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Abstract

A prior study shows that U.S. fiscal policy accounts for 69% of California's income inequality. This
study examines what is different in California to explain the remaining 31%. The first part of this
study examines the variables which are different in California compared to the rest of the U.S.
The major variables which are examined are immigration, education, and health care. They help
explain the 31% difference which the U.S. fiscal policy does not account for. The second part of
this study reports the results of multiple regression tests with the new variables to strengthen the
prior correlation of 69%.

Introduction

In the article, “The Effect of United States Fiscal Policies on California’s Poverty Levels” (Balassi,
2007), | made several major discoveries about the effect of U.S. fiscal policy on California.

As measured by the Gini Coefficient, California’s income inequality has widened in the past few
decades:

1980-1982 379
1990-1992 434
2001-2003 441

Looking at the chart below, it can be seen that the bottom 60% of income earners in California
are worse off than the rest of the U.S in regard to income distribution.

Chart #1- Difference between U.S. and California's Income Distribution (1980-2003)
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Another finding in that paper was that U.S. and California poverty rates correlate and can be
reliable predictors of each other. This regression test, at 95% confidence, showed an R Square
of .71 and an Adjusted R Square of .689. This is an important correlation because it does show
that fiscal policy at the U.S. government level is very important to California.

The goal of this paper is to investigate the “why” from above my prior paper. The first part of this
study examines the variables which are different in California compared to the U.S. as a whole.
These variables may help explain the 31% difference which the U.S. fiscal policy does not
account for. The second part of this study investigates whether any of these newly isolated
variables can strengthen our prior correlations.

U.S. fiscal policy accounts for 69% of California's income inequality. This section
examines what is different in California to explain the other 31%.

There are certain situations which may lead to income disparity and cannot be attributed to fiscal
policy. They are:

o Natural disasters (hurricanes, earthquakes, droughts, etc.)
o Demographic trends (high birthrates, abnormal immigration, etc.)

The only significant events of this type that CA has experienced during the 80's and 90's were a
couple of earthquakes, one in the Los Angeles area and the other in the San Francisco Bay Area.
Both of these affected the area of the quake but did not affect the overall State economy to a
degree that would cause some abnormal disparity.

On the other hand, there are other factors which may explain California's growing income
inequality, and California’s fiscal policy would have a major effect on these areas. The areas to be
investigated in detail are immigration, education, and health care.

Education

The level of one’s education determines how much a person will earn over a lifetime. Table #1
below shows the median income for people 25 years and older working full-time, year-round.

Table #1- Median Income by Education Level (2002)

Median Income for People 25 and Older Year-round, Full-time Workers
‘ N_o High School ‘H@gh School Some Bachelor's
Diploma Diploma College |Degree
Men  [$25,005 1$34,303 40,337  |$56,334
\Women [$17,919 $24,970 $28,697  |$40,415

SOURCE: DIGEST OF EDUCATION STATISTICS, 2002.

The differences are substantial. A man will earn about $9,000 per year more if he finishes high
school than he would if he does not finish high school. For the same person, the difference is
about $31,000 if he has a Bachelor's degree. Women's averages are much less than men’s. A
woman with a Bachelor's degree makes about the same as a man with some college but no
Bachelor’s degree.

The above data indicate that people will make more per year with higher education levels.
Diagram #1, indicating the unemployment rates for various levels of education, shows how likely
a person is to find a job at various education levels.



Diagram #1- Unemployment Rates by Education Level (2004)

Figure 22. Unemployment rates of persons 25 years old and over, by highest level
of education: 2004
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SOURCE: U5, Department of Labor, Bureau of Labor Statistics, Ofios of Employment and Unsmplymeant Statistics, Currant
Populaion Survey {CPS), 2004,

In 2004, people who had not completed high school had an unemployment rate of about 8.5%.
People with Bachelor's degrees or higher had an unemployment rate of 2.7%. In between those
two, the more education attained, the lower the unemployment rate.

The next step is to compare California to the rest of the U.S. This comparison will give us an
indicator of how well California has been faring. Below are California’s rankings in education
compared to the rest of the country, across multiple years, as reported by two ranking agencies.
Being ranked first would mean that a state has the best education system overall in the U.S.

