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Thanks in part to such natural and man-made advantages as a favorable climate, excellent
universities, and a culture of innovation, California’s economy traditionally has surpassed

the rest of the United States on many measures of economic performance. At the same time,
California is one of the most heavily regulated markets in the United States, and research has
shown that excessive regulation adversely affects economic performance. A critical question,
then, is whether California’s advantages are so significant that it is effectively immune to
these effects, or if there is a point at which the costs of regulation become too heavy to bear.

This study examines that question with a particular focus on employment regulation—that is,
the regulation of labor markets. There is a substantial body of literature demonstrating that
such regulation slows economic growth and reduces employment, including a 2011 study

by the U.S. Chamber of Commerce, The Impact of State Policies on Job Growth: A 50-State
Review, which showed that employment regulation significantly reduces both job creation
and new business formation. That study—which included a detailed analysis of 34 aspects of
employment policies across all 50 states—found that California was among the most heavily
regulated labor markets in the United States, sacrificing more than 130,000 new jobs and
slowing new business formation by more than 10,000 businesses a year.

This study picks up where the 2077 Report left off. It reaches three main conclusions:

(1) There is an inverse relationship between the level of state employment regulation
and economic performance.

(2) California has one of the most heavily regulated labor markets in the United States,
and the level of regulation has increased significantly in the last few years.

(3) California’s economic performance is declining relative to the rest of the United
States—the state is relinquishing its lead on measures where it has traditionally had
an advantage, such as business dynamism, and dropping further behind on metrics
in which it has traditionally trailed, such as the rate of unemployment.

The study begins by reviewing recent economic literature on the effects of employment
regulation on economic performance. In addition to finding that the literature continues to
support the existence of an inverse relationship between the level of employment regulation
and economic performance, it discusses a relatively new body of economic research that
focuses on business dynamics—that is, the economy’s ability to shift labor and capital to
new uses in response to market and technological changes. This literature emphasizes the
importance of new business formation and labor market fluidity to job creation and overall
economic performance and finds, disturbingly, that the dynamism of the national economy,
and of California’s economy in particular, has been experiencing a long-run decline.

Next, the study assesses recent changes in California’s employment policies and finds that
employment regulation has become significantly more burdensome since publication of the
2011 Report. For example, California passed a significant increase in the minimum wage;
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the cost of workers’ compensation insurance increased further, making California’s the most
expensive in the country; and new restrictions have been put in place on the use of piece-rate
compensation under the state’s wage and hour law.’

Finally, in this context, the study examines the recent performance of California’s economy.
Much has been made of the fact that, by some measures, California has outperformed the
rest of the United States during the recovery from the 2008-2009 recession, a phenomenon
some have dubbed the “California Miracle!” A closer examination, however, suggests that
caution is in order. Specifically:

e California’s above-average performance over the past few years is due in part to the
fact that its economy is more heavily affected by the business cycle than the rest of the
United States—that is, recessions are deeper and recoveries are more pronounced.
Thus, the last few years should not be taken as an indicator of long-run health.

e California’s unemployment rate has been higher, and its employment rate lower, than
the rest of the United States since the 1990s; in 2015, the unemployment rate was
more than one percentage point higher than the unemployment rate for the rest of the
United States. If California’s unemployment rate for 2015 had been the same as the rest
of the country’s, nearly 200,000 more people would have been working.

e Based on the empirical results reported in the 2077 Report, California’s minimum
wage increase to $15 per hour by 2022 is expected to raise unemployment by roughly
1.97 percentage points (reducing the level of employment in 2022 by approximately
373,000 jobs), while decreasing the number of new businesses formed in the state by
approximately 19,000 annually.

Further, by virtually every measure of economic performance and business dynamism
examined, California’s performance is slipping compared with the rest of the United States.

e California’s traditional advantage in the rate of new business formation and the
proportion of jobs created by startup companies has declined significantly over the
past two decades.

e California’s advantages over the rest of the United States in the employment rate and
in the rate of growth of real output have steadily declined, while the gap between
California’s unemployment rate and the rest of the nation has increased.

e California’s advantages in terms of labor market fluidity —as measured by job creation,
job destruction, and job reallocation—have declined over the past
quarter century.

By themselves, these data do not establish direct causation, but the weight of the evidence
indicates that there is a significant connection between labor market regulation and
economic performance. Indeed, the evidence suggests that an increasing thicket of labor and
employment mandates is jeopardizing the long-run performance of California’s economy.
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I. Introduction

California’s economy is the largest state economy in the United States; if California were a
country, it would qualify as the sixth-largest national economy in the world.? More than 50
Fortune 500 companies are based in California,® and more than 11 percent of private sector
workers in the United States are employed there.* From a quality of life perspective, California
has numerous advantages, including a favorable climate, beautiful natural features, and world-
leading institutions of higher learning. Moreover, and partially as a result of these factors,
California’s economy has traditionally performed well when compared with the rest of the nation.
In particular, California has historically been among the most dynamic state economies as
measured, for example, by new business formation and the rate of job creation by startup firms.

At the same time, California is also one of the most heavily taxed and regulated state economies
in the United States as documented in numerous studies.*The question that arises is whether
the relatively high and growing regulatory burdens imposed on California’s businesses have
materially affected its economic performance, or will in the future—or, alternatively, whether
California’s sunny climate, good schools and many
(( other competitive advantages are so significant
The l]ZlC)Ti()?/Z that arises is whether the that the state can afford to continue, and expand
velatively high and growing regulatory burdens — UPOM its current regulatory policies without paying
) o T - ° - a price in terms of reduced economic growth.
imposed on California’s businesses have
materially affected its economic performance, This study addresses this question by looking in
or will in L‘/Jb’flltlﬁ”b’ get.all at.trje effects of 'emplo.yment reg.ulatlon on
alifornia’s economy, including, especially, the
California’s sunny climate, good schools and effects of regulation on business dynamism. Its

many other competitive advantages are so starting point is a 2011 report published by the

L o . U.S. Chamber of Commerce (2011 Report) on the
sygnificant that the state can afford to continue, impact of state employment regulation on job

and wcpm/zd upon, Its curvent nyzzlat()ry p()/z'cz'w creation and new business formation in the United
without paying a price in terms of reduced IStates'eThat study concluded that California’s
) abor market is among the most heavily regulated
L’L‘()Z"Z()l'iflZL‘LL]W()WZ‘/j. in the country, and that employment regulation
)) imposes significant costs on the state’s economy.
Specifically, it estimated that employment

regulation reduced 2009 employment in California by more than 138,000 full-time jobs,
effectively increasing the unemployment rate by 0.8 percent, while slowing the rate of new
business formation by more than 10,000 new businesses annually. In each case, the costs
were far higher than in any other state.

o7, alternatively, whether

This report begins with a review of recent economic studies that assess the relationship
between employment regulation and economic performance. It concludes that the weight

of the economic evidence continues to support the proposition that higher levels of
employment regulation are associated with reduced economic performance. The report also
summarizes the relatively new body of economic research that focuses on business dynamics
—that is, the economy’s ability to quickly redeploy economic resources (i.e., capital and labor)
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to their highest valued uses as markets and technologies change. This research finds that
business dynamism plays a key role in economic growth and job creation and, disturbingly,
that business dynamism has been declining in the United States for roughly two decades.

Next, the report turns to assessing recent changes in California’s employment policies,
finding that the state has continued to increase labor market regulation, including raising the
minimum wage, expanding the burden of wage and hour regulations, and making it more
difficult to hire temporary employees. There is a substantial body of research, including the
2011 Report, suggesting that such policy changes are likely to reduce economic dynamism
and slow economic growth and job creation.

Finally, the report looks at the recent performance of California’s economy. Like some other
states, California’s economy has improved over the last few years as it recovers from the
2008-2009 recession. By some measures, the state has outperformed the United States’
average, leading to budget surpluses that some
have labeled the “California miracle.””

