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Executive Summary

Governor Schwarzenegger has called a special session
of the legislature to convene immediately after the
election in order to deal with a budget that is coming
unwound literally weeks after it was put into place.
While the revenue assumptions in the budget were
certainly not high from an historical standard, they
ignored the fact that California - and the entire nation
- are rapidly tipping deeper into the economic down-
turn that began at the start of the year. The news is
grim:

Labormarkets are showing increased signs of stress

There is little sign of a recovery in housing and fore-
closures are getting worse by the day

Consumer markets have fallen off a cliff

Corporate profits have been taking a beating

These add up to a downturn in revenues for the state
that will take not months, but years, for California to
work its way out of. We predict that the state's three
major revenue sources - sales taxes, income taxes, and
corporate taxes, will fall by over 11 percent over the
course of the next two years. It will take an additional
two years before revenues climb back above the peak
they hit in fiscal year 2007-08. Given that the state is
already dealing with a structural gap between its cur-
rent revenue base and its expenditures implies that
we are quite literally on the edge of a fiscal cliff.

Its time for California's leaders to deal with the fact
that the state's massive budget problems cannot be
fixed with temporary revenues or temporary expen-
diture cuts. A comprehensive effort needs to be made
to find a solution... before we all fall off that cliff.

The Big Picture: It's going to bet worse before it
gets better

Hope for the best but prepare for the worst is a valu-
able old adage. While we all hope that tomorrow will

be better than today, we are well-advised to be pre-
pared in the event that things take a turn for the
worse. At the moment, California’s budget strategy
seems to adhere to a slightly different logic, one that
might be summed up as: Hope for the best and ig-
nore the obvious. Given the state of the economy to-
day the underlying assumptions on which the state
budget hangs are categorically off-mark.

The assumptions used to predict revenue flows for the
next few years are based on the idea that this will be
a temporary slowing of revenue growth followed by a
strong recovery. Unfortunately, this is unlikely to be
the case, and as a result the current budget does little
more than delay the problem.

This report provides an overview of the current eco-
nomic situation California is facing by looking at
trends in employment, income, consumer spending,
and housing. It then forecasts how these economic
conditions will affect the states major sources of rev-
enue: income, business, property, and sales taxes.

The economic news, perhaps unsurprisingly, is grim.
All indications are that the worst is yet to come. The
economy, already battered and bruised by collapsing
housing markets, will now face an even tougher test
— the pull back in consumer spending as the last ves-
tiges of the phantom wealth created by the credit led
real estate bubble disappear. This will be an economic
downturn in California on par with that of the early
1990s.

Consequently, the fiscal landscape is equally bleak.
The state created a structural budget gap in the late
1990s as permanent spending was ramped up based
on a temporary surge in revenue generated from
the dot-com boom. When the dot-com bubble col-
lapsed, the budget gap that opened up was never truly
fixed. Rather, temporary measures such as pilfering
reserves and borrowing cash were used to fill the gap
until the next great bubble — this one driven by the
housing market and credit boom — fueled a second
wave of temporary tax revenues. With the unwinding
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of the housing bubble the structural gapwill reemerge
and this time triage won’t work – we need to head
straight into surgery.

From Credit Crisis to Recession

The credit crisis that began this past August has cap-
tured headlines and caused a dramatic shift in the atti-
tudes of policymakers and economists who previously
had been bullish on the economy anddenied the possi-
bility of a recession. Now the conversation has shifted:
Find a solution to the financial crisis beforeWall Street
drags Main Street down with it. While stabilizing the
banking sector is an important step towards ultimate
recovery, the causality has been completely reversed.
The state of California is not threatened with reces-
sion because of what’s happening on Wall Street. In-
deed, the state has been in a recession for a number
of quarters, and this is what is putting the pressure on
Wall Street.

To paraphrase Tolstoy, all expansions look alike, but
each recession is painful in its own way. This down-
turn has had a very slow start due to the fact that
the various components of spending — housing, con-
sumer spending, business spending, and the external
accounts — have not been cycling together as they
normally do. The initial weakness in the state was
due primarily to problems in the housing market and
slowing of residential construction. The rest of the
economy continued forward.

