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EXECUTIVE SUMM ARY
The purpose of this report is to outline the causes of the degradation in California’s business environment,
compare California’s business environment with the states with which we compete for the location of
business facilities and examine the impact the worsening business climate may have on the State’s finances.
During the course of our study we made the following findings:
What’s Happened to Our Business Climate?
•

Workers’ compensation costs—now the nation’s highest—have more than quadrupled since 1999, and in
some industries approach 100 percent of wages. The Department of Insurance believes that, were it a
private firm, the State Fund would be declared insolvent—remaining afloat only because of its implied
call on the state’s taxpayers. These high premiums are a direct tax on jobs, discouraging hiring and
encouraging layoffs.

•

Electricity prices have jumped nearly 40 percent since the start of the energy crisis and California now
rivals Hawaii for the nation’s highest power prices. Even more troubling, three years after the electricity
crisis first emerged, the state still has not formulated a workable market, with the result that many badly
needed new generating plants have been canceled or put on hold in the continuing uncertainty. This
raises the specter of a new “crisis” as early as 2006.

•

In terms of jobs, the high costs of essential living—food, energy and housing—feed back in the form of
higher wage requirements, add to business costs in the increasingly competitive world marketplace.

•

The state’s budget crisis also has negative implications for future job creation. The state’s overall tax
burden (as measured by share of personal income) is fourth highest in the nation, and state and local
taxes rank eighth highest among the 50 states. The state has diverted funds from badly needed
infrastructure projects to plug the general fund gap. California is also borrowing heavily to cover current
operations with the result that escalating debt service costs—and the near-junk credit rating—will cripple
the state’s ability to finance future infrastructure needs.

•

If anything, the state’s complex and often contradictory regulatory structure has become even more
complicated, expensive and time consuming. With the demise of the Trade and Commerce Agency and
the closure of the foreign trade offices we are sending the business world the wrong message at exactly
the wrong time.
How Do We Compare With Our Competitor States Over the Past Decade?
A 1990 to 2000 Scorecard

•

For conditions that existed in 2000, California received a grade of “F” because it ranked 15th out of 16
states when graded with the business climates of 15 other competitor states. Although the State received
average grades for a growing population, available workforce and personal quality of life features,
California received very poor grades for the critical business cost factors such as wages, workers’
compensation, utility costs and overall tax burden.

•

These grades, however, don’t tell the whole story and they don’t tell the current story since they are
based, for the most part, on 1990 and 2000 data. If fact, a number of critical factors for consideration by
business have worsened considerably in the last three years alone.
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Updating the Scorecard
What’s Happened Since 2000?
•

Workers’ compensation costs have increased from less than $9 billion to over $25 billion in only two
years – a threefold cost increase borne entirely by California businesses.

•

A recent study ranked California the 49th worst business tax climate in the entire nation, nestled between
Arkansas (48th) and Mississippi (50th). We have the highest corporate income tax rate in the West. Our
personal income tax rates are so steeply graduated we have the highest rate in the nation for people
earning $40,000. Sales tax rates are among the highest in the nation and business investment in
machinery and equipment are fully taxed.

•

The State’s enormous ongoing financial crisis leaves open the possibility for even more anti-business
legislation designed to balance the budget – this uncertainty clearly has the attention of the business
community. Specifically, proposals now being considered include 1) an increase in the corporate tax rate;
2) an increase in personal income tax rates; 3) more increases in the sales tax; and 4) a split roll property
tax. If all measures were adopted, this would result in a $7.7 billion tax increase – mostly paid by the
business community. This uncertainty is a dark cloud to any business contemplating new or expanded
operations here.

•

The State’s Unemployment Insurance Fund (Fund), 100 percent funded with employer contributions,
essentially is bankrupt. Additional employer taxes of at least $3 billion to $5 billion annually will be
needed to keep the Fund afloat. In addition to a 15 percent “Emergency Solvency Surcharge,” employers
will be required to pay a $2 billion Unemployment Insurance tax increase in 2004 alone. The cost per
employee over the next five years will soar from $175 to $415 by end of 2007.

•

Legislation just enacted will require almost every business in California to provide health insurance to all
employees; a statewide cost of $5.7 billion -- mostly paid for by small businesses.

•

Senior corporate legal executives ranked California 44th in their perception of our legal system. Those
conducting the study placed California in the pool of states with a “Poor” perception

Clearly, we have seen a dramatic decline and perhaps the elimination altogether of a “business friendly”
environment in the last five years. Indeed, many would grade the State’s attitude toward business as
downright hostile.
How Does This Impact State Finances?
•

An uncompetitive business environment will have a direct impact on business investment in the future
and will negatively affect the creation of jobs in the State.

•

Although the impact cannot be predicted with absolute certainty, an improved business climate with
more business investment would result in more jobs and more personal income for Californians. With
increased personal income would come additional state revenues in the form of personal income taxes,
sales taxes, etc.
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•

For example, if, the State recovered only one-half the jobs lost in the last two years (approximately
150,000 jobs) through an improved business climate, the additional personal income would yield almost
$1 billion in the next two state fiscal years alone.

