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Economic Growth Diminishes the Prospect for a Long-term Budget Fix 

First the good news.  Economic growth continues in 
California.  Not only that, the state is outperforming the rest of 
the nation in job growth.  The housing market is less frothy, 
but looks like it is headed for a soft landing.  The loud pop of 
a residential bubble bursting—anticipated by many analysts—
has so far been absent. 

A healthy economy has substantially improved the financial 
conditions of the state government.  Its 2005-2006 fiscal year 
ended on June 30 with a $2.8 billion General Fund surplus.  
Even though this year’s surplus was smaller than the 
$5.9 billion reported during the fiscal year 2004-2005, it was 
the second consecutive annual surplus. 

That’s also good news, right?  Well, maybe.  Because, as 
economic growth has greatly increased the state’s revenues, 
an opportunity to undertake serious financial reform might 
have been lost.  

Growth continues across the state. 
Before delving into the budget issue, let’s examine what has 
been happening with the state’s economy.  The latest 
employment report paints a rather optimistic picture.  
California’s seasonally adjusted unemployment rate was 4.9% 
in June.  That rate was one of the lowest we’ve seen since 
2001. 

The state gained 11,000 payroll jobs in June, bringing the total 
net gain during the first half of this year to 56,300.  That 
number translates to an average monthly gain of 9,400 jobs. 

As the chart above shows, the rate of job growth during the 
first half of this year was similar to that of 2005 for both the 
United States and California.  The national growth rate was 
1.6%, identical with the 2005 annual growth rate.  California 
enjoyed stronger growth than the national average at 1.7% 

during the first six months of this year.  This figure is slightly 
lower than the 1.8% growth registered in 2005. 

The San Francisco Bay Area has gained momentum in recent 
months.  Its January-to-June job growth was 1.6%, much 
higher than the 0.9% last year and almost on par with the state 
average.  The Central Valley remains the fastest growing 
region in the state, but its growth moderated to 2.1%, from 
2.7% in 2005. 

In Southern California, the five-county Los Angeles Basin and 
San Diego County both enjoyed growth rates similar to or the 
same as last year’s 1.7%.  Within the region, a slowdown was 
most noticeable in the Inland Empire, where job growth was 
solid at 2.5% during the first half of 2006, but much lower 
than the 5.5% and 4.9% recorded in 2004 and 2005. 

Job growth has been particularly strong in professional and 
business services (+2.9%) and leisure and hospitality (+2.4%).  
Construction employment expanded 6% in 2005, but its year-
over-year growth slowed to 1.9% in June, reflecting a less 
active housing market. (See the above chart.) 

On a numerical basis, professional and business services 
added the largest number of jobs with a gain of 61,500 jobs, 
followed by the leisure and hospitality segment (which 
includes food services) with 35,700 new jobs.  Natural 
resource and mining was the fastest growing industry category 
(+3.4%) percentage-wise, but added only 800 jobs over the 
past twelve months. 

Economic recovery improved the state’s finances. 
California depends very heavily on corporate and personal 
income taxes for its revenues.  They account for 65% of the 
state’s cash receipts.  Sales and use taxes contribute about 

 

Annual Payroll Employment Growth

-1%

0%

1%

2%

3%

USA California SF Bay
Area

Central
Valley

LA Basin San
Diego

Not seasonally adjusted.  The YTD 2006 data are for the first 6 months of the year, compared
with the same period in 2005.  Source: California Employment Development Dept.  (CAEDD)

2004 2005 YTD 2006

California Job Growth June 2005 – 2006

-1% 0% 1% 2% 3% 4%

Agriculture
Manufacturing

Information
Retail Trade
Government

Transp. & Utilities
Wholesale Trade

Education & Health
Other Services

Financial Activities
Construction

Leisure & Hospitality
Prof. & Business Serv.

Natural Resources

Not seasonally adjusted.  Source: CAEDD.



UNION BANK OF CALIFORNIA 
 

      © Copyright 2006 Union Bank of California.  All rights reserved.  Used with permission of Economic Research Department, Union Bank of California. 
 

30%, and other miscellaneous items, such as Insurance 
Companies Tax, account for the rest.  (Property taxes do not 
appear in the state’s General Fund statements, because they 
are levied and collected by counties.) 

