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CALIFORNIA
The American dream – a reality check?

Snapshot
While on the surface California projects an
image that is frequently representative of the
American dream, the situation is not as
pleasant as frequently portrayed in popular
culture. The reality most Californians face does
not mirror this idealistic image. The state is
plagued with debt, has an outdated
infrastructure requiring massive investment,
and suffers from political and legislative
immobility, which complicates any attempts to
address necessary structural changes.

California is the most populous state in the
U.S. with 39 million people and a GDP of $2.2
trillion in 2014. Were it a country, this state
would be the seventh largest economy in the
world. Its population is highly diverse and has
welcomed large waves of immigrants of
various ethnicities over several decades.
Among them live currently about 10 million
legal immigrants, which amounts to one fourth
of the total number of foreign-born population
in the U.S. The level of education among
immigrants is a societal challenge when trying
to incorporate unskilled immigrants, but
recent waves of immigrants, mainly from Asia,
are high skilled workers.

While the state’s economy is considerably
large, GDP is not Growth in GDP per capita is
nothing exceptional, and is merely slightly
above the national average. Sources of this are
a large income inequality and a high population
growth over the last 20 years.

The Golden State’s politics are dominated by
the Democratic Party which has the controlling
position at most government levels in the
state. Among their political challenges is a
high state tax revenue variability due to
dependence on personal income tax and
capital gains. Most large corporations use tax
reduction strategies to minimize tax
obligations at a state level, which results in
budget shortfalls.

Among the 18 million people in the labor force,
one half of them work in finance, real-estate,
business services, manufacturing or
information technologies. The agricultural
sector plays a substantial role in the economy
with 17% of national agricultural production,

but droughts in recent years and an outdated
water infrastructure have limited output.

The attractiveness of the region is led by the
Silicon Valley and San Francisco region, world
renowned as centers for innovation and
entrepreneurship. This ecosystem is fuelled by
top ranked universities, the highest R&D
expenditure in the U.S., an entrepreneurial
culture, and large availability of capital (a third
of the world’s venture capital).

Currently California is facing many challenges
related to productivity and public finances that
will need to be addressed in order to maintain
competitiveness: water scarcity, low physical
infrastructure, increasing cost of energy due to
renewables, debt burden, and a large share of
low-skilled immigrants combined with a poor
public education.

In order to address these challenges the main
recommendations would be:

• Legislation reform for voting and decision-
making processes

• Reform the public sector
• Improve infrastructure quality regarding

water and transportation
• Increase R&D budgets incentivizing

technology transfer and links between
research and industry

• Close corporate tax loopholes
• Educational reform with target programs

serving a limited number of high-risk
students

Signs of increasing trouble
below the surface
Venture capitalist Tim Draper launched an
initiative in December 2013 for a ballot
measure to split California into six states. This
failed due to a lack of required signatures, but
the proposal still received nearly 800,000
signatures. This indicates discontent among
many Californians in the way their government
is addressing key issues, and these voters may
best be served by a new governmental
structure. The proposed states would have
been named Jefferson, North California,
Silicon Valley, Central California, West
California, and South California.

http://en.wikipedia.org/wiki/Six_Californias#Jefferson
http://en.wikipedia.org/wiki/Six_Californias#North_California
http://en.wikipedia.org/wiki/Six_Californias#Silicon_Valley
http://en.wikipedia.org/wiki/Six_Californias#Central_California
http://en.wikipedia.org/wiki/Six_Californias#West_California
http://en.wikipedia.org/wiki/Six_Californias#West_California
http://en.wikipedia.org/wiki/Six_Californias#South_California
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Draper championed the cause, claiming that
the state is too large and ungovernable, and
the best solution is to split California into six
smaller, more efficient state governments.
These governments, according to Draper,
would be better prepared to meet the diverse
needs of the newly-formed states compared to
the current structure. According to him, the
state government is too out of touch with the
average Californian, partly due to the expansive
size of the state.

Detractors of this initiative claim that Draper is
merely trying to ensure rich parts of California
do not subsidize other parts of the state.
Further, many claim that Draper is trying to
change the political landscape of California,
and at a federal level wants to ensure that
California is not permanently a democratic
state.

Starting with this question of how California
arrived at this current impasse, we aim to
examine many of the underlying causes for
California’s state of the economy, implications,
challenges and potential opportunities for
business. Further we look at some of the
required policy adjustments to address the
states underlying problems. California’s
economic performance has been good for the
last years, even during the crisis periods GDP
has continued to increase at circa 2% per
annum for the past five years. Key sectors
driving growth include IT, education,
healthcare, and agriculture.

Since 1997 GDP in California increased by 97%,
nearly attaining the same pace of U.S. GDP
growth of 108% over the same period. The
growth is driven by high-technology industry
but it is offset by the inflow of the immigrants.

