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ABOUT CALIFORNIA 100

The California 100 Initiative envisions a future that is innovative, sustainable, and equitable
for all. Our mission is to strengthen California’'s ability to collectively solve problems and
shape our long-term future over the next 100 years.

California 100 is organized around 15 policy domains and driven by interrelated stages of
work: research, policy innovation and engagement with Californians. California 100’s work is
guided by an expert and intergenerational Commission. Through various projects and activ-
ities, California 100 seeks to move California towards an aspirational vision—changing policies
and practices, attitudes and mindsets, to inspire a more vibrant future.

This California 100 Report on Policies and Future Scenarios was produced as part of California

100's research stream of work, in partnership with 20 research institutions across the state.
California 100 sponsored grants for data-driven and future-oriented research focused on un-
derstanding today and planning for tomorrow. This research, anchored in California 100’s 15
core policy domains, forms the foundation for the initiative's subsequent work by consider-
ing how California has gotten to where it is and by exploring scenarios and policy alternatives

for what California can become over the next 100 years.

The California 100 initiative is incubated through the University of California and Stanford.

CALIFORNIA 100 RESEARCH TEAM

Henry E. Brady, Ph.D., Director of Research
Lindsay Maple, M.P.P., Senior Research Analyst
Ava Calanog, M.P.P., Assistant Director of Research

THE CALIFORNIA 100 EXECUTIVE LEADERSHIP TEAM

Allison Berke, Ph.D., Director of Advanced Technology
Henry E. Brady, Ph.D., Director or Research

Amy Lerman, Ph.D., Director of Innovation

Jesse Melgar, M.P.P., Director of Engagement
Karthick Ramakrishnan, Ph.D., Executive Director

READ MORE ABOUT THE FUTURE OF FISCAL REFORM IN CALIFORNIA

For additional background information, read the related Facts-Origins-Trends report at
Californial00.org. The Facts-Origins-Trends report contains all of the references and
citations to support the content of this report.

DISCLAIMER The contents of this report reflect the views of the authors, who are responsible
for the facts and the accuracy of the information presented herein. This document is dissem-
inated under the sponsorship of the University of California in the interest of information
exchange. The University of California assumes no liability for the contents or use thereof.
Nor does the content necessarily reflect the official views or policies of the State of California.
This report does not constitute a standard, specification, or regulation.
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CALIFORNIA 100
RESEARCH PARTNERS

This Report is one of 15 reports that will be released in 2022
as part of the California 100 Initiative. We are proud to partner
with the following research centers and institutes across
California on our work:

ADVANCED TECHNOLOGY AND BASIC RESEARCH

e Bay Area Council Economic Institute/Bay Area Science and Innovation Consortium
e Silicon Valley Leadership Group Foundation's California Center for Innovation

AGRICULTURE AND FOOD SYSTEMS

e California Polytechnic State University, San Luis Obispo, Natural Resources

Management and Environmental Sciences

ARTS, CULTURE, AND ENTERTAINMENT

e Allosphere at the University of California, Santa Barbara

BUSINESS CLIMATE, CORPORATE GOVERNANCE,
AND ASSET FORMATION

¢ Loyola Marymount University, College of Business Administration

CRIMINAL JUSTICE REFORM AND PUBLIC SAFETY

e University of California, Irvine School of Social Ecology

EDUCATION

e University of California, Berkeley Institute For Young Americans
e University of California, Berkeley Graduate School of Education
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ECONOMIC MOBILITY, INEQUALITY, AND WORKFORCE

e Stanford University Digital Economy Lab
e Stanford University Institute for Economic Policy Research

ENERGY, ENVIRONMENT, AND NATURAL RESOURCES

e University of California, Berkeley Goldman School of Public Policy's Center
for Environmental Public Policy

FEDERALISM AND FOREIGN POLICY

e Stanford University's Bill Lane Center for the American West

FISCAL REFORM

e The Opportunity Institute

GOVERNANCE, MEDIA, AND CIVIL SOCIETY

e Stanford University Center for Democracy, Development and the Rule of Law

HEALTH AND WELLNESS

e University of California, Los Angeles Center for Health Policy Research

HOUSING AND COMMUNITY DEVELOPMENT

e University of California, Los Angeles Lewis Center for Regional Studies
e cityLab at UCLA
e University of California, Berkeley Terner Center for Housing Innovation

IMMIGRANT INTEGRATION

e University of Southern California Equity Research Institute

TRANSPORTATION AND URBAN PLANNING

e University of California, Los Angeles Institute of Transportation Studies
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OPPORTUNITY
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ABOUT THE OPPORTUNITY INSTITUTE

The Opportunity Institute works to increase social and economic mobility and
advance racial equity. We work in partnership and collaboration with those
seeking to promote systems change in education and adjacent areas of social
and economic policy, both nationally and in our focus states of California, Illinois.
New York, and Mississippi. Our current work focuses on whole child equity,
adolescent learning and development, resource equity, and equity indicators.
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FOREWORD

“As California Goes, So Goes the Nation, Alas.” That was a headline from a Los Angeles

Times opinion column on April 30, 1989, which noted that, even though “Californians
have long considered their state the cutting edge of social and political change... [it] no
longer seems the vanguard of political innovation. Other states rarely look to California

for policy initiatives.”

Fast-forward to 2022, and few would proclaim that California lacks in policy innovation.
Quite the contrary. The state has enacted a variety of policies ranging from expansions
in immigrant rights and voting rights to health care and higher education, and from
large-scale experiments in guaranteed income to ambitious moves towards net-zero
emissions in a variety of sectors. And despite the periodic waves of “doom and gloom”
reporting about the state, California's economic output over the last 25 years has grown
faster than the national average, and on par with GDP growth for the state of Texas.

Even so, much remains to be done. The California Dream has always been marred by
a high degree of racial exclusion, and it remains out of reach for millions in the state—
whether measured by health outcomes, unaffordable housing, or massive disparities
in income and wealth. California also recognizes that future progress depends on rec-
ognizing and correcting historical wrongs. Its Truth and Healing Council, for example,
will provide recommendations aimed at prevention, restoration, and reparation involv-
ing California Native Americans and the State. If California’'s racial diversity represents
America's demographic reality by 2100, our work is essential—not only for the long-
term success of the state, but also for our country’s innovative and equitable future.

This future-focused work is especially pressing today. The COVID-19 pandemic has

scrambled a state and nation already undergoing significant changes in economics,
politics, and society. The harmful consequences of climate change are at our doorstep,
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with forest fires and droughts that grow in frequency and intensity each year. The
weakening of local media and the growth of disinformation threaten both our civic
health and our public health. And staggering inequities in income and wealth, home-
ownership and health, threaten the state's reputation as a haven for migrants, domes-
tic and international alike.

In addition to immediate threats that affect our long-term future, we also see plenty
of opportunity. Record increases in federal and state spending mean that billions of
additional dollars are flowing to state, local, and tribal governments in California. Many
jurisdictions are looking to invest in infrastructure that meets the long-term needs of
their commmunities. Philanthropic institutions and individual donors are also looking to
make transformative investments that have enduring impact. We have an opportunity
to inform and enrich all of these plans and conversations.

Most institutions and organizations in California are focused on immediate challenges,
and don't have the luxury of time, dedicated talent, and resources to focus on long-
term futures. California 100 is grateful for the opportunity to provide added value at
this critical time, with actionable research, demonstration projects, and compelling
scenarios that help Californians—government agencies, stakeholder groups, and res-
idents alike— to envision, strategize, and act collectively to build a more innovative and

equitable future.

Karthick Ramakrishnan, Ph.D. Henry E. Brady, Ph.D.
Executive Director Director of Research
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FISCAL REFORM IN CALIFORNIA

iscal policy is the set of decisions a government makes to both collect revenue (taxes)

and pay for programs (spending). Both of these elements come together in the form

of a budget—the collection of tables and calculations that represent the government'’s
resource allocation plan for the coming year. It is much more than an accounting exercise, and it
is easy to ignore the role of fiscal policy as the realm of spreadsheet geeks and bean counters. The
reality is that fiscal policy touches nearly everything the government does if you consider that
there isn't much you can do if you don’t have the resources. Equally important is the fact that
budgets are more than a collection of numbers; they represent a quantification of a community's

values and aspirations for the future. Fiscal policy, for example, can support economic growth by

investing in infrastructure. Alternatively, a community that values economic mobility can focus
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Looking to the future, public funds on providing a high-quality education
fiscal policy becomes a for students and adults to prepare them for an

question of first defining evolving workforce. Public resources can also pro-
vide a safety net to support vulnerable citizens

what the state values
and then figuring out
how to pay for the imple-
mentation of policies

during a crisis.

Looking to the future, fiscal policy becomes a ques-
tion of first defining what the state values and then
guided by those values. figuring out how to pay for the implementation
of policies guided by those values. Though easily
stated, this challenge is immense. Historically, state
policy has ridden a fiscal roller coaster through
both periods of prosperity when the economy was
growing, and periods of fiscal crises during down-
turns. If Californians are going to continue to enjoy
a golden state in the coming decades, addressing
volatility and solving the fiscal sustainability puzzle

will have to be part of that future.

