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Key Chapter Findings

Beacon Economics forecasts the U.S. economy to accelerate in 2011 and expects growth rates in the 3%
to 4% range. While growth will likely continue into 2012, there are significant mid-term worries as the
economic expansion is being driven by fiscal and monetary policies - policies that will need to be reversed
eventually. At best the recovery will slow in 2013 as these problems are properly addressed. Alternatively,
a lack of resolve could lead us into yet another recession

Gross domestic purchases increased by 6.5% in the fourth quarter of 2010, the strongest showing since
2006. Growth in domestic production increased by less (2.8%) but this is only because of a reduction in the
pace of inventory accumulations. As gross purchases continue to grow, actual output will also increase,
having a beneficial, secondary effect on labor markets.

U.S. exports are growing and will likely continue to do so as demand continues to increase from major
trading partners including China, Mexico, Canada, Korea, and Japan. At the writing of this report, events
stemming from Japan’s massive earthquake are still unfolding, and while the human tragedy is enormous,
we do not foresee a significant impact on the global or U.S. economy based on the historical resilience
economies have shown in the face of such shocks.

Rising oil prices are less of a threat to the U.S. economy than many perceive. In 2010, the average Ameri-
can used 3.5% or his or her income on energy purchases - considerably less than the 6% used during the
oil shock in the 1970s.

Home prices in the United States are at near-record affordability levels and we believe they are at or near
their bottom. Over the next two years, expect sales and production to be in neutral mode.

American consumers are still overspending with savings rates starting to drift down from an already too-
low rate of 6%. As for government spending, the Federal deficit is currently over 10% of GDP.A major issue
is that the United States is largely dependent on foreigners to purchase this massive quantity of debt. The
Fed will eventually have to scale back, given the potential for inflation, and foreigners may begin to grow
shy if inflation rears its ugly head.

Reading the newspaper today can lead to a case of
mental whiplash. The front page continues to show
us dismal statistics on economic growth and the la-
bor markets. And alongside of these statistics are sto-
ries voicing more worries—rising oil prices as a result
of the uprisings in the Middle East, increasing fears
of U.S. inflation driven by commodity and food costs,
and of course ongoing public deficit crises at the na-
tional and local levels contributing to political bicker-
ing and generating at least one claim of massive mu-
nicipal defaults in the near future. Yet when you flip

to the financial section of the paper you see that the
S&P is up 12.5% over the last quarter with bullish wall
Street predictions for the rest of the year, the 10-year
Treasury yield is still below 3.5%, risk premiums on
high-yield bonds have sunk below the average long-
run levels, and cap rates for commercial properties
are dropping despite falling rents and rising vacan-
cies. The quick shifts in outlook make you want to go
straight to the comics and throw the rest away.

At Beacon Economics, our views sit between the two
extremes. On the one hand, we expect the U.S. econ-
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omy to accelerate and we feel that 2011 will be
an above-average year for growth—in the 3% to 4%
range—short of some unlikely turn of events. On the
other hand, there are significant mid-term worries re-
garding the current path of the economy. The primary
driver of the expansion remains fiscal and monetary
policies—policies that are going to need to be reversed
eventually lest a major financial crisis occur in the U.S.
At best this reversal, properly managed, will slow the
expansion sharply. At worst we could end up in a situ-
ation where the cure ends up being worse than the dis-
ease. The difference between these two outcomes will
be determined by the political battles being fought
across the nation’s capitals.

Even though some of the headline numbers seem
weak, the reality is that the U.S. picked up a lot of
steam in the fourth quarter of 2010. Gross domes-
tic purchases increased at 6.5% after lagging at about
1% for the first three quarters, one of the strongest
showings since 2006.A closing trade deficit, a suddenly
resurgent consumer, and a bounce in real estate sales
all contributed to the surge.

The headline gross production growth was only 2.8%,
but this was because the growth in demand was offset
by a reduction in the pace of inventory accumulations.
But given that inventory-to-sales ratios are at long-
run average levels, as long as demand growth contin-
ues apace there is no reason to presume that invento-
ries will continue to be run off this year. As such, con-
tinued growth in gross purchases will be matched by
growth in actual output, with the secondary benefits
finally being seen in the labor markets.