The quality of infrastructure is fundamental to
support growing population; however
significant amount of investment is needed. To
support this problem California State proposes
$56.7 billion total spending over the next five
years (2014-2018). However this figure is far
below that which is likely needed, by some
estimates requiring up to a $65 billion annual
infrastructure investment.

Education
While California is home to many world-class
universities, the quality of public education up
to the secondary level is ranked among the
worst in the country. Low and middle class
Californians cannot afford the expensive tuition

of private universities, and at the same time
the state has high quality research centers
associated with top universities, private
centers or corporations. This, along with the
availability of private capital creates a dynamic
environment for technology and research
based companies. R&D expenditure in
California in 2014 was $82bn, approximately
one quarter of total R&D spent in the U.S.

Some important technological sectors
developed in the region are: the biotechnology
sector amounts to 5.2% ($115 billion) of the
state’s GDP with only 1.5% of workforce.
Manufacturing firms account for 11.7% of GDP
with $229.9 billion, employing 9% of the
workforce.

Income Distribution
California has more billionaires (111) than any
other state. At the same time the state has the
highest poverty rate (15.9%) in the U.S. The
beginning of these levels of inequality
accelerated in the 1980s. Since 1979,
California’s top one percent have doubled their
incomes, while the rest of the population
actually saw their real income decrease by
6.3%. Large income disparities exist among
counties with high average income in the San
Francisco Bay Area (San Mateo and Santa
Clara) and low average income in rural
counties. Significant differences in median
income appear among different ethnicity
groups (e.g. Caucasian and Hispanics) and
immigration status (U.S.-born and
immigrants).

The labor force has increased consistently
since 1976 reaching the highest point of 18.9
million in January 2015, while unemployment
is returning to healthy values under 7%
(expected unemployment rate by the San
Francisco Federal Reserve for 2015 is 5.2%).

Almost 50% of California’s population is
considered in the labor force (18.9 over 38
million), distributed in 7 main industries.
Further, the percentage of employees working
in the public sector is relatively high, close to
13%.  One half of the labor forces is
concentrated in 3 sectors: occupation,
administrative, business and production. The
average weekly wage in California is $1,072 (vs
$940 in the U.S.) ($55,744 per year), but even
when gender salary differences are continually
decreasing, there is still a substantial gender
salary inequality.
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Challenges to Overcome
Unsustainable Debt Levels
California suffers from a debt that is estimated
at circa $440bn and growing, the result of
years of unsustainable budgeting practices.
Excessive spending on liberal programs,
unreliable tax revenue from personal income
taxes, and low corporate tax contributions have
created a situation that threatens the state’s
ability to continue providing public services. In
extreme cases this can mean bankruptcy –
four cities have already followed this path. The
majority of the debt is in unfunded long-term
liabilities, namely in retirement programs as
well as in required infrastructure investment.

The state is highly dependent on personal
income taxes as the primary source of
revenue. The top 1% of income earners pay
over 50% of total income taxes, and a large
part of their income taxes is the result of
capital gains. Therefore, the overall tax
revenue base is dependent on the performance
of financial markets, which makes long-term
state government budgeting projections
difficult, if not impossible.

Offshore Tax Avoidance Schemes
Large corporations in California use complex
tax reduction strategies to minimize tax
obligations at a state level. Recent political
pressure has highlighted several companies
currently taking advantage of offshore tax
schemes. The state budget crisis has had
wide-reaching impact. During the financial
crisis several cities in California declared
bankruptcy, to include the city of Stockton, the
largest city to ever declare bankruptcy.

Complicating attempts to make required
changes, California’s legislature has been
highly polarized for decades. California is
dominated by the Democratic Party which has
majority status at most government levels in
the state. The state is perceived to be
extremely liberal, especially in the San
Francisco Area where people hold liberal views
towards social and fiscal topics (e.g. abortion,
gay marriage, government spending).
Independent voters have been on the rise for
decades, while the share of voters registered
at the major parties has steadily declined. Still,
most independents tend to lean towards the
Democratic Party on Election Day.

Extreme differences in political opinions within
the state are also represented in the Six States
movement, wherein the more prosperous
counties in California are seen to supplement
the less prosperous counties. This transfer of
wealth is a major impetus for this movement.

Potential Outlook
California is facing a number of challenges
especially related to its productivity, public
finance, and regulation. Fixing many of these
would require many painful but necessary
compromises, to include increasing taxes,
reducing healthcare expenses, limiting future
spending increases, investing heavily in the
state’s infrastructure, and reforming political
decision making processes. In this
environment business opportunities may arise,
particularly within electrical and water-related
infrastructure, new forms of education to
address skilled labor shortages, agricultural
solutions for water-scare soils.

Team

Geoffrey
Andrews

Andreas
Bataszew

Lukas
Hochmeister

Ryuichiro
Kobayashi

Daniele
Semenza

Xavier
Watine


	Navigating the Future 2015 Viewpoints 52
	Navigating the Future 2015 Viewpoints 53
	Navigating the Future 2015 Viewpoints 54