2005 36th
2004 36th
2003 38th

Source: American Legislative Exchange Council, 2006, http://www.alec.org/task-forces/education

'STATE | 06-07 | 05-06 | 04-05 | 03-04 | 02-03
California 47 | 46 | 43 | 44 | 29

Source: Morgan Quitno Press, State and City Ranking Publications, (2006),
http://www.morganquitno.com/edpri06.htm




The rankings are not good news for California, its being well below the half way point (25”‘) in
both rankings. These two rankings show that California’s education system is well below the
average.

Immigration

California was home to the largest number (291,191 or 27.4 percent) of the 2002 immigrants
(Gage, California Department of Finance, 2002). For the past three decades, California, New
York, Florida, Texas, New Jersey, and lllinois have been the primary destinations for legal
immigrants. In 2002, these six states attracted nearly two-thirds of all immigrants. California
attracted as many immigrants as New York, Florida, and Texas combined. Forty-nine percent of
the State's 2002 immigrants were born in Latin America and the Caribbean, primarily Mexico, and
almost 40 percent were born in Asia. Table #2 below shows that California has taken in about
32% of the nation’s immigrants.

Table #2- Percent of Refugees and Asylees to California and the U.S. (1984-1994)

Refugees and Asylees to California and the US, 1984-1994

FFY us California CA/US (%)
1984 92,127 27,499 29.8
1985 95,040 30,142 31.7
1986 104,383 32,680 31.3
1987 91,840 23,907 26.0
1988 81,719 27,423 33.6
1989 84,288 36,136 42.9
1990 97,364 38,507 39.5
1991 139,079 45,594 32.8
1992 117,037 38,261 32.7
1993 127,343 39,516 31.0
1994 121,434 29,284 24.1
Total 1,151,654 368,949 32.0

Source: State of California, Department of Finance, Legal Immigration to California, 1984-1994: A
Summary, January 1997, Sacramento, California.

With California’s immigration about 1/3 of the entire nation, it would mean that immigration will
affect California’s economy at a much higher level. Borjas (Borjas, 2002) found that the
immigrants who entered the country between 1980 and 2000 lowered the wages of native-born
workers by an average of 3.7 percent. “There are 16 million foreign-born workers in the United
States right now,” Borjas said. “What does that do to the marketplace? It creates more
competition, particularly for low-skilled workers.”

The reduction in earnings occurred regardless of whether the immigrants were legal or illegal,
Borjas found. When immigrants enter the United States, they typically lack skills, such as
proficiency in the English language, that American employer’s value. Hence, it is not surprising
that new immigrants earn less than native workers. As immigrants acquire these skills, however,
their economic status catches up to that of natives. But because the recent waves of immigrants
are relatively less skilled than earlier ones, the wage disadvantage of newly arrived immigrants
has worsened over time. Immigrants who arrived in the late fifties earned 12 percent less than
natives at the time of arrival. This wage disadvantage upon arrival increased to 15 percent in the
late sixties, to 25 percent in the late seventies, and to 27 percent in the late eighties. Because
recent immigrants start so far behind, they cannot attain wage parity with natives even after two
or three decades in the United States.



In 1980, newly arrived immigrants from India or Iran earned 20 percent less than natives; newly
arrived Mexican or Haitian immigrants earned 50 percent less. Compare this to immigrants from
Sweden or the United Kingdom, who earned about 20 percent more than natives.

Ethnic groups in the U.S. differ greatly in their education levels (Rector, 2006). Hispanics, both
immigrants and native-born, have low levels of education compared to the rest of the U.S.
population. Some 55 percent of first-generation Hispanic immigrants and family members live in
households headed by persons without a high school diploma; among non-immigrant Hispanics,
the figure is 27 percent. By contrast, only 11.4 percent of Asian immigrants live in households
headed by high school drop-outs; among non-immigrant Asian-Americans, the figure is 10.2
percent. Hispanics’ low levels of education contribute to their high level of poverty.