Although our forecast is in a bit of a flux given the
unsettled nature of current events, we still expect a
growth in demand to continue as we move through
2011, driven by consumer spending, exports, and capi-
tal investments. We will discuss these positive current
trends and then examine the perceived but less im-
mediately troublesome economic worries, before we
finally consider the real threats to the recovery.

Consumer Spending

In the fourth quarter of 2010, consumer spending was
stronger for several reasons. First, incomes are in-
creasing for those who have jobs, by 2% year over year
in real terms. This isn’t fast, but it’s definitely an im-
provement. Second, even though households continue
to carry a record amount of mortgage debt, because
of low interest rates the cost of carrying outstanding
balances has fallen back to normal values. The more
reasonable costs, combined with stronger consumer
confidence and a rising equity market, has led Ameri-
cans to increase their non-mortgage debt for the first
time since the recession began in 2007.The net result
is that the strength of the fourth quarter has carried
over into this year, as can be seen in trends in automo-
tive sales and retail sales despite the continued slack
in the labor markets.

Foreign Trade

Exports are growing well and will likely continue to
do so. The increase in exports is being driven in part
by solid growth in our major export markets, includ-
ing China, Canada, Mexico, Korea, and Japan. It is also
in part the result of the continued real depreciation
of the U.S. dollar, which has made our products more
competitive in the world market. While the nominal
exchange rate is often the focus of most discussions
on exchange rates, the real rate—which takes into ac-
count relative price changes—is actually a more im-
portant measure. While price growth in the United
States remains at a mild 1% (and less for export prod-
ucts) inflation is heating up in many developed na-
tions. Take China, a country that has borne much of
the brunt of U.S. frustrations over overt efforts to ma-
nipulate the value of our currency. Yet in China the
inflation rate is 5 percentage points higher than here
in the United States; thus, the Chinese yuan has effec-
tively appreciated by 5% relative to the dollar this past
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year. Overall the U.S. dollar is 15% cheaper relative to
the currencies of our trading partners than it was in
2005.
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At the writing of this report, the fallout from a mas-
sive earthquake in Japan is still unfolding. The hu-
man tragedy is clearly enormous as aid rushes in from
across the globe. The question facing us in this re-
port is how the disaster might affect our economic
outlook. The answer is that it will not have a signif-
icant impact. History has shown that economies are
remarkably resilient to such shocks. Industrial pro-
duction in Indonesia continued to grow in 2005 fol-
lowing a catastrophic tsunami—caused by an earth-
quake in the Indian Ocean on the day after Christ-
mas 2004—that claimed an estimated 250,000 human
lives. Earthquakes in San Francisco and Los Angeles
have only created a one-quarter ripple in growth, first
slowing and then accelerating as the economy caught
up to pre-event trends.

Business Investment

Lastly there is business investment. During the re-
cession of 2008-09, the pace of capital investments
fell below the rate of depreciation—for the first time
since the Great Depression, the U.S. capital stock actu-
ally stopped growing. But spending has been bounc-
ing back as capacity utilization has risen. Given the

strength in consumer spending and foreign demand,
we expect utilization rates to continue to rise. Add this
to easier credit conditions and the accelerated depre-
ciation companies can enjoy this year for capital pur-
chases, and we can expect this part of the economy to
grow. We now turn to some of the supposed threats to
the economy - threats we believe are less menacing
than perceived.

Oil Prices

The important qualification with respect to oil prices
is that we can’t be certain what will happen in the Mid-
dle East in the coming months. But it is clear that oil
prices in their current range are not a threat to the
economy. First of all, energy is simply a smaller share
of the personal budget than it used to be. In the fourth
quarter of 2010, the average American used 3.5% of his
or her income for energy purchases, considerably less
than the 6% at the peak of the oil shock in the 1970s.
And Americans get much more mileage from the same
amount of energy—indicating there is greater elastic-
ity of demand now than before. When oil prices shot
up to record high levels in 2008 (50% higher than in
the seventies in real terms), the proportionate impact
on consumer spending was much more muted, inas-
much as its growth as a share of overall spending was
much smaller.