((While California’s economic performance
While California’ ic perf h g : :
lle California’s economic performance has has certainly improved velative to the recession

certainly improved relative to the recession
years, a closer look reveals a long-term trend that years, a closer look reveals o l()%ﬂ'tm”m

should be of significant concern: On measure trend that should be ()f‘SZj%ZﬁCﬂ%t CONLCEVTL:
after measure, ranging from employment and

unemployment rates to various measures of
business dynamism, California’s economic employment and unemployment rates to various
performance is declining compared with the
United States overall. For example, while its

On measure after measure, vanging from

measures of business dynamism, California’s

employment rate has generally been lower, and economic performance is declining compared
its unemployment rate higher, than the rest of with the United States overall.
the United States, the gap has widened over the ))

past 20 years. Conversely, on measures where

California has traditionally performed better than the United States’ average, such as new
business formation and the rate at which new businesses create jobs, California’s advantage
has shrunk and, in many cases, all but disappeared. These findings suggest that the burden of
increased regulation is taking a toll on California’s economy. In short, while some observers
look at the recent uptick in California’s economic performance and conclude that the state’s
regulatory climate has been and will continue to be outweighed by its other advantages, the
evidence here suggests a less sanguine view.

The remainder of this study is organized as follows: Section Il provides an overview of the
economic evidence on the effects of employment regulation on economic performance,
including summarizing the findings of the 2077 Report; presents a review of more recent
empirical results; and summarizes the new business dynamics literature. Section Ill focuses
on employment regulation in California, including describing significant regulatory and
legislative changes that have taken place since the 20717 Report. Section IV presents an
analysis of the post-recession performance of California’s economy. While the evidence does
not support a precise empirical estimate, it leaves little doubt that employment regulation

is slowing job creation and growth and reducing the dynamism of California’s economy.
Section V presents a brief summary and conclusions.
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The Long-Run Effects of Employment Regulation on California’s Economy

II. The Economic Effects of Employment Requlation

Employment regulations have real effects on employers, workers, and consumers. They affect
the costs employers bear in hiring, managing, and compensating their workforces; the costs
and benefits workers face in the labor market; and the prices consumers pay for goods and
services. They can also affect the mobility of both capital and labor and adversely impact the
ability of entrepreneurs to start new businesses or create new products and services.

The 2011 Report included a review of the existing economic literature relating to the impact
of employment regulation on economic performance. Based on that review, it identified

six specific categories of employment regulation that have been shown to affect economic
performance, undertook an extensive state-by-state analysis of 34 specific regulatory
policies falling into these six categories, and performed a pooled cross-sectional/time series
regression analysis of the cumulative impact of these policies on state-level economic
performance. The first section below summarizes the findings of the 2077 Report.

Since the 2011 Report, a number of additional empirical studies have been published that
provide further evidence of the economic effects of employment regulation. The second
section below reviews these more recent studies, which generally provide further support for
the earlier findings. Thus, while the precise impact of specific employment policies remains
difficult to measure, the existing body of economic research continues to indicate that such
rules adversely affect job creation and economic growth.

A. Previous Findings: The 2011 Report

The 20171 Report included a review of the empirical economic literature on the effects of
employment policy on economic performance. Specifically, it examined prior studies of

the effects of six categories of employment regulation: (a) rules governing the employment
relationship and separation costs (b) minimum wage and living wage laws (c) unemployment
insurance and workers’ compensation (d) wage and hour policies (e) regulation of collective
bargaining and (f) the litigation and enforcement climate as it relates to employment issues.®
The results of that review are summarized inTable 1.
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Table 1: Summary of 2011 Literature Review

TOPIC CONCLUSIONS

Employment Relationship and The overall consensus of the literature concerning the causes of persistently high unemployment
the Costs of Separation in Europe (“Euroslerosis”) is that the erosion of the employment-at-will doctrine was a major
contributing factor. The literature examining cross-state differences in policy demonstrates that
states adopting common-law exceptions to employment-at-will saw slower employment growth and
lower employment levels.

Minimum Wage and Living The majority of the empirical literature finds a strong negative relationship between an increased
Wage Laws minimum wage and employment. This consensus was challenged in the 1990s, but more recent
evidence reaffirmed the previous consensus.

Unemployment Insurance Empirical literature on the subject of unemployment insurance generally finds that increases in
and Workers’ Compensation unemployment insurance benefits lengthen the duration of unemployment. Empirical evidence also
suggests that providing incentives to employees to seek new employment can be effective. Similar
to unemployment insurance, the empirical literature finds that increases in workers’ compensation
benefits leads to decreases in employment.

Wage and Hour Policies The empirical literature suggests that overtime regulation raises wage rates but reduces
employment.

Regulation of Collective Research suggests that higher rates of unionization lead to labor costs above the market rate, and

Bargaining/Right-to-Work that higher rates of unionization are also correlated with increased unemployment. The literature

Laws indicates that higher economic growth in the South and West regions of the United States is due in

part to lower levels of unionization and (relatedly) to the presence of right-to-work laws.

Litigation and Enforcement The economic literature on the various factors that affect the litigation and enforcement climate
Climate suggest that these factors increase costs and reduce economic performance.

Source: 2011 Report at 14-21.

The 2011 Report gathered information on 34 specific employment policies and practices in all
50 states, ranked each state’s policies based on their stringency and level of intervention in
the private market, and combined these rankings into a single Employment Regulation Index,
or “ERI” Using a pooled cross-section/time series regression analysis model, the report found
that higher levels of employment regulation, as measured by the ERI, significantly reduced
employment and slowed new business formation.® Specifically, the 2077 Report found that if
all states had achieved a “perfect” ERI score in 2009, the effect on the United States economy
would have been to increase employment by 746,000 jobs and raise the rate of new business
formation by more than 50,000 new businesses annually.™

Based on these results, the 2077 Report concluded that “the costs of excessive regulation are
considerable. States with the heaviest regulatory burdens are sacrificing opportunities to
reduce their unemployment rate and generate new business startups.”™
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B. Recent Research on the Effects of Employment Regulation on Economic
Performance

Research published since the 2077 Report provides further support for these findings. This
research is summarized here.

Employment Relationship and Costs of Separation: A 2014 study by Maria Cervini-Pla et
al. models the wage effects of reducing separation costs."?The study utilizes a reduction

in dismissal costs and payroll taxes that occurred in Spain in 1997 as a natural experiment
and finds that the change resulted in a 6.5 percent increase in wages for young men and

a 4.5 percent increase for young women.'® Effects on wages for older workers were even
greater, with increases in wages of 9.4 percent and 7.7 percent for older women and men,
respectively.

Another study by Berdugo and Hadad analyzes the effects of legal probation periods (periods
in which a firm can legally fire an employee without severance pay) and finds that if these
periods are sufficiently short, then the high cost of separation will decrease specialization,
innovation, and growth."To further substantiate
the theoretical results, the study estimates the
correlation between the duration of probation
periods and innovation as measured by the
share of high-tech patents and total patenting
across various countries. It finds that innovation
is positively correlated with the duration of
probation periods.®

Minimum Wage and Living Wage Laws: Recent
studies have reinforced previous findings on the
negative impacts of minimum wages, especially
in light of recent state and federal proposals for
significant increases. In 2014, President Obama
called for increasing the federal minimum wage
from $7.25 per hour to $10.10 per hour in a State of
the Union address and signed an executive order
raising the minimum wage to $10.10 per hour for federal contractors.'® Even larger increases
have been proposed, and in some cases enacted, in a number of states and cities, most
notably in California and New York, which have approved a $15 per hour minimum wage."”

A 2014 study by Hanson and Hawley estimates the effects of the proposed federal minimum
wage increase to $10.10 per hour on state-level employment.’® The study finds that the
increased minimum wage would directly affect 17-18 percent of workers nationwide.™ Using
elasticity estimates from prior studies, Hanson and Hawley find that this would result in
550,000 to 1.5 million lost jobs.?® A 2014 study by the Congressional Budget Office measures
the effect of a minimum wage increase to $10.10 per hour as well and finds similar results to
Hanson and Hawley,? showing that this would reduce total employment by 500,000 jobs or
0.3 percent.??
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A 2014 study by Neumark et al. analyzes the impact of the minimum wage on employment.
Specifically, it examines recent claims that the panel data approach, which yields results
showing that increasing the minimum wage lowers employment, does not take into account
spatial heterogeneity.? Neumark et al. conclude that the methods that yield no effect from
increases in minimum wage “do not isolate more reliable identifying information (i.e., a
better counterfactual).”?*The authors find results that are consistent with the conclusions of
the bulk of the previous literature, which show that increases in the minimum wage lead to
declines in low-wage employment.?®

Finally, a 2014 study by Sabia measures the effects of increases in the minimum wage on
low-skilled workers over state business cycles using data from 1989 to 2012.%6The study
finds that minimum wage increases during both expansions and recessions reduce low-
skilled employment. Specifically, employment elasticities with respect to the minimum wage
were estimated to range from 0 to -0.2 during expansions and to be as low as -0.3 during
recessions.?’

