MEMORANDUM

To:

Senator Boxer
From:

Sean Moore, Legislative Director


Marcus Stanley, Senior Economic Advisor
Date:

January 8, 2010

You have asked us to ascertain whether the actions taken by this Congress have resulted in more net Federal fiscal assistance to California. Specifically, you wished to know whether during this difficult economic period, California is now receiving more in Federal expenditures than it pays in taxes. 

We have obtained data from the Census Bureau, the Internal Revenue Service and other sources on the taxes paid by California and the Federal expenditures received for each year from 1998-2008. We were also able to project estimated 2009 figures using the overall changes in Federal tax receipts and budget outlays. The methodology and sources for this estimate are fully documented in the attached appendix. We also checked the general methodology with external reviewers at the Public Policy Institute of California (PPIC) and the Center on Budget and Policy Priorities (CBPP).  

How Much Does California Receive Today For Each Dollar It Pays In Federal Taxes?

As the recession began in 2008, Congress took action to bring additional economic assistance to the state. This resulted in California receiving $1.02 for each dollar it paid in Federal taxes. 

When the new Administration took office in 2009, Congress and the President immediately passed an economic recovery bill that responded to the deepening recession with many forms of direct and indirect aid to states. This assistance included additional funds for education, Medi-Cal costs, police hiring, school construction, renewable energy projects and infrastructure construction programs as well as tax relief for families and businesses. The package will bring an estimated $85 billion in benefits to California. In addition, Congress passed several extensions of unemployment benefits that brought additional assistance to high-unemployment states like California.

Due to the combined impact of increased assistance to the state and the decline in tax receipts from California because of the economic slowdown, we estimate that in fiscal year 2009 Californians will receive at least $1.45 in Federal expenditures for each dollar they pay in Federal taxes. (The methodology and sources for this estimate are fully documented in the attached appendix).

Has California Been A “Donor State” In the Past?

The attached chart shows the amount of Federal expenditures in California for each dollar of Federal taxes collected in the state, for the 1998-2009 period. During the dot-com economic boom of 1998-2001, California was a major donor state, receiving only 70 to 80 cents in expenditures for each dollar in taxes it paid. 

During the recession in the early part of the decade, the relationship switched, and in 2003 and 2004, the state received more in Federal expenditures than it paid in taxes. For the next three years – a period of economic growth fueled by a housing bubble – California once again became a donor state. But the magnitude of the current recession and the strong Federal fiscal response means that today Californians are receiving far more in Federal expenditures than they pay in taxes.  

Why Does The Fiscal Relationship Between California And The Federal Government Change From Year to Year?

During tough economic times, the Federal government borrows to sustain economic activity and provide needed assistance to troubled areas. During boom times, deficits are reduced or eliminated and surpluses are run to pay down the debt incurred during recessions. For example, when President Clinton took office in the early 1990s, the Federal government was running record deficits in response to the recession that was taking place at that time. Once the economy turned around, Federal tax receipts increased and social program spending declined, allowing us to run surpluses and pay down the debt. This was the period when California was a donor state. 

Today, during the worst economic downturn since the Great Depression, California and other U.S. states are net recipients of Federal assistance. Most macroeconomists agree that Federal fiscal policy should work to counterbalance the business cycle in this way.

Where Does the 78 Cents On The Dollar Figure Come From, and Is It Valid Today?

The 78 cents figure comes from a study by the Tax Foundation using 2005 data.
 There are two issues with this figure:

1) It applies to 2005, and not to any year afterwards.

2) The Tax Foundation methodology adds each year’s Federal deficit to the total national tax bill. For example, in a year where the Federal government borrows $500 billion, the study assumes that taxpayers actually pay that $500 billion in that same year. The $500 billion is allocated across states in the same proportion as state tax payments. So if California pays 10 percent of the nation’s taxes, the Tax Foundation assumes that California taxpayers also pay 10 percent of the Federal deficit. 

The Tax Foundation assumption that each dollar of Federal borrowing is identical to a dollar of Federal taxes charged in the same year, through the current tax system, makes a large difference in their findings. First, it assumes away the countercyclical effect of Federal policy – the way the Federal government provides additional assistance during recessions. 

Second, this method ignores the fact that the deficits incurred during recessions may be eventually paid back through a wide variety of methods, including future cuts in spending and also economic growth. Depending on how this occurs, the burden on states may end up being very different than the current distribution of taxes.