Contemplating the future direction of California’s

fiscal policy requires a firm understanding of the
present. Toward that end, this report first outlines
the facts that describe the contours of the state’s
fiscal landscape. It then explores the major drivers —
the economy, demographics, and policy — as well as
landmark events that constitute the origins of the
state’s current fiscal condition. Finally, it examines
how past trends are expected to shape the future

of state fiscal policy.
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The report then looks to the future, construct-
ing possible directions the state could take
given this foundation. The scenarios are
designed to provide enough specificity to
provoke conversation about the future Califor-
nians would like to have and what it will take

from a fiscal policy perspective to get there.
Toward that end, the report concludes with
recommendations that address the state's
challenges within the constraints of the
different scenarios.

BIG INVESTMENTS MUST ADDRESS

EVEN BIGGER CHALLENGES

This report focuses primarily on state govern-
ment and how it collects revenue via taxes as
well as distributes resources through a myriad
of programs. While the focus may be on the
state, California pursues fiscal policy as part
of a larger system including both the federal
government in Washington, D.C. and local
governments throughout California. On aver-
age, federal funds have accounted for about
one-third of total state spending (excluding
spending for pensions and trust funds) over
the past four decades. The federal dollars
come to the state with strings attached, and
the amount of flexibility state policy makers
have in deploying the funds can be limited.

Constitutionally speaking, local governments
are created by the state. They also are the unit
of government closest to the people. Although
most local jurisdictions have their own sources
of revenue (e.g., a portion of property taxes,
sales taxes, etc.), the state government passed
along federal dollars and state general fund
resources to more than 4,400 local govern-
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ment units in 2017. Similar to the relationship
between the federal government and states,
California can attach requirements (“strings”)
to the dollars it distributes.

REVENUES RISE...
AND FALL

Overall, both tax revenue and spending in
California have risen over the past decades in
a pattern of steady growth, with sudden drops
caused by economic recessions. After each
recessionary cycle, the pattern of growth con-
tinues again. This repetition, in part, reflects
California’s reliance on a progressive income
tax that predominantly derives revenue from
the wealthy—when incomes of the wealthiest
Californians plummet, so does state tax reve-
nue. These sudden drops in income tax revenue
leave large holes in the budget that have to
be quickly remediated through budget cuts
to discretionary spending items such as high-
er education.


https://www.census.gov/data/tables/2017/econ/gus/2017-governments.html
https://www.census.gov/data/tables/2017/econ/gus/2017-governments.html

California collected $189 billion in state tax However, as Figure 1 below shows, the growth
revenue in FY 2020. Since the mid-1980s, isn't consistent, with periodic drops in revenue
California’s real state tax revenues have grown occurring during economic recessions such as
at an average rate of 3.1 percent per annum. in FY1987,1990, 1992, 2001, and 2008.
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California’s Tax Revenues Have Not Grown Consistently,
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of Finance Summary Schedules and Historical Charts.
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To provide some sense of the impact that sharp falls, California's state tax revenues
recessions have on California's revenues, the would have grown in real terms at least an
two sharpest contractions over the past forty average 4 percent year over year — almost

years saw tax receipts decrease 18 percent a full percentage point more than the eco-

from FY 2000 to FY 2001 and drop 15 per- nomic growth experienced by the nation’s

cent from FY 2007 to FY 2008. Absent those economy overall.z

California’s Per Capita Tax Collections Have Increased Over Time

While Taxes Relative to the State’s Economy Have Been Constant

State taxes per $100 of personal income vs. per capita
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1 Growth during the periods immediately following recessions was particularly impressive. California experi-
enced 4.5 percent average annual growth from FY 1984 to FY 1999, 4.6 percent average annual growth from

FY 2001 to FY 2007, and 4.1 percent average annual growth from FY 2008 to FY 2020.
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State revenue in California has also grown

faster than the state's population. This in-
crease in taxes collected on a per capita basis,
coupled with the size of the overall tax reve-
nue base, probably contributes to California’s
reputation as a high tax state (Figure 2).

However, the idea that California is a high
tax state does not capture the entire picture
of state finances. California is an incredibly
wealthy state, and an examination of tax reve-
nue compared to growing incomes shows us
that state taxes per $100 of personal income
have actually remained flat (with 0.04 percent
growth annually) in the same period that we
saw such significant growth in the size of the
state budget. Over the period, the sources of

that revenue have changed. Proportionately,

personal income tax revenues have grown
while income from sales and use as well as
corporate sources have decreased over the
past several decades. The reliance on personal
income taxes, coupled with progressive tax
rates, has enabled California to leverage eco-
nomic growth to fund its priorities. This de-
pendence on wealthier individuals does make
the fiscal system more volatile, however.

PROGRAM PRIORITIES
HAVE SHIFTED

Just as the composition of the state's reve-
nue picture has changed over time, so has
its spending patterns. California’s top three
expenditure categories-including intergov-

A CALIFORNIA 100 REPORT ON POLICIES AND FUTURE SCENARIOS 15



Billions

ernmental transfers to local governments-—
are health and human services, education
(including K-12 and higher education), and
transportation (Figure 3). In FY 2020, Cali-
fornia state government spent $149 billion

proportion of total expenditures, healthcare
and corrections spending has increased
while education spending has decreased.
From FY 1984 to 2020, as a percentage of
total state and local expenditures:

on health and human services-45 percent
of total expenditures, $94 billion on educa-
tion-28 percent of total expenditures, and

Healthcare expenditures increased
from 29 percent to 45 percent

$24 billion on transportation-7 percent of ) )
Education expenditures decreased

total expenditures. Corrections, a category
. . . from 41 percent to 28 percent
that many Californians assume is a large
share of the state budget, accounted for

$17 billion, or 5 percent of spending. As a

Corrections expenditures increased
from 3 percent to 5 percent

California Spends Most of Its Budget on Health and Human

Services, Education, and Transportation
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SOURCE: Authors' calculations based on data from California
Legislative Analyst’s Office 2021. Historical Data.
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https://lao.ca.gov/PolicyAreas/state-budget/historical-data

Not surprisingly, California also spends more table below presents the expenditure rankings
per capita relative to other states. The following for the other comparison states.

California Spends More Per Capita Than Many Other States

California

Florida
[llinois
New York

Pennsylvania
Texas

Washington

SOURCE: U.S. Census Bureau Annual Survey of State and Local Government Finances, 1977-2018,
compiled by the Urban Institute via State and Local Finance Data: Exploring the Census of Governments.

discussion of California’s fiscal situation would
be incomplete without providing insight into
other fiscal concerns that are present today
and loom large as one looks to the future. Two
areas, in particular, stand out:

The above discussion focuses on the changes - California’'s commitments to current and
in revenue and spending from one year to the former state employees in the form of
next in the state's budget. However, a long-term pensions and health care benefits.
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https://state-local-finance-data.taxpolicycenter.org/pages.cfm

The state’s historical under investment in
infrastructure, which creates a significant
obligation for the future to maintain its
bridges, roads, and facilities.

These two long-term liabilities create differ-
ent types of fiscal pressure. Public employee
benefits have long included “defined benefit”
pensions; this benefit is a commitment to pay
a retired employee a specific amount each
retired year.? California also promises many
state employees assistance with health care
costs during retirement. These commitments
can lead to significant long-term cost pres-
sures for the state. In 2018, California’'s state
pension plans had a total liability of $640
billion but had set aside only $456 billion in
assets, leaving a funding gap of $184 billion.
That figure ranked California at 26th in the
country (with #1 being the closest to full

funding). Other post-employment benefits

(OPEBS), like retiree health care, operate dif-
ferently than the pension system in California.
In the case of OPEBS, the state essentially pays
as it goes, covering the costs of a given year as
itis incurred, leaving the total liability unfund-
ed. Pew (2018) estimated California’s OPEB lia-
bility to be over $78 billion in 2016. Combined
pension and OPEB commitments represent a

future liability of over a quarter trillion dollars.

Putting a number on the potential liability
associated with neglected infrastructure in-

vestment is more difficult. Over the years, the
state has underinvested in its infrastructure
—the power grid, water, roads, bridges, transit,
and public buildings. The American Society of
Civil Engineers estimates that nationally, the
United States needs to invest an additional
$2.59 trillion over the next ten years, which
would entail increasing spending from 2.5 to
3.5 percent of GDP. Given these numbers, the
scale of the unfunded infrastructure liability
in California is likely to be large — perhaps as
much as $250 to 300 billion.? Making the pic-
ture even bleaker, these estimates are simply
to catch up on deferred maintenance and
do not include the cost of new infrastructure
projects that may be desired (e.g., to expand
capacity at the state’s colleges and universi-
ties) nor the cost of projects needed to respond
to climate change.

MANY CALIFORNIANS
STRUGGLE TO MAKE
ENDS MEET

Given the scale of public investment California
has made, one might expect the state to shine
across a number of indicators. Despite the
high level of spending, however, many resi-
dents struggle to afford to live in California, and
the state’s performance on a number of social
metrics has been modest. Table 2 summarizes

2 The pension benefit is calculated using a formula that takes into consideration the individual's salary

and years of service.