Unemployment Insurance and Workers’ Compensation: One of the findings of prior research
is that more generous unemployment insurance (Ul) tends to increase unemployment
durations. A 2014 study by Meyer and Mok examines the effects of the unemployment
insurance maximum weekly benefit increase that occurred in the state of New York in 1989
on unemployment claim incidence and duration.?® The study estimates that the increase in
weekly Ul benefits led to increases in Ul claims and found strong evidence that the increase
in benefits increased the duration of Ul claims.?®

Wage and Hour Policies: Prior research has demonstrated that more aggressive overtime
rules and related policies (such as mandatory paid leave) tend to increase unemployment
and reduce economic performance. More recently, a 2011 study by Bergemann and Riphahn,
analyzes the effects of a 2007 change in German law that reduced the maximum amount of
paid parental leave while increasing the amount paid upon a woman'’s return to the labor
force after childbirth.*® Using a probit regression analysis, the authors find that this reform
caused a significant increase in the rate of return to the workforce.®

Collective Bargaining Issues: A recent study by Hicks and LaFaive indicates right-to-work
(RTW) laws have direct effects on employment and output. The authors observe a statistically
significant impact of RTW statutes on growth in employment, real personal income, and
population.®? Vedder and Robe’s 2014 study reaches similar conclusions regarding the
relationship between RTW states and real per capita income growth.*

Finally, a 2015 report by Eisenach investigates the impact of RTW laws on union density and
economic performance.?*The report presents empirical evidence consistent with the finding
that RTW laws, and the lower union densities associated with such laws, have a positive
impact on economic growth, employment, investment, and innovation.®

Litigation and Enforcement Climate: Significant new research was not identified that would
either strengthen or refute the established findings that a more litigious, enforcement-
oriented regulatory environment increases costs and reduces economic performance.
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C. Employment Regulation, Business Dynamism, and Economic Performance

It is well documented that employment regulation adversely affects new business formation,
innovation, and the ability of firms to adjust to economic change and that such regulation
disproportionately affects small businesses.** The significance of these findings is magnified
by the results of a relatively new body of work that focuses on the importance of business
dynamism (i.e., of entrepreneurship, new business formation, and labor market fluidity) for
long-run economic performance. That research finds that business dynamism in the United
States is declining and suggests that increasing regulation is a likely cause.’’

As summarized in a recent report by the Information Technology and Innovation Foundation:

Steady growth in employment masks the constant churning of job creation and
destruction, as less innovative and efficient companies downsize or go out of
business and more innovative and efficient companies grow or take their place.
While startups have a higher failure rate than older, more established businesses,
the ones that survive have very high rates of growth and job creation.®

Similarly, a Brookings Institution study by Hathaway and Litan explains that:

Business dynamism is inherently disruptive; but it is also critical to long-run
economic growth. Research has established that this process of “creative
destruction” is essential to productivity gains by which more productive firms drive
out less productive ones, new entrants disrupt incumbents, and workers are better
matched with firms. In other words, a dynamic economy constantly forces labor and
capital to be put to better uses.*®

Much of the underlying empirical research on business dynamism has been led by John
Haltiwanger and his colleagues at the University of Maryland. His 2012 study focuses on the
role of reallocation (or “churn”)—the movement of jobs and resources from older, larger
firms to newer, smaller ones—in the U.S. economy. It concludes that:

In healthy economic times, such churning contributes substantially to productivity
growth.That is, churning reflects the moving of economic resources away from less
productive to more productive establishments and firms. ... [T]he entry of new firms
and the subsequent up-or-out dynamic of young firms contribute substantially to
productivity growth.®

One troubling finding from the business dynamics research is that the dynamism of the U.S.
economy is declining. As Haltiwanger concludes (and as illustrated in Figure 1), “there is
substantial evidence that the pace of U.S. business dynamism has fallen over time. ... The
decline in business-level volatility is evident in a pronounced declining trend in the pace of
gross job creation and gross job destruction.”#

Dynamism affects economic performance in several ways. First, Haltiwanger’s work
demonstrates that churn is directly associated with productivity. For example, in a study
focusing on retail establishments, he finds that “that entry and exit of establishments makes
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Figure 1: Trends in Gross and Net Job Creation (U.S., 1980-2009)

Gross Joh Creation Job Creation (Startups)  Gross Job Destruction Net Job Growth

[7 Avg 1980-1989 W Avg 1990-1999 Il Avg 2000-2009

Source: Haltiwanger (2012) at Figure 9.

a greater contribution to industry productivity growth than continuing establishments,”*? such
that “virtually all the productivity growth in the sector as a whole appears to be accounted for
by net entry”®

Second, dynamism is also directly related to job creation, as demonstrated in a 2013 study
by Haltiwanger, Jarmin, and Miranda that assesses whether firm size or age is the more
significant determinant of job creation.* Consistent with prior research, the study finds that
average net employment growth for the smallest firms is 15.2 percentage points higher than
for the largest, but that this relationship seems to disappear when firm age is included as

an explanatory variable—that is, that younger firms exhibit higher levels of net employment
growth than older ones regardless of size.*

Two studies from 2014 are of particular relevance to the analysis here. First, Davis and
Haltiwanger examine the causes and consequences of declining labor market fluidity.* With
respect to causality, they find a statistically significant link between employment policy and
labor market fluidity. Specifically, using a cross-sectional regression model to estimate the
effect of state-level employment-at-will exceptions on the job reallocation rate, they find that
“good-faith” exceptions to the employment-at-will doctrine lower the job reallocation level
by more than one percent across all firm sizes, and that the effect is even higher on smaller
firms, decreasing the reallocation rate by more than two percent.* The study also applies a

13



regression model to estimate the impact of labor market fluidity on employment, finding a
large, positive, and statistically significant impact of worker reallocation on the employment
rate, especially for less educated workers.**The authors conclude that “if our assessment is
correct, the United States is unlikely to return to sustained high employment rates without
restoring labor market fluidity.”*°

Second, Haltiwanger, Hathaway, and Miranda assess the decline of business dynamism in

the high-technology sector, an issue of particular salience for California.® Their study finds

that the reallocation rate in the high-tech sector, which was trending upward prior to the
2000s, reversed course beginning in 2002 and has

(( been declining compared with the private sector
The economic evidence on the effects as a whole.5' The study concludes, “the findings
of employment requlation on economic here point to the possibility of a slowdown in

performance
and complex

increased employment requlation reduces

while in many ways nuanced

productivity and economic growth in the high-
tech sector in the last decade. The slowdown we

demonstrates, on bﬂlﬂﬂa}) that find for the high-tech sector might be an even

larger source of concern than that for the overall
economy, since young high-tech firms may be

economaic performance and has an adverse effect more important for innovation and new job
on entreprenenrship, business dynamism, and creation than their non-high-tech counterparts

labor market ﬂzfzidity.))
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are!’®

To summarize this section, the economic evidence
on the effects of employment regulation on
economic performance—while in many ways nuanced and complex—demonstrates, on
balance, that increased employment regulation reduces economic performance and has an
adverse effect on entrepreneurship, business dynamism, and labor market fluidity. The data
presented below suggest that California’s economy is suffering from precisely these effects.
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111. The Growing Burden of California’s Employment Requlations

California has a high level of labor and employment regulation. As described in the first
section below, the 2071 Report rated California in the lowest of three tiers. Since then, as
detailed in the second section, the state has imposed additional mandates on employers.

