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The State of California is in a severe fiscal crisis. The State faces difficult decisions in closing an
estimated $20 billion budget gap for Fiscal Years 2009-2010 and 2010-2011. How the state chooses to
address this gap will have important implications for employment and the economy.

While most measures to reduce the deficit can be expected to further depress the state economy in
the short term, the magnitude of that impact will vary significantly based on the specific measures
adopted. State policies have a greater or lesser stimulative effect on the economy depending on their
ability to promote immediate consumption of local goods and services, as well as the degree to which
they bring in federal matching dollars.

One way to compare the economic impact of California’s budget solutions it to calculate economic
output multipliers, which tell us how much spending cuts or tax increases will impact the state’s
economy. Low-income residents spend a greater share of their earnings and spend more locally than
do higher income residents. For this reason, the multipliers for CalWORKS and In-Home Supportive
Services (IHSS) are particularly high since most of the funds go to low-income families,! while the
multipliers for tax cuts to upper-income taxpayers are relatively lower.> Additionally, certain health
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and human services programs also bring in significant federal matching dollars which serve to
further stimulate the California economy. The impact on employment also varies significantly based
on the specific measures. THSS cuts have a particularly large employment impact because 85 percent
of program funds go directly to paying the wages for the approximately 360,000 IHSS workers, whose
average wage is $10 an hour.3

Figure 1.
Jobs Lost per Billion Dollars in Spending Cuts or Revenue Increases

(Full-Time Equivalents)
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300

Source: Authors’ analysis of IMPLAN 3.0, 2008 California State Package for one year change

A greater infusion of federal funds and higher levels of employment and economic activity also have
a direct impact on state and local tax revenue. An investment of $1 billion in THSS brings back an
estimated $360 million in state and local tax revenue, while a tax cut of the same level for upper
income households would result in $70 million in additional tax revenue to the state.
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Figure 2.

State and Local Tax Revenue Lost per Billion Dollars in Spending Cuts

or Revenue Increases ($ Millions)

IHSS
$359

Healthy Families
$314

CalWORKS
$266

Tax on Upper Income Households
$73

Oil Severance Tax

$7

Source: Authors’ analysis of IMPLAN 3.0, 2008 California State Package for one year change.

DISCUSSION

When it comes to employment and economic output, all options for closing the budget gap are not
equal. Cuts to programs with large federal matches will have a much greater impact on the state’s

economy than many measures that could be used to increase revenue.

Thus, a $1 billion cut to Medi-Cal or Healthy Families would result in the loss of 35,900 and 39,500
full-time equivalent jobs respectively, whereas raising $1 billion in taxes from households in the
highest income bracket in California would result in the loss of only 6,400 jobs. This large difference
is driven cumulatively by two factors. First is the fact that the health-care industry is highly localized,
in that business-to-consumer interactions must occur face-to-face and that hospitals and physicians
purchase most of their “raw materials” (intermediate goods) from within the state. Also a relatively
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large share of health care industry spending flows to wages (as opposed to capital), thus more
income is spent at home in California. The second major factor is the loss of federal matching
dollars. In regional economic analysis, federal dollars that flow to California can be thought of as an
export, in that new dollars are brought into a system that are then spent again and again by local
residents, businesses, and workers.

The 215,900 job loss for cuts in THSS is made up of 184,500 direct full-time equivalent THSS jobs
and 31,400 jobs lost due to the multiplier effect. The 184,500 direct IHSS jobs are held by
305,300 workers, most of whom work part-time.* The program is the sole source of employment for
61 percent of these workers.”

The effects of cuts in social service programs would go well beyond the impact on jobs. Cuts to
Medi-Cal and Healthy Families would result in delays in necessary care for adults and children,
greater use of uncompensated care and emergency room visits, and a higher number of nursing
home placements among elderly and disabled Californians who want to remain at home.