3 These are back-of-the-envelope estimates based on the ASCE's back-of-the-envelope estimates, so the
precision is limited. The California estimates are based on about 10 percent of the national figure (of $2.59
trillion, California’s share would be $259 billion) or what an additional 1 percent of state GDP ($30 billion)

would be over ten years.
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https://www.pewtrusts.org/en/research-and-analysis/data-visualizations/2018/state-retirement-fiscal-health-and-funding-discipline#/state-profiles/california?year=2018
https://www.pewtrusts.org/en/research-and-analysis/data-visualizations/2018/state-retirement-fiscal-health-and-funding-discipline#/state-profiles/california?year=2016
https://infrastructurereportcard.org/solutions/investment/

the state’s relative position across a number of
indicators. It shows that relative to other states,
California’s income inequality and wealth dis-
parities loom large, its educational outcomes
are middling, its housing is increasingly unaf-
fordable, its incarceration rates are high, and
its road performance is relatively poor.

For example, despite the state’s progressive

fiscal policies and programs (i.e., a progressive

tax system and investment in the social safety
net), 1.8 percent of Californians lived in poverty
in 2019 based on the official poverty measure.
That number climbs to 16.4 percent when ac-
counting for the state's high cost of living and
its range of family needs and resources. By this
same measure, an additional 16.5 percent of
Californians lived near the poverty line, which
means that more than a third of Californians

were poor or close to poverty in 2019.

A CALIFORNIA 100 REPORT ON POLICIES AND FUTURE SCENARIOS 19



California Has Modest Outcomes Compared to Other States
Across Various Measures of Well-Being

Indicator

Poverty Rate
Official U.S. poverty measure

USDA, 2021

Income Disparity

Highest earners compared to lowest.
A value of 0 indicates perfect equality
while a value of 1 or 100 indicates per-
fect inequality. (Population Reference
Bureau, 2021

Housing
Home ownership rate (Urban Institute)

K-12 Education Spending
Adjusted for regional cost differences

EdWeek, 2020

High School Graduation Rate
(NCES, 2020)

Health Coverage
Percentage of total population

without health insurance_(Kaiser Family

Foundation, 2020

Criminal Justice
State imprisonment rate
(The Sentencing Project, 2020)

Transportation infrastructure
State ranking of overall highway
performance and cost (Feigenbaum
etal., 2020

Long-term liabilities
Unfunded pension liability ratio
(Pew Charitable Trusts, 2020)
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California
Performance

11.8%

48.9 on Gini
index

$10,867 per
pupil

7.8% uninsured

310 per 100,000
residents

n/a

71%
($185 billion)

State Rankings

IL NY



https://infrastructurereportcard.org/solutions/investment/
https://www.prb.org/usdata/indicator/gini/table/?geos=US
https://www.prb.org/usdata/indicator/gini/table/?geos=US
https://www.urban.org/policy-centers/housing-finance-policy-center/projects/forecasting-state-and-national-trends-household-formation-and-homeownership
https://epe.brightspotcdn.com/c2/a5/441168dcf5781cd80157d1d8c9fe/33qc-school-finance-table.pdf
https://nces.ed.gov/programs/digest/d20/tables/dt20_219.46.asp
https://www.kff.org/other/state-indicator/total-population/?currentTimeframe=0&sortModel=%7B%22colId%22:%22Uninsured%22,%22sort%22:%22asc%22%7D
https://www.kff.org/other/state-indicator/total-population/?currentTimeframe=0&sortModel=%7B%22colId%22:%22Uninsured%22,%22sort%22:%22asc%22%7D
https://www.sentencingproject.org/the-facts/#rankings?dataset-option=SIR
https://reason.org/policy-study/26th-annual-highway-report/
https://reason.org/policy-study/26th-annual-highway-report/
https://www.pewtrusts.org/en/research-and-analysis/issue-briefs/2020/06/the-state-pension-funding-gap-2018

It is worth noting that it is likely that inequal-
ity in California would be considerably worse
if it did not have a progressive tax system
and substantial social service spending. This
combination suggests Californians’ value a
community where individuals from a range of
incomes are welcome and can afford to live. It

is a goal that has yet to be realized, however.

The challenge of reducing inequality, com-
bined with threats of long-term liabilities, such
as pensions and neglected infrastructure,
suggest that pursuing such a vision will take

considerable foresight and investment.

BETTING ON A
GROWING ECONOMY

AND NEWCOMERS

Though they don't tell the whole story, three drivers—the economy, demo-
graphics, and policy decisions—have formed much of California’s fiscal policy.

The state has enjoyed an economy that has
grown, often more quickly than the rest of
the nation. Its capacity to innovate and diver-
sify accounts for much of that success. That
positive economic history hasn't rendered
California immune to economic downturns.
Recessions hit the state particularly hard and
those impacts are amplified as they work their
way through the state’s public finance system.

California is home to 12 percent of the coun-
try's population and represents nearly 15

percent of the United States domestic output.
In 2019, its $3.1 trillion gross domestic product
would rank it as the 5th largest in the world
behind only the rest of the United States (i.e,,
the other 49 states), China, Japan, and Germa-
ny. Relative to comparable states, California’s
economy was larger than the output of Flori-
da, lllinois and Pennsylvania combined.

California’'s economy not only is large, but
diverse. As Figure 4 on the following page
shows, the state’'s economic pie is split into
rather thin wedges. Financial services repre-
sent the largest single sector at one-fifth of
the economy, as a percentage of gross state
product (GSP) value.
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https://infrastructurereportcard.org/solutions/investment/
https://www.prb.org/usdata/indicator/gini/table/?geos=US
https://www.prb.org/usdata/indicator/gini/table/?geos=US
https://www.urban.org/policy-centers/housing-finance-policy-center/projects/forecasting-state-and-national-trends-household-formation-and-homeownership
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California’s Economy is Diverse

SOURCE: U.S. Department of Commerce,
Bureau of Economic Analysis

Other industries such as government, manu-
facturing, entertainment, and trade are repre-
sented nearly equally, each about one-eighth
of total output. The agricultural sector, which
constitutes only 2 percent of California's econ-
omy, still represents the most agricultural out-
put by value of any state.

Industries as a share
of state GSP, 2019

. Agriculture

Construction
Manufacturing
Trade and transport
Health Care
Hospitality
Government
Entertainment
Financial Svcs.

Other

NOTE: Other categories include utilities, mining,
education services and other business services.

Over the last 75 years, the U.S. has seen 13 re-
cessions — about one every 6 years - followed
by growth periods of varying length.* The
state’s diversified economic portfolio has, at
least to date, enabled it to recover from reces-
sions. But during those downturns, the public
finance system has felt the stress as govern-

4 The most recent recession associated with the pandemic was officially declared to have lasted just 2 months
the shortest on record. The pandemic recession is an outlier, where state revenues did not drop, mostly a result
of the fact that those that lost their jobs were mostly low-income workers. Taxpayers with higher incomes
stayed employed. That fact, combined with a strong stock market, led to higher revenues. In this case, the
state’s progressive tax system had a positive impact on revenues.
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ment revenue in California is a function of
economic activity. Taxing income, sales, and
other elements of the economy generates
the funds used to pay for state programs.
Government revenues everywhere are sen-
sitive to economic swings, but in California,
the revenue roller coaster is extremely vola-
tile with steeper slopes, both up and down.
The state’s progressive personal income tax
system amplifies these effects, with its de-
pendence on a relatively small number of
high-income earners. To provide some sense
of how dependent the system is on high-in-
come households, for the 2018 tax year the
California Franchise Tax Board reported that
fewer than 20,000 taxpayers accounted for

more than one-quarter of the personal in-
come taxes paid that year. ®
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Because state and local governments are
required to balance their budgets, the link is
direct. As the economy grows, there are more
resources available; if the economy slows or
contracts, budget deficits emerge at a time
when the need for services typically increases.
During recessions, individuals lose their jobs,
and their income drops. In turn, they begin to
access the state's programs designed to sup-
port those in poverty. Recent research demon-
strates a strong relationship between changes

in California’'s unemployment rate and the
demand for its social safety net programs.

The role of the economy in shaping Califor-
nia's fiscal policy is divided into two distinct
branches. Along one branch, the ability of the
state to innovate, adapt, and grow over the
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5 There were more than 17 million tax returns filed in California in 2018. These 19,401 represent just over 0.1% of

the total.
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long term has been the driver of an overall
growth in revenues and spending. In the short
run, however, the impact of an economic
downturn can precipitate a fiscal crisis. As will

be discussed below, state fiscal policy often

changes in the wake of recessions. Unfortu-
nately, it is not clear that those recession-
driven reforms have had a positive impact

in terms of fiscal sustainability.

MIGRANTS TO
CALIFORNIA ARE

A BIG PART OF THE
FISCAL STORY

The size and the composition of the state’s

population as a driver of the fiscal picture can

be easy to overlook. At the most basic level,

however, the relationship isn't difficult to un-

derstand. For example, if there are more peo-
ple living in the state, that means more people
paying taxes and therefore more revenue for

the state. At the same time, a larger population
also can create more residents in need of ser-
vices, raising spending. From that foundational

understanding, it becomes easy to imagine
how shifts in California’s population can have
profound implications for fiscal policy that
extend beyond that basic relationship. Beyond

the overall size, the composition of the state’s
population in terms of factors such as age,
skills, and educational attainment also contrib-
ute to the fiscal situation in California.

By the numbers, California is the country’s

largest state in terms of population, with
one-in-eight U.S. residents living in the state.
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A significant portion of the state’s diversity
has been fueled by migration into California.
Migration — both from other states and oth-
er countries — has been a key contributor to
California’s capacity to have enough workers

with the right skills to meet the needs of a

rapidly innovating and growing economy.