Does California's poverty rate correlate with the high percentage of immigration it experiences
compared to the rest U.S.? An answer to this question can be determined by performing a
regression analysis test on the two sets of data. The y-variable (dependent) in this regression test
is the annual poverty rate of California and the x-variable (independent) is the percent of
immigrants which come to California out of the total U.S. immigration. The time span is from 1984
to 1994. Using a 95% confidence ratio gives the following results:

California's Poverty Rate vs. Immigration (1984-1994)

Regression Statistics

Multiple R 0.3075
R Square 0.0946
Adjusted R
Square -0.0060
Standard Error 2.1387
Observations 11
ANOVA
Df SS MS
Regression 1 4.2999 4.2999
Residual 9 41.1674 45742
Total 10 45,4673
Standard
Coefficients Error t Stat
Intercept 18.5313 4.1613 4.4533
X Variable 1 -0.1234 0.1272  -0.9696

This test, at 95% confidence, shows an R Square of .09 and an Adjusted R Square of -.006. This
shows that California’s poverty rate and its percent of U.S. immigration do not correlate and are
not reliable predictors of each other. An R Square of .09 means that immigration will have very
little significance in predicting what California's poverty rate will be. The t Stat is -.9696, using
95% confidence, we find that it is not out of the critical region (which is -1.812 to 1.812), and
therefore, it can not be assumed that immigration has no effect on poverty.

In order to see how immigration affects poverty in California, we need to examine immigration in
more detail. Diagram #2 below shows that immigrants have a much lower level of education when
it comes to some college and the various levels below high school. It also shows that the same
percentage of immigrants have Bachelor's degrees or higher.



Diagram #2- Percent of Educational Attainment for Natives and Immigrants

Population by Educational Attainment
and Nativity: 2003
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Source: U.5. Census Bureau, Current Population Survey, 2003 Annual Social and
Economic Supplement.

Diagram #3 below shows that 87.5% of native born citizens have at least a high school degree.
On the other hand, only 67.2% of the immigrant population have attained that level of education.



Diagram #3- Percent of Native and Foreign Born Citizens with a High School Degree or Higher
(2003)

Population with High School Education or More by
Nativity and by World Region of Birth: 2003
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'Each bar represents the percent of individuals aged 25 and over, who were barn in the
specified area, who have at least a high school education.

Source: U.5. Census Bureau, Current Population Survey, 2003 Annual Social and
Economic Supplement.

Diagram #4 shows how much income individual natives and immigrants earn annually by region
of birth. The immigrants with the largest low income level are from the region of Central America;
this region of birth includes Mexico, which borders on California.



Diagram #4- Annual Individual Earnings by Region (2002)
Individual Earnings of Year-Round Full-Time Workers by Nativity and

by World Region of Birth: 2002
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Diagram #5 shows the percentage of immigrants living in poverty by region of birth. Central
America has the highest poverty rate at 23.6%.



Diagram #5- Poverty Rate by Region (2002)

People Living Below the Poverty Level by Nativity
and by World Region of Birth: 2002
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Source: .5, Census Bureau, Current Population Survey, 2003 Annual Social and
Economic Supplement.

These data show that most immigrants from Central America are not doing as well as U.S.
citizens and other immigrants when it comes to poverty and income. This disparity could be due
to their lack of education. Central America is a very important region since Mexico borders the
U.S. and many immigrants come from there (both legally and illegally).

Health Care

Health and health care are important to this study for a number of reasons. A major reason is its
high cost. To get health care, people either have to pay for it out of pocket or their employer
covers some of the costs. When a person or a company pays for health care, it takes away
money which could be spent on other things. The cost of health care has a significant impact on
the percent of the population which does not make as much money as the rest of the population.
This section will explore where California stands in health compared to the rest of the U.S.

The below tables (#3 and #4) are from the United Health Foundation. These two charts show
where California ranks in many health care areas compared to the rest of the U.S.



Table #3- California's Health Rankings (1990-2004)

Rankings

200420031990

2
14
27
32

41
42
41
35

40

41
12

46
30

19

11
22

2
15
11
31

43
45
42
32

33
16

38
30
11
18

15
22

4
21

48
43
46
36
16

31

27
22
30
25
12
25

33

Risk Factors - Personal Behaviors

Prevalence of Smoking (Percent of population)

Motor Vehicle Deaths (Deaths per 100,000,000 miles driven)
Prevalence of Obesity (Percent of population)

High School Graduation (Percent of incoming ninth graders)

Risk Factors - Community Environment

Violent Crime (Offenses per 100,000 population)

Lack of Health Insurance (Percent without health insurance)
Infectious Disease (Cases per 100,000 population)

Children in Poverty (percent of persons under age 18)
Occupational Fatalities (Deaths per 100,000 workers)

Risk Factors - Health Policies

Percent of Health Dollars for Public Health (Percent of health
exp.)