How Does The Economic Recovery Funding Compare to The Size of California’s State Budget?
The economic recovery legislation provides $85 billion to California over two years. Governor Schwarzenegger’s budget proposal calls for $82.9 billion in state general fund spending during the 2010-11 state Fiscal Year. This gives a sense of the magnitude of Federal assistance provided during this period.
APPENDIX: Methodology and Sources

Federal Expenditures in California, 1998-2008

State-level expenditures were obtained from the Consolidated Federal Funds Report (CFFR) maintained by the U.S. Census Bureau.
 CFFR data excludes expenditures that cannot be clearly allocated to a state, including net interest on the Federal debt and expenditures for international aid and development. Federal direct loans, loan guarantees, and insurance were also excluded from the expenditure total. (For example, Pell Grants would be included as expenditures, but student loans would not be).

Federal Receipts From California, 1998-2008

Internal Revenue Service (IRS) tax receipts from California were obtained from the IRS Statistics of Income program. The IRS annually publishes information on total IRS tax collections for each state.

The IRS collects about 92 percent of all Federal government revenues. Alcohol and tobacco taxes, border import duties, and certain miscellaneous Federal user fees and fines are not collected by the IRS. IRS tax receipts were therefore adjusted upward to account for these other Federal revenues.  The adjustment factor was the ratio between the national total of Federal revenues and the national total of IRS tax collections for that year.
  For example, in 2005 total Federal revenues were 8 percent higher than total IRS receipts. So the 2005 figure for California tax receipts was adjusted upward by 8 percent.

2009 Estimate of Expenditures and Receipts in California
Tax receipts and Federal expenditures at the state level will not be available for 2009 until the summer of 2010. So it was necessary to estimate this figure using national budget totals.

Since total Federal revenues nationally dropped by 16.6 percent from 2008 to 2009, California’s 2009 tax payments were estimated by reducing the state’s 2008 tax payments by 16.6 percent. Excluding interest on the debt, emergency expenditures for the Troubled Asset Relief Program (TARP), and bailout payments for the Federal housing agencies, total Federal expenditures nationally increased by 12.5 percent from 2008 to 2009.
 Therefore, 2009 Federal expenditures in California were estimated by increasing 2008 expenditures by 12.5 percent.

Since California was hit harder than most areas of the nation by the 2008-09 recession, this methodology probably underestimates both the drop in tax collections from California and the increase in expenditures there. So the estimate that in 2009 California received $1.45 in Federal expenditures for each dollar paid in taxes is conservative and likely to be an underestimate.

� The original study can be found at � HYPERLINK "http://www.taxfoundation.org/files/sr139.pdf" �http://www.taxfoundation.org/files/sr139.pdf� . The update to 2005 figures is available at � HYPERLINK "http://www.taxfoundation.org/taxdata/show/266.html" �http://www.taxfoundation.org/taxdata/show/266.html� .





� Expenditures for 1999-2008 are from Table 13 in the Consolidated Federal Funds Report for Fiscal Year 2008, available at  � HYPERLINK "http://www.census.gov/prod/2009pubs/cffr-08.pdf" �http://www.census.gov/prod/2009pubs/cffr-08.pdf� . Expenditures for 1998 were accessed through the on-line query system available at � HYPERLINK "http://www.census.gov/govs/cffr/" �http://www.census.gov/govs/cffr/� . 





� Gross receipts by state for 1998-2008 are available at � HYPERLINK "http://www.irs.gov/taxstats/article/0,,id=206488,00.html" �http://www.irs.gov/taxstats/article/0,,id=206488,00.html� . Refund data for 1998-2008 is available at � HYPERLINK "http://www.irs.gov/taxstats/article/0,,id=206832,00.html" �http://www.irs.gov/taxstats/article/0,,id=206832,00.html�. Refunds were subtracted from gross receipts to obtain net IRS tax receipts for California in each year.





� Total Federal revenues for each year were obtained from Table 1.1 of the historical tables in the FY 2010 President’s Budget. These historical tables are available at � HYPERLINK "http://www.whitehouse.gov/omb/budget/Historicals" �http://www.whitehouse.gov/omb/budget/Historicals� . The total IRS receipts were obtained from the same sources cited in endnote 2.





� Both revenue and outlay data were obtained from the FY 2009 Combined Statement of Receipts, Outlays, and Balances of the United States Government, published by the Treasury’s Financial Management Service and available at  � HYPERLINK "http://fms.treas.gov/annualreport/index.html" �http://fms.treas.gov/annualreport/index.html�.