Prior to WWII, it wasn't unusual for migration
to account for 80, 90, or even 100 percent of
the total population growth. Over the 45 years
following WW!II, new residents from other
states and abroad still contributed between
25 and 60 percent of the population increase

each year.

Migration into California has long constituted
a critical source of labor for the state's diverse
economy and more recently has played a
growing role in supplying workers with levels
of education attainment to meet the needs of
the state’s innovative economic sectors such
as technology. Robust migration into the state
historically has been a key driver of the econ-
omy and resulting public revenue growth. In
recent years, both migration and natural pop-
ulation growth have slowed significantly. If the
population’s workforce doesn't keep pace with
those changes, the fiscal picture deteriorates.

POLICY DECISIONS
OFTEN CONSTRAIN
FUTURE CHOICES

Public policies — the constitutional provisions,
state laws, and regulations that govern fiscal
programs — are levers that policy makers influ-
ence directly. Voters, too, impact public policy
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since they can make direct policy changes at
the ballot box through the initiative process.
Over the decades, policymakers and voters
have made numerous changes to how the
state approaches fiscal policy, sometimes in
direct or indirect response to fiscal stressors,
such recessions or rising costs. Often, those
changes have introduced restrictions on policy
makers, creating rules or formulas that leave
elected officials with little discretion and have
little to do with improving the sustainability
of the state’s finances. Proposition 13 is most
notable in this regard. It is not an exaggeration
to say that Proposition 13 was, and continues to
this day to be, the most important change to
California’s fiscal landscape, reducing the reve-
nue generated by property taxes and severely
limiting the fiscal authority of local govern-
ments. Other policy changes, often motivated
by the restrictive provisions of Proposition 13,
further complicate the task of responding to
fiscal crises. Some recent reforms, however,

.
¥
I I.
]
= "

é& - WL

B
> llHl"

Ak
R LT et .
e N OIS T

have contributed to a more sustainable fiscal
future, particularly Proposition 25 (2010) which
allowed the state budget to pass on a simple
majority vote and Proposition 2 (2014) that cre-
ated a workable rainy day reserve fund.

It is worth noting that the fiscal policy reforms
discussed above all came about as a result of
ballot initiatives, not through the regular legis-
lative process. Given the central role that voters
have in setting, and then changing, fiscal poli-
cy in California, the role that the public plays in
policy making in California cannot be ignored.
And, looking back at the origins of the cur-
rent fiscal situation in the state, major public
finance decisions began as either ballot initia-
tives or had to gain the voters’ approval before
they could take effect. Despite the fact that
the public's depth of knowledge is limited and
sensitive to events, the current fiscal priorities
of the state reflect the collective opinions of its
residents and vice versa.
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TRENDS UNDERLYING
CALIFORNIA'S FUTURE FISCAL
REFORM SCENARIOS

When it comes to looking forward, it is dif-
ficult to imagine a situation where the key
drivers that have shaped the current fiscal
landscape would not continue to be central
factors going forward. There are, however,
other emerging (or emerged) trends that
could prove to have a larger impact on Califor-
nia’s fiscal sustainability in the future. How-
ever, major changes to policy will be needed
if the state is going to be successful in
confronting challenges such as persistent
inequality or climate change.

THE ECONOMY,
DEMOGRAPHICS,
AND POLICY WILL
CONTINUE TO DEFINE
MUCH OF THE FISCAL
LANDSCAPE

The biggest question regarding the role of the
economy and state’s fiscal soundness looking
forward is whether California can continue
to have its economy expand at a rate that
outpaces the rest of the country and/or other
developed countries. There is reason to be op-
timistic given that much of that success has
been enabled by continued innovation and
investment. There also are challenges
and uncertainties.
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On the side of optimism, much of the innova-
tion has been accelerated by a research and
development environment subsidized by
public investment. The federal government
invests heavily in R&D through its science and
technology agencies and the state invests in
its public universities. Private investment also
continues to flow to the state, even after the
run of media stories foretelling the demise of
the Silicon Valley region during the pandemic.
The pessimist would note that state spending
on higher education as a share of the budget
has declined in recent years, with the potential
to affect the state’s capacity to innovate. Other
challenges to the evolution and long-term
growth of the state’'s economy are its ability to
supply workers with the necessary skills and
the general changing nature of work.

The ability of California to retain an economic
position that is the envy of other states is not a
given. And, more important, the state already
struggles with the fact that when recessions hit,
some residents fare much worse than others.
For example, during the Great Recession,
low-income families (those in the bottom 10
percent) saw their income fall over 21 percent
from 2007 to 2010. California families at the
90th percentile of income experienced only a
5 percent decline. Across race/ethnic groups,

African Americans experienced the greatest
loss, with income falling 25 percent compared
to 10 percent overall. This uneven pattern con-


https://www.ppic.org/wp-content/uploads/content/pubs/report/R_1211SBR.pdf
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tinued across the state's regions with house-
holds on the Central Coast experiencing a drop
in income of 18 percent while those in San Diego
actually saw median household incomes rise
about 5 percent over the period.

Beyond economic swings, three demographic
trends have emerged that also will prove chal-
lenging to the state’s future fiscal sustainability.

+ Migration concerns. The number of
international migrants has fallen while
individuals have been leaving the state
in greater numbers in recent years citing
economic or family reasons for their move.

« An aging population. The slow rate of
natural population increase, paired with

the reduced migration mentioned above,
presents problems that could reduce the
growth of tax revenues while increasing
spending.

o -
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« Skills gap. Concerns about a potential
skills gap — the ability of the state's educa-
tion system to meet the needs of the
economy — have been voiced for over a
decade.

Policy trends are the most difficult to predict.
Many of the fiscal reforms instituted in the past
have been driven by the crisis of the moment
—or at least the last crisis endured. A number of
these modifications have been built incremen-
tally upon the seismic change that was Propo-
sition 13in 1978. As a consequence, the origin of
the fiscal situation in California is a Rube-Gold-
berg type construction that defies any sense of
coherence or simplicity.

The one feature that most of the past fiscal
reforms have in common is that policy makers
tend to implement changes with a short-term
time horizon, and are incentivized to address
the problem of the moment rather than more

A CALIFORNIA 100 REPORT ON POLICIES AND FUTURE SCENARIOS 27


https://www.ppic.org/blog/whos-leaving-california-and-whos-moving-in/
https://www.ppic.org/blog/californias-new-baby-bust/
https://www.ppic.org/blog/californias-new-baby-bust/
https://www.ppic.org/publication/closing-the-gap-meeting-californias-need-for-college-graduates/
https://www.ppic.org/publication/closing-the-gap-meeting-californias-need-for-college-graduates/

pressing longer-term issues. Absent any sense

of urgency, there simply hasn’'t been the
political will to build the momentum needed
to drive complex reform on such a scale. The
absence of motivation to tackle large, long-
term problems bodes ill for progress on issues
like the outstanding pension liability or under-
investment in infrastructure.

Public opinion, policy, and public finance have
met frequently at the ballot box in California.
As already noted, different interests have long
used the state's initiative process to secure
favorable tax treatment, carve out funding
protection for a preferred activity, or create
and then fence off a new revenue source.
There is little doubt that past decisions made
by voters now restrict the flexibility that is
available to current policymakers. Estimates
of the collective impact of these votes vary
from a low of about one-third to as much as
86 percent of the state budget being locked
in by propositions.

The impact that the ballot box has on future
fiscal reforms also will be affected by who
participates in California’s electoral process. It
is well documented that, at least historically,
voters who take part in elections on a regular
basis are not representative of the eligible
voter population and the differences become
even more pronounced relative to the popula-
tion as a whole. The “exclusive electorate” in

California is composed of voters who tend to
be older, white, college educated, affluent, and

homeowners. They also identify as “haves”
rather than “have nots” (Baldassare, 2019).
Eligible voters who, on average are less likely
to participate in elections, are more likely to be
renters, Latinos, less affluent, and less likely to
be college educated. ¢ There are also differences
in turnout based on the type of election. For
example, turnout in off-year elections, primary
elections, and midterm elections tend to be

even whiter, older, and more conservative.

Beyond the economic, demographic, and
policy drivers, there are other trends that have
the potential to have a significant impact on
the state's fiscal future. These other trends
include climate change, the changing na-
ture of work and business, and federal policy
shifts. There also is the potential for signifi-
cant changes to California’s fiscal policy in the
event of catastrophic climate change events
such as wildfires, massive shifts in how peo-
ple work such as what we saw with the rise of
work from home policies during the COVID-19
pandemic, or even substantial changes in the
current funding from the federal government.

ADDRESSING BIG
PROBLEMS WILL
TAKE BIG CHANGE

Two themes run throughout the above dis-
cussion of the facts, origins, and trends that
shape fiscal policy in California. The first

6 One uncertainty regarding the future of fiscal policy, should the ballot box continue to play the role it has in

the past, is whether the composition of the electorate will change or remain the same. In theory, if more current

nonvoters were to begin to participate, the spectrum of viable policy alternatives will shift.
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theme is incrementalism: the history and
perhaps the future of fiscal policy is charac-
terized by incremental decision making, with
the possible exception of Proposition 13. Since
1978, fiscal policy change in California has fit
one of two patterns. The first emerges after a
jolt to the state's economy precipitates a fiscal
crisis for the government. In response, poli-
cy makers look for a fix to fill the deficit gap
they face that year, and perhaps the next. The
alternative path is one where advocates seek
funding for a particular program, and they
head to the ballot box to carve out revenue
to be set aside for their priorities. The advo-
cates may have a long-term vision for their
program, but it ignores the larger view of the
other competing priorities that make up the
rest of the budget and creates further fiscal
limitations for the state in economic down-
turns. In both cases, long-term fiscal sustain-
ability is not a consideration.

