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San Diego, CA -   Each day here brings yet more news of impending financial doom for the nation’s largest populated state.  It was all so avoidable.
California’s budget deficit is currently $26.3 billion – if you believe the announced figures.  I am not certain that anyone knows for certain, at least within a billion or so.  Each month brings a new larger figure as tax revenues decline and obligations increase.  The genesis of the deficit was not bad luck, or a downturn in the economy, but totally structural.  California, put simply, spends more than it takes in.

As opposed to our federal government, which routinely runs large budget deficits, states are typically mandated by their constitutions to produce balanced budgets.  Whereas the federal government can borrow extensively from its own citizens and from overseas investors, or can simply print money, states and local governments can only issue bonds which are used for specific purposes, such as school construction or road repair.   These bonds are rated by financial agencies, such as Moody’s Investor Services, based on the perceived risk associated with the ability of the bond issuer to repay the bonds.  Interest rates increase with the risk.  California’s bonds have just been downgraded to near-junk status, meaning that the state will have to pay far higher interest rates to issue future bonds, further complicating an already dicey situation for state legislators.
It is fitting that the state legislators have to find a solution to this fiscal crisis, since they are largely the ones who created the situation.  For years, California legislators have catered to every whim of the public service and teacher unions.  Not only have salaries been inflated to higher than market levels, retirement benefits have also been far more than generous.  As an example, some state workers are eligible to receive nearly 85% of their regular salary in retirement.  This largess is unsustainable in any economy, and becomes totally unrealistic in an economic downturn.  Generous, and largely unpoliced, welfare benefits have also added to the rising deficits.  The recent case of the notorious “octu-mom” is exhibit A.  If this were not enough, the added burden of educating and providing services for the hordes of illegal immigrants who have swarmed into California further exacerbate the financial problems of the state.  Not only have politicians seeking the support of Hispanic groups not attempted to stem the flow of illegal immigration into the state, but have welcomed the masses as potential future supporters.
Reacting to the massive budget deficit and the inability of the legislators to enact cutbacks or find new revenue, the Governor (Schwarzenegger) has sent layoff notices to over 5000 state employees and has imposed 3 days a month mandatory unpaid furloughs for many other state workers.  For most of the affected, this amounts to a pay cut of approximately 14%.  Other cuts have been made to education funding, which amounts to over half of the state budget.  As a even more dramatic measure, the Governor ordered the state controller to begin issuing 130,000 IOU’s [officially called “registered warrants] worth $2.9 billion to state vendors, but within a week of issuing this paper, most banks declared that they would no t accept these notes.  
It is impossible to predict exactly what course this entire California mess will take in the weeks and months ahead.  Several other states, such as New York, are in similar circumstances, but not quite as grave as California.  What might be best in the long run for California is to declare bankruptcy, thus nullifying existing contracts such as the overly generous pension system, which is a permanent drag on any economic rebound for the state.  And under no circumstance should the federal government step in to bail out this, or any other state which has so irresponsibly spent beyond its means.

Until states and municipalities resolve their fiscal problems, there will be no sustained national economic recovery.

I thought you might like to know.
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