•

Given the State’s current general fund expenditure commitments, the following programs would benefit
from the additional revenue:
•
•
•
•
•

K-12 Education
Higher Education
Health & Human Services
Prisons
Resources & Environment

$390 million
$120 million
$280 million
$ 76 million
$ 14 million

These are estimates of the way in which the additional revenues would be spent in a balanced budget
environment. Of course, in the current budget crisis, the additional $1 billion could be an additional resource
badly needed to reduce the ongoing budget deficit.
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INTRODUC TION
Just five years ago in 1998, the business climate in California shone like a star. In that year the magazine Site
Selection ranked California’s business environment Number Two “for its total of 1,673 new corporate facilities
and expansions; and it was 1998’s No. 1 state for new manufacturing facilities.” 1 Of business executives
responding to the annual California Business Climate Survey conducted by the California Chamber of
Commerce and the California Business Roundtable, 71 percent believed the state was going in the right
direction and only 15 percent thought business conditions were worse than two years prior.2 Almost 40
percent thought they would be expanding their workforce in the coming year.3
What a difference five years makes. A recent article in the San Francisco Chronicle sums it up … “California
is gaining the unfortunate reputation of exporting…jobs [and] has become inhospitable.” 4 Businesses, small
and big alike, are tired of co mplicated regulations, high energy costs, extremely high worker’s comp insurance
premiums and unemployment insurance contributions. But the ongoing uncertainty of the State’s fiscal crisis
is also a major factor. Will the State exercise fiscal discipline and cut costs as businesses have over the last
two years or will the Legislature and Governor resort to new fees and higher taxes to balance the books?
Indeed, with the impending recall election, no one is sure who will be leading the State through this crisis.
These disappointments and uncertainties are reflected in the latest Business Climate Survey released by the
California Chamber of Commerce and the California Business Roundtable in April of 2003. In this latest
survey, 78 percent of the responding business executives indicated California is on the wrong track. Business
leaders who believe we are on the right track declined from 71 percent in 1998 to only 14 percent in 2003.
An incredible 81 percent believe business conditions are worse than they were two years ago. Some of these
factors are not completely within the State’s control such as the U.S. economic downturn, softening Asian
markets, the SARS outbreak and conflict in the Middle East. Nevertheless, a recent report identified three
factors certainly within the control of state and local policymakers:
•
•
•

Business costs associated with energy and worker’s compensation insurance;
“Slippage” in the State’s business environment; and
Apparent disinterest by some government leaders.5

The worsening business climate has had a direct impact on job losses in California – we have lost 300,000
jobs since 2001. We have had both job losses and lower than expected job growth in a variety of sectors.
The loss of manufacturing jobs is perhaps the most glaring and detrimental to the State’s economy. Over the
last year alone the State has lost over 60,000 manufacturing jobs. 6 Generally, these are high paying jobs with
good benefits and advancement possibility and available to a larger portion of California’s workforce.7

1

Lyne, Jack, “The Glow is Back on ‘the Golden State’s’ Business Climate,” Site Selection (November 1999), p. 1.
California Chamber of Commerce/California Business Roundtable, “Thirteenth Annual California Business Climate Survey” (April 2003).
3 Ibid.
4 Said, Carolyn, “Exodus Worries: High Taxes and Lots of Rules Prompt Some Firms to Leave State” San Francisco Chronicle (July 27, 2003)
5 See Kyser, Jack, “Manufacturing in the Los Angeles Five -County Area” Los Angeles Economic Development Corporation (July 2002), p. 2.
Discussing the disappointing lack of growth in manufacturing jobs in the Los Angeles area.
6
Department of Finance, “Finance Bulletin” (August 2003), p.1.
7
Kyser, p. 4
2

6

The bottom line is that the State must turn around the reputation of being “inhospitable” to business. We
run the risk of losing more businesses and jobs to competing states. Over half of the businesses responding
to the Business Climate Survey indicated they had been offered incentives to relocate to a competing state.
Other states engage in this proselytizing because it brings jobs and prosperity to their citizens and that
translates into state revenues. By the same token, every time a business leaves this state expands in another
state, it has a fiscal impact to both state and local governments. Raising taxes, creating new fees, sunseting
business tax credits and exemptions sends a very clear signal… “take your jobs elsewhere.”
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CALIFO RNI A’S GRO WING
COMPETITIVE DISADV ANTAGE
The most striking feature of the nation’s current economic recovery, which will begin its third year in
December, is the continuing decline in number of payroll jobs. By definition, this job-losing recovery reflects
strong gains in productivity—the nation has managed to produce more and more goods and services with
fewer and fewer workers.
Strong productivity growth is generally considered a positive development. Productivity leads to higher living
standards, and throughout the industrialized world, it will provide the means to support the rapidly increasing
ranks of retired citizens. But in the short run, rising productivity can also be associated with significant
dislocations in the labor force, as high-cost producers are forced to compete with lower-cost rivals.
One of the most commonly heard refrains in quarterly earnings announcements is that the company or
industry has lost “pricing power” and can only maintain and improve profitability, or even remain solvent,
through continued cost cutting measures. This can take the form of cutting back or even closing higher cost
operations, shifting more and more output to lower cost facilities to remain competitive.
This increased economy-wide emphasis on controlling costs could not have come at a worse time for
California job prospects. To a considerable and troubling degree, California is becoming an increasingly high
cost area both to live and to do business. Consider these developments over the last three to four years:
•

Workers’ compensation costs—now the nation’s highest—have more than quadrupled since 1999,
and in some industries approach 100 percent of wages. As private insurers have abandoned the
market, the State Compensation Fund has assumed up to 60 percent of the risk. The Department of
Insurance believes that, were it a private firm, the State Fund would be declared insolvent—
remaining in tact only because of its implied call on the state’s taxpayers. These high premiums are a
direct tax on jobs, discouraging hiring and encouraging layoffs. (See additional discussion below.)