The second ongoing theme, related to the
first, is that of inequality. Inequality in Califor-
nia is a growing concern. Layered upon the
state's economic inequalities are the accumu-
lated effects of racial discrimination, which
amplifies the costs borne by those who ex-
perience these inequities. Institutional racial
discrimination that has limited economic op-
portunities and wealth creation makes it that
much harder for some of the state's residents
to both weather recessions or get financially
ahead during economic booms. That inequal-
ity exists despite the fact that California has
one of the most - if not the most — progressive
tax revenue systems in the United States. It
also has one of the country’s most robust
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social safety nets and a collection of social

programs. However, if the state is going to
reduce inequality, it will have to pursue policy
change on a very large — and costly — scale.
To fund such an effort would require more
than just incremental changes to existing

revenue policy if the new policies are going

to be fiscally sustainable.

This reality brings the discussion back to the
incremental approaches of the past. In ad-
dition to economic inequality, other large
problems loom ahead for the state—namely
an unfolding housing crisis and the growing
threat of climate change. In response, policy
makers could choose to continue to muddle
through, pursuing reforms that make prog-
ress at the margins, shoehorning the costs
into the existing fiscal structure.

An alternative path would be to consider
non-incremental solutions to these problems.
Doing so, however, would require commit-
ment to overhauling portions of the fiscal sys-
tem to ensure that the solution is sustainable.
The most dramatic direction to take would be
to begin to unwind some of the more nota-
ble policies from the past. Given the outsized
impact that Proposition 13 has had, it is worth
contemplating what the probability of reform-
ing or even getting rid of it is. Other changes
such as modernizing the outdated sales and
use tax, reimagining how the state invests in
economic growth, and targeting new eco-
nomic stimulus programs to benefit Califor-
nians who need the support the most would
be the most logical starting points.
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SCENARIOS FROM THE FUTURE

FISCAL REFORM

Foresight practitioners use scenarios to help make future possibilities more vivid and tangible,
immersing the reader in the particular details of a future world so that they can mentally situate them-
selves in what it would feel like to live there. Without scenarios, the signals, trends, and other research that
underlie strategic foresight work can feel distant and abstract. Scenarios can be used to center a group
conversation in a positive and concrete picture of a future state so that stakeholders can pursue a shared
vision for how to respond to that possibility, or mobilize action to avoid an undesirable outcome.

There are many uncertainties regarding the fiscal future of California, including several overlaps with other
sections of the California 100 work (e.g., governance, migration, federalism, climate change, etc.). To map
out possible scenarios that represent directions for the state, we settled on two critical uncertainties: the
performance of the state's economy and the willingness of the public and elected leaders to accept change
and embark on different policy paths.

The Y-axis recognizes that if California maintains its relative economic dominance, it will need to attract
investment and an adequate supply of talent. These elements will help create businesses that will be the
leaders in an evolving, rapidly growing economic environment. On the other hand, slow growth would
suggest that California has lost its capacity to innovate and adapt. The X-axis of uncertainty is the degree
to which Californians and their representatives are willing to explore significant, non-incremental change
and policy alternatives that represent a major departure from the practices of the past few decades. This
may require experimenting with new, less-tested ideas.

FULL STEAM GOLDEN
AHEAD, SOME STATE
LEFT BEHIND OF AFFAIRS

ONCE A BARGAIN
LEADER, NOW BASEMENT
A FOLLOWER AUDACITY
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SCENARIOS

California experiences FAST economic growth despite RESISTANCE to change

FAST

SLOW

ONIDVddINgT

California’'s economy stays on its current track. Thanks to diverse industries, technology-fueled
innovation, and a progressive tax structure, the economy continues to grow faster than most
other states and nations. California’s fiscal policy remains progressive, but it stops short of
demanding any real sacrifice. State leaders embrace incremental policy changes to tackle

climate change, expand affordable housing, and improve education. Still, they do not press
forward policies that would force people to live, work, or travel much differently than they do now. They
welcome immigrants insofar as they will help fill high-demand jobs, particularly in the tech sector. The
result is that California cannot eradicate poverty or the root causes of inequities.

California continues to attract new businesses, tech innovators, private investors, and skilled workers, driving
economic growth. Limited government interference allows innovation to thrive. Higher-wage workers do
well, but limited regulation and the high cost of living make life challenging for everyone else. Californians
are progressive in theory but conservative regarding their actual behavior. Voters resist efforts to change
neighborhood zoning laws, expand immigration, or increase residential property taxes. They cling to

everyday conveniences, even at the expense of the environment.

HISTORICAL PRECEDENTS

1978: Proposition 13 capped property tax
revenues, stifled local tax authority, and
led to distortions in the housing market.

FUTURE DRIVERS

Economic: Total state tax revenues continue
to grow at a real rate of 3%+ annually.

Demographics: Highly skilled immigrants
continue to move to California, while more
than 15% of Californians live in poverty.

s> SIGNALS

2008: The Great Recession led to record job
losses, a housing market bust, and wider
income inequalities.

2018: State Senator Josh Newman's vote to pass
a gas tax prompted angry voters to recall him.

Public Policy: Californians consistently support
“taxing the rich,” but NIMBYism prevails on larger
issues.

Climate: Climate emergencies like wildfires put
a strain on the state budget.

Gig workers remain contract
workers

WHAT: In 2020, California voters
supported Proposition 22, allowing
app-based companies like Uber
and Lyft to classify workers

as contractors.

SO WHAT: Tech companies may be
more amenable to doing business
in California if they feel safe doing
so without the threat of organized
labor or government interference.

brookings.edu

32 THE FUTURE OF FISCAL REFORM

School funding cut
by $2,000 per student

WHAT: State funding for
K-12 education fell by 17
percent between 2007-08
and 2011-12.

SO WHAT: Revenue volatility
will continue to affect public
programs with long-tail
impacts.

ppic.org

Legislature can’t agree
on zoning bill

WHAT: In 2020, California’s
Legislature defeated SB 50,
which would have forced
communities to increase
housing density.

SO WHAT: Subsequent
legislative efforts are
“light touch,” suggesting
incrementalism over reform.

calmatters.org
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SCENARIOS

California experiences FAST economic growth and EMBRACES change

FAST

SLOW

ONIDVdEan3

Fiscal policies are regularly updated to reflect modern society, ensuring rapid recovery during
economic downturns and long-term economic growth. California’s thriving and diverse
education and workforce development programs ensure that California has a deep bench of
creative talent, entrepreneurs, and skilled workers across various industries, even as the state
continues to attract high-skilled migrants from other states and countries. In combination

with modern fiscal policies, a well-educated and prepared workforce ensures that California
has enough revenue to address looming concerns like climate change and resource scarcity. California
implements not only programs aimed at closing gaps in income, opportunity, and economic mobility —
but also those intended to dismantle accumulated effects of racial hierarchy.

Californians continue to see immigrants as net-positive, welcoming both migrants who can fill high-
skilled jobs and immigrants seeking safe refuge. California continues to invest in equity and quality at the
postsecondary level, maintaining its status as a world higher education leader. UCs and CSUs continue to
account for 7 of the nation’s top 10 institutions in terms of social mobility. They also generate research

and high-skilled workers that fuel the state's economy.

HISTORICAL PRECEDENTS

1960: California adopted the Master Plan
for Higher Education.

FUTURE DRIVERS

Economic: California continues to reap strong
income tax revenues from a large number
of wealthy individuals but also broadens its
tax base.

Demographic: Thanks to immigrant-friendly
policies and a welcoming populace, highly
skilled migrants continue to move to California.

—4-‘-1419 SIGNALS

2013: California passed the Local Control Funding
Formula, making K-12 spending more equitable.

2014: California created the Rainy Day Fund.

Public Opinion: Californians vote to reform
exclusionary housing policies and are willing
to increase and reform taxes.

Climate: California invests in climate-resilient
infrastructure and has sufficient state funds
to tackle climate emergencies.

Tech innovators experienced Welcoming immigrants CSU creates new global

explosive growth during the and innovation

Hispanic Innovation Hub

pandemic WHAT: Nearly four in WHAT: CSU and Apple
WHAT: California-based tech five Californians believe partnered to create a new
companies like DoorDash and immigrants are a benefit center to attract Latino and

Zoom reaped massive profits to the state.

underrepresented students

during the pandemic. SO WHAT: A welcoming into STEM studies.

SO WHAT: Innovators will attitude toward immigrants SO WHAT: This public-private
continue to contribute means that employment and demonstrates a commitment
significant tax revenues immigration laws make it to investing in the state’s
to the state. easier for people to come and future innovation needs

cnbc.com work here.
ppic.org

more equitably.

edsource.org
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SCENARIOS

California experiences SLOW economic growth and RESISTANCE to change

ST California’s economic growth slows as its population declines and tech innovators, lucrative

corporations, and wealthy individuals leave for other states. Other nations and U.S. states
benefit from the highly skilled inward migration and the innovation that once fueled
California’'s economy. This begins a vicious cycle, with slow economic growth leading to fewer
tax revenues to support existing programs and services. Meanwhile, the demand for these
services grows as California’s population ages, and more people struggle to find good-paying
jobs and affordable housing. Rising pension debt and an unwillingness to raise taxes mean that California’s
costs exceed its revenues. The state cannot maintain existing programs fully and has less capacity to tackle
new challenges, like climate change.