A. The Situation as of 2010

The 20171 Report evaluated employment regulation in all 50 states on the basis of 34 specific
characteristics, and on that basis developed an Employment Regulation Index (ERI), which
was used to rank states in three categories: good, fair, and poor. California was among 15
states in the third tier. Indeed, California’s third-tier ranking extended across each of the six
categories of regulation that comprised the ERI. To summarize the situation as of 2010:

Employment Relationship and the Costs of Separation: California employment law was
hostile to non-compete agreements, allowing the enforceability of such contracts only in
very narrow circumstances.5® Additionally, employee handbooks were enforceable contracts
under California law.5* California also had a very strict law mandating that all wages due to
employees must be paid immediately at the time of separation.5®

Minimum Wage Laws and Living Wage Laws: California’s minimum wage was $8.00 per hour in
2010, $0.75 higher than the federal minimum wage of $7.25 per hour.*® Many cities in California
also had “living wage” laws that increased the minimum wage within city limits beyond the
state minimum wage. For instance, in 2010, Los Angeles had a minimum wage of $10.30 per
hour, which was almost 30 percent higher than the state minimum wage at the time.%’

Unemployment Insurance and Workers’ Compensation: California’s workers’ compensation
premiums were among the highest in the country. As reported by the state of Oregon'’s
workers’ compensation premium ranking report in 2010, California ranked fifth highest

in terms of its workers’ compensation premium ratings index.5 Relative to other states,
California also had relatively high workers’ compensation benefits paid. As reported by
the National Academy of Social Insurance, California had the eighth-highest workers’
compensation total benefits paid per $100 of covered wages of all states at $1.35 in 2010.5°

Wage and Hour Policies: California’s wage and hour policies were among the most
aggressive in the United States. For example, while federal law requires employers to pay
overtime for hours worked over 40 in a given workweek, California required employers to
also pay overtime for hours worked over eight in a given workday.% California also required
10 minute rest periods for every four hours of work, a requirement that does not exist under
Federal law.®" Additionally, California law mandated the payout of vacation days earned upon
termination of employment regardless of the circumstances.®?
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Collective Bargaining Issues: California is not a right-to-work state, and state law
included a number other restrictive provisions relating to collective bargaining.

Litigation and Enforcement Climate: At the time of the 2077 Report, California had
one of the lowest ranking litigation and enforcement climates relative to other
states.®®

The 2011 Report estimated that California’s burdensome employment policies were
increasing unemployment by approximately 0.8 percent—the equivalent of 138,000
jobs—and preventing the creation of more than 10,000 new businesses every year.

B. Recent Changes in California’s Employment Policies

Since the 2011 Report was prepared, California has imposed additional mandates on
employers. These changes are summarized here and are further detailed in Appendix 1.

Minimum Wage: In September 2013, Governor Brown signed Assembly Bill 10, raising the
state minimum wage from $8 per hour to $10 per hour effective January 1, 2016.%* Most
recently, however, California raised its statewide minimum wage to $15 per hour by 2022,
albeit with potential “off ramps” in the event of an economic downturn.® Los Angeles, San
Francisco and other municipalities had already increased minimum wages under their living
wage laws, gradually raising the minimum wage to $15 per hour over the span of three years
in San Francisco and five years in Los Angeles.®®

Wage and Hour: California added several new laws regulating wage and hour policies. For
example, the Healthy Workplaces, Healthy Families Act (AB 1522), passed in 2014, mandates
paid sick leave for any employee who works in California for 30 days or more at an accrual
rate of no less than one hour for every 30 hours worked.®” The law went into effect on July 1,
2015, making California the second state after Connecticut to require paid sick leave benefits
for all employees.® It is notable that the California Department of Finance opposed the bill,
arguing that:

[the bill] results in significant unbudgeted state General Fund costs, and costs to
local governments [...and] additional and potentially significant costs to private
sector employers, which could diminish incentives for businesses to operate in
California and therefore could be a sole or contributing factor to a business’ decision
to close or downsize. Such action by California businesses would have a state fiscal
impact such as reduced tax revenues.®

Another troubling aspect of the new law was its inclusion of a private right of action enabling
labor unions to sue employers, thus increasing the threat of employment-related litigation.”

Piecework: In October 2015, California approved Assembly Bill 1513. The bill requires
payment of a separate hourly wage for the nonproductive time of piece-rate employees,
greatly increasing the complexity of piece-rate compensation.” Previously, to meet
minimum wage compliance, piece-rate wage law in California required an employee’s total
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compensation for productive and nonproductive work per hour in a given work week to

be greater than or equal to the minimum wage.”> AB 1513 codified recent decisions of the
California courts, notably Gonzalez v. Downtown LA Motors and Bluford v. Safeway, Inc.,
that found piece-rate and activity-based compensation plans to be in violation of minimum
wage law.”®

Under AB 1513, pay for nonproductive time other than for rest and recovery periods must be
no less than the proper minimum wage for all such time. Compensation for rest and recovery
periods is more complex and must be the higher of the applicable minimum wage or the
average hourly rate calculated for each employee
as his or her total piece-rate pay for productive
hours over total hours worked excluding rest and
recovery periods. Thus, many employers need

to recalculate the hourly wage rate for rest and
recovery periods every week for each piece-rate
employee.”

According to attorneys Friedrichs and Kadue, this
“will make it even more difficult for California
employers to pay employees on a piece-rate basis
for any part of their work ... [and] will make wage
statement compliance for piece-rate employers
even more complex and burdensome!””*The
California court decisions upon which AB 1513
builds created back-pay and penalty liability for
employers with piece-rate compensation practices
previously deemed compliant. AB 1513 still
requires back pay for the period from July 1, 2012
to December 31, 2015, but it protects employers
from liability under certain conditions. The law has major implications for employers,
especially in industries such as trucking and agriculture where piece-rate compensation is
more common.”®

-

o

Temporary Employees: Assembly Bill 1897 (AB 1897), which became law in September 2014
and went into effect January 1, 2015, significantly increases the liability of businesses with
respect to temporary employees and third-party labor contractors.”” Previously, employers
that contracted for labor were not liable for labor law violations involving temporary
employees. Instead, the labor contracting agency or temporary employment agency was
required to comply with labor laws and regulations (and liable for any violations).”® Under AB
1897, employers using contracted labor are now liable for wage-and-hour violations as well
as for failure to secure workers’ compensation coverage for temporary employees.”®

Employment Screening: New laws have limited the ability of employers to screen new hires,
including restricting the ability to check a potential job applicant’s credit history or prior
convictions,®® and limits on the use of the federal E-Verify system to check the employment
authorization of employees and potential employees.?!
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Discrimination: The 2015 Fair Pay Act revises the Labor Code Section dealing with gender
pay inequality or disparity. The Fair Pay Act eliminates the requirement that pay differentials
be within the same establishment and changes the wording of the requirement that pay be
equal for “equal work,” substituting instead “substantially similar work, when viewed as a
composite of skill, effort and responsibility.”#?

Unemployment Insurance Costs: As shown inTable 2, the burden of workers’ compensation
on California has continued to rise both in absolute terms and relative to other states.

The Oregon Department of Consumer and Business Services releases an annual workers’
compensation premium rate survey ranking all states based on the premium rate per $100 of
payroll. California ranked as the state with the highest premium per $100 of payroll in 2014,
moving up from the third spot in 2012.% It had a premium rate of $3.48 per $100 of payroll,
which was 88 percent higher than the median rate.

Similarly, California ranks poorly relative to other states in terms of benefits paid. The
National Academy of Social Insurance publishes an annual report on workers’ compensation
metrics across all states. California had the seventh-highest workers’ compensation
premiums paid per $100 of covered wages of all states, up from eighth in 2010.8

Litigation: California’s Private Attorney General Act (PAGA) allows individuals to sue
employers for alleged labor code violations in place of the Labor and Welfare Development
Agency. Under the statute, these individuals can also sue on behalf of other employees
without meeting all the procedural requirements of a typical class action lawsuit.®> PAGA
was amended in 2015 to allow employers to “cure” violations related to certain paycheck
statement requirements, and the 2016-2017 budget agreement includes some additional
oversight of PAGA claims.® However, the statute still substantially increases employers’
litigation risk.