Per Capita Public Health Spending ($ per person)

Adequacy of Prenatal Care (Percent of pregnant women)

Outcomes
Limited Activity Days (Days in last 30 days)
Cardiovascular Deaths (Deaths per 100,000 population)
Cancer Deaths (Deaths per 100,000 population)
Total Mortality (Deaths per 100,000 population)
Infant Mortality (Deaths per 1,000 live births)
Premature Death (Years lost per 100,000 population)

Overall

Measurement

Data

2004 2003

16.8
1.3
23.2
69.6

593
18.4
28.2
18.5
3.4

2.4

$21
81.0

2.5

16.4
13
19.2
68.7

617
18.2
29.8
16.4
3.6

4.1

$33
79.9

2.2

340.8 347.8
193.2 191.9
823.9 825.8

5.0

5.4

6,470 6,506

3.6

5.8

1990

25.6
2.3
9.8

68.5

918
17.9
70.6
22.0
8.4

4.1
388.5
202.6
876.6

9.0
8,453

-3.4

10



Table #4- California's Health Rankings (1990-2004)
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Source: United Health Foundation, America's Health: State Health Rankings 2004,
http://www.unitedhealthfoundation.org/shr2004/states/California.html

Overall, from 1990 to 2004, California went from being ranked 33" to 22" This big improvement
has come at a high cost:

California ranks 41% in Per Capita Public Health Spending ($ per person).

California ranks 40" in Percent of Health Dollars for Public Health (Percent of health exp).
California ranks 42™ in Lack of Health Insurance (Percent without health insurance).
California ranks 35" in Children in Poverty (percent of persons under age 18).

el

California is clearly spending more money and losing people and companies which buy health
insurance. When people and business stop buying health insurance, the State will eventually
have to pick up the tab.

Does California's poverty rate correlate with its overall U.S. health care ranking? This relationship
can be determined by performing a regression analysis test on the two sets of data. The y-
variable (dependent) in this regression test is the annual poverty rate of California and the x-
variable (independent) is the overall health care ranking of California in the U.S. The time span is
from 1990 to 2004. Using a 95% confidence ratio gives the following results:

11



California's Poverty Rate vs. its Health Care Ranking
(1990-2004)

Regression Statistics

Multiple R 0.6145
R Square 0.3776
Adjusted R
Square 0.3297
Standard Error 1.6066
Observations 15
ANOVA
df SS MS
Regression 1 20.3556 20.3556
Residual 13 33.5538 2.5811
Total 14 53.9093
Standard
Coefficients Error t Stat
Intercept 7.8902 2.59828 3.03669
X Variable 1 0.2668 0.09500 2.80829

This test, at 95% confidence, shows an R Square of .38 and an Adjusted R Square of .33. The
results indicate that California’s poverty rate and its overall U.S. health care ranking do not
correlate and are not reliable predictors of each other. An adjusted R Square of .33 means
California’s health care rankings will have little significance in predicting what California's poverty
rate will be.

Multiple Regressions

Does California's poverty rate correlate with its overall U.S. health care ranking and the U.S.
poverty rate? An answer to this question can be determined by performing a regression analysis
test on the three sets of data. The y-variable (dependent) in this regression test is the annual
poverty rate of California and the x-variables (independent) are the overall health care ranking of
California in the U.S. and the U.S. poverty rate. The time span is from 1990 to 2003. Using a 95%
confidence ratio returns these results:

California's Poverty Rate vs. the U.S. Poverty Rate and
Health Care Ranking (1990-2003)

Regression Statistics

Multiple R 0.8781
R Square 0.7711
Adjusted R
Square 0.7295
Standard Error 1.0208
Observations 14
ANOVA
Df SS MS
Regression 2 38.607 19.304
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Residual 11 11.462 1.042
Total 13 50.069

Coefficients  Standard Error t Stat

Intercept -3.9319 3.1933  -1.2313
X Variable 1 -0.0524 0.0925 -0.5664
X Variable 2 1.5576 0.3411 4.5659

This test, at 95% confidence, shows an R Square of .77 and an Adjusted R Square of .73. This
shows that California's poverty rate does correlate with the U.S. poverty rate and California's
health care ranking. An adjusted R Square of .73 means that, when used together, California's
health care rankings and the U.S. poverty level are good predictors of what California's poverty
rate will do. The adjusted R Square of this test is higher than any of the other tests so far.