ONIDVddINgT
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With fewer dollars to go around yet a higher demand for public services, California sees an increase in
poverty, homelessness, and crime. Californians with means are increasingly unwilling to tax themselves

as they see little connection between government spending and improved schools, infrastructure, or
quality of life. Some blame immigrants and ineffective bureaucracy. With fewer revenues California is less

able to invest in the infrastructure needed for California’s future, like renewable energy, transportation,
climate resilience, and water.

HISTORICAL PRECEDENTS

1980s: The decline of the “rust belt” states due
to deindustrialization.

1991-2001: Japan’s period of economic
stagnation is known as the “lost decade.”

FUTURE DRIVERS

Economic: State tax revenues
slow as tech innovators,
corporations, and wealthy
individuals go to other states.

lower-skilled and require more
social services than in the past.

Climate: Ongoing climate
emergencies like wildfires
put a major strain on the
state budget, forcing
reductions to other
services.

Public Opinion: State leaders
are reluctant to reform state
pension systems, even as
liabilities grow, fearing
public backlash.

Demographic: The state
population declines as more
people leave the state than
come in. Immigrants are
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The nation’s homeless
capital

WHAT: |In 2020, California was
home to 28% of the nation’s
unhoused population.

SO WHAT: Homelessness and
related problems will increase
if California doesn’t address its
housing affordability crisis.

huduser.gov
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2020 tax efforts fail at
the ballot box

WHAT: In 2020, California
voters rejected a slew of
fiscal reform propositions.

SO WHAT: If voters are
increasingly skeptical that
their tax dollars will be used
effectively, state revenues
will fail to keep up with
rising costs.

latimes.com

Deferred maintenance
on power lines has led to
shutdowns and fires

WHAT: Disasters like the 2019
Camp Fire have been linked
to negligent maintenance

on PG&E lines.

SO WHAT: California needs to
invest more in infrastructure
to mitigate future disasters.
blog.ucsusa.org


https://www.huduser.gov/portal/datasets/ahar/2020-ahar-part-1-pit-estimates-of-homelessness-in-the-us.html
https://www.latimes.com/california/story/2020-11-10/proposition-15-commercial-property-tax-defeated
https://blog.ucsusa.org/julie-mcnamara/california-wildfires-power-outages-and-climate-ambition/
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SCENARIOS

California experiences SLOW economic growth but EMBRACES change

FAST

SLOW

California’'s economy cannot evolve, and/or other states and global competitors catch up. At

the same time, residents and their elected representatives are willing to push new policy ideas
that make the most of limited resources. They embrace the idea that the state’s chief role
is to invest in people, not just to increase GDP. Consequently, the state updates its revenue

structure to ensure fairness and provide support for spending priorities that keep pace with
evolving needs. For instance, the state embraces progressive policies that aim to redistribute wealth,
reduce poverty, and invest in education and environmental sustainability. But because economic growth
has slowed, the state must try to do more with less, targeting the areas with the greatest need. With fewer
resources to invest, the state must choose which regions, industries, and populations receive the greatest
investment. This contributes to a slowdown in innovation and concentrates market productivity in certain
sectors or regions. The economy continues to grow but at an increasingly slower rate. In the meantime,
California struggles to pay down pension liabilities and retiree health care commitments amidst a constant
barrage of fiscal, climate, and other emergencies. It seeks to reform these programs, but with the “boom”
years fewer and farther between, it is faced with difficult trade-offs, such as should early childhood

programs be expanded at the expense of support for higher education?

HISTORICAL PRECEDENTS

2006: California passes Cap and Trade policy.

2014: Affordable Care Act health care expansion.

FUTURE DRIVERS

Economic: Tax revenues
decline even as the state
updates its revenue structures.

Demographic: California’s
population growth declines
as high-skilled immigrants
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CalSavers has increased
access to retirement savings

WHAT: CalSavers works with
employers to establish Roth-
style retirement savings

accounts for employees.

SO WHAT: Before this program,
roughly 50% of workers had
Nno access to payroll-based
retirement savings.
laborcenter.berkeley.edu

2016: California creates CalSavers,
a state-facilitated retirement program.

2016: California creates its state
Earned-Income Tax Credit program.

and Californians seek jobs
and economic opportunities
in other states.

Public Opinion: Californians
embrace progressive fiscal
policies to reduce poverty

Other states are actively
pursuing entertainment
production

WHAT: Georgia has been one
of the most aggressive states
in providing tax incentives for
movie and TV producers.

SO WHAT: California cannot
take the global status of

“Hollywood” for granted.
forbes.com

and redistribute wealth.

Climate: California passes
policies aimed at achieving
environmental and climate
sustainability, but it cannot
deeply invest in infrastructure.

Bottleneck at the state’s
(and country’s) busiest port

WHAT: In 2022, container ships
experienced record delays at
the Port of LA.

SO WHAT: Transit and
transportation account for
one-eighth of the state’s
economy.
maritime-executive.com
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https://laborcenter.berkeley.edu/california-retirement-savings/
https://www.forbes.com/sites/joshwilson/2022/01/17/georgias-film-and-tv-tax-credit-hits-record-12-billion-in-reimbursements/?sh=6a3f225352d4

FUTURE POLICIES FOR FISCAL
REFORM IN CALIFORNIA

hoices among governmental pol-
icies depend partly upon which

future scenarios seem most attrac-
tive, but they also depend upon our perspec-
tives on the proper role of government, on the
resources available to government, and on the
likelihood that government will succeed in its
endeavors. Doing nothing is sometimes the
best policy option, but doing nothing often
uncritically accepts the current mix of policies
and the future they entail without consider-
ing the alternatives. At times over the past
seventy-five years in California, that meant
accepting discriminatory racial housing cove-
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nants, restrictive zoning laws, few restrictions
on air or water pollution, “separate but equal”
schooling, the dismantling of transit systems,
and many more things that are now thought
to have been wrong or misguided. We also
have seen aggressive policy measures in Cali-
fornia that have had unintended consequenc-
es, from the impacts of Proposition 13 on local

government budgets to the way the California

Environmental Quality Act has affected hous-

ing supply and manufacturing.

Because we are thinking about the future and
we do not want to be hemmed in by the sta-



tus quo or a lack of imagination, we put forth
an array of alternative policies tied to each of

the different scenarios. Readers are certainly

free to decide which ones-or combinations of

them-appear to be more plausible and pref-
erable. For many, the Golden State of Affairs

projects the most attractive future path and

the policy suggestions associated with it look
for ways to promote that direction. Our policy
recommendations associated with scenarios

that embrace the status quo aim to identify
policies that would mitigate the negative
impact of such a direction. Readers, of course,
should consider which scenario best captures
the California they want to live in, and evalu-
ate which policy recommendations in terms
of their ability to get us there.

The starting point for each set of recommen-
dations is the current situation in which the
state finds itself. Though the short-run effects
of the pandemic recession are still playing
out, California's overall fiscal situation is rela-
tively stable. Our review of the facts, origins,
and trends reveals the following findings:

Fiscal sustainability is dependent
upon continued economic growth.
Californians are commmitted to a progres-
sive tax system and have supported
a relatively expansive social safety net.
Inequality and rates of poverty are high,
though it probably would have been
worse with a different policy mix.

Past policy choices constrain policy
makers and leave the fiscal system
more vulnerable to economic shocks.

From this starting point, it is possible to
develop a set of principles that guide policy
decisions, regardless of the situation. These
principles reflect California’s particular situ-
ation and the values it has expressed, com-
bined with overall responsible practices for
fiscal policy. In short, they would suggest that
policymakers will need to:

Seek fiscal sustainability by addressing
long-term liabilities and keeping pace
with the changing economics and
demographics of the state.

Support a modern system of revenue
collection that is efficient and provides
adequate resources for the type of
government Californians want.

Invest in programs that seek to reduce
the effects of inequality as well as support
continued economic growth.

Empower policymakers with the ability
to respond to fiscal crises and restore the
link between taxing, representation, and
governance.

Maintaining these principles will be harder or
easier depending upon what the future holds.
The following discussion presents policy
recommendations for each of the four scenar-
jos that are consistent with these principals,
though how they play out will be a function of
the particular circumstances. Consistent with
the focus of the prior discussion, the recom-
mendations center on state government as
the key actor. For each scenario, we discuss
policy recommendations in terms of taxing,
spending programs, and the processes and
politics that drive fiscal decision making.
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SCENARIO

FULL SPEED AHEAD; SOME LEFT BEHIND

Fast Economic Growth, but California Resists Change

This scenario represents a continuation of the status quo, where California’s economy

continues to expand while essentially maintaining the current mix of policies and priorities.
Recommendations are constrained, therefore, to build out from the margins of existing
policies. The state's changing demographics put pressures on the existing fiscal structure
and neglected liabilities loom large. The goal of the recommendations for this scenario
focuses on making marginal policy changes that will mitigate inequality in the state while

trying to introduce more fiscal sustainability.