Indeed, the commonly heard claim of a correlation be-
tween the slowing of the economy and high gas prices
in 2008 is a complete misconception. The U.S. econ-
omy stayed in a mild recession as gas prices went to
record (nominal) levels, and dipped into the steepest
part of the downturn even as oil prices came crashing
down.
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Energy Share of Consumption vs. Real Price of Oil
1965 to 2010 Prices and Consumption Share
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This isn’t to say that oil and oil prices might not be-
come a problem—but not yet. Our guess is that oil
prices would have to hit the $160 range for a signif-
icant period of time before prices began to have a sig-
nificant negative impact on the economy.

Real Estate

Recent releases from the S&P/Case-Shiller home price
index yet again show a market with sagging prices.
Robert Shiller, one of the co-creators of the index, re-
leased a forecast indicating he thought home values
would fall another 20% before finally bottoming out.
If it were to occur, a further decline in home values
would set off another wave of foreclosures. Frankly,
we find this scenario highly unlikely. While it is true
that the market is still oversupplied in some areas,
prices have already fallen to a level that, when com-
bined with low interest rates, puts home prices near
a record-high affordability level. Short of a sharp in-
crease in interest rates—a possibility that seems at
best remote for now—we don’t see this happening.

This isn’t to say that we expect home prices to come
bouncing back either. Even though the excess supply
of housing units is finally starting to be absorbed, and
there has been a decline in the number of seriously
delinquent mortgages, there is still a simple lack of
homeowner equity in the market. Until equity starts

to build, foreclosures will remain a dominant source of
supply, and prices will not be able to come off the very
low bottom where they currently rest. Expect sales
and production to be a neutral force over the next two
years.
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Note: Seriously Delinquent is 60 or more days delinquent

A very similar statement can be made for the commer-
cial markets. While aggressive intervention by banks
in their portfolios headed off a wave of foreclosures in
the commercial market, vacancy rates are still quite
high, and rents continue to weaken. Look for little in
the way of new construction for the near future.

State and Local Budget Problems

The budget struggles of local and state governments
as they grapple with record deficits present another
source of worry for the markets. Meredith Whitney
made waves in the municipal bond market when she
predicted a tidal wave of defaults. With all due re-
spect, we feel that Ms. Whitney’s primary contribution
is to bolster the conventional wisdom that there is no
such thing as bad publicity. Yes, there are budget gaps,
but debt levels aren’t that high; at 1.3 times receipts,
the budget gaps remain below long-run averages, and
with low interest rates the burden is quite small. And
while pension liabilities are a huge issue, they won’t
really have an impact for a decade or more. The fund-
ing gap can continue to be ignored in the short term.

March 2011



Beaconomics, Vol.3, No.2

Notably, the budget problems are not due to declin-
ing revenues. In fact, it is quite the opposite; revenues
have been rising at a decent clip. But no concrete
steps were taken to address the budget gaps of the
past three years—instead, temporary measures and
accounting gimmicks were the primary means of bal-
ancing the budget. Now all of that avoidance is catch-
ing up to us. But once the current gaps are filled,
spending growth can occur on a normal basis.

Lastly, it must always be remembered that public de-
faults are a political rather than economic choice. For
all but the smallest areas, there is a certain amount of
revenue that can be raised if there is the political will
to do so. Look for local government to be a drag on the
economy in the near term, but not to set off any new
financial crisis.

For each issue discussed above that we don’t have to
worry about, there are other challenges that do pose
legitimate concerns. The good news is that they aren’t
immediately pressing, but eventually the following
situations will need to be addressed.

Consumers and the Federal Deficit

Although the American consumer is recovering
nicely, the elephant in the room that is being ignored
is that Americans are still overspending. Savings
rates are actually starting to drift down again, from
a still too-low rate of 6%. The savings rate dropped
to 5.4% of disposable income at the end of the year
and spending surged ahead. Furthermore, spending
levels are already being artificially supported by the
low tax rate Americans are currently enjoying as a
result of both the Bush tax plan and the stimulus tax
cut plan. The low tax rate sounds nice, but it’s really
no different than the personal borrowing binge that
began a decade ago, only this time it’s the government
that’s doing the borrowing for consumers.

U.S. Consumption as % of Total Income
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And this is real money we are talking about. The deficit
is currently in the $1.3 trillion to $1.4 trillion range,
over 10% of GDP. This will stay in the higher portion
of single digits for the next two years at least, leaving
the federal deficit with a net debt rate of 80% to 85% by
the end of the next fiscal year. (Of course, these figures
do not include unfunded losses that Fannie Mae and
Freddie Mac may eventually incur.) Given that many
developed nations carry similar debt loads with little
difficulty, one could presume that the debt load could
be safe for the U.S.

