vehicles account for
approximately 25 percent of the miles driven but contribute up to 75 percent of the
emissions released. Reducing emissions from the older vehicles is a critical part of
California’s State Implementation Plan (SIP), which outlines the state’s clean air strategy.
The SIP is used by the federal government to determine the amount of federal
transportation funds California will receive.

The Consumer Assistance Program (CAP) was started in 1997 and contains two parts:
vehicle retirement and vehicle repair. Under the vehicle repair program, qualified low-
income consumers can receive financial assistance of up to $500 to repair a vehicle that
is unable to pass a biennial Smog Check inspection when it exceeds specified emission
standards. To receive the repair assistance, eligible consumers must pay the initial $20 in
repairs. Beginning in 2000, a directed vehicle repair program was started that allowed
qualified consumers who owned a vehicle directed to a Test-Only or Gold Shield Smog
Check station for an initial inspection to receive up to $500 in additional financial
assistance toward emissions-related repairs after they paid the first $100 of repairs.
Directed vehicles are identified by the Bureau of Automotive Repair.

Under the vehicle retirement program, until August 2010, consumers were paid $1,000 to
retire a vehicle. These funds are not paid until after the vehicle is dismantled.

The passage of AB 787 (Hill, 2010) makes several additional changes to CAP. Under AB
787 the Bureau of Automotive Repair must offer all eligible low-income consumers an
additional $500 to retire a vehicle through CAP. AB 787 also allows any vehicle that has
been registered in California for two continuous years and has failed a lawfully required
Smog Check inspection to be retired through CAP.

AB 787 also eliminates the provision of law authorizing owners of directed vehicles the
ability to participate in the repair assistance option of CAP based solely on this
designation and receive $500 toward emissions-related repairs.

Staff Comment. The expansion of the vehicle retirement program from a $1,000
payment to a $1,500 payment is anticipated to cost approximately $8 million annually in
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addition to the base costs of $14.1 million annually (for a total cost of about $22.1 million).
The Bureau of Automotive Repair estimates that about 16,600 vehicles will be retired
annually.

Savings result from the elimination of the directed vehicle part of the vehicle repair
program. The Bureau of Automotive Repair data indicates that about 40 percent (or
18,682) of the vehicle repair eligible consumers participated in the directed vehicle
program. The elimination of this program will lead to $7,603,600 in program savings and
an additional $470,000 in administrative savings (total $8,073,600 in savings).

Staff Recommendation. Approve.

Vote:

Issue 3 — Various Boards and Bureaus: BreEZe

Governor’s Budget Request. The Governor requests a realignment of existing BreEZe
funding authority by $1.2 million in 2011-12. The funding is prior year funds that had not
been spent. Previously, the Legislature had approved a schedule of funding with
$2,283,000 for BreEZe in 2011-12, and this augmentation will bring the 2011-12 funding
to $3,483,000.

The budget for BreEZe is as follows (years 2010-11 through 2014-15 total $20.3 million):

e 2010-11: $1,330,000 (redirected from existing resources)
e 2011-12: $3,483,000
e 2012-13: $3,600,000
e 2013-14: $6,219,000
e 2014-15 and ongoing: $6,125,000
Background. Licensing of businesses and professionals includes: processing

applications and qualifying applicants, conducting exams/processing results, maintaining
and analyzing licensing-related information, authorizing practice(s) and issuing licensing
documents, renewing licenses, performing Family Support verification, creating a variety
of management reports, and processing a multitude of other requests.

The BreEZe system will bring all of the DCA boards and bureaus into an integrated
licensing and enforcement system. In addition, the licensees will be able to use the
BreEZe system to renew their licenses and update their addresses on-line. Currently, the
40 boards and bureaus do not have integrated systems (so a person could hold a medical
license and a pharmacy assistant license and it would not be known to the enforcement
units). BreEZe will allow for secure cross-license checking for every DCA board and
bureau, and provide the ability to interface with any other capable external systems used
in the enforcement process, such as the Department of Justice, the Employment
Development Department, or the Department of Public Health, once the appropriate
agreements have been established authorizing the secured sharing of the data.

The DCA Office of Information Services has an Office of the Chief Information Officer
approved Feasibility Study Report (FSR) proposal for the BreEZe project.
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The DCA has structured the BreEZe cost proposal based on a “fee-per-transaction”
payment model. Under this payment model, the solution vendor receives no payment
prior to the State’s acceptance and use of the production system. Instead, the solution
vendor will be compensated by assessing system clients with a transaction fee for specific
master transactions. For the BreEZe system, the DCA is anticipating that the solution
vendor will assess a $3 per transaction fee to boards and bureaus for each new
application or $0.50 for each renewal processed through the new system.

The BreEZe Request for Proposals (RFP) was released in May 2010, and was met with
concerns from bidders that the proposed payment model was overly burdensome and
would limit the bidders’ ability to submit proposals to the state. DCA wants to change the
RFP to provide a $1.2 million payment for the solution software following installation of the
software on State equipment, and the State’s acceptance of the detailed solution design.

Staff Comment. Last year the Legislature requested a report on staffing workload needs
once the BreEZe system is completed. The BreEZe system should be able to expedite
the license renewal process and reduce the amount of paperwork that must be manually
processed. The Legislature also requested a copy of the final vendor contract in order to
ensure that costs remain reasonable.