REVENUE

Tax the Rich: Providing enough revenue to maintain the current mix of state
safety-net programs, continue to support education, and keep the state's
infrastructure from deteriorating further, will require an expansion of the
existing revenue stream. Given past policy choices and current public opinion,
policymakers look for additional ways to “tax the rich.” One approach would be
to institute provisions that tax the transfer of wealth either as gifts or at death.
The threshold for either would be high and could conform to the federal guide-
lines and include protections for genuinely small businesses. The basis for
taxation of the transfer would be stepped up to reflect the market value at the
time. Depending upon revenue needs, marginal rates could also be raised on
personal and corporate income taxes or possibly examine ways to increase

the sales tax base, which is discussed in Scenario 3.

SPENDING

Pay Down Unfunded Liabilities: The goal of the spending recommendations

is to increase long-term fiscal stability and mitigate the effects of poverty in the
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state. The continued generation of revenue enables policymakers to contribute
to paying down some portion of the state's unfunded liabilities. The state con-
tinues to make one-time payments to pensions and borrowing at low interest

rates to address infrastructure needs.

Also, shoring up the state's safety net becomes a priority. For example, the
pandemic recession demonstrated the deficiencies of the state's unemploy-
ment insurance program. Making the needed investments to update the
systems that provide benefits would enable them to respond in crisis with the
flexibility to target assistance effectively. Finally, policymakers look to continue
building the state's safety net by expanding health care (Medi Cal) coverage to

undocumented adult Californians.

PROCESS AND POLITICS

Expand Reserve Policies at State and Local Levels: Given that the structure
of the state’s revenue system is unlikely to be updated significantly under this
scenario, volatility will remain an issue. Further expanding taxes to include
wealth transfers would do little to decrease volatility and could actually make

the swings more extreme. As a result, policymakers look for ways to hedge
against dramatic economic downturns by expanding reserve policies at both
the state and local level. Building off of the current rainy day fund at the state
level becomes an immediate priority. Also, the state looks for ways to make it

easier for the UC, CSU, CCC and K-12 districts to save in a significant way. Codify-
ing the use of multi-year projections of state revenue and spending would also
assist in the ability to respond to economic shifts.

Under this scenario the political context remains unchanged and limits the
policy alternatives. While Californians express a desire to do “something” to
address inequality and poverty in the state, they stop short when it bumps into
reconfiguring the tax structure or changing their local zoning laws. Given this
reluctance, it is difficult to imagine the fiscal changes necessary to mitigate
the impact of the scale and scope of a problem such as climate change.
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SCENARIO

ONCE A LEADER, NOW A FOLLOWER

Slow Economic Growth and California Resists Change

The state has little willingness to shift from the status quo in terms of policy choices, at
the same time, the ability of the state's economy to outperform competitors wanes. These
circumstances combine to create a downward spiral as revenues cannot keep pace with
needs of the state while increased unemployment and underemployment strains the
social safety net. Simply maintaining the current level of services is unlikely and it is im-
possible to have the resources available to respond to additional challenges such as the
unfunded liabilities and climate change. The goal of the recormmendations, therefore, is
to try to limit the consequences of a shrinking safety net and a sluggish economy on the

state’s poorest residents.

REVENUE

Seek Ways to Maximize Personal and Corporate Tax Revenues: In the absence
of any support for modernizing the state's tax structure, personal income taxes
continue to account for the majority of state revenue and remain volatile. A
decline in the number of very wealthy individuals and the overall level of their
income may both decline if California loses its position as an economic force,
making it harder to look to the wealthiest to produce additional revenue. It
might be possible to consider wealth transfer taxes (such as those discussed
in the previous scenario), but the additional tax burden the state's economic
decline, combined with the accompanying declines in quality of life, may
provide the necessary incentive for mobile individuals to relocate. Therefore,
policymakers look for ways to maximize personal and corporate tax revenue
by leaning into the federal code— identifying the points of conformity that
would advantage total revenue for the state but apply nationally. In an effort
to free up some capital for infrastructure, the state’s pension funds dedicate

a portion of their investments for public projects.
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SPENDING

Maximize Resident Participation in Federal Safety Net Programs: The gen-
eral strategy with regard to spending under this scenario is damage control,
emphasizing steps that try to protect the state's most vulnerable and minimize
the outward migration of the state's wealthiest. With revenues declining, the
state looks to maximize Californians’ participation in safety net programs,
removing barriers to enrollment and making modest investments in outreach
programs. Specific attention becomes focused on those programs where the
federal government is responsible for the majority of the funding, such as the
Supplemental Nutrition Assistance Program (SNAP/food stamps), the school
meals program, and Pell grants for college. All vulnerable populations are likely
to feel the impact of program cuts, but legislative staff and the administration
work together to try to protect the state's very poorest for as long as possible.
This could be accomplished by changing eligibility requirements for benefits

first before reducing the level of benefits.

PROCESS AND POLITICS

Protect the Existing Reserve Policy: Changes to the fiscal process focus on
minimizing the uncertainty and disruption as much as possible. With revenue
falling in real terms, it is unlikely that reserves could be expanded. In these
circumstances, the legislature protects the existing reserve policy and looks to
use them to slow the decline.

Use Data to Understand the Impacts of Program Cuts: Given that program
cuts are likely, administrative officials establish a system where safety net
program administrative data is linked. Then, when policymakers face the pros-
pect of cutting spending for these programs, they have a clearer picture of the

collective impact of how their decisions will affect vulnerable populations.
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Support New Business Creation: In an attempt to attract private investment
into California as a supplement or even replacement to public spending, the
state looks for ways to fast-track business creation. Stopping short of tax incen-
tives, the legislature and governor seek to remove barriers to new business by
looking to waive or suspend particular regulatory requirements. This would be
similar to the steps taken to fast-track the building of stadiums for professional

sports teams, though the enterprises would be smaller with a much higher

return on investment.

The necessary, but most difficult part of overseeing fiscal policy under this

scenario would be for policymakers to adjust to the “new normal.” This transi-
tion would acknowledge that it may be a long time, if ever, before California
returns to a world of regularly growing tax revenues. In the past, the practice

has been to look at short-term measures—deferring payments and borrowing
—in anticipation of better years to come. But, if the economy flat-lines, even a
relatively good year won't be enough to dig out of a deep fiscal hole. At that

point, the problems will just compound.

The economic stress, combined with the inability of the government to lessen
the impact, will make the politics around fiscal policy even more difficult. As
the economic divide between “haves” and “have nots” widens, it will be more
difficult to find areas of compromise. Avoiding a downward spiral will require
leaders to convince the state's residents that there is a collective interest in

reducing gaps across all groups.

SCENARIO

BARGAIN BASEMENT AUDACITY

Slow Economic Growth but California Embraces Change

The state’s ability to adapt and grow more quickly than others stagnates or even declines.
Californians and their elected leaders, however, are committed to re-claiming the mantle of
policy innovator, pushing the envelope of fiscal change while adjusting to the new normal
of modest economic growth. The new willingness opens up a wider range of possible policy
options, with a chance to explore more creative ways for the state to address some of its

challenges. Policymakers will have to be creative as they will be working with fewer resourc-
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es than in the past. The overall goal of policy under this scenario, then, is to adjust to a new

economic reality while still seeking to reduce inequality in a sustainable manner.

REVENUE

Modernize Sales and Use Tax Base: To broaden the state’s tax base and
reduce some of the volatility associated with revenue, the legislature acts to
modernize the sales and use tax base. As consumption patterns have shifted
over the decades away from goods and towards services, a significant share of
potential revenue is foregone. By applying the sales tax to services (e.g., finan-
cial, legal, consulting, etc.) consumed in California, the state could offset some
of the effects of the slowing economy on its total revenue. Currently, sales and
use taxes apply to the smallest share of services consumed relative to the
comparison states (see table 3). The gas tax also is replaced with a miles driven

tax, reflecting the shift to electric vehicles.

Tax base coverage under general sales tax, share of overall
spending and major categories (%)

California

Florida
[llinois

New York

Pennsylvania

Texas

Washington
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Reform Proposition 13: Finally, in an environment where the public is willing to
make non-incremental policy changes, reforming Proposition 13 becomes high
on the list of new revenue policies. Prop. 13 reforms would have both revenue
and process effects, as we discuss further below. On the revenue side, changes
to either the maximum tax rate or an adjustment of the cap on annual assess-
ments could raise more revenue. Changes that were revenue neutral, but
restructured the incentives might be more politically palatable in an era where

the economy isn't growing.

SPENDING

Maintain and Expand Programs with Largest Returns on Investment:
Maintaining funding support for education programs becomes paramount in
an effort to provide for economic mobility, along with innovation in how those
educational services are delivered. Other programs that provide a relatively large
return for a small public investment by the state are expanded. These would
include the state’s EITC program which could be augmented by a credit for

eligible taxpayers who contribute to their CalSavers retirement savings account.

Create Opportunity Accounts: The legislature creates Opportunity accounts
(“lbaby bonds”) for low-income newborn Californians which would be held in
trust and invested until the child turned 18. In short, any new spending pro-
grams should focus on opportunities to help low-income Californians build

wealth at a relatively low direct cost to the state.