•

Partly in response to a recent doubling of benefits, the state’s unemployment insurance payroll tax is
set to rise by up to 50 percent in 2004, to among the highest in the nation. Moreover, even with the
increase, the UI fund will be forced to borrow $1.7 billion from the federal government, suggesting
further rate increases will be required to pay off the loan.

•

The State Disability Insurance payroll tax is also set to rise substantially, as the new paid family leave
program begins in 2004. Enacted partly on the promise of relatively modest costs—the initial
“official” estimate was a little over $100 million per year or $27 per worker—the state now estimates
costs nearly three times higher. However, academic experts believe the true costs will range up to
$1.2 billion, implying a staggering $300 a year payroll tax increase for each employee if the state
disability fund is to remain solvent.

•

Electricity prices have jumped nearly 40 percent since the start of the energy crisis, and California
now rivals Hawaii for the nation’s highest power prices. Even more troubling, three years after the
electricity crisis first emerged, the state still has not formulated a workable market, with the result
that many badly needed new generating plants have been canceled or put on hold in the continuing
uncertainty. This raises the specter of a new “crisis” as early as 2006.
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•

California also competes with the Hawaiian Islands for the nation’s highest motor fuel prices, now
commonly running 20 percent or more above the U.S. average.

•

California housing costs are the highest in the nation, and the state includes 10 of the nation’s 12
costliest housing markets. This reflects a decade of undersupply, largely a result of myopic
government zoning and land use policies.

•

In the midst of the world’s richest agricultural region, Californians pay the highest food prices in the
“lower 48” states—mainly reflecting high payroll, energy and liability insurance costs.

•

In terms of jobs, the high costs of essential living—food, energy and housing—feed back in the
form of higher wage requirements, adding to costs in the increasingly competitive world
marketplace. These high living costs no doubt partly explain the ongoing loss of domestic
population to other states, even during the boom years of the late 1990s.

•

The state’s budget crisis also has negative implications for future job creation. The state’s overall tax
burden (as a share of personal income) is fourth highest in the nation, and state and local taxes rank
eighth highest among the 50 states. The state has diverted funds from badly needed infrastructure
projects to plug the general fund gap. California is also borrowing heavily to cover current
operations with the result that escalating debt service costs—and the near-junk credit rating—will
cripple the state’s ability to finance future infrastructure needs.

•

If anything, the state’s complex and often contradictory regulatory structure has become even more
complicated, expensive and time consuming. With the demise of the Trade and Commerce Agency,
there is no longer a facilitator—the Red Teams—to assist business in navigating the regulatory
maze. And the closure of the foreign trade offices sends the world the wrong message at exactly the
wrong time.

Since the beginning of the recession in March 2001, both the state and the nation have lost about 2 percent of
payroll jobs. For California, this means 300,000 people without work.
However, during that period, California factory payrolls have fallen by 18 percent, considerably more than the
nation’s 15 percent decline. Since manufacturing includes a disproportionate share of export or basic
industries—activities that bring money and jobs from outside the state—the relatively large loss of factory
jobs does not bode well for the state’s recovery prospects.
The need to contain costs has significant implications for other basic industries, notably the computer
services and software sectors that powered much of the late 1990s boom. During the boom, the state and the
nation imported many skilled engineers and technical workers to staff the high technology industries. As the
recession took hold, much of this activity moved overseas. Instead of providing skilled workers, India,
Korea, Taiwan and other Asian nations have developed major technology service industries of their own,
successfully competing on both quality and cost with domestic, often California, firms.
In the early 1990s, the massive downsizing of California’s aerospace industry was widely attributed to the end
of the cold war and accompanying sharp decline in defense spending. However, this was only part of the
story. The drop in defense spending also resulted in a widespread consolidation in aerospace, and California
was almost always the loser when merged companies focused their activities in lower cost facilities outside the
state.
That pattern may well be repeating in the high tech industries that also face a consolidation process as their
markets mature. When companies merge, there is significant pressure to produce promised cost savings and
increased profitability. This pressure inevitably favors the concentration of activity outside California, where
costs are almost always lower.
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This has even been true in banking and financial services: California now boasts only one “top 10” bank—20
years ago five of the nation’s ten largest banks and the majority of large savings and loans were headquartered
in the state. Even that remaining institution concentrates most of its administrative and “back office” staff
outside California.
Although the business decision to actually move out of the state is an extremely difficult and costly one, there
is evidence that this is happening. Some firms have given in to the tax incentives and the obvious benefits of
lower operating costs—marketed to California firms by many nearby states and localities. Nevertheless,
moving a business entails costly write-offs of plant and equipment, employee relocation costs, and the very
real risk that key staff will choose not to move.
However, when contemplating expansion, the decision to seek lower cost alternatives is far easier to make.
Mergers and consolidations present a far different set of circumstances, with workers and facilities already in
place in lower cost locations.
Most importantly, California finds itself at a huge cost disadvantage when it attempts to attract new business
to the state. Indeed, at this point, most local economic development efforts are of necessity focused on job
retention rather than luring new firms to the area.
The key issue is not so much losing what is already here—although that is a real risk—but rather the extent to
which the state will participate in the national job recovery, which will likely be underway within the next few
months.
California retains many competitive advantages—a skilled workforce, its great universities, a prime location
on the Pacific Rim and adjacent to Latin America, the nation’s largest port complex, and an unmatched
climate and quality of life.
But against these, the rising cost of living and doing business in the state has already eroded middle income
job opportunities to an alarming degree and each year over 100,000 more Americans “vote with their feet”
and leave than choose to settle here.
Many of California’s economic wounds are self-inflicted. The hard truth is that 49 states do a better job on
workers’ compensation, energy policy, housing and even balancing the budget than California. The state’s
highway system was once the envy of the nation, but for two decades California has been dead last in per
capita spending on transportation infrastructure, with results that are obvious to all. All of this is a sad
commentary for a state that was once looked upon as an example of good government that works.
California can do better than this. And for own sake, we must.