Thus, as shown above, California has added a variety of additional regulatory burdens on
employers since the publication of the 2011 Report, covering a wide range of employment
policy areas.
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IV. The Impact of Increasing Employment Requlation on California’s Economy

California is blessed with a variety of natural and man-made economic advantages, which
have attracted capital and talent throughout its history. For most of that history, this has
led to extraordinary economic performance. For example, from 1963 to 1980, California’s
population grew 74 percent faster than the U.S. overall,®” while its GDP grew more than 10
percent faster.®

More recent evidence, however, suggests that increasing regulatory burdens—including

employment regulation—are having a substantial negative impact on California’s economy.

The first section below reviews the existing

empirical literature on the impact of employment

regulation on California’s economic performance. (( » ,

The next section presents data on California’s Orer ﬂll) e dntn S%ﬂﬂat s the

performance relative to the rest of the United cumulntive Eff(ZEZ'S ()femployment 7”@%1%%()74

States, focusing, in particular, on measures of are hpn”ming Cﬂlif})rnzﬂ ’s economic

business dynam!sm. Overall, the data suggest pEVf(WWMM/lCB Vfilﬂtive t0 the pEV S IANCE ()f
that the cumulative effects of employment )

regu|ation are harming California’s economic ()Z’hKV U.Lg. states. Pgiﬁhﬂps more ZWLPOVZWN/lﬂy,

performance relative to the performance of other the data show that Cﬂliﬁ)m/llﬂ s [052'74% o7 has
U.S. states. Perhaps more importantly, the data

show that California is losing, or has lost, its
long-held advantage in important measures of MeEASUTES ()f[?%SZ'%ESS ﬁly%ﬂ%/liﬂ/ﬂ.
business dynamism. These findings are significant ))
in that they suggest that the recent rebound in

California’s economic performance, heralded by some as the “California Miracle,” may not

be sustainable unless steps are taken to improve the state’s overall business climate and to

reduce the dampening effects of employment regulation.

lost, its long-held advantage in important

A. California-Specific Studies of the Effects of Employment Regulation

A number of previous studies have assessed the effects of employment regulation on
California’s economy. For example, a 2005 study by Mitchell estimates the effects of a
1999 extension of overtime payment coverage to white-collar workers in California.®**The
study showed that increased coverage reduced the probability of working overtime by
approximately 5.3 percent for workers in California, decreasing the population that works
overtime by 18.8 percent.®

A 2000 study by Bhattacharya et al. analyzes the effect of 1998 California legislation that
changed the overtime regulation from daily overtime to weekly overtime.®' The study finds
“that the hours effect of switching from a daily to a weekly overtime rule is equivalent to the
hours effect one might expect from increasing the standard workweek by 0.6 hours”*?That is,
changing the overtime threshold from daily to weekly had the effect of increasing weekly hours
worked for California employees, increasing net earnings for low-wage workers. The study
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also concludes that the daily overtime rule harmed low-wage workers, noting that “[r]elative to
weekly overtime, daily overtime is regressive, raising the number of work hours of high-wage
workers at the cost of reduced work hours for low-wage workers.!”

Prior studies also cast light on the effects of California’s recent minimum wage increases.
Hanson’s and Hawley’s analysis of the effects of increasing the federal minimum wage finds
that an increase to $10.10 (from the current $7.25) would reduce California employment by
between 13,203 and 85,626 jobs.* Because this estimate is based on a nationwide increase,
it likely understates the effects of California’s unilateral (and much larger) increases, which
(unlike a nationwide increase) place the state at a competitive disadvantage.

The results of the 2077 Report can also be used to estimate the impact of California’s
minimum wage increase. The study found that each one dollar increase in the minimum wage
translates into a 0.281 percentage point increase in unemployment and a reduction of 71.47
new businesses per one million inhabitants.?® Applying those estimates to the $15 per hour
minimum wage in California indicates that the result will be to increase unemployment by
roughly 1.97 percentage points when the higher level is fully implemented in 2022 (meaning
that 373,000 fewer people will be employed),®® while reducing the annual rate of new
business formation in the state by approximately 19,000.% It is appropriate to emphasize here
that these estimates accurately describe the direction and order of magnitude of the effects,
but they are not presented as precise estimates, in part because the magnitude of California’s
minimum wage increase is greater than the variation in the underlying data upon which the
coefficient estimates are based. There is no reason, however, to believe that the estimates are
biased—that is, they are as likely to under-predict as to over-predict the size of the effects.

This section presents data on the performance of California’s economy compared with other
states. Like all such analyses, these comparisons cannot conclusively isolate the relationships
between causes (e.g., increased regulation) and effects (e.g., economic performance).
Nevertheless, the data demonstrate clearly that California’s economic performance with
respect to employment and unemployment rates, per capita output, and business dynamism
(as measured by job reallocation rates, new business formation, and other metrics) is
declining relative to the rest of the United States. This finding calls into question the
proposition that California’s regulatory climate and employment regulations are, and will
continue to be, offset by the state’s other advantages.®®

1. Employment

As discussed above, the economic literature documents a strong negative correlation
between employment regulation and overall employment. Given California’s heavily
regulated market, one would expect to see lower levels of employment compared with the
rest of the United States. Figure 2 illustrates the employment rate for California and the rest
of the United States for the period from 1976 to 2015.The employment rate is calculated as
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the number of employed workers as a percentage of the civilian noninstitutional population
ages 16 and older.*®

As the figure highlights, California’s employment rate was higher than the rest of the United
States in the period before the early 1990s, but has been lower ever since.

Figure 2: Employment Rate Trends (1976-2015)
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Figure 3 illustrates the difference in employment rates between California and the rest of the
United States, measured in percentage points. It shows that California has not only lagged
behind the rest of the country in terms of the employment rate, it is falling further behind
over time. In 1980, the employment rate was approximately two points higher than the rest of
the United States; by 2015—despite having improved significantly in the last three years—it
was approximately one point lower.°

Figure 3: Difference in Employment Rates
California vs. the Rest of the United States (1976-2015)
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2. Unemployment

The data present a similar picture when analyzing unemployment levels in California
compared to the rest of the nation. As shown in Figure 4 below, California historically has
had higher unemployment levels than the rest of the United States.

Figure 4: Average Annual Unemployment Rate Trends (1976-2015)
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Figure 5 below shows the difference in the unemployment rates of California and the rest of
the United States. Although the California economy is more responsive to the business cycle
(hence, unemployment relative to the rest of the country is lower in expansions and higher
in recessions than the nation as a whole), the trend is up: California’s unemployment rate is
increasing relative to the rest of the country.

Figure 5: Difference in Average Annual Unemployment Rates
California vs. the Rest of the United States (1976-2015)
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Source: Bureau of Labor Statistics.
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The Bureau of Labor Statistics calculates multiple measures of unemployment with varying
levels of inclusiveness. Figure 6 shows the most inclusive measure (U-6), which includes
unemployed workers, marginally attached workers, and workers employed part time for
economic reasons.™ California’s U-6 unemployment rate has been above the rate for the
rest of the United States for many years, and the difference increased significantly, from

1.2 percentage points in the 2003-2006 pre-recession period to 3.8 percentage points from
2011 to 2015.

Figure 6: Difference in Average U-6 Unemployment Rates
California vs. United States (2003-2015)
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3. Economic Output

The economic literature suggests that high levels of employment regulation depress
economic output. Figure 7 shows growth in real per capita output for California and the

rest of the United States from 1998 to 2014. As with the employment data, the output data
indicate that California’s economy is more sensitive to the business cycle than the rest of the
United States, with California tending to outperform the rest of the country during economic
expansions and underperform during recessions.

Figure 7: Growth in Real Per Capita Output (1998-2014)
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Figure 8 shows the difference between California and the rest of the country in terms of per
capita output from 1998-2014. As the data indicate, California’s relative growth advantage has
been steadily declining. In 1998, California’s real per capita output was about two percentage
points higher than the rest of the United States. The balance has since shifted in favor of the
rest of the nation, where per capita output is now higher by 0.2 percentage point. In 1998,
California ranked seventh among the 50 states in real per capita output; by 2014, it had fallen
to 23rd.