PROCESS AND POLITICS

Challenges to Reforming Proposition 13: Possibly the biggest lift for policy-
makers would be to reform Proposition 13. From a process standpoint, undoing
the fiscal straightjacket would help shift fiscal authority back to the local level.
But, just as the institution of Proposition 13 set in motion a number of policy

dominoes, unwinding it would involve more than just its repeal. The legislature
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SCENARIO

would need to negotiate with counties a realignment of fiscal responsibility

once the distribution of property taxes is returned to the local level. Given that
localizing property taxes again could lead to greater inequities across commu-
nities, state legislation will either need to draw upon general fund revenues to
eliminate resource differences for schools and other locally funded programs

or negotiate a regional or statewide redistribution scheme.

Introducing any new policy, particularly fiscal policy, is easier from a political
perspective when the economy is growing. Fiscal policy changes often create
winners and losers. If revenues are increasing, it is possible to structure changes
in a way that some win while others win more. In a scenario where that type of
growth cannot be counted upon, change presents a challenge even when the

leaders and voters are supportive.

To lay the foundation for change, the shortcomings of the current structures
will have to be made clear. For example, the state's sales tax, in its current form,
is regressive. A proposal to expand it to include services may not completely
shift the distribution of the burden, but it is possible to make it less regressive.
Similarly, on the spending side, providing a benefit that is “universal” is politically
more attractive as it has the potential to appeal to the largest number of sup-
porters (think universal free preschool or low or no tuition for community
colleges). Under the new economic reality of this scenario, Californians would
have to acknowledge that targeted benefits are more efficient (i.e., they are
capable of having a greater impact for the individuals that need the support

the most) and be willing to support them.

GOLDEN STATE OF AFFAIRS

Fast Economic Growth and California Embraces Change

California maintains its economic advantage relative to its competitors while embracing
new policies. New policies for this scenario seek to build a California where the state actively
supports both continued economic innovation and inclusive growth as well as reducing

inequality among its residents.
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REVENUE

Generate Broad-Based Consumption Tax: Similar to Bargain Basement
Audacity, the legislature modernizes the sales and use tax to expand it to in-
clude services. However, with the economy on a positive trajectory, it may be
possible to make a larger policy leap. Rather than broadening the base of the
sales and use tax, California moves to a broad-based consumption tax—similar
to the value added tax found in a number of European countries. Such a shift
could also be combined with a carbon tax. The move to a consumption tax,
depending upon the rates, could serve as a complement to the lowering of
marginal personal income tax rates, adding to its political appeal. At a mini-
mum, a consumption tax should be coupled with an expanded rebate to

reduce the burden for low-earning Californians.

Create a California Reinvestment Fund from Corporate Taxes: Regarding
corporate taxes, elected officials work with the business sector to develop a
California Reinvestment Fund (a sovereign wealth fund). The goal of the fund is
to leverage a California strength (such as innovation and business creation) as a
down-payment on state support for future economic growth. The tax could be
levied on a portion of business public offerings (IPOs), data collection, or repa-
triation of earnings abroad. Taxing wealth transfers (gifts and inheritance) from
the Full Steam Ahead scenario could also be considered as a way to build the

fund. Some of the state’s largest family and community foundations could also
contribute to the initial capital-raising effort. Conceptually, the revenue gener-
ated for the fund would be as a consequence of capital creation, where the
state recoups a portion of the investment it has made to create an environment

where businesses and individuals thrive and are successful.

SPENDING

Create Programs that Invest in State’s Infrastructure and Human Capital:
Spending recommendations under the Golden State of Affairs would draw on

some of the other scenarios in terms of such policies as maximizing participa-
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tion in federal programs and encouraging wealth creation through Baby Bonds
and auto-IRA incentives. This scenario, however, would give state policymakers
the chance to be more expansive in their thinking and look to create programs
that invest in the state's infrastructure and human capital. Doing so would both
encourage economic growth and, if appropriately focused, could help reduce
inequality. For example, rather than simply expanding the Cal EITC, policymak-
ers should explore whether a universal basic income (UBI) makes more sense,
providing residents with a stream of income as opposed to a once-a-year annu-

al tax refund.

Reinvest using the State Sovereign Wealth Fund: Similarly, the sovereign

wealth fund would focus on re-investment in the state in a targeted manner,
going beyond simply writing checks to individuals from the proceeds, as is the
case in Alaska. For example, a portion of the California Reinvestment Fund (CRF)
would serve as the driver for a state industrial policy. These resources would be
allocated as multi-year commitments to infrastructure and emerging technolo-
gies—either via the state’s public universities or private enterprise. The remainder
of the CRF proceeds would be used to supplement education support for low-
income residents from early-childhood to college and career. Table 4 lists the

existing state sovereign wealth funds in the United States.
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State Sovereign Wealth Funds in the United States

Alabama Trust Fund

Alaska Permanent Fund

Colorado Public School Fund
Endowment Board

ldaho Endowment Fund
Investment Board

Louisiana Education Quality
Trust Fund

New Mexico State Investment
Council

North Dakota Legacy Fund

Oregon Common School Fund

Texas Permanent School Fund

Texas Permanent University
Fund

Utah School and Institutional
Trust Funds Office

West Virginia Future Fund

West Virginia Impact Fund

Permanent Wyoming Mineral
Trust Fund

Oil & Gas

QOil & Gas
Land & Mineral

Royalties

Land & Mineral
Royalties

QOil & Gas

QOil & Gas

Oil & Gas

Land & Mineral
Royalties

Land & Mineral
Royalties

Land & Mineral
Royalties

Land & Mineral
Royalties

QOil & Gas

Appropriations;

all sources

Minerals

* Values are approximate and are sourced from 2018 - 2021. ** Zero balance.
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Variety of desig-

nated purposes.

Including cities
and counties

Provide residents
with dividends.

Support K12
education

Public schools

plus

Education

Education

Variety of desig-

nated funds

K12 education

K12 education

Higher education

Education

General

Economic growth

Designated



https://treasury.alabama.gov/alabama-trust-fund/
https://apfc.org/
https://treasury.colorado.gov/public-school-fund-investment-board-3
https://treasury.colorado.gov/public-school-fund-investment-board-3
https://efib.idaho.gov/
https://efib.idaho.gov/
https://www.treasury.la.gov/investments
https://www.treasury.la.gov/investments
https://www.sic.state.nm.us/about-the-sic/
https://www.sic.state.nm.us/about-the-sic/
https://www.treasurer.nd.gov/north-dakota-legacy-fund-0
https://www.oregon.gov/dsl/About/Documents/csf_fact_sheet.pdf
https://en.wikipedia.org/wiki/Permanent_School_Fund
https://www.utsystem.edu/puf
https://www.utsystem.edu/puf
https://sitfo.utah.gov/
https://sitfo.utah.gov/
https://wvpolicy.org/wp-content/uploads/2018/5/Fast-Facts-on-Future-Fund-PDF.pdf
https://www.wvlegislature.gov/Bill_Status/bills_text.cfm?billdoc=HB4001%20SUB%20ENR.htm&yr=2020&sesstype=RS&i=4001
https://wyotax.org/wp-content/uploads/2020/08/PWMTF-Combined_2015.pdf
https://wyotax.org/wp-content/uploads/2020/08/PWMTF-Combined_2015.pdf

PROCESS

Reform Proposition 13: The reforms of Proposition 13 also apply here. While
unwinding the layers of fiscal policy will be difficult, it would be an important step
in addressing the decades-long inequities that Prop. 13 has wrought. As discussed
under the Bargain Basement Audacity scenario, specific laws at the state level

would be needed to rebalance differences in local property wealth tax bases.

Reforming Prop. 13, along with the creation of a sovereign wealth fund and a less
volatile revenue structure would fundamentally change the task of budgeting in
the state. Annually, much of the budget process would be limited to adjustments
at the margin of existing programs and making sure that long-term projections
of spending and revenue are in balance. Beyond the annual process, a wealth
fund would challenge policymakers to look at the long term, and make commit-
ments that reflect a strategic approach to supporting the economy. The jobs of
elected officials and administrators would take on the role of portfolio managers

for the state, seeking to generate a positive return for all Californians.
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Summary of key differences in scenario policy recommendations

Revenue

Spending

Fiscal
processes
and
institutions

New gift and
inheritance taxes.

Pay down long-
term liabilities;
Update manage-
ment of existing
social support
programs (e.g., EDD)

Expand Medi Cal
to undocumented
adults

Multi-year
projections;

Encourage reserves/
savings at both state
and local level
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Require state
pensions to invest
in local government
infrastructure;

Identify conformity
opportunities to
broaden income
tax base

Safety net program
data linkages;

Maximize partic-
ipation in SNAP/
CalFresh and other
federally supported
safety net programs

Multi-year
projections;

Protect existing
reserve policies

Expand sales tax
to include services;
Institute a “vehicle
miles traveled” as
an alternative to
gas tax

Targeted spending
with high ROI: Baby
bonds,

Auto-IRA incentives,

Expanded EITC

State and local
tax/spending
relationships are
realigned via
reform of Prop. 13

VAT and/or
carbon tax
replaces
sales tax

Sovereign wealth
fund to invest in
infrastructure
and human
capital; multi-year
commitments

to fuel growth
and individual
mobility.

State and local
tax/spending
relationships
are realigned
via reform of
Prop. 13; officials
become fiscal
stewards
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