10

A SCOREC ARD
FOR CALI FORNI A’S
BUSINESS ENVIRO NMENT
With the dramatic decline in California’s business climate it makes sense to stop and compare our State with
those states that compete with us for business facilities. For this portion of the study, we enlisted the help of
the Sacramento Regional Research Institute (SRRI) which, among other services offered, analyzes and
regularly advises a variety of businesses on location decisions for facilities.
SRRI has developed a model designed to make relative comparisons among jurisdictions of a number of
factors important to businesses in their evaluation of the best business environment. The SAER Group
reviewed the model and worked with SRRI to identify the states with which we compete and the factors
considered most important to businesses locating facilities.
The objective of the study was to identify comparative business conditions over a period of time to identify
longer-term trends. It was not intended to show the most current conditions, as these are influenced by the
current economic environment and do not necessarily reflect long-term structural conditions.
The measures used in the comparison were chosen to allow objective and consistent comparisons between
states of different sizes and compositions over a ten year time period. Wherever available, data for the years
1990 and 2000 were used, and comparative changes over this time interval were computed. This is consistent
with the accepted business practice of looking not only at current business conditions but also at longer term
trends in making business location decisions.

Competitor States
In selecting competing states, we first started with neighboring Western states. Although many businesses
may not choose to locate a facility in California, they would like to have access to markets in the state for
products and services. Arizona, Nevada, Oregon, and Washington are our closest (geographically speaking)
competitors. We then selected other states that have historically actively recruited California businesses and
have been at the top of the list of potential localities for businesses searching for sites for facilities. The states
included:
•
•
•
•
•
•

•
•
•
•
•

Colorado
Florida
Georgia
Illnois
Massachusetts
Michigan

New York
North Caroline
Ohio
Texas
Utah

Together these states represent almost 60 percent of nonfarm employment in the United States. The
selection of these states for comparison is neither typical nor random, but represents primarily urban,
industrialized states viewed as comparisons or competitors with California. The comparison study, therefore,
within this subset and may not be representative of all 50 states.

11

Factors for Consideration
SRRI utilized the following factors to compile the scorecard. Based on their experience in helping companies
make location decisions, these factors play the most important role in the minds of business executives.
Other factors unique to a particular company or industry may enter into the decision, but these four
categories are at the core of the analysis.
•
•
•
•