Using SAS to standardize the data, a regression test for California's poverty rate vs. the U.S.
poverty rate, California's health care, and California’s immigration was performed.

Linear Regression
Results
The REG Procedure
Model: Linear_Regression_Model
Dependent Variable: CA's Poverty Rate CA's Poverty Rate

Analysis of Variance
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Parameter Estimates

Parameter | Standard Standardized
Variable Estimate Error Estimate

US Poverty | US Poverty 0.82691 0.77847
Rate Rate ) )

Generated by the SAS System (Local, WIN_PRO) on 14FEB2007 at 4:43 PM

The R-Square is .9734 and the Adjusted R-Square is .8937. It is also important to point out the
Standardized Estimates. The U.S. Poverty Rate is the highest at .7785, and second highest is
Health at .2335.

Discussion and Recommendations

The negative effects of poverty

Poverty is one of the biggest problems, not just in California, but in the world. When poverty
levels are high, governments must put huge amounts of money in to unemployment, food stamps,
health, and welfare. Governments try to fund these programs in order to lower the poverty level
and give those in poverty a chance to get out of poverty. However, spending so much money on
fighting poverty means less to spend on other things, such as education or finding cures for
diseases. Governments have to make choices about how to spend their money, but poverty is
such a wide-spread, high-impact problem that programs to fight it are always near the top in
receiving government funding.

When people live in poverty, there are some very dangerous side effects. The first is the rise in
crime rates that can result from unemployment. This is a simple economic term called opportunity
costs. If a person does not have a job that pays well, he or she may make the choice to steal,
which could pay more. The trade-off is the risk of going to jail, but at a certain point, people will
choose eating over the risk of going to jail.

The other major problem with poverty is that it can cause racial tension. Poverty areas are usually
called “ghettos,” which, in most cases, are dominated by one race or another, usually minorities.
When people live in these conditions, they can adopt an “us vs. them” attitude towards the
majority race or another race. This attitude can cause racial tension, which leads to a lack of trust.
When people do not believe that they can work hard to make money, they will give up on the
system and become dependent on it. They can be bitter towards the other races and violence can
result. Economics is blind, so we all need to work together to achieve the best economy where
everyone is equal.

One of the major reasons for poverty is a lack of education. When people are not educated, they
are harder to employ. They also tend to make a lower wage than someone who has more
education. As indicated earlier, a man with no high school diploma makes an average yearly
salary of $25,095 vs. $56,334 earned by a man with a Bachelor's degree (year 2002).
Unfortunately, the lower income level can lead to a vicious cycle. People have both short- and
long- term needs. Getting an education is a long-term investment in one’s self which will pay
rewards throughout the person'’s life. When that person comes from a family who is poor, he or
she may stop going to school in order to work so that he or she can eat. This is short-term
thinking, but it is very important; people cannot live until the long-term goal is realized without
eating. Breaking this cycle is very hard to do and expensive. People need to find a way to
educate themselves while making sure they have enough to live on. Because they must make
choices concerning how to spend their money, government assistance is heeded.
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Poverty is a major problem throughout the world. Wars can be started over too much poverty.
Racial tension becomes national tension, as we see today in our world. The United States is seen
by many countries as exploiting them for their oil. This attitude leads to mistrust at the
international level, just as it does within our nation. This study does not focus on the problem of
poverty but on finding solutions to this problem. If we can learn from others, we can implement
their ideas to make California a much better place to live for everyone. If this works in California,
we can try to take our solutions to the national level of the United States and other countries.

Fiscal Policy Should Reduce Poverty

Fiscal policy is the policy that governs the governments’ taking in money and redistributing it.
Money is limited, as are resources. Governments can print more money, but that is not realistic
because it will make the value of the currency unstable. We know poverty is a major problem, but
why should the government try to fix it? The reasons for that are complex.