Figure 8: Difference in Growth in Real Per Capita Output
California vs. the Rest of the United States (1998-2014)
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4. Business Dynamism

As discussed earlier, new research has found that business dynamism is a key factor in
creating jobs, increasing productivity, and raising output; further, the United States has
experienced a secular decline in dynamism in all regions and industries. California’s economy
has historically performed well on key measures of dynamism—hardly a surprise in view

of the innovation and entrepreneurship associated with California’s high-tech industries.
Nonetheless, the data show that California’s performance on key measures of dynamism

is deteriorating relative to the rest of the United States—that is, when it comes to business
dynamism, California is “reverting to the mean.”

The first subsection below presents data on new business formation, entry, and exit. The
second presents data on job creation and reallocation—that is, workforce fluidity.

a. New Business Formation, Entry, and Exit

One key measure of business dynamism is new business formation. Figure 9 shows new
business formation per one million inhabitants for the period from 1977 to 2013 for California

Figure 9: New Businesses per One Million Inhabitants (1977-2013)
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compared with the rest of the United States. A new business is defined as an establishment
owned by a firm less than a year old. As the figure shows, new business formation has
been declining in California and the rest of the United States throughout this period, though
California has held a consistent advantage.

Figure 10 is based on the same data as in Figure 9, but it shows the difference between new
business formation rates in California and the rest of the United States. The data indicate
that California’s advantage has nearly disappeared: In 1977, California added more than 800
more new businesses per million residents than the rest of the United States; by 2013, the
difference had fallen to approximately 130 businesses. These data are consistent with the
findings of the 2077 Report (and other research) with respect to the effects of employment
regulation on new business formation.

Figure 10: Difference in New Businesses per One Million Inhabitants
California vs. the Rest of the United States (1977-2013)
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In addition to the job creation rate, economists also track a related measure, the rate of
new firm entry, which is defined as the number of firms with an age of less than one year
in a given year divided by the total number of firms." Figure 11 shows the difference in the
average of firm entry rates for all firm sizes between California and the United States as a
whole over five-year periods from 1978 to 2012. As the data show, the average firm entry
rate has been higher in California for every period except 1993-1997. However, California’s
advantage has declined significantly, from 2.72 percentage points in the 1978-82 period to
0.68 percentage point in the 2008-2012 period.

Figure 11: Difference in Average Firm Entry Rates over Five-Year Periods
California vs. United States (1978-2012)
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Figures 12 and 13 narrow the focus to small businesses, which play an especially crucial role
in business dynamism and innovation and are disproportionately affected by employment

regulation. The data show that small business entry in California has declined relative to the
United States as a whole.

Figure 12 shows the firm entry rate for those firms with fewer than 100 employees for the
period 1978 to 2013. Once again, the data demonstrate that the rates for both California and
the United States are declining, and that California has led the country for most of the period.

Figure 12: Entry Rate for Firms with Fewer Than 100 Employees (1978-2013)
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Figure 13 shows the difference in small business entry rates between California and the rest
of the United States. California’s advantage over the United States as a whole has narrowed
dramatically, from approximately 3.5 percentage points in 1978 to less than one percentage
point in 2013.

Figure 13: Difference in Entry Rate for Firms with Less Than 100 Employees
California vs. United States (1978-2013)
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b. Job Creation and Labor Market Fluidity

A central finding of the business dynamism literature is that economic growth depends on
labor market fluidity —that is, the ability of employers to match labor to its most productive
uses. Thus, high levels of job creation and destruction are signs of an efficient market that
effectively reallocates resources from less productive jobs to more productive ones.

One measure of efficient labor markets is the rate of new job creation. Figure 14 shows the
difference in the job creation rate between California and the rest of the United States for
the period 1978 to 2013.The job creation rate in California has been higher than the rest of
the country throughout this period.The difference between the two rates, though, has fallen
steadily and significantly.

Figure 14: Job Creation Rate
California vs. the Rest of the United States (1978-2013)
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One of most frequently studied measures of business dynamism is the rate of new job
creation by startup businesses, defined as the number of jobs created by establishments less
than a year old as a percentage of total employment. Figure 15 shows the difference between
the startup job creation rates for California and the rest of the United States and the data
display a familiar trend: The difference in the new establishment job creation rate decreased
from approximately 2.0 percentage points in 1978 to about 1.1 percentage points in 2013.

Figure 15: New Establishment Job Creation Rate
California vs. the Rest of the United States (1978-2013)
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The last measure of labor market fluidity examined here is the job reallocation rate,'®
which is defined as the sum of the job creation rate and the job destruction rate.”* Figure 16
shows the job reallocation rates of California and the rest of the United States from 1978 to
2013. California’s job reallocation rate has been higher than that of the rest of the country
throughout the period.

Figure 16: Job Reallocation Rate Trends (1978-2013)
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Yet, as a visual inspection of Figure 16 suggests, and as illustrated further in Figure 17,
California’s advantage with respect to job reallocation has declined steadily over the past
35 years, with the gap falling from 6.2 percentage points in 1978 to 2.9 percentage points

in 2013.
Figure 17: Difference in Job Reallocation Rates
California vs. the Rest of the United States (1978-2013)
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Taken together, the measures of business dynamism and labor market fluidity tell a
consistent story: California’s economic performance is slipping relative to the rest of the
United States.
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V. Conclusion

This study has attempted to answer a question central to California’s future: Are California’s
inherent advantages, such as a favorable climate, top universities, and a culture of innovation
such that it can withstand a steadily increasing level of labor and employment regulation?
The evidence presented in this study supports three major conclusions that may provide

an answer.

e First, there is an inverse relationship between the level of state employment regulation
and economic performance.

e Second, California has one of the most heavily regulated labor markets in the United
States, and the level of regulation has increased significantly in the last few years.

e Third, California’s economic performance is declining relative to the rest of the United
States, with the state relinquishing its edge on measures where it has traditionally had
an advantage, such as business dynamism, and dropping further on metrics in which it
has traditionally trailed, such as unemployment.

Taken together, these conclusions suggest that the costs of employment regulation are

having a harmful effect on California’s economy, and that—absent changes—the effect is
likely to grow.

37



The Long-Run Effects of Employment Regulation on California’s Econo'rhy -

Appendix I:

Changes in California Employment Policy and Labor Metrics (2011-2015)

TOPIC

Employment Relationships and the Costs of
Separation

CHANGE DESCRIPTION

AB 1897 (2014) imposes liability on employers that contract for labor. The purpose of
the law is to hold companies accountable for wage-and-hour violations when they
use staffing agencies or other labor contractors to supply workers.

Minimum Wage and Living Wage Laws

Minimum wage increased from $8.00 to $9.00 on July 1, 2014, and increased to $10.00
on January 1, 2016. Since that time, the state has enacted a $15 per hour minimum
wage. The current federal minimum wage is $7.25. See “History of California Minimum
Wage,” California Department of Industrial Relations (available at https://www.dir.
ca.gov/iwc/MinimumWageHistory.htm). See also “Wages,” U.S. Department of Labor
(available at http://www.dol.gov/dol/topic/wages/minimumwage.htm).

Unemployment Insurance and Workers’
Compensation

Workers" Compensation Benefits per $100 of covered wages increased from $1.35

in 2010 to $1.41in 2013, according to the most recent NASI Workers’ Compensation
Report. See Ishtar Sengupta and Marjorie Baldwin, Workers’ Compensation: Benefits,
Coverage, and Costs, 2013, National Academy of Social Insurance (August 2015) at
Table 12 (available at https://www.nasi.org/sites/default/files/research/NASI_Work_
Comp_Year_2015.pdf)

California was ranked 1stin Workers’ Compensation Premium Rate (Index Rate of
3.48 effective January 1, 2014 compared with 2.68 in 2010). See Oregon Department
of Consumer and Business Services, “2014 Oregon Workers’ Compensation Premium
Rate Ranking Summary” (October 2014) (available at http://www.cbs.state.or.us/
external/dir/wc_cost/files/report_summary.pdf) and Oregon Department of Consumer
Business Services, “2010 Oregon Workers' Compensation Premium Rate Ranking
Summary” (October 2010) (available at http://actprod.chs.state.or.us/iportal/report_
catalog.html).
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CHANGE DESCRIPTION

AB 241 (2013) enacted the Domestic Worker Bill of Rights which provides for specific
overtime pay for certain in-home employees, e.g., a “domestic work employee who is
a personal attendant.”

SB 435 (2013) expanded meal and rest break mandates to cover heat-related issues.