Demographic Characteristics
Workforce
Business Costs
Personal Quality of Life

Each major category (e.g., “Demographic Characteristics”) contained several sub-categories (e.g.,
“Population,” “Household Income,” and “Educational Attainment”). Most sub-categories contained at least
two individual performance measures (e.g., “Total Population,” and “Population Growth 1990-2000”). One
performance measure was used in some cases depending on data availability.
As mentioned above, the Demographic category included sub-categories for 1) Population – with individual
measures for total population and growth in population – a measure of the available markets for good and
services; 2) Household Income with individual measures for total household income and growth in
household income – measuring the ability of consumers to purchase goods and services; and 3) Educational
Attainment – with individual measures of the number of individuals with college degrees and high school
diplomas and a measure of the growth of individuals in those categories – providing a view of the level of
sophistication of the buyers in these markets.
The Workforce category included sub-categories for 1) Labor Force with individual measures for the total
size and the grow th of the total labor force; 2) the size and growth of employment in a number of key
industries – manufacturing, construction, information, financial activities, and professional and business
services; and 3) the portion of the workforce made up of highly skilled occupations.
The Business Cost category did not include all cost factors, but did include the major cost categories that
comprise the “lion’s share” of total business costs. Sub-categories included 1) Wages – with individual
measures for the level of wages and growth in wage costs; 2) State and Local Tax Burden – with individual
performance measures for “State and Local Tax Burden as Percent of Income” and “Tax Burden Change”
between 1990 and 2000; 3) Natural Gas Costs with individual measures for “Natural Gas Prices,” “Price
Change,” and “Price Growth Rate”; 4) Electricity Costs with individual measures for “Electricity Prices (per
BTU),” “Price Change,” and “Price Growth Rate”; and 5) Workers’ Compensation Costs with individual
measures for “Workers’ Compensation Rate Ranking,” “Rate Change,” and “Rate Growth Rate.”
Finally, the Personal Quality of Life issues that businesses consider included sub-categories for 1) Residential
Construction with individual measures the availability of housing as measured by the number of housing
starts per 1000 residents and the growth in housing starts – i.e., is the State building enough homes for its
residents?; 2) Home Ownership with individual measures for the number of individuals who own their home
and the growth of home ownership; 3) Housing Affordability - a measure of housing affordability, as
modeled by the National Association of Realtors Housing Affordability Index (HAI) and a measure of the
growth in the index; 4) Educational Quality with individual measures for students per school, ACT scores and
SAT scores and the growth in those measures; 5) Health Services Availability with individual measures for the
number of residents per acute care hospital and the growth in that rate; 6) Personal Safety with individual
measures for the FBI’s Crime Index Offense Rating (crime per 100,000 population) and the growth in that
index; and 7) Commutes with individual measures for average drive time to work and the growth in total
drive time.
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Data Points and Caveats
As discussed above, generally, 1990 and 2000 datapoints were used for each of the individual measures.
Growth measures were calculated on the basis of year 2000 data compared with 1990 data. The 1990 to 2000
time frame provided two datapoints with the greatest quantity and most credible information provided mainly
through data collected in the official U.S. census conducted in those two years.
The scorecard then is a general measure, as of the end of the year 2000, of how California compared to the
other fifteen states in the study group. States we believe compete with our State for the location of
businesses that provide good paying jobs for Californians. The scorecard does not take into account every
single factor considered by businesses in their location decisions. But, we believe the scorecard takes into
account the important factors that usually tip the scale one way or the other on the preliminary piece of a
location decision.
We also believe the business climate in a number of the categories and subcategories discussed above have
worsened considerably since 2000. We believe this deterioration is so substantial that we discuss those issues
below in the section entitled “High Profile Business Climate Factors.”

Grading Methodology
Each state’s performance was measured relative to the entire group of states and was judged based on an
adjusted normal probability curve. Performance measures within one-half standard deviation of the mean
performance for all states were given a grade of C. Performance measures above and below one-half
standard deviation of the mean were given B and D grades, respectively. And performance measures above
and below one full standard deviation of the mean were given A and F, respectively.
First, individual performance measures within each sub-category (e.g., Population Growth within the
Population Sub-Category) were given letter grades based on the methodology discussed above. Second, a
letter grade was assigned to each sub-category (e.g., Population) based on a grade point average calculated
using an equal weighting of the letter grades for each of the individual measures within the subcategory.
Finally, each major category (e.g., Demographic Characteristics) was assigned a letter grade based on a grade
point average calculated using an equal weighting of the letter grades in each of the sub-categories.
To arrive at the overall grade for all the major categories taken together, the categories were weighted as
follows: 1) 15% weight to “Demographic Characteristics”; 2) 30 percent weight to “Workforce”; 3) 40
percent weight to “Business Costs”; and 4) 15 percent to “Personal Quality of Life.” An overall weighted
grade point average was calculated based on the letter grades in each major category using the grading
methodology described above. States were then ranked by overall grade point average.

Results
For conditions that existed as of 2000, California’s overall grade was an “F” -- a failing grade -- because
it ranked 15th out of the 16 states. Only one other state (New York) in the group had an overall grade point
average lower than California.
As might be expected, California has some factors attractive to business and received favorable grades in
some sub-categories. In the major categories, however, the State did no better than a C grade. In the all
important “Business Cost” category, the State ranked next to last in the category due to the high cost of
workers’ compensation, a heavy state and local tax burden, high wage costs and high costs for natural gas and
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electricity. The cost of doing business is a major factor in the location decision and significantly affected the
State’s overall ranking.
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UPDATI NG THE SC OREC ARD
WHAT’S HAPPE NED SI NCE 2000
The Scorecard’s rankings as of the year 2000 do not tell the entire story as of today. The State’s current
worker’s compensation crisis, unemployment insurance crisis, mandatory health insurance legislation, the
ongoing State budget debacle a still smoldering energy crisis, and an ever increasing litigious environment
places the spotlight on a number of very important business climate factors: workers’ compensation insurance
premiums, state and local tax burden, statewide energy policy and costs. These factors play a very large role
in the economic analysis of whether to locate or expand facilities in the Golden State. All these factors have
worsened the business climate and/or have the potential for worsening in the very near future. These
gathering dark clouds are not reflected in year 2000 data used in the California Scorecard study discussed
above.