More recently, however, the situation has shifted. The
problems that began in housing have spread to the
rest of the economy. Mortgage problems have led to
a broader financial crisis. The drop in net wealth due
to declining home prices and the battering financial
markets have taken are now taking a toll on consumer
spending. Corporate profits are suffering and business
spending is starting tomove into freefall. The last bas-
tion of strength in the economy — the external ac-
counts — will start to take a turn for the worse as the

U.S. dollar has surged in recent weeks to levels not
seen since 2006. In short, the U.S. and California are
moving from a housing recession into a full blown re-
cession.

Employment and Incomes

It is indeed a unique recession. Consider the most ba-
sic indicator of an economic downturn — the unem-
ployment rate. Typically this is considered to be a
concurrent indicator — that is to say it starts to rise
around when the economy is starting to suffer, and
only declines again after the downturn has ended and
the economy is moving forward again. For example
unemployment in California started rising in May of
1981 and the recession ‘officially’ started in July, two
months later. During this recession however, the un-
employment rate started rising way back in 2006 and
is now 2.9 percentage points above the trough. This
is worse than the trough-to-peak increase during the
1980 and 2001 recessions, and rapidly approaching
that seen in the 1981 recession when it increased by
a total of four percentage points. That there was lit-
tle discussion about what was happening in the labor
markets is owed to the fact that one, GDP was still
growing; two, the state was still adding payroll jobs al-
beit at a slowing pace; and three, the pace of increase
was (initially) unusually slow, a situation that changed
early this year when the increase started to acceler-
ate. Still, many forecasters in the state continued to
preach that there would be no recession despite the
fact that it looked as if we were already in one.

This September was actually the first month for some
time in which unemployment did not increase by
a substantial amount — only one-tenth of one per-
cent. Unfortunately this respite will be short lived.
A leading indicator of the unemployment rate is ini-
tial claims for unemployment insurance. Claims have
risen from a seasonally adjusted weekly average of
50,000 in May, to 61,500 in August, to 63,500 in the
first two weeks of October. And these do not include
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those layoffs that have been announced but not yet
enacted by a number of important employers in the
state as corporate profits have swooned. We forecast
that unemployment in California will rise to close to
10 percent, for a total increase of 5 percentage points,
greater than during the 1990 downturn.
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The payroll side looks less dire—at least at the mo-
ment. Overall, non-farm jobs have been shrinking by
a one percent (annualized) pace for most of the year.
But we can take little solace in this. There is a known
bias in the payroll numbers that causes them to over-

estimate job growth as the economy slides into a re-
cession, and underestimate them after the economy
starts to recover. This bias is corrected when the new
benchmark is put into place at the start of the year.
We can expect a substantial downward revision in the
employment data in a fewmonths—making 2008 look
much worse than the current estimates.

Despite this problem we can still look at the pattern
of job changes across sectors to get a sense of how the
recession is spreading. Job growth averaged 256,000 in
2004 and 2005 with solid growth in almost every sec-
tor. There was a marked slowing in job growth in 2006
and 2007 as a result of the slowing housing markets
— the pace fell to a paltry 116,000 jobs per year, less
than half the rate of the previous two years. Construc-
tion went from adding 56,000 jobs per year to losing
50,000 jobs. Durable good manufacturing also saw an
increase in their ongoing job losses, finance and real
estate tipped intonegative territory, and retail experi-
enced substantive slowing. Other sectors of the econ-
omymaintained their strength. It is worth noting that
despite ample evidence of a slowing economy state
and local government went on a hiring spree, adding
close to 100,000 new employees to the rolls up from
32,000 in the previous two years.
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In 2008 the situation has shifted to an annualized loss
of 125,000 per year, although again this will likely be
revised for the worse in January. The weakness in the
economy has spread to most every sector with the ex-
ception of Education and Health. The only sector of
the economy doing well is information as the drop
in the dollar has pulled movie production back into
the state and the successful conclusion of the writer’s
strike has put projects back into the pipeline.