AB 1522 (2014), the Healthy Workplaces, Healthy Families Act of 2014, requires
employers to provide paid sick leave to any employee who works in California for 30
days at an accrual rate of one hour for every 30 hours worked. Other enacted laws
that increase state leave requirements include: SB 299 (2011), SB 272 (2011), SB 288
(2013), AB 11 (2013), SB 770 (2013), AB 1522 (2014), AB 2536 (2014), AB 304 (2015), SB
579 (2015), and AB 583 (2015).

AB 1513 (2015) requires employers to pay a separate hourly wage for the
nonproductive time of piece-rate employees.

Several laws increased state posting and notice requirements. See SB 1193 (2012), AB
1384 (2013), AB 1522 (2014), and AB 438 (2015).

AB 2674 (2012) requires an employer to maintain personnel records for a

specified period of time and to provide a current or former employee, or his or her
representative, with an opportunity to inspect and receive a copy of those records
within a specified period of time, except during the pendency of a lawsuit filed by
the employee or former employer relating to a personnel matter. See California State
Assembly Bill No. 2674 (September 30, 2012) (available at https://leginfo.legislature.
ca.gov/faces/billTextClient.xhtmlI?bill_id=201120120AB2674). AB 1522 (2014) states
“[a]ln employer shall keep for at least three years records documenting the hours
worked and paid sick days accrued and used by an employee, and shall allow the
Labor Commissioner to access these records pursuant to the requirements set forth
in Section 1174.” See California State Assembly, Assembly Bill No. 1522 (September
10, 2014) (available at https://leginfo.legislature.ca.gov/faces/billNavClient.xhtmI?hill_
id=201320140AB1522).

Collective Bargaining Issues

SB 126 (2011) affects certification of bargaining representatives for agricultural
employees. The new law provides that if the Agricultural Labor Relations Board
(ALRB) finds employer misconduct that “in addition to affecting the outcome of the
election, would render slight the chances of a new election reflecting the free and fair
choice of employees,” then the ALRB can unilaterally certify the labor union as the
exclusive bargaining agent for employees.
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TOPIC CHANGE DESCRIPTION

SB 588 (2015) amends the Labor Code and expands the powers of the Labor
commissioner. The law allows the commissioner to issue levies and liens on employer
property and to issue orders preventing employers from continuing to conduct
business in California.

There were many changes in restrictions on employers” inquiries on applicant history,
including restrictions on inquiries into credit history and prior criminal record. New
laws also limit the use of the federal E-Verify system. See AB 22 (2011), AB 1236 (2011),
SB 530 (2013), AB 218 (2013), AB 1650 (2014), and AB 622 (2015).

Litigation and Enforcement Climate SB 358 (2015) (Fair Pay Act) revises Labor Code section 1197.5, which deals with
gender pay inequality or disparity. The Fair Pay Act expands the code eliminating the
requirement that the pay difference be within the same establishment and changing
the wording of the requirement that pay be equal for “equal work” for “equal skill,
effort, and responsibility” to “substantially similar work, when viewed as a composite
of skill, effort and responsibility.” There were many other additions to the statutes
concerning discrimination. See SB 559 (2011), AB 887 (2011), SB 757 (2011), SB 117
(2011), AB 1964 (2012), AB 2386 (2012), SB 1038 (2012), AB 556 (2013), SB 400 (2013),
AB 1443 (2014), AB 1660 (2014), AB 2751 (2014), AB 1792 (2014), SB 358 (2015), AB 1509
(2015), AB 560 (2015), and SB 703 (2015).

Sources: “An Overview of New 2012 Laws Affecting California Employers,” California Chamber of Commerce (2011); “An Overview of
New 2013 Laws Affecting California Employers,” California Chamber of Commerce (2012); “An Overview of New 2014 Laws Affecting
California Employers,” California Chamber of Commerce (2013); “An Overview of New 2015 Laws Affecting California Employers,”
California Chamber of Commerce (2014); “An Overview of New 2016 Laws Affecting California Employers,” California Chamber of
Commerce (2015).
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Appendix 2:
Methodology Used to Generate the Employment Requlation Index

The ERI was constructed by assigning a score of zero to one based on the level of

regulation for each of the 34 characteristics. Higher scores signify more heavily regulated
employment markets. For characteristics that are best categorized as binary, that is, with a
yes or a no, such as whether a state has prevailing wage laws, a value of zero (no) or one
(yes) is assigned. For characteristics that require more qualitative evaluation such as the
aggressiveness of the state department of labor, states were placed into quartiles and given
an integer score from zero to three. The integer scores were then normalized to the zero to
one scale. Finally, for characteristics measured as continuous variables, such as the minimum
wage, scores were normalized based on the highest and lowest values. The normalized
scores were then aggregated for each state to produce a final score. The theoretical maximum
raw score is 34, and the minimum is zero.The state scores were then normalized so that the
maximum normalized score was 100.%

Using a pooled cross-sectional/time series regression model that controlled for the main
economic factors affecting economic growth, and including fixed effects to capture
regional differences, the 2071 Report estimated the cumulative incremental impact of
employment regulation on two key measures of economic performance: job creation and
new business formation.

Specifically, the 2071 Report estimated separate regression models of the impact of
employment regulation on the unemployment rate and new business formation (as
measured by the number of new businesses per one million state inhabitants). For each
model, two specifications were used. The first specification utilized three variables to
measure the regulatory climate in each state: a small business tax climate index, the real
state minimum wage, and the unionized share of the workforce.®The second specification
replaced the minimum wage and union share variables with the ERI. All specifications
contained several control variables to account for underlying economic factors expected
to influence unemployment and new business formation, including the percentage of the
population with a bachelor’s degree, real state GDP per capita, and both annual and regional
fixed effects.’”

As seen inTable 2, the regression results for Specification 1 showed that higher real
minimum wages and levels of union participation are correlated with higher unemployment
and less business creation, while a more business-friendly tax climate as measured by the
small business tax climate index is correlated with lower unemployment and higher business
creation. In Specification 2, which uses the ERI as an independent variable, higher ERI scores
were associated with both higher unemployment rates and lower business creation.
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Table 2: Summary of 2011 Employment Study Regression Analysis

Standard

. t-statistic

Independent Variable Coefficient

Model 1 - Dependent Variable = State Unemployment Rate
Specification 1

Real State Minimum Wage 0.281 0.116 242 0.016
Small Business Tax Climate Index -0.088 0.049 -0.179 0.075
Unionized Share of Workforce 0.027 0.013 2.04 0.042
Specification 2

Employment Regulation Index 0.008 0.004 2.35 0.019
Small Business Tax Climate Index -0.109 0.049 -2.22 0.027

Model 2 - Dependent Variable = New Businesses per One-Million Inhabitants

Specification 1

Real State Minimum Wage -11.47 47.92 -1.49 0.137
Small Business Tax Climate Index 138.97 20.33 6.84 0.000
Unionized Share of Workforce -1.51 5.54 -1.35 0.177
Specification 2

Employment Regulation Index -2.757 1.482 -1.86 0.064
Small Business Tax Climate Index 142.636 20.049 mm 0.000

Source: 2011 Report at Appendix B.

Based on the coefficient estimates from the Specification 2 regression analyses, the 2071
Report estimated the impact of a “perfect” ERI score (i.e., a “1” on the 1-to-100 ERI scale) on
both the unemployment rate and new business formation for each state.’® As seen inTable 3,
an increase/decline of 1.0 in the ERI is associated with a 0.008 percent increase/decline in the
unemployment rate and a 2.757 decline/increase in the number of new businesses created
annually per one-million inhabitants.
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faces/billTextClient.xhtmI?bill_id=201520160AB1513#).

Richard Rahm and Angela Rafoth, “California Governor Signs AB 1513, Severely Limiting Piece-Rate Compensation but
Throwing a Liability Life Raft to Employers,” Littler Mendelson P.C. (October 12, 2015) (available at https://www.littler.com/
publication-press/publication/california-governor-signs-ab-1513-severely-limiting-piece-rate) (hereafter, Rahm and Rafoth, 2015).

Rahm and Rafoth (2015).