Workers’ Compensation Insurance
All agree the workers’ compensation insurance system in California is a shambles. The Scorecard, based of
2000 data, gave a grade of “F” as compared to our competitor -- California ranked 13th out of the 16th states.
Since then, however, costs have skyrocketed from $9 billion to over $25 billion – all paid for by businesses.
In fact, over the last two years businesses have held back on hiring workers and have let workers go as a
direct result of this crisis. 8
Worse still, little has been done so far to correct a system that is hemorrhaging costs so badly that even
astronomical premium increases have not been able to keep up with the rising cost of claims. According to
the Los Angeles Economic Development Corporation, this crisis will continue to act as an additional tax on
business in California until reforms are enacted. In the meantime, this factor likely is driving employees into
the “informal” underground economy.9 The Business Climate Survey identified the workers’ compensation
crisis as one of the top issues for business executives, receiving the highest number of first mentions and total
mentions of the biggest problems facing California businesses today.10
A recently released report by the Bureau of State Audits outlines a picture of a system on the verge of
collapse. In fact, 27 percent of workers’ compensation insurers have declared bankruptcy and the State
Compensation Insurance fund which carries 50 percent of the market is in serious financial condition.
According to the report, the system “is unnecessarily complex, costly and difficult to manage.” Medical fee
schedules, despite statutory requirements to the contrary, have not been updated since 1999. Overall
utilization of the system is 71 percent higher in California than in other states and “injured workers in
California have 49 percent more visits with physicians and 105 percent more chiropractor visits.”11
The Auditor General makes specific recommendations regarding improvements to the system that must be
made to make the system less complex, monitor and control costs, bring premium back in line with the rest
of the country, and to improve the medical payment system. Many of these recommendations can be
implemented by the administrative director of the Department of Industrial Relations, Division of Workers’
Compensation, but other recommendations may require changes in state law. These changes must be
Kyser, Jack, et al, “The 2003-2004 Economic Forecast and Industry Outlook – Mid-Year Update, Los Angeles Economic Development Corporation
(July 2003), p.14.
9 Ibid.
10 Business Climate Survey, (April 2003)
11 Bureau of State Audits, “California’s Worker’s Compensation Program: The Medical Payment System Does Not Adequately Control the Costs to
Employers to Treat Injured Workers or Allow for Adequate Monitoring of System Costs and Patient Care” (August 2003), Report No. 2003-108.1.
8
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implemented as soon as possible to avoid the collapse of the system. The Legislature did approve some
changes at the end of its session with savings estimated at $2.6 billion.12 More will need to be done before
these costs are brought under control.
The lack of action by policymakers to resolve this grave problem directly reflects on the State’s business
climate reputation. Attention to the problem and action to correct the situation can send the message to the
business community that the State is interested in their businesses and the jobs they bring.

State and Local Tax Burden
The State’s ongoing budget crisis creates enormous uncertainty for businesses. Local businesses utilize the
services of and contract with local government which may be impacted by budget cuts. More importantly,
they also read and hear about proposals put out by the Legislature and the Governor to fill the budget gap
with increased taxes and fees (e.g., “Sinclair” fees) primarily aimed at businesses and aimed at those individual
who invest capital in businesses.13
The Washington, D.C. based Tax Foundation recently published its first annual “State Business Tax Climate
Index,” a comprehensive measure taking into account the state’s corporate tax, individual income tax,
sales/use tax, the size of the state and local tax burden, the likelihood of future tax increases, and the degree
of conformity with the tax laws of the federal government and other states.
The index is based on two concepts. First, the study began with the premise that tax systems should be fair
and “neutral.” That is, a tax system should maintain a “level playing field” across all types of businesses and
business transactions.14 Second, the index is based on how each state compared to other state’s around the
country. High ranking states on the index generally maintain tax systems that have a relatively low tax burden
and do not favor some economic activities or business transactions while penalizing others. Low ranking
states had complex, multiple rate corporate and/or personal income tax codes with high compliance costs,
above average tax rates, taxed business inputs and had high overall tax burdens that grew faster than personal
income
California did not fair well; ranking 49th. Only Mississippi had a lower index measure.
First, California has the highest corporate tax rate in the West. Second, both the corporate tax and the
personal income tax are subject alternative minimum tax, maximizing the potential for double taxation of
corporate income. The personal income tax has the highest tax rate in the country for someone earning
$40,000 and, at the higher income brackets has only two states with higher tax rates. California also has one
of the highest sales tax rates in the country and exempt very few business to business transactions such as
manufacturing machinery, agricultural equipment and high technology items. This study, of course, did not
take into account the recently enacted special ½ cent sales tax that will be used to retire an almost $11 billion
accumulated State deficit.
With regard to the overall tax burden, the ratio of California taxes to statewide personal income, California
again ranked 49th. This is a measure not only of the ratio, but how much the ratio has grown over the years.
The effective tax rate (i.e., California tax burden divided by statewide personal income) for the State is 10.6%,
far above the national average of 9.7%. But, the effective tax rate has grown substantially over the years
increasing from 10.0% in 1992 to 10.6% in 2003.

12

Source: Workers’ Compensation Insurance Rating Bureau (September 2003).
LAEDC, “2003-2004 Economic Forecast and Industry Outlook,” p. 14.
14
Tax Foundation, “State Business Climate Index,” Background Paper (May 2003), Number 41, p. 2
13
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This Tax Foundation score does not accurately reflect the threat of future tax increases, potentially substantial
tax increases, to solve the State’s severe fiscal crisis. Estimates of the ongoing structural imbalance range
from $7.9 billion (Legislative Analyst’s Office) to $10 billion (Senate Republican Caucus) or more. Among
the proposals are 1) increasing the corporate tax rate; 2) increasing the top personal income tax brackets on
the wealthiest Californians; 3) further increases in the sales tax rate; and, perhaps most alarming 4) a split
property tax roll that would tax business property at a higher rate than individuals’ property.
The uncertainty surrounding these proposals and their resulting increased tax burden for businesses has a
direct impact on business investment decisions in the State. If all of these proposals were to be adopted in
the coming fiscal year as a means of balancing the State’s budget, the additional tax burden would be
significant. The estimated total additional taxes would be:
Increase in Corporate Tax Rate
Add Tax Brackets for High Income Individuals
Additional One-Half Cent Sales Tax
Split Roll Property Tax
Total Estimated Additional Tax Burden

$ 365 million
$2,000 million
$2,400 million
$2,900 million
$7,665 million

Most of this tax burden will fall on businesses directly or on business owners (e.g., through higher personal
income taxes). All of the increase in corporate tax and the split roll would be paid by business. In addition,
most of the higher personal income taxes will be paid by business owners since such a large number of
California businesses are owned by individuals who pay personal income tax on their business income.
Finally, because so many business-to-business transactions are subject to sales tax in California, the majority
of the sales tax increase would be paid by businesses.