State Income

Not surprisingly, by current estimates income growth
has been slowing in the state. Although overall income
grew by a strong six percent in the second quarter,
driven in large part by the arrival of the federal rebate
checks that many families received, wage and salary
growth was roughly two percent (smoothed), down
from the already weak pace of growth seen in 2007.

There are three key issues to bear in mind when eval-
uating these personal income numbers and thinking
about where they will head. First, current income is
based on estimates derived from taxwithholdings and
quarterly payments from private business. These esti-
mates will change over time, and potentially for the

worse. Second, the current turmoil and the decline in
the equity markets in the third quarter will have sub-
stantial implications for income tax receipts. Capital
losses will be written off on gross income — a pro-
cess that had substantial implications for the budget
in 2001 and 2002. Finally we have to remember that
layoffs are starting to pick up pace — implying that
more peoplewill be losing their jobs and their incomes
in the coming months. We predict that incomes will
continue to shrink for some time.
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We are also starting to see signs of weakness on the
business side of the economy. Business incorporations
have fallen from 9000 to 8000 per year. Moreover,
business bankruptcies surged to over 1500 in the sec-
ond quarter, up from 500 per quarter in 2006. While
the third quarter numbers are not yet in, national
statistics show total taxes on corporate profits falling
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10 percent from the third quarter of 2007 to the sec-
ond quarter of this year. The third quarter is likely to
be worse, but the fourth quarter will see a dramatic
decline as the equity losses filter through the system.
In short, business taxes are unlikely to make up for
losses in personal income taxes.

Consumer Spending

State and local governments in California rely heavily
on sales taxes as a portion of their revenue base. In-
deed, one of the current discussions is a ‘temporary’
increase in the state rate in order to help deal with
the current budget gap. Unfortunately such an effort
is not likely to accomplish much in terms of increas-
ing revenues. As noted above, the last shoe to drop
in this recession is the pullback of consumer spend-
ing. With home equity rapidly disappearing and con-
sumers holding record levels of debt, households have
had to pull back on their discretionary spending.

Taxable sales had been growing at a substantial ten
percent pace between 2003 and 2005, along with a
strong increase in overall home values. This is an un-
usually high pace, as they typically increase at roughly
the same rate as income growth, and indicative of the
home equity effect on spending. But as sales and home
prices started to decline through 2006, taxable sales
growth also cooled, falling from its previously lofty
level down to the two percent range before finally tip-
ping into negative territory in 2007. The latest read-
ing is the worst: Current estimates show sales falling
at nearly a four percent annualized pace in the sec-
ond quarter of the year. Similarly, new vehicle regis-
trations fell from 160,000 in 2005 to 140,000 in 2007 to
120,000 in the first half of this year.

The big question iswherewehead fromhere.Whilewe
don’t have third quarter numbers yet, they promise
to be much worse. The second quarter was when the
federal rebate checks reached consumers. And despite
the cash infusion, on a national basis consumer spend-

ing growth was a mediocre 1.2 percent. Third quar-
ter numbers for national consumer spending recently
arrived with the third quarter GDP figure and they
show spending falling by three percent in annualized
terms, one of the sharpest consumer pull backs seen
in decades. Auto sales also plummeted in the third
quarter from the second quarter. In short, the trends
are strongly negative at the national level and those
trends will likely look worse here in California since
we were ground zero in the housing bubble.
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Housing Markets

Finally, there is the housing market. While the prob-
lems in the economy started here, we now know that
housing is not the sole problem. Rather it was the ca-
nary in the credit coalmine. The general asset bub-
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ble that is in the process of unwinding began with
housing but has spread across the financial system’s
many parts. Corporate debt and other personal debt
are all showing the same type of stress — rising delin-
quencies and heightened write-offs by banks. Even as
home prices have been falling at a record pace, so too
have the equity markets turned. The major indexes
are down 35 to 45 percent from the start of the year.
Given this, it’s worth looking at the housing market
to see if recovery is starting to occur — as this may
also predict that the broadermeasures may be getting
close to the bottom.