All of these estimates are for a one-year change. The main effects of an oil severance tax would take
place over a 20- to 40-year time horizon and are projected to be relatively small.®

Along with the immediate economic impact, budget measures may also affect the state’s ability to
attract skilled workers and firms. Transportation infrastructure has been found to play a significant
role in firm location decisions. Empirical research on the effect of business taxes on business
location is mixed. Overall, taxes have a small effect on which state or region a firm decides to locate
in. The greatest effects, whether positive or negative, are seen where taxes are significantly divergent
from the norm. Taxes play a greater role in firms’ location decisions within a state or region than
between states and regions. This trend is more pronounced for manufacturing activity than for
commercial activity. Educational opportunities and crime rates play a larger role in states’ abilities to
attract skilled workers.” 8

With an unemployment rate of 12.5 percent and nearly 2.3 million Californians out of work,? the
Governor and State Legislature should take care to minimize the negative impact of the budget
measures on employment.
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METHODOLOGY

To determine the economic impacts of each of the budget options we used IMPLAN 3.0 modeling
software (using 2008 California state data) which generated the projected impacts on employment,
economic output, and state and local taxes. To model the CalWORKSs and indirect and induced IHSS
impacts we treated the spending as household income. We allocated across four different income
groups following the methodology of Haveman and colleagues (2009).1° To determine the direct
employment impact of IHSS we took the total paid Individual Provider hours for 2009'! and divided
by 2,080 hours to convert to full-time equivalents.

To model Medi-Cal and Healthy Families, we treated the funding as flowing to a set of IMPLAN
industry sectors rather than households. We distributed the total budget amount, including the
federal match across five health care related IMPLAN sectors. We weighted the distribution of these
funds across these five sectors according to the relative share of economic output in the state of
California in 2008.

We assumed a federal matching rate of 61.90 percent for CalWORKs,'? 65.00 percent for Healthy
Families, and 61.59 percent for Medi-Cal and for IHSS. The federal matching dollar amount for IHSS
is higher than for Medi-Cal because the federal government also matches the share of IHSS
expenditures paid by the counties.!®> We assumed that the increased American Recovery and
Reinvestment Act (ARRA) federal match rate for Medi-Cal and IHSS would continue through June 30,
2011, as part of the Hiring Incentives to Restore Employment Act (HR 2847), recently passed by the
Senate.

To evaluate a tax on high-income households, we followed an approach similar to our approach for
CalWORKS and IHSS by analyzing $1 billion in reduced household income for families earning more
than $150,000 a year, which is the highest category in IMPLAN.

Finally, for the oil severance tax we followed the State Assembly Analysis for AB 656 estimate that $1
billion in revenue would require a 6.25 percent severance tax.!* We used the average one-year price
elasticity of supply for oil production from Sterner (1992), of 0.052.1°> We modeled this figure using
IMPLAN industry sector 20, “oil and natural gas extraction.” Estimates for long-term price elasticity
of supply range from 0.162 to 0.85. Using the long-term elasticity produces job impacts well below
each of the other budget options tested.
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Table 1.
Impact per Billion Dollars in Spending Cuts or Revenue Increases

Employment Impact Federal State and Local
(Number of Full- Matching Economic Tax Revenue
Time Equivalent Dollars Output Impact
Category Jobs Lost) ($ billions) Multiplier ($ billions)
CalWORKS 23,200 $1.62 3.70 $0.27
[HSS* 215,900 $2.47 5.16 $0.36
Medi-Cal 35,900 $1.60 5.59 $0.29
Healthy Families 39,500 $1.86 6.15 $0.31
Tax on Upper Income Households ($150k+) 6,400 S0 1.00 $0.07
Oil Severance Tax 300 S0 1.76 $0.01

*Number of jobs lost includes 184,500 full-time equivalent providers directly employed by IHSS per billion dollars in state spending
Source: Authors’ analysis of IMPLAN 3.0, 2008 California State Package
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