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Fitch Ratings-New York-05 February 2024: The magnitude and timing of California's
revenue shortfall, despite ongoing economic expansion, is leading the state to consider
budgetary responses that could reduce its resilience to future downturns and limit rating
upside, Fitch Ratings says. We anticipate a budget consistent with the executive proposal
should allow the state to retain very strong gap-closing capacity, supporting the
'‘AA/Outlook Stable Issuer Default Rating. Fitch acknowledges the enacted budget may look
materially different and will continue to assess the state's ability to align its core spending
with anticipated slower, more normal revenue growth, the scope of non-recurring balancing
actions, and the extent to which it uses economic growth to rebuild budget resilience.

California adopted a fiscal 2024 budget without key fiscal 2023 data, and actual results
have fallen short, complicating the state's budget situation. California did not finalize its
fiscal 2023 (YE June 30) revenue collections until after Nov. 16, the final extended income
tax filing deadline for tax year 2022, after the conclusion of fiscal 2023 and adoption of the
fiscal 2024 budget. Fiscal 2023 revenues prior to transfers fell well short of the estimate
used in the 2024 enacted budget (down $25.2 billion, or 12%), which set the baseline for
the fiscal 2024 revenue estimate.

The forecast for fiscal 2024 has been revised $10.3 billion (5%) below its enacted level to
$195.9 billion, but this is still an 8.2% yoy increase. Revenues for fiscal 2025 are forecast to
rise amodest 2.8% to $201.4 billion, based on an economic forecast that is largely in line
with Fitch’s December 2023 Global Economic Outlook. Even with these adjustments,
forecast revenues for fiscal 2025 remain almost 40% above the pre-pandemic level,
representing a rapid CAGR of 5.7% over six years.

Although the state recognized revenue uncertainty in adopting its fiscal 2024 budget


https://www.fitchratings.com/
https://www.fitchratings.com/

without key fiscal 2023 data, compensatory measures were insufficient to address an
unexpectedly large revenue shortfall. Governor Newsom's fiscal 2025 budget closes the
gap across the three-year budget window (fiscal years 2023, 2024, 2025) through a
combination of structural and temporary budget adjustments, a number of which are more
typically used in a downturn.

The most significant of these is drawing more than half of the rainy-day fund ($12.2 billion)
in fiscal 2025. California's remaining reserves ($18.4 billion) would still support very strong
gap-closing capacity. The budget would shift one pay period from fiscal 2024 to fiscal 2025,
deferring $1.6 billion in spending, defer $499 million in payments to the state university
systems, and use $1.3 billion of Proposition 2 debt repayment funding to make its regular
pension contribution. Employing such non-recurring measures is unusual in a slower, but
still growing economy, and reflects the magnitude of the revenue gap and its mid-fiscal year
timing. California's fiscal resilience remains strong under the executive budget, but rating

headroom would narrow.

The budget also utilizes compensatory measures built into the state's fiscal plan. The
executive budget addresses the fiscal 2023 shortfall with a draw on unallocated balances
and reduced education spending that is partially offset with a draw on the Proposition 98
reserve. A portion of the proposed $8.5 billion in budget reductions are from one-time
spending commitments made when there were significant surpluses. The executive budget
also delays $5.1 billion in planned spending to beyond the budget window, some of which
may cause budget stress in outyears. The budget proposal relies more on expenditure
reductions than revenue solutions, although the state expects to capture an additional $3.8
billion from the Managed Care Organization (MCO) tax for Medi-Cal that was put into
place this year.



California Revenues Returning to Trend

2022 Revenue Collections Provide Buffer for Lower Recent Collections
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The above article originally appeared as a post on the Fitch Wire credit market commentary
page. The original article can be accessed at www.fitchratings.com. All opinions expressed
are those of Fitch Ratings.

All Fitch Ratings (Fitch) credit ratings are subject to certain limitations and disclaimers.
Please read these limitations and disclaimers by following this link:
https://www.fitchratings.com/understandingcreditratings. In addition, the following
https://www.fitchratings.com/rating-definitions-document details Fitch's rating definitions
for each rating scale and rating categories, including definitions relating to default.
Published ratings, criteria, and methodologies are available from this site at all times. Fitch's
code of conduct, confidentiality, conflicts of interest, affiliate firewall, compliance, and other
relevant policies and procedures are also available from the Code of Conduct section of this
site. Directors and shareholders’ relevant interests are available at
https://www.fitchratings.com/site/regulatory. Fitch may have provided another permissible
or ancillary service to the rated entity or its related third parties. Details of permissible or
ancillary service(s) for which the lead analyst is based in an ESMA- or FCA-registered Fitch
Ratings company (or branch of such a company) can be found on the entity summary page
for this issuer on the Fitch Ratings website.