Energy Costs
As discussed above, California’s energy crisis is far from over. Uncertainty with regard to potential future
power costs continues to be one the mind of business leaders. 15 First, state energy policy decisions have
discouraged investment in generation facilities leaving peak capacity in jeopardy in the future - perhaps as
early as 2006. Second, one of the three major investor-owned utilities remains in bankruptcy and its
ratepayers still do not know how their rates will be affected by a bankruptcy settlement – this utility serves an
enormous area in Northern California including Silicon Valley which is home to chip manufacturers and
other concerns that are major users of electricity and profit sensitive to power prices.
15

See Business Climate Survey (April 2003).
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The State remains bound by high-cost Department of Water Resources (DWR) power contracts negotiated
and signed during the peak of the energy crisis two years ago. The cost of these contracts is calculated into
the electricity rates of residential and business customers of Southern California Edison, San Diego Gas &
Electric and Pacific Gas & Electric, the three investor owned utilities (IOUs) in California and cannot be
avoided . A recent decision by the California Public Utilities Commission (CPUC) requires IOU customers to
pay their fair share of the cost of these expensive contracts even if they choose to leave the IOU’s system and
join a municipal electric utility system or provide power through self-generation.

Unemployment Insurance Costs
The State’s Unemployment Insurance Fund (Fund), 100 percent funded with employer contributions, is
bankrupt. A revised forecast recently released by the Employment Development Department (EDD) reveals
the Fund will be $1.4 billion in the red by the end of 2004. As recently as the end of 2002, the Fund had
reserves of over $3.5 billion.
What happened? Fraudulent claims, estimated at $280 million or more annually, and recent legislation which
increased weekly benefits and required the start of family paid leave on January 1, 2004 all contribute to the
growing problem. And the problem will grow by leaps and bounds without substantial increases in employer
taxes. Employers were told at a recent stakeholder workshop conducted by EDD an additional $3 billion to
$5 billion annually will be needed to keep the Fund afloat.
Under all proposals being considered by the EDD, businesses will be required to bail out the Fund
completely. In addition to a 15 percent “Emergency Solvency Surcharge,” employers will be required to
make a $2 billion Unemployment Insurance tax increase in 2004 alone. The cost per employee over the next
five years will soar from $175 to $415 by end of 2007.

Mandatory Health Insurance for Employees
Legislation enacted at the end of the current session of the California Legislature requires each employer with
over 20 employees to provide basic health insurance. According to legislative committee analysis, this
requirement will cost businesses, mostly small businesses, approximately $5.7 billion per year.16

State Liability System
In a recent study conducted by the The Harris Poll, 82 percent of those interviewed reported that the litigation
environment affect business decisions including decisions about where to locate or expand business
facilities. 17 The study, conducted annually for the U.S. Chamber Institute for Legal Reform, measured the
perceptions of 928 senior corporate legal executives nationwide with actual litigation experience in the state
systems. The following features of legal systems in all 50 states were examined:

16

Los Angeles Economic Development Corporation, “Analysis of the Economic Impacts of Mandatory Health Coverage in California” (Prepared
for the California Chamber of Commerce, September 8, 2003.), p.2.
17
Taylor, Humphrey, et al, “2003 U.S. Chamber of Commerce State Liability Systems Ranking Study,” (April 4, 2003) p. 8.
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•
•
•
•
•

•
•
•
•
•

Overall treatment of tort and
contract litigation
Treatment of class actions
Punitive damage awards
Summary judgment/dismissal
Discovery

Scientific and technical evidence
Judges’ impartiality
Judges’ competence
Juries’ predictability
Juries’ fairness

Most states, 33 in all, were perceived by these executives to be doing an “average” or “fair” job of managing
business litigation and 6 states were perceived as doing at least a “good” job.
Overall, California ranked 44th in the perception of its legal system. Not surprisingly, the executives’
perception of the availability and quality of scientific and technical evidence in the State received the highest
ranking (30th). The perception of judges was a little better than the rest of the categories (37th for Judges’
Impartiality and 32nd for Judges’ Competence). In the other categories, however, the State ranked from 41st
(Punitive Damages) to 48th (Juries’ Predictability). Those conducting the study placed California in the pool
of states with a “Poor” perception.18