In a competitive and free marketplace, such as we have in the US, there will be gaps in what the
private sector will accomplish. For the most part, the private sector does well with competition and
keeping prices low. But there are times when the private sector will not do something because it
does not result in a profit. An example would be Welfare; no one would start a company that just
hands out money to Welfare recipients. It would not be profitable, and the company would go out
of business. Because the private sector cannot solve all our problems, the government needs to
step in and help. Governments can use economies of scale to pool our resources to provide
roads and a military and to take care of our citizens.

Since poverty is a major problem, and the private sector cannot fix it on its own, the government
must find a way to do so. The government can spend money on programs to help those in
poverty. Some examples are food stamps, Welfare, job training, and Medicare. These programs
take enormous amounts of money and do help the poor. The problem is that we still have a major
problem, so we need to do more for these people.

Since money is finite, when the government decides to spend more on poverty, it must do one of
two things: either raise taxes or cut from other areas of spending. Both of these are unpopular
actions. Raising taxes brings in more revenue that can be spent on poverty-fighting programs.
The problem with raising taxes is that people who pay the taxes (generally middle class to upper
class people) do not want to pay more. People want to keep more of what they earn so that they
can choose how to spend it. These people do not realize all the hidden costs of poverty and the
long-run damage it is doing to our country.

Cutting spending in other areas is not politically popular either. The areas that receive funding
cuts will not be happy, and if they have a large enough union or public following, they can make
or break a politician depending on how he or she votes on the funding cuts. It all comes down to
making choices with the limited amount of money we have. Because we cannot spend as much
money on poverty as we would like, we need to spend it more wisely. We need to find ideas that
work and use them.

Income Inequality is a Major Cause of Poverty

Economic inequality refers to disparities in the distribution of economic assets and income. This
term typically refers to inequality among individuals and groups within a society but can also refer
to inequality among nations. Research has shown a clear link between income inequality and
social cohesion. In societies where the income is more equal, people are much more likely to
trust each other (Uslander and Brown, 2005), measures of social capital suggest greater
community involvement, and homicide rates are consistently lower. People tend to not trust those
they compete against. We can not make California a better place to live if people are fighting and
do not trust each other. This is one of the major irony's of a free capitalistic society. We are set up
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to compete with each other but must help each other at the same time for the greater good of our
State.

Some people accept inequality as a given and argue that the prospect of greater material wealth
provides incentives for competition and innovation within an economy. If a person can get paid
more to work harder, he or she will work harder and increase output. The problem arises when
the people who cannot work are left behind. To some, it feels good to work hard for success.
Sometimes, successful people feel resentment toward those who do not work and get handouts.
They may feel like they are doing their share of hard work compared to those who are free
loading.

Some modern economic theories, such as those of the neoclassical school, have suggested that
a functioning economy requires a certain level of unemployment. These theories argue that
unemployment benefits must be below the wage level to provide an incentive to work. This
approach to assistance for the poor can also encourage inequality. At a certain level, such an
approach is acceptable. If a teenager is working for minimum wage, it is considered acceptable.
She does not have experience and education yet, so it is acceptable for her to make a much
smaller amount of money than a person with a college degree. The problem comes when people
with college degrees are making minimum wage or when people who want to work cannot find
jobs. Another major problem occurs when people are stuck in low wage jobs. They cannot afford
to get an education to make more money since they must think and act in the short-term in order
to feed themselves each day. How do we break this vicious cycle for some?

What were the U.S. fiscal policies that could have contributed to greater inequality?

To see which fiscal policies changed at the federal level, we need to break it down into two
decades, the '80s and '90s. The major changes in the '80s were the lowering of the top income
tax bracket to 50% from 70%. When this change to the tax laws was passed, the lower income
bracket was lowered from 14% to 11%. Also, in the same decade, more tax cuts were passed.
Once again the top bracket was lowered to 28% from 50%, but the bottom was raised from 11%
to 15%.

Also, during the 1980s, the interest on consumer loans, such as credit card debt, and state and
local sales taxes were no longer deductible for federal income tax purposes. However, the home
mortgage interest deduction was changed to favor home ownership.