One recent sign that may seem encouraging has come
from the sales markets. According to Dataquick, home
sales in Southern California were up 65 percent in
September from last year at this time. In the Bay Area
sales were up by 45 percent. Sales activity is a strong
leading indicator of the direction of the market under
normal circumstances — possibly implying that prices
will begin to firm up.
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Unfortunately this sign of recovery is largely a red
herring. Sales in the state are being driven more by
foreclosures than true strength in the market. And
this isn’t much of a surprise — according to data from
Realtytrac, approximately 3.5 percent of all housing
units in the state, around 400,000 units, are currently
in the foreclosure process or already REO (owned by
the foreclosing bank). With such a heavy stock banks

are needing to rid themselves of inventory and prices
are actually falling with the sales of these units rather
than firming up as is typically seenwhen sales activity
ticks up. Indeed, well over half of all sales in the state
at the moment are foreclosed property and another
quarter is distressed sales.
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More importantly, while an increase in saleswill even-
tually help by drawing down the existing inventory of
foreclosed units, it will have to increase much more
in order to make real headway against the still rising
tide of foreclosures. Of all current outstanding mort-
gages in the state 3.2 percent are 60 to 90 days behind
on payments according to figures from the Mortgage
Banker Association. Short of some radical change in
federal policy, most of these will end up in foreclosure
at some point in the next six months. The state passed
a rule delaying the actual serving of papers — but this
only pushed the problem out two months.

Building permits also point to continuing problems
as they continue to fall in the state. Indeed, they are
down 50 percent in the third quarter compared to the
third quarter of last year.

There are also long run problems that have yet to be
addressed. Quite a few recent homebuyers used exotic
mortgages that have low initial payments. Many of
these products do not reset (jump to a higher payment
base) until 2010 and 2011. Most of these properties
will likely go into foreclosure when this reset occurs,
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since the paymentswill reflect some of the outrageous
prices that were being paid for homes at the peak of
the bubble. Even if foreclosure rates have peaked, they
will remain substantially higher than their long run
average and will continue to put downward pressure
on prices.
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What this implies is that home prices will continue
to fall for some time. The central problem with the
housingmarket has always been prices. While the pol-
icy debate has centered on the terms of these mort-
gages, the problem was the amount being paid rather
than the structure of the debt. Prices nearly tripled
between 1999 and 2007 before they started to fall. A
reasonable estimate is that home prices in the state
will have to fall 40 to 45 percent to fall back in line
with income levels. We also have to account for the
fact that prices tend to overshoot on the way down
due to the overall weakness of the economy. With this
in mind prices will likely drop 50 to 60 percent by the
time things bottom out. The good news is that prices
have already fallen over 30 percent from their peak.
But bear in mind that there will be no rapid recovery.
Home prices, once they find bottom tend to stay there.

There is yet another land crisis unfolding. The bubble
was not just in residential real estate, but also in com-
mercial real estate. There the problem was in falling
cap rates — the relationship between the prices paid
for the buildings and their revenue streams. The same

issue — too much credit driving wild speculation — is
now unwinding. Cap rates are rising as a result, even
as rents are starting to succumb to the economic pres-
sures and are starting to fall. Commercial property
prices — which also add significantly to California’s
property tax base — will likely fall 30 to 35 percent
before this portion of the cycle is ended.

The net result will be a big impact on property taxes.
This year’s property tax roll may have escaped the
worst of the downturn. Next year’s will not.
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Revenue Crunch A Comin'...

Given all the dire economic news that has come to
light in recentweeks, it should be of little surprise that
the state budget is already in a precarious position just
a few months into the start of the fiscal year. The De-
partment of Finance’s monthly bulletin (an abbrevi-
ated version of which is shown in the table below) for
September shows that revenues are already coming in
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well below expectation, with actual receipts at 4.7 per-
cent below the official forecast. September alone came
in at almost nine percent below expectations. Corpo-
rate tax revenues were off by the largest proportion,
coming in at 19 percent below expectations. Sales and
use taxes were off by the most in absolute terms – half
of a billion below expectations.
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The state did not use highly optimistic estimates in its
forecast. Overall they predicted that revenues would
rise by 2.8 percent in the current fiscal year, equal to
last year’s growth rate and well below the 6.4 percent
the state has averaged over the past 20 years. This av-
erage was largely driven by corporate taxes and retail,
which picked up the slack created elsewhere. Given
that these two are off the farthest fromwhat was fore-
cast, there is little wonder that a revenue shortage is
on the way and that the Governor has ordered a spe-
cial session of the state legislature to convene after the
election.