Victor Cosentino, “Three New California Laws Affecting Trucking Companies, Part 1: AB 1513,” Larson & Gaston (November 12,
2015) (available at http://www.larsongaston.com/blog/2015/11/three-new-california-laws-affecting-trucking-companies-part-1-
ab-1513.shtml).

Kerry Friedrichs and David Kadue, “Governor Signs Burdensome Piece Rate Legislation,” Seyfarth Shaw (October 14, 2015)
(available at http://www.seyfarth.com/publications/MA1014015-LE).

Rahm and Rafoth (2015).

See Assembly Bill 1897, California State Legislature (Chaptered September 28, 2014) (available at https://leginfo.legislature.
ca.gov/faces/billNavClient.xhtmI?bill_id=201320140AB1897).

Saba Shatara, “Passing AB 1897 Means Greater Liability for Employers Who Use Labor Contractors,” DrinkerBiddle (May 22,
2014) (available at http://www.drinkerbiddle.com/resources/publications/2014/passing-ab-1897-means-greater-liability-for-
employers-who-use-labor-contractors).

For a more information on the provisions of AB 1897 see “Labor Contractor (AB 1897) — Fact Sheet,” California Chamber of
Commerce (2014) (available at http://advocacy.calchamber.com/wp-content/uploads/2015/09/ab-1897-fact-sheet.pdf).

See Assembly Bill 22, California State Legislature (Chaptered October 9, 2011) (available at http://www.leginfo.ca.gov/pub/11-12/
bill/lasm/ab_0001-0050/ab_22_bill_20111009_chaptered.pdf). See also Assembly Bill 218, California State Legislature (Chaptered
October 10, 2013) (available at http://www.leginfo.ca.gov/pub/13-14/bill/asm/ab_0201-0250/ab_218_bill_20131010_chaptered.pdf).
See also Assembly Bill 1650, California State Legislature (Chaptered September 30, 2014) (available http://www.leginfo.ca.gov/
pub/13-14/bill/asm/ab_1601-1650/ab_1650_bill_20140930_chaptered.pdf).

See Assembly Bill 622, California State Legislature (Chapter October 9, 2015) (available at https://leginfo.legislature.ca.gov/faces/
billTextClient.xhtmI?bill_id=201520160AB622).

See Senate Bill 358, California State Legislature (Chaptered October 6, 2015) (available at http://www.leginfo.ca.gov/pub/15-16/
bill/sen/sb_0351-0400/sb_358_bill_20151006_chaptered.pdf).

Jay Dotter and Mike Manley, 2014 Oregon Workers’ Compensation Premium Rate Ranking Summary, the Oregon Department
of Consumer and Business Services (October 2014) (available at http://www.cbs.state.or.us/external/dir/wc_cost/files/report
summary.pdf).

Ishita Sengupta and Marjorie Baldwin, Workers” Compensation: Benefits, Coverage, and Costs, 2013, National Academy of
Social Insurance (August 2015) atTable 12 (available at https://www.nasi.org/sites/default/files/research/NASI_Work_Comp_

Year_2015.pdf).

California Labor Code Section 2698-2699.5.
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See Littler Mendelson Client Update: “Private Attorneys General Act Amended to Address Some Excesses,” October 5, 2015.
(Available at https://www.littler.com/publication-press/publication/private-attorneys-general-act-paga-amended-address-some-
excesses). See also Jackson Lewis California Workplace Law Blog, “State Budget Proposal Seeks to Reduce PAGA Litigation
Through Increased State Oversight,” February 26, 2016. (Available at http://www.californiaworkplacelawblog.com/2016/02/
articles/paga/state-budget-proposal-seeks-to-reduce-paga-litigation-through-increased-state-oversight/).

See “Population of California and the United States, 1940 to 2007 California Department of Finance, Demographic Research
Unit (available at http://www.dof.ca.gov/htmI/FS_DATA/STAT-ABS/documents/B1.pdf).

See “Annual Gross Domestic Product (GDP) by State,” Bureau of Economic Analysis (available at http://www.bea.gov/itable/
iTable.cfm?ReqlD=70&step=1#reqid=70&step=1&isuri=1, last accessed February 12, 2016). Note the figure uses gross domestic
product by state in current dollars.

See, e.g., Joshua Mitchell, “Forecasting the Effects of the August 23rd Fair Labor Standards Act Overtime Changes: Evidence
from a California Natural Experiment” (May 2005) (hereafter, Mitchell, 2005). Under previous FLSA law, all workers making
under $250 had time and a half overtime payment coverage. White collar workers are defined as workers with salaries between
$250 and $460 a week. (See Mitchell (2005) at 4).

See Mitchell (2005) atTable 3 and 41-42.The author also performs a tobit analysis and notes, “Tobit analysis of overtime hours
suggests coverage does not significantly alter overtime behavior directly. This is consistent with an alternative contractual
model of overtime where workers and firms adjust hourly wages to negate the effects of overtime regulations. ButTobit analysis
also suggests indirect effects, firm substitution for hours of relatively less expensive workers!” (See Mitchell (2005) at 1).

Jay Bhattacharya, Thomas Deleire and Thomas MaCurdy, “The California Overtime Experiment: Labor Demand and the Impact

of Overtime Regulation on Hours of Work,” (October 2000) (hereafter, Bhattacharya et al., 2000). Note that after the 1998

change in overtime law, switching overtime from daily to weekly, Assembly Bill 60 (1999) (the “Eight-Hour-Day Restoration and

Workplace Flexibility Act of 1999”) reinstated daily overtime. (See Assembly Bill 60, California State Legislature (Chaptered July
21, 1999) (available at https://www.dir.ca.gov/iwc/ab60.html)).

Bhattacharya et al. (2000) at 29.

Bhattacharya et al. (2000) at 1.

Hanson and Hawley (2014) atTable 3.

See 2011 Report atTables B-2 and B-4.

Note that this represents a decline in the level of employment, not a reduction in annual job creation.

To be clear, this analysis measures the change in unemployment caused by the increase in the California minimum wage from
$8.00 to $15.00 over the period 2014 to 2022.

See, e.g., PPIC Report (2015) at 2.

In principle, the employment rate could be affected by the proportion of the population 65 or older (which BLS includes in the
denominator). Because of the lower employment rate among this group, states with larger elderly populations will have lower
employment rates, other things being equal. The proportion of Californians who were 65 or older was lower than for the United
States as a whole throughout this period, with the difference ranging from 0.9 percentage points to 2.1 percentage points.
(Data available from www.census.gov/popest/data/historical/index.html.) Thus, the data in Figure 2 likely overstate California’s
employment rate among adults younger than 65 by a small amount.
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Figures 2 and 3, and other comparable figures in the report, compare the differences between California’s performance and
the performance of other U.S. states over the past few decades. While all these measures show that California’s relative
performance has declined over the period, the measures behave differently over time, with some showing a “flattening out”
in recent years and others suggesting continuing decline. As noted, the data are also affected by the fact that California’s
economic performance appears to be more highly correlated with the business cycle than the rest of the United States.

For a full definition of all the alternative measures of unemployment, see “Alternative Measures of Labor Underutilization for
States, Fourth Quarter of 2014 through Third Quarter of 2015 Averages,” U.S. Bureau of Labor Statistics (October 23, 2015),
available at http://www.bls.gov/lau/stalt15g3.htm).

The total number of firms is the average of the current year and the prior year.

For instance, see Hathaway and Litan (2014) at 2 and Figure 2.

The job creation rate is measured as new jobs as a percentage of total employment, and the job destruction rate is measured
as job losses as a percentage of total employment.The job reallocation rate is the sum of the job creation rate and the job
destruction rate. Total employment is the average of the current year and the previous year.

For further explanation of the methodology used to produce the ERI, see the 2077 Report at 24-31.

The real state minimum wage is the statutory state minimum wage adjusted for inflation. The Tax Foundation Small Business
Tax Climate Index measures the favorability of the tax climate for businesses. States with higher taxes are ranked less favorably
in the index compared to states with lower taxes. The unionized share of the workforce is the number of union members as a
percentage of the state’s workforce.

See 2011 Report atTable B-1 for summary statistics and the sources of all variables used in the regression analysis.

See 2011 Report atTables 3 and 4 for the results of this analysis for all states.
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