These changes were very unfavorable to those who do not make very much money. If people
were in the top level of income, their bracket fell from 70% to 28%. That is an enormous savings.
The problem which comes from this is that it can lower the amount of revenue the government
receives. When the government receives less money, there is less to spend on poverty programs.
During this same time period, the bottom tax rate went from 14% to 15%, increasing taxes for
those who are near poverty.

Doing away with the write-off of consumer loans interest and making it more beneficial to buy
homes favors the higher income segment of the population. The loss of the consumer loans tax
write-offs had a bigger percent effect on those earning less. Making it easier to own a home
encouraged people to buy and not rent, this drives up the price of homes and reduces the
number of homes for sale. This makes it even harder for a poorer person to own a home.

At the beginning of the 1990’s, the top income tax bracket being raised to 31%. The tax limit on

Medicare was raised to the first $125,000 of income from $53,400. Later the top bracket went to
39.6% for individuals and 35% for corporations. Late in the decade, the capital gains tax went to
20% from 28%. The child credit was introduced and raised to $500 per child. The tax exemption
for selling a house and estate taxes limit were both increased.
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In the 1980s, persons in the lower income brackets were not helped much. However, if people
were in the top tier, their taxes were cut substantially. Most of the fiscal changes made in this
decade would lead to the increase of the income and wealth gap. In the 1990s, changes were
mixed. The top income filers were going to pay more in taxes for income but could save from
capital gains, housing write-offs, and estate taxes. Child credits and more corporate taxes would
ease the burden of the lower brackets.

Overall, we can see that federal fiscal policy was a factor in the increased income and wealth gap.
The lower tax rates for the rich gave them more money, and the government would take less in.
These changes made income distribution harder and less efficient. With less money coming in,
there was an increase in the federal deficit. Because of the bigger deficit, programs had to look
for ways to cut spending, resulting in less to spend on education, crime, and health care. The
results of lowered funding in these areas caused poverty to become more of a problem in the U.S.

What were California's fiscal policies which could have contributed to greater inequality?

Proposition 13 was a major change in California, which affected the State starting in the 1980s.
This proposition, which became a law, locked in the property tax rate when someone buys a
house. This law is beneficial for people who own homes. They can have their taxes stay the same,
even when their income increases substantially. However, it makes buying a home less

affordable because buyers will have to pay 1% of the price they pay when they purchase it.

In 1996, California tried to limit its public school class sizes, but this initiative did not work out too
well. With the rush to hire new teachers, not all who received jobs were qualified. The unqualified
ones ended up in poorer schools where the much more qualified teachers were needed.
Unfortunately, California has not had very good success with education. The state tries to make
changes, but it is very difficult with such a large teacher lobby and a lot of politics.

California tried to modify the federal welfare program in 1997. The state’s caseload did drop but
not as much as the rest of the nation. One major reason was that California was paying out more
in welfare benefits and paid them out after the time limits had expired. One of the major problems
they faced was educating people about the program. Studies found that people did not know what
benefits were available to them or when they would get their eligibility back. It was a plan which
seemed to be working in much of the nation, but California was not having the success it should
have had. This lack of ability to run a welfare plan as it should was hurting the people who
needed it the most, along with wasting tax payer dollars.

There needs to be a test to see if these fiscal policies correlate to the increase in the income gap
and poverty levels.

How can we tell if State or Federal fiscal policies are the cause of the increase in the income gap
and poverty levels? More importantly, how can we show that California's fiscal policy is to blame
for increasing California's income gap between the rich and poor?

Since it is impossible to isolate variables to prove fiscal policy is solely responsible for California's
increased income gap, we will have to conclude that fiscal policy is responsible for this trend.
Since we know fiscal policy is responsible for California's higher income inequality, we must find
recommendations which the State of California can use to help solve this problem.

U.S. fiscal policy accounts for 69% of California's income inequality. There needs to be an
examination of what is different in California to explain the other 31%.

A prior study showed that U.S. fiscal policy can explain about 69% of California's poverty. In
examining what could be the cause of the remaining 31%, this study finds some relevant
information. First, we find that California has not had any abnormal demographic trends or natural
disasters which could account for this gap. Second, there are three major areas which are
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explored earlier in this study which help explain some of the gap. These three areas are
education, health, and immigration.