In the 2005–2006 fiscal year, personal income tax revenues 
increased by $7.4 billion or 17.6%, compared with the 2004–
2005 fiscal year.  This large increase is due to the 
aforementioned employment growth, as well as capital gains 
from the stock market and property sales.  Corporate tax 
revenues dropped by $2.1 billion or 16.5%, but last year’s 
receipt was inflated because of a one-time tax amnesty. 

The sizable surpluses of the past two years present a stark 
contrast with the massive deficit the state was saddled with 
when Governor Schwarzenegger took office.  Does this mean 
that the budget problem has been fixed? 

Revenues may drop, but spending is expected to rise. 
Because the state derives so much of its revenues from 
income taxes, its cash receipts can vary significantly from 
year to year, depending on economic conditions.  A booming 
economy has boosted revenues in recent years, but an 
economic downturn can quickly reverse the trend.  Income 
from capital gains is especially vulnerable to adverse 
economic conditions.  Remember what happened in 2001 
when the stock market tumbled and sharply reduced the 
state’s revenues.   

Disbursements, on the other hand, tend to be more constant.  
The state’s main outlays are education, public health, social 
programs, correction and judicial systems.  The cost of these 
items does not fluctuate much from one year to the next, 
though population growth steadily exerts upward pressure.  
Therefore, California has to perform a nearly impossible task 
of balancing volatile revenue streams with stable (but 
gradually rising) expenditures.  This is the main structural 
problem with the state’s budget. 

In addition, the 2005–2006 General Fund statement shows 
that, excluding transfers among fund categories and other 
accounting tricks, revenues increased by 9.2%, while 
spending rose by 10.7%.  In short, outlays kept on growing 
faster than revenues. 

The governor signed the 2006–2007 budget into law on June 
30.  This $131-billion budget assumes that a strong economy 
will again deliver a big increase in revenues to cover all the 
spending.  But high costs of energy and the Fed’s rate hikes 
are expected to cool the economy of the state and the nation.  
We cannot count on another windfall with any certainty.  
Further, the next recession (which, unfortunately, will come 
eventually) is likely to put the state in the same predicament it 
found itself in a few years ago. 

The budget crisis in 2001 created an opportunity to overhaul 
the state’s finances and build something more workable.  
Instead, the state muddled through the crisis by borrowing and 
also by moving the money around between programs (another 
form of borrowing), because it was politically more palatable.  
Now that deficits have disappeared, there is even less 
incentive for the governor and the state legislature to fix those 
fundamental shortcomings of the system. 

This is troubling, because, in order to stay competitive in 
coming decades, California must improve its woefully 
deficient transportation system, troubled public schools, and 
unreliable power supply.  The state also must ensure future 
availability of water, affordable housing, open space and 
parks.  I don’t know how California can do all that, while it 
hobbles from one financial crisis to the next.  

Keitaro Matsuda, Senior Economist 
Union Bank of California, NA 
San Francisco, California
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U N IT E D  S TAT E S  2 0 0 4  2 0 0 5  2 0 0 6  2 0 0 7  

R e a l G D P  G ro w th  (% ) 3 .9  3 .2  3 .5  3 .0  

U n e m p lo ym e n t R a te  (% ) 5 .5  5 .1  4 .6  4 .6  

N o n fa rm  E m p lo y m e n t G ro w th  (% ) 1 .1  1 .5  1 .4  1 .0  

C o n s u m e r P r ic e s  C h a n g e  (% ) 2 .7  3 .4  3 .4  2 .2  

F e d e ra l F u n d s  R a te  (% ) 1 .3  3 .2  5 .0  5 .2  

C A L IF O R N IA      

R e a l G S P  G ro w th  (% )  5 .2  4 .4  4 .4  3 .3  

N o n fa rm  E m p lo y m e n t G ro w th  (% ) 1 .0  1 .8  1 .4  0 .9  

P e rs o n a l In co m e  G ro w th  (% ) 6 .6  6 .0  6 .0  5 .5  

B o ld : A c tu a l .   G S P  s ta n d s  fo r  G ro s s  S ta te  P ro d u c t.
 