But there are a few significant issues that need to be
considered. The United States is largely dependent on
the Federal Reserve and on foreigners to purchase this
massive quantity of debt. The Fed will eventually have
to scale back, given the potential for inflation, and for-
eigners may also begin to grow shy if inflation should
raise its ugly head. The good news, in the short run, is
that worldwide turmoil creates a degree of risk adver-
sity in the world financial markets—making the U.S.
bond a more desirable product for now and keeping
rates low.

In general, the more debt a nation is currently car-
rying, the smaller leeway it has to use fiscal policy in
the event of future economic challenges. It isn’t clear
that we should be using all of our ammunition at this
point. In addition, the growing cost of the debt service
is a problem that could grow exponentially if there is
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even a hint of inflation in the U.S. economy. This will
force a rapid increase in taxes if Congress still does
not have the stomach to enact a massive change in one
or more of the major entitlement programs, as there
simply isn’t enough latitude in the discretionary pro-
grams (outside of defense) to make cuts that would
close the budget gap. And remember—while it is easy
to bail out Greece or Ireland, who can bail out a quar-
ter of the world’s economy?

As for the current budget battles, it is clear that the
rules both sides have stuck to—namely, to ignore en-
titlement costs and defense spending—suggests that
they won’t be able to truly reduce the deficit anytime
soon. Most of the debate will center on the merits
of the cuts rather than on the quantity, and as such
the federal government will be a mild drag on the
economy as it cuts spending slowly while debt con-
tinues to pile up. We don’t foresee any problems with
the deficits in the short run, but they will have to be
dealt with in the next few years or the situation could
grow into crisis proportions. Thus there is the poten-
tial for another painful but necessary contraction in
consumer spending. We only hope that this next time
the problem is managed appropriately.

Inflation

The path of prices is always difficult to forecast, but
this time the experts seem all over the map—a fit-
ting metaphor for the economy overall. Some experts
claim deflation is still a threat, although this seg-
ment has shrunk rapidly in recent months. Other ex-
perts claim that we are heading toward hyperinfla-
tion, while still others say we are already in an infla-
tionary environment that is being masked by the high
jinks of the Bureau of Labor Statistics. And of course,
there is another opinion, shared by Ben Bernanke, the
chairman of the Federal Reserve, that the price level
is doing just fine, thank you very much. So which is it?

My personal money is split between options 2 and 4.
In the short run, the price level is just fine. Yes, com-
modity prices are going up, but the pass through to
final goods is small even in a full employment econ-
omy. With slack in the system, as currently exists, the
pass through will be even smaller. The Fed has done
a masterful job with quantitative easing to date. Rec-
ognizing that most of the funds would remain in the
banks in the form of excess reserves (a la Japan in the
1990s when Japan attempted quantitative easing), the
Fed put in 20 times as much as it needed to offset the
deflationary drop in monetary velocity.

But at the same time, the Fed should already be think-
ing about an exit strategy. M2 growth, the best leading
indicator of inflation, began to accelerate in the sec-
ond half of 2010. It’s still too slow of a pace to worry
about, but the stabilization of the lending markets and
the slight growth in some sectors support the idea that
banks may begin to use a portion of these reserves for
lending, a process that will surely lead to faster accel-
eration. One might wonder what the purpose of the
second $600 billion injection of liquidity into the mar-
ket underway right now is going to accomplish in the
grand scheme of things; the risk-reward profile seems
to be considerably tilted in the risk direction.

One thing is clear: current rates on 10-year bonds
are reflecting at best a moderate acceleration of price
growth in coming years. If Bernanke pulls off this trick
and succeeds, we may well end up in a new era of low
interest rates, not unlike the time before the 1970s and
inflation. If not, and inflation does creep into the sys-
tem, the pain to the economy will be enormous.