This study shows us the importance of having an education. The higher the education level, the
more money a person is likely to make and the more likely it is that the person will not be
unemployed. California has a very low ranking in education when being compared to the rest of
the U.S. Depending on which ranking is used, California was either 46th or 36th in the nation in
2005. These are both well below average, and one is near the bottom. If this continues, California
might have a problem competing in the global economy if it does not have a talented employee
pool.

Immigration has a major effect on California compared to the rest of the U.S. About 1/3 of all
immigrants who come into the U.S. go to California. This influx has a major impact on California's
economy. This study also shows that immigrants tend to have a much lower education level. We
saw the importance of education pertaining to the amount of income earned and employment
levels. If many immigrants with lower levels of education come in to California, one would think
that they would have an effect on income inequality. Regression was tried on the level of
immigration vs. California's poverty level, but this study only found an R Square of .09, definitely
not a reliable predictor. This regression only took into account the percent of immigrants which
California received vs. the U.S. though.

From the immigration regression test, a t Stat of -.9696 was obtained. This result led to further
investigation of the details of immigration. This study found that immigrants from Central America,
which includes Mexico, have a much lower education level than other immigrants and natives of
the U.S. They also have a much lower income level and higher poverty rates than natives and
other immigrants. Mexico is a very important country since it borders the U.S. and California. With
36.9% of the immigrants coming to the U.S. from Central America alone and 53.3% total from
Latin America (U.S. Census Bureau, 2003), their immigration has a very large influence on
increasing poverty in California.

The overall health care of California is about in the middle of the U.S. Some of the major
problems this study notes in examining the data are government spending, lack of health care,
and children in poverty. Per capita amounts spent on health care in California are about the
lowest in the nation. California is paying just about the most for average health care. Some
improvement must be made to make tax dollars better spent. California also ranks near the
bottom in having people with no health care. The problem resulting from this lack of health care is
that people who pay into the system end up paying more and the high costs of health care take a
greater percentage of a poorer person's income. California is also near the bottom of the state
ranking in terms of children in poverty. In this study's regression test on poverty and health care
in California, we found an Adjusted R Square of .33, not a high predictor, but California's health
care does have an impact on its poverty levels.

To bring all our data together to explain the gap between California’s poverty rankings and what
the U.S. fiscal policy can explain, this study did two multiple regression tests. The first test used
California's poverty level vs. the U.S. poverty level and California’'s health data. From that test, an
R Square of .77 and an Adjusted R Square of .73 were obtained. This test showed that by adding
in the health care of California, it added to our prior level of prediction by about 4%.

The second multiple regression test used SAS to standardize the data. California's Poverty Rate
was the dependent variable. The U.S. Poverty Rate, California's Health numbers, and California’s
Immigration numbers were the three independent variables. The R-Square is .9734, and the
Adjusted R-Square is .8937. These two numbers give the three variables a very high percentage
of prediction for California's poverty. It is also important to point out the Standardized Estimates.
The U.S. Poverty Rate is the highest at .7785, second highest is Health at .2335. This result is
important because it shows the importance of the independent variables. By focusing on the
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higher ones, we can see more of an impact on California's poverty. From this study, California's
health care is more important than immigration in terms of helping California's poverty levels.

Have past fiscal policy measures contributed to a greater inequality of income and wealth in
California?

The short answer to this question is "yes." Throughout this discussion, we have talked about the
results of this study, which lead to this conclusion. Poverty is a major problem in the world. It
negatively affects countries, states, and neighborhoods. Governments of all levels need to use
fiscal policy to combat poverty. The ultimate goal would be to eliminate it entirely. For now, we
need to reverse the trend of income inequality. Income inequality is the major reason poverty can
grow worse. More people are being left behind, and that is bad news for an economy of any size.

We saw that income inequality in California is getting worse and getting worse at a pace greater
than the U.S. as a whole. Most of this inequality has been due to federal fiscal policy, but some of
it was due to California’s fiscal policy. The bottom line is that income inequality is getting worse in
California, and it can only be due to fiscal policy since we have ruled out everything else. Now
that we know that past fiscal policy measures have contributed to greater inequality of income
and wealth in California, we can make some sound recommendations for California to implement.
Those recommendations will be the subject for future research.
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