In issuing and maintaining its ratings and in making other reports (including forecast
information), Fitch relies on factual information it receives from issuers and underwriters
and from other sources Fitch believes to be credible. Fitch conducts a reasonable
investigation of the factual information relied upon by it in accordance with its ratings
methodology, and obtains reasonable verification of that information from independent
sources, to the extent such sources are available for a given security or in a given
jurisdiction. The manner of Fitch's factual investigation and the scope of the third-party
verification it obtains will vary depending on the nature of the rated security and its issuer,
the requirements and practices in the jurisdiction in which the rated security is offered and
sold and/or the issuer is located, the availability and nature of relevant public information,
access to the management of the issuer and its advisers, the availability of pre-existing
third-party verifications such as audit reports, agreed-upon procedures letters, appraisals,
actuarial reports, engineering reports, legal opinions and other reports provided by third
parties, the availability of independent and competent third- party verification sources with
respect to the particular security or in the particular jurisdiction of the issuer, and a variety
of other factors. Users of Fitch's ratings and reports should understand that neither an
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enhanced factual investigation nor any third-party verification can ensure that all of the
information Fitch relies on in connection with a rating or a report will be accurate and
complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the
information they provide to Fitch and to the market in offering documents and other
reports. Inissuing its ratings and its reports, Fitch must rely on the work of experts,
including independent auditors with respect to financial statements and attorneys with
respect to legal and tax matters. Further, ratings and forecasts of financial and other
information are inherently forward-looking and embody assumptions and predictions
about future events that by their nature cannot be verified as facts. As a result, despite any
verification of current facts, ratings and forecasts can be affected by future events or
conditions that were not anticipated at the time a rating or forecast was issued or affirmed.
The information in this report is provided 'as is' without any representation or warranty of
any kind, and Fitch does not represent or warrant that the report or any of its contents will
meet any of the requirements of a recipient of the report. A Fitch rating is an opinion as to
the creditworthiness of a security. This opinion and reports made by Fitch are based on
established criteria and methodologies that Fitch is continuously evaluating and updating.
Therefore, ratings and reports are the collective work product of Fitch and no individual, or
group of individuals, is solely responsible for a rating or a report. The rating does not
address the risk of loss due to risks other than credit risk, unless such risk is specifically
mentioned. Fitch is not engaged in the offer or sale of any security. All Fitch reports have
shared authorship. Individuals identified in a Fitch report were involved in, but are not
solely responsible for, the opinions stated therein. The individuals are named for contact
purposes only. A report providing a Fitch rating is neither a prospectus nor a substitute for
the information assembled, verified and presented to investors by the issuer and its agents
in connection with the sale of the securities. Ratings may be changed or withdrawn at any
time for any reason in the sole discretion of Fitch. Fitch does not provide investment advice
of any sort. Ratings are not a recommendation to buy, sell, or hold any security. Ratings do
not comment on the adequacy of market price, the suitability of any security for a particular
investor, or the tax-exempt nature or taxability of payments made in respect to any security.
Fitch receives fees from issuers, insurers, guarantors, other obligors, and underwriters for
rating securities. Such fees generally vary from US$1,000 to US$750,000 (or the applicable
currency equivalent) per issue. In certain cases, Fitch will rate all or a number of issues
issued by a particular issuer, or insured or guaranteed by a particular insurer or guarantor,
for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or
the applicable currency equivalent). The assignment, publication, or dissemination of a
rating by Fitch shall not constitute a consent by Fitch to use its name as an expert in
connection with any registration statement filed under the United States securities laws,
the Financial Services and Markets Act of 2000 of the United Kingdom, or the securities



laws of any particular jurisdiction. Due to the relative efficiency of electronic publishing and
distribution, Fitch research may be available to electronic subscribers up to three days
earlier than to print subscribers.

For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an
Australian financial services license (AFS license no. 337123) which authorizes it to provide
credit ratings to wholesale clients only. Credit ratings information published by Fitch is not
intended to be used by persons who are retail clients within the meaning of the
Corporations Act 2001.

Fitch Ratings, Inc. is registered with the U.S. Securities and Exchange Commission as a
Nationally Recognized Statistical Rating Organization (the 'NRSRO'). While certain of the
NRSRO's credit rating subsidiaries are listed on Item 3 of Form NRSRO and as such are
authorized to issue credit ratings on behalf of the NRSRO (see
https://www.fitchratings.com/site/regulatory), other credit rating subsidiaries are not listed
on Form NRSRO (the 'non-NRSROs') and therefore credit ratings issued by those
subsidiaries are not issued on behalf of the NRSRO. However, non-NRSRO personnel may
participate in determining credit ratings issued by or on behalf of the NRSRO.
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