Since the BreEZe system will automate much of the licensing renewal process it can
potentially create great savings for the DCA boards and bureaus. Delays in contracting
would also delay the actualization of these savings.

This augmentation does not increase the overall project costs, but rather takes current
year unspent funds and offers them as a bidding incentive.

Staff Recommendation. Approve.

Vote:

Issue 4 — Board of Accountancy and Dental Board: Loan Repayment

Dental Board of California. The Dental Board of California establishes minimal
standards of competency for those individuals seeking to practice as a dentist, registered
dental hygienist, registered dental assistant, dental auxiliary in extended function, or
dental hygienist in alternative practice. The Board enforces standards to protect California
dental consumers from incompetent dental practitioners, and the utilization of dental
auxiliaries contributes to providing quality dental services to Californians.

Effective January 1, 2009, the State Dental Assistant Committee (Committee) was created
and assumed the duties of the Committee on Dental Auxiliaries with regard to dental
assistants, pursuant to Chapter 31, Statutes of 2008 (SB 853).

Governor’s Budget Request. The Governor requests repayment of two loans from the
General Fund to special funds: 1) $10 million repayment by the General Fund to the

Senate Budget and Fiscal Review Page 15



Accountancy Fund, and 2) $2.5 million repayment by the General Fund to the State
Dentistry Fund.

Background. During the 2010-11 fiscal year, the State loaned $10 million from the
Accountancy Fund to the General Fund. This amount is set to be repaid in June 2012.

During the 2002-03 fiscal year, the State loaned $2.5 million from the State Dentistry Fund
to the General Fund. This amount is set to be repaid in June 2012.

Staff Comment. The Accountancy Fund loan repayment can be delayed by one year
without having an influence on the Board’s programs.

$1.3 million of the loan from the State Dentistry Fund can be delayed by one year without
having an influence on the Board’s programs.

Staff Recommendation. Delay repayment of the Accountancy Fund $10 million loan
until June 30, 2013. Include the following budget bill language:

Add Item 1110-404:

1110-404—Notwithstanding Provision 1 of Item 1110-011-0704, Budget Act of 2010 (Ch.
712, Stats. 2010), the $10,000,000 loan to the General Fund will be repaid in fiscal year
2012-13 upon order of the Director of Finance.

Delay repayment of $1.3 million of the State Dentistry Fund loan repayment until June 30,
2013. Include the following budget bill language:

Add Item 1110-405:

1110-405—Notwithstanding Provision 1 of Item 1250-011-0741, Budget Act of 2002 (Ch.
379, Stats. 2002), the $1,300,000 loan to the General Fund will be repaid in fiscal year
2012-13 upon order of the Director of Finance.

Vote:
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2150 CALIFORNIA DEPARTMENT OF FINANCIAL INSTITUTIONS

Department Overview. The Department of Financial Institutions (DFI) was established
effective July 1, 1997, to regulate depository institutions, including commercial banks,
savings associations, credit unions, industrial loan companies, and certain other providers
of financial services. In addition, the Department licenses and regulates issuers of
payment instruments, including companies licensed to sell money orders and/or travelers’
checks or licensed to engage in the business of transmitting money abroad, and business
and industrial development corporations. Programs are supported by assessments of the
various industries, license and application fees, and charges for various other services.

Budget Overview. The January Governor’'s Budget provides DFI with 250.2 authorized
positions and $35 million (no GF). This is an increase of 2.7 positions and $55,000 over
2010-11.

Issues Proposed for Discussion / Vote:

Issue 1 — Problem Licensees: Banking Examination and Consumer Services
Impact

Governor’s Budget Request. The Governor requests:
1. Conversion of four limited-term positions to permanent status in the Banking
Program; and
2. Three positions and $352,000 from special funds (including $50,000 contract
funds) for the Consumer Services Program to address increased inquiries and
complaints from the public resulting from the economic downturn.

Background. Each part of this request will be discussed separately.

Banking Program. The DFI Banking Program conducts examinations of financial
institution loan portfolios, as mandated by state statute. These reviews are conducted on
a risk-based examination schedule (but at least every 36 months). DFI works with
financial institutions that are in trouble to return to a satisfactory condition and have
adequate capital to operate and survive. Financial Institutions are rated on a scale of 1 to
5, with 1 representing the most financially sound bank. Currently, most of California’s
banks are rated 3 or worse. In 2009, DFI closed 11 banks and three credit unions in
California.

Consumer Services Program. The Consumer Services Program receives complaints
ranging from simple — overdraft fees, interest calculations, and car loans — to more
complicated issues dealing with mortgage loans and modifications, missing funds, stocks,
foreclosures, fraud, theft, and regulatory non-compliance. The Consumer Services
Program received 620 complaints in 2007 and 1,744 complaints in 2010. However, during
this time the number of staff available to respond to consumer complaints stayed the
same. DFI is requesting three positions and $50,000 in contract funding to address the
workload associated with the increased number and complexity of consumer complaints
and inquiries.
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Staff Comment. The Banking Program workload has rapidly increased since 2008 as the
financial crisis stressed the resources of many banks and financial institutions. The
Banking Program examiners take nearly three years to train for core understanding of the
bank