Sowhat can California expect over the next two years?
To determine this we have developed a forecast of
the three major state revenue sources — sales and use
taxes, income taxes, and corporate taxes. The forecast
is based upon Beacon Economics’ forecast for Califor-
nia. This forecast calls for unemployment in the state
to rise to 10 percent by the end of 2009 as a result of
a severe consumer led recession in the United States
as a whole — a downturn on par with what was expe-
rienced in the mid 1970s or early 1980s. This forecast
may have seemed overly bearish one year ago, but as

the recent data show it looks to be well in line with the
current direction of the economy.
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The results are indeed grim. We predict that total rev-
enues received from the state’s three major sources
this fiscal year will decline by a difficult 4.4 percent,
with declines in revenues from sales and corporate
taxes offset by amilder decline in income taxes. This is
due to the lagging nature of income taxes. So beware:
As even larger declinewill strike in the next fiscal year
(2009-10) when incomes will be jolted severely down-
ward. Overall, we expect the total revenue from these
three sources to drop to just over $80 billion. Recovery
will not occur until 2012 when revenues will surge to
above the peak hit in 2007-08 fiscal year. The implica-
tions of this forecast are clear. The current short-term
measures being used to close the budget gap are lining
up to make the problem next year worse.

If this outlook seems improbable, keep in mind that
there is precedent. The income flows to the state from
these three sources declined by 18 percent from fiscal
year 2000-01 to 2001-02 and did not recover again un-
til 2005. Proportionally speaking, our forecast is mild
given that we predict a much worse overall recession
than what occurred in the early 2000s.
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California can continue to expect these dramatic
swings in revenues largely because of its reliance on
a tax base that is very cyclical. Consider income taxes,
which are highly progressive. Incomes at the top end
of the earnings scale fluctuate dramatically between
good times and bad — and hence, the state suffers the
same fate in terms of what it collects in income taxes.
Similarly, sales taxes in California are limited to goods
— and big-ticket items such as autos and furniture are
highly cyclical, a volatility that is again passed on to
the state. These extreme ups and downs will continue
until the state’s revenue base is widened to include
less cyclical portions of the economy.

Of course the fiscal problem has less to due with cycli-
cal revenues than it does with cyclical expenditures.
The state’s elected officials find it politically easy to
spend every bit of cash that is available to them, but
much harder to cut back when that cash disappears.
The whipsaw effect of this has many critical implica-
tions for the state’s long-term prosperity. The boom-
bust nature of spending in California tends to penal-
ize one-time expenditures that can be put off (such
as investing in roads and bridges); it ruins the state’s
credit rating; it hurts California’s educational system
by building instability into public education’s revenue
streams; and in the long run it makes the state more
reliant on debt to pay its bills, passing the strain on to
the next generation.

The system needs to be fixed. This includes mend-
ing the budget process, stabilizing revenue sources,
lengthening the time horizon the state plans for, and
addressing the system under which crises, which in-
evitably happen, are handled. One theory of long run
change is that the best opportunity to overhaul a sys-
tem is during a time of crisis when bureaucratic forces
that might stifle change are reduced. This is certainly
a time of crisis. We just have to make very sure that
the change we enact is the right change.
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Introducing Beacon Economics

Beacon Economics is a research and consulting firm specializing in analyses of real estate markets, local eco-
nomic development, public and private policy issues. Beacon Economics organizes economic outlook conferences
and advises city governments, financial institutions, real estate firms, and other businesses. We are available for
public speaking and litigation support.

With offices in both Northern and Southern California, we are well positioned to cover local and regional markets
throughout the western United States.

What is Beacon Economics?

Regional Economic Forcasting
Public Speaking

Contract Research
Litigation Support
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