The Financial Markets

Given the worries outlined above, it perhaps seems
amazing that the financial markets are as bullish as
they appear. The equity markets worldwide are mov-
ing back toward their previous peaks, risk premiums
have dropped to pre-recession lows, and the bond
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markets are showing no signs of worry regarding U.S.
sovereign debt levels or the potential for inflation. Cap
rates are falling in commercial markets as well, de-
spite high vacancy rates. Given that the markets ap-
pear to be taking most of the good news as having a
degree of sustainability, it makes sense to me that the
next two years could be good for asset values. But... it
also seems as if asset prices are already a little high
given the growth potential for the U.S. economy. As
such, much of these gains may not stay in the sys-
tem. When a correction may occur is hard to say, as
always. But the uncertainty surely suggests that the
massive ups and downs of the markets over the past
two decades have not ended.

To summarize, the next year will be good for the U.S.
economy. Strong growth in business spending and ex-
ports, along with normal growth in consumer spend-
ing, will offset the flat construction sectors and the
modest drain from public spending cuts. This growth
will likely continue into 2012, depending on how many
of the one-year tax cuts get extended once again, a vir-
tual certainty as we move into an election year. But
the problems have not been fully removed from the
system, just papered over with massive amounts of
policy. At best, the recovery will slow in 2013 as these
problems are properly addressed. Alternatively, alack
of resolve could lead us into yet another recession, this
one driven by the policy decisions made to minimize
the last one.
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Key Chapter Findings

2011 and into 2012.

= While California's labor markets are slowly improving, the state will be living with a double-digit unem-
ployment rate through the remainder of 2011 and into 2012.

» Home sales in California will gradually begin rising, although prices will remain relatively flat through

» Inthe current fiscal year, California sales tax revenue is nearly 1% higher than it was in the previous fiscal
year. This is a result of solid improvements in taxable sales across the state.

= During the recent recession, California lost far fewer residents than it did during the recession of the
1990s. Between 2004 and 2010, the state lost fewer than 500,000 residents, just over 1% of its base.

We Want Some J-O-B-S

The good news is that California is traveling down the
road toward economic recovery; however, that road
is proving to be difficult to navigate as it is littered
with the lingering effects of the recession. Among the
most positive recent developments are the new em-
ployment figures released by the Employment Devel-
opment Department (EDD). Each year, the EDD up-
dates their benchmark employment series based on a
census of employers in the state. These new numbers
released in March paint a much better picture of Cali-
fornia’s labor markets. Specifically, the update shows
60,000 more positions in total nonfarm employment
than in the earlier release. Indeed, the prior estimates
indicated a decline in employment of nearly 1.4 mil-
lion jobs from peak to trough, while the new estimates
show a slightly smaller decline at 1.35 million jobs. Ad-
ditionally, we have added back more than 110,000 jobs
through the end of 2010 since hitting bottom, rather
than the 87,500 positions previously cited.

Along with the education and health care sectors,
which were relatively unaffected by the recession, ad-
ministrative support and professional, scientific, and
technical services have been contributing to the eco-
nomic rebound—accounting for more than half of all
the job gains since the trough. Farm employment,
wholesale trade, and transportation and warehousing

have also seen some solid increases over the past six
months, helped, in part, by rising international trade
at the ports of Oakland, Los Angeles, and Long Beach.

Despite these encouraging signs, other sectors are
struggling to get out of the slump. Unsurprisingly,
given the nature of this specific downturn, sectors
tied to the housing market have yet to see much job
growth. The real estate, rental, and leasing indus-
try hit a new low in January, and, with the excep-
tion of a strong January number, construction has yet
to emerge from the doldrums. Even the retail sector,
which has seen some decent growth on the spending
side, has not been able to translate these gains into
a significant number of new positions relative to its
job base. Some sectors, including financial activities
and “other services” have continued their downward
slide into 2011. These mixed signals suggest that even
though we are well on our way down the road to re-
covery, the severe nature of the recession means it’s
going to be a long journey.