18

Ibid., p.16.
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THE IMPACT O N
STATE FINANCES
An uncompetitive business environment will have a direct impact on business investment and the creation of
jobs in the State. Businesses will simply locate elsewhere and hire employees in another state. With higher
costs, higher taxes, more litigation and more regulations, the decision is simple to make. The question is what
impact will the location of jobs and businesses in other states have on California’s own finances? With the
State’s budget imbalance, this should be a matter for consideration by policymakers.
Although the impact on state finances cannot be predicted with absolute certainty, an improved business
climate with more business investment would result in more jobs and more personal income for Californians.
With increased personal income would come additional state revenues particularly in the form of personal
income taxes on wages and sales taxes paid on taxable items purchased.
Although there has been some variation over the years, the average state taxes paid per $1,000 of personal
income in California has averaged just over $75. The State Department of Finance projects 2003 total
personal income for the State of around $1.174 trillion dollars, an increase of 3.1 percent over 2002. For
2004, growth of 4.9 percent or $1.232 trillion dollars is forecast.19 Higher growth in more personal income,
however, will translate into more general fund revenue. For example, if, with an improved business climate,
the State experienced only one-half percent greater annual growth in personal income in 2003 (i.e., 3.6%
rather than 3.1%) and 2004 (i.e., 5.4% rather than 4.9%), the State would realize almost $1 billion in
additional revenue over those fiscal years. That sort of growth potentially could be realized if the State simply
restored half of the 300,000 jobs lost over the last two years.20
Given the State’s current general fund expenditure commitments, the following programs would benefit from
the additional $ 1 billion in revenue:
•
•
•
•
•

K-12 Education
Higher Education
Health & Human Services
Prisons
Resources & Environment

$390 million
$120 million
$280 million
$ 76 million
$ 14 million

These are estimates of the way in which the additional revenues would be spent in a balanced budget
environment. Of course, in the current budget crisis, the additional $1 billion could be an additional resource
badly needed to reduce the ongoing budget deficit.
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Since 1970, the State has, through ups and downs in economic cycles, averaged 8.3 percent annual growth in total personal income. Source: U.S.
Bureau of Economic Analysis.
20 If all those jobs were restored, it is estimated the State would realize over $1.5 billion in additional revenue over two fiscal years.
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BOTTOM LINE
Although the national economy officially has begun its recovery, California does not stand poised to actively
participate. Based on 2000 data, compared with 15 competitor states, California’s business climate ranked
next to last. Things have gotten worse, however, and we now are one of the most business unfriendly states
in the country. We are losing business investment and opportunities to create jobs because of enormous
increases in the cost of doing business and because of significant uncertainties with regard to several
critical business cost factors.
•

First, workers’ compensation costs have increased dramatically since 2000 and it is uncertain
whether the Legislature will make cost saving changes to the system or simply continue to have
businesses pay for these costs;

•

Second, California’s continuing budget crisis raises the likelihood of significant tax increases in the
next few years. Most of these tax increases, almost $7.7 billion it is estimated, would be paid for by
businesses;

•

Third, since 2000 the unemployment insurance fund has become, effectively, bankrupt. It is
estimated that $3 to $5 billion in new UI premiums – all paid by businesses – will be needed to keep
the system afloat;

•

Fourth, energy costs – a critical factor for many businesses in the State – still have not stabilized
since the energy crisis two years ago. Unless these markets are stabilized and more generation
facilities are built in the State, this uncertainty will continue to plague these businesses; and

•

Fifth, new mandatory health insurance coverage for employees will add an estimated $5 billion
statewide in new business costs.

These costs represent an enormous additional burden for California employers and will no doubt result in the
location of business facilities elsewhere and will significantly discourage job creation in our State.
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APPE NDIX A
CALIFO RNI A BUSINESS SCO REC ARD
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Introduction
California boasts one of the largest economies in the world; however, global economic
competition as well as state competition has been steadily increasing over recent decades. In this
sense, it is important to have a clear understanding of California’s economic development factors
compared to some of its main competitors within the United States.
The SAER Group engaged the Sacramento Regional Research Institute to analyze various
economic development factors and eva luate the business competitiveness of California and its
major competitors. Comparisons were completed for states widely regarded as competitors to
California including:
• Arizona
• Colorado
• Florida
• Georgia
• Illinois
• Massachusetts
• Michigan
• Nevada

• New York
• North Carolina
• Ohio
• Oregon
• Texas
• Utah
• Washington

The data analysis was conducted in order to build a business scorecard to readily identify areas
where California is superior or inferior to other states. The scorecard was developed using normreferenced assessment, which measured individual state performance relative to the group of
comparison states (listed above) and based on an adjusted normal probability curve. Grades for
each state and each factor were dis tributed at different levels, including A, B, C, D, or F. Since
grades were distributed over a curve that did not necessarily fit into a normal curve standard,
SRRI made modifications to the norm-referenced system, and a true curve was not strictly
observed. At the end, an overall average grade was assigned to each state based on the average
overall grade. The overall grade calculation was weighted assigning 15 percent of the weight to
“Demographic Characteristics,” 30 percent to “Workforce,” 40 percent to “Business Costs,” and
15 percent to “Personal Quality of Life.” The overall score was calculated based on a grade point
average methodology assigning a standard number to each letter grade, conducting a normreferenced assessment, and converting the average back into a final letter grade. Additionally,
each state was given an overall rank based upon their overall score.
This document presents the overall economic development scorecard as well as a summary of the
data used to develop the scorecard for each individual economic development factor. Data was
collected and analyzed for a large number of variables and included in the summary; however,
some variables were not used as part of the grading for the final scorecard.
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