Demographics Hold Steady... for Now

Traditionally, the strain of recession has caused popu-
lation growth to slow dramatically, as California resi-
dents leave the state in search of better opportunities
elsewhere. This time is no different, although domes-
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California Industry Employment Changes
Peak to Trough, Great Recession of 2007-2010

Trough Trough Jan-11 Change
Industry

Month Employment Employment (000s) (%)

(000s) (000s)

Total Farm Dec-09 349.0 384.1 351 10.1
Total Nonfarm Sep-10 13,847.9 13,971.2 1233 0.9
Educational/Health N/A N/A 1,8124 N/A N/A
Administrative Sep-09 828.2 884.4 56.2 6.8
Prof./Sci./Tech. Dec-09 995.2 1,023.9 28.7 2.9
Leisure/Hospitality Mar-10 1,481.9 1,509.4 27.5 1.9
Construction Sep-10 543.2 568.1 249 4.6
Wholesale Trade Dec-09 632.2 651.7 195 3.1
Retail Trade Aug-09 1,504.4 1,520.6 16.2 1.1
Information Apr-10 420.1 432.9 12.8 3.0
Local Government Sep-10 1,645.1 1,656.9 11.8 0.7
State Government Jun-10 478.1 489.5 11.4 2.4
Manufacturing Sep-10 1,236.7 1,246.4 9.7 0.8
Federal Government Apr-08 246.6 254.1 75 3.0
Transport./Warehous./Util.  Nov-10 463.2 468.2 50 1.1
Management Dec-10 188.1 190.8 2.7 14
Mining/Logging Dec-09 25.3 27.2 1.9 75
Financial Activities Jan-11 756.6 756.6 0.0 0.0
Other Services Jan-11 478.1 478.1 0.0 0.0

Source: California Employment Development Department

tic out-migration has been slightly smaller in magni-
tude so far. From 1991 to 1998, when unemployment
reached a peak of 9.8%, we saw almost 1.5 million Cal-
ifornians leave the state, representing almost 5% of
the prerecession population. Population growth re-
mained positive, though below 1%, during the 1990s
due to strong increases in new births and continued
immigration from abroad.

In the current recession, we have seen a much smaller
share of our prerecession population leave the state.
So far, fewer than 500,000 residents have migrated
out of California, which is just over 1% of our base.
This is in spite of the fact that this recession has been
much deeper and more substantial, with unemploy-
ment peaking at 12.5%.

There are several distinctive features of this reces-
sion that are causing California to buck the histor-
ical trend of experiencing domestic out-migration.
First, this recession was felt across the country,
with several states—including some of our clos-

Population Growth in California
Comparison of 1990s and 2007-10 Recessions

1991-1998 2004-2010
Domestic Out-Migration -1,492,726 -483,423
Foreign Immigration 1,511,155 983,904
Natural Increase 2,385,923 1,871,946
Population Growth 2,404,352 2,372,427

Source: California Department of Finance

est neighbors—experiencing double-digit unemploy-
ment. Thus, the perceived benefits of moving to an-
other state have not been as strong of a pull. Second, as
hard as the housing meltdown has been for those who
bought homes during the bubble, prices have fallen to
some of their most affordable levels in many years. In
addition, population growth overall has maintained
a slightly higher rate than in the 1990s. This is due
in part to international immigration, which has run
more than double the out-migration of domestic res-
idents, rather than matching the numbers as was the
case in the 1990s. Natural increase in our population
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through new births (taking into account the attrition
through deaths) has also continued at a healthy pace
through 2010.

Recent data show that California’s demographics have
held steady through 2010, but we may continue to see
slow population growth as more of our current res-
idents consider moving to other states. During the
1990s, the exodus of Californians took place over a
seven-year period. We have so far seen six years of
out-migration from 2004 to 2010, and the unemploy-
ment rate remains naggingly high. Home prices are
more affordable, however, which could help to stem
the tide. And, with a weak dollar and a rebounding
global economy, we should continue to see more inter-
national immigration, which will help to bolster our
housing market, boost consumer spending, and ulti-
mately help our labor markets.

State Budget Improving, but Needs Work

California’s annual struggles to address its state bud-
get problems have long been a source of contempt
for newsmakers, political candidates, and the public
alike—in many cases for good reason. California con-
tinues to face a budget shortfall that is far too large,
and lawmakers would be wise to act sooner rather
than later to address it with permanent solutions.

Revenues have begun to improve over the past six
months, and we are on track to end this fiscal year
with higher revenues than we received during the last
fiscal year. Personal income taxes have been coming
in consistently higher than the figures from last year
and are higher than the recently released estimates
from the Department of Finance (DOF). Increases in
employment statewide and rising hours for existing
workers have both contributed to the rise in personal
income. Increases in efficiency and productivity are
no longer producing a dampening effect, and we are
beginning to see rising jobs, wages, and incomes. And,
after curbing their spending during the Great Reces-

sion, California’s consumers are beginning to open
their wallets again. Sales tax revenues are nearly 1%
higher than in the last fiscal year, with solid improve-
ments in taxable sales across the state, although they
are tracking only slightly above DOF’s estimates. This
all a welcome respite for our beleaguered budget, but
it is also good news for the economic community:
some of the most up-to-date indicators show that the
fundamentals in California continue to improve.

However, from a fiscal standpoint, we still need to ad-
dress the budget fiasco. Many of the increases in rev-
enues were based on temporary solutions to fill gaps
over the short run, but most of these will expire un-
less an extension is passed by the voters, as proposed
under the governor’s budget. Although sales tax rev-
enues and their underlying base—taxable sales—are
growing again, this is due to a temporary increase in
the tax rate in addition to a growing base. A reduction
in both the sales tax and the personal income tax rates
are slated to take place under current law in June,
and thus far Governor Brown has had little success in
drumming up Republican support to place the exten-
sion of these rate increases before voters. The Depart-
ment of Finance estimates that the expiration of the
rate increases will result in a loss of almost $3.3 bil-
lion personal income taxes for general fund revenues
over the next two years and that the state will have
a bigger hole to fill in terms of lost sales tax revenue.
This means that consumer spending and income will
have to rise faster to make up the difference, which is
unlikely given the slow recovery we are forecasting.

Some progress has been made on the expenditure side,
but so far there has yet to be any consensus in Sacra-
mento on what will be prioritized. The underlying
economy is improving, but that is only half of the bat-
tle in dealing with California’s budget gap. We need
serious, long-term solutions on both the revenue and
expenditure side if we are going to dig ourselves out
of this $20 billion hole .
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California General Fund Revenues

Comparison of Fiscal Year 2009-10 and 2010-11

2009-10 2010-11 Change
Revenue Stream $ Millions  $ Millions $ Millions Percent
Corporation Tax 4,266 4,146 -120 —-2.8
Personal Income Tax 26,952 31,838 4,886 18.1
Sales and Use Tax 17,608 17,745 137 0.8
Big 3 Total 48,826 53,729 4,902 10.0
Other Revenue 3,397 3,413 15 0.5
Total Revenues 52,224 57,142 4,918 9.4
Non-Revenues 1,760 1,833 72 4.1
Total GF Receipts 53,984 58,974 4,990 9.2

Source: California State Controller's Office

Forecast Highlights

There is no doubt that California is heading down the
road to recovery. The labor markets have begun to
improve, and recently released estimates indicate a
healthier economy than initially reported. The state’s
budget has seen increases in revenues, further rein-
forcing the belief that our fundamentals are moving
in the right direction, and we have seen relative sta-
bility in our demographics considering the depth and
extent of the downturn.

However, there are still many challenges ahead, which
is why Beacon Economics is forecasting a steady but
prolonged recovery for California’s economy. The la-
bor markets will continue to improve, but we will have
to deal with double-digit unemployment for the re-
mainder of 2011 and 2012. Total nonfarm employment
will keep growing, but it will be several years before
we get back to our prerecession peaks. The housing
market, whose fundamentals in terms of affordabil-
ity are improving, will continue to face significant
numbers of distressed properties, a large inventory
of unsold homes, and slow household formation as
the economy slowly heals. Sales will gradually begin
to improve, but prices are expected to remain rela-
tively flat through 2011 and into 2012, before start-
ing to climb upward at a more modest pace. New con-

struction activity will remain weak, which will limit
the number of construction jobs California will be able
to regain over the next few years.

The good news is that international trade will con-
tinue to bolster the state’s economy. A weak dollar
and rising demand from abroad will spur additional
hiring at and around our ports and airports, boosting
revenues for farms, export-oriented businesses, and
tourism. The mini-investment boom that we are ex-
periencing around the nation will also benefit Califor-
nia through increased demand for our manufactured
products and for our professional, scientific, and tech-
nical services. The worst is definitely behind us and
continued growth is ahead, but remain patient—this
was a severe recession and it will take time to recover.

California Labor Market Forecast
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