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An Update on California’s Fiscal Picture for
Muni-Bond Investors

Revenue collections have been outperforming forecasts, while credit fundamentals for key California
municipal bond sectors continue to improve.

Roman Schuster
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This is the latest in a series of periodic updates on the fiscal status of California, the largest issuer of municipal bonds among U.S.
states.

While recent headlines about California have focused on office vacancies and homelessness, state revenues have been quietly
outperforming budgetary forecasts for the past several months. Tax collections through the first four months of the current fiscal year
are $5.25 billion above expectations, tracking 11% ahead of forecast.

Cutting through the budgetary noise of the pandemic period, state revenues thus far in fiscal 2025 (ending June 30) have grown at a
6.4% compounded annual growth rate over the last five years, above the 6.1% annual growth experienced in the five years leading
up to the pandemic.’ Based on a July 2024 report from the California Department of Finance, revenues totaled roughly $209 billion
in fiscal 2024.

Surging stock prices, especially for the largest California-based tech companies, and optimism for the potential of artificial
intelligence have helped drive large increases in compensation for California residents. In the first quarter of calendar 2024, total pay
grew at a 17% annualized rate, one of the highest quarterly growth rates observed in the past 40 years.? These gains are translating
into strong growth in personal income tax collections, which typically account for about two-thirds of the state’s revenue.

The picture is improving from the expense side as well, with the state budgeting for a second consecutive year of expenditure
declines in fiscal 2025—down 5.2% to $211 billion from the $223 billion budgeted for fiscal 2024. Part of the decline represents a
return to normalcy following the extraordinary one-time spending of federal relief grants in prior years, and part is due to belt-
tightening measures passed through an agreement between the governor and the legislature in June. Both drivers of spending
reductions demonstrate the state’s commitment to long-term fiscal sustainability.

Favorable Credit Fundamentals

Local municipal credit in California is in historically strong shape as well. Coffers remain full as the billions in federal relief awarded
during the pandemic are still being carefully spent, and recurring revenues continue to rise. Property taxes, the largest revenue
source for California cities and counties, are insulated from fluctuations in market values by a decades-old state law known as
Proposition 13. The experience of San Francisco during the global financial crisis highlights just how insulated this revenue source
is—while median home prices fell by 20% between 2007 and 2011, the city’s property tax revenues were up 23% over that period.®

We think healthcare systems in California will benefit greatly from a permanent extension of the Managed Care Organization (MCO)
tax that was approved by voters on the November 2024 ballot. This tax generates between $7-8 billion annually, which will now be
restricted solely for Medi-Cal expenses and other health programs.*
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Conditions for California water utilities have improved dramatically over the last 18 months as well. High levels of precipitation and
snow accumulation in the Sierra Nevada mountains have refilled state reservoirs, the largest of which is currently sitting at 111% of
its historical average.®

Impact of Federal Tax and Policy Developments

Tax cut extensions and deregulation, two hallmarks of president-elect Trump’s campaign and previous administration, stand to
benefit a state economy fueled in large part by high-income earners and large tech companies. Trump’s proposed removal of the
State and Local Tax (SALT) deduction cap would disproportionately benefit California residents, given how high the state’s top
income tax rates are.®

While, in theory, higher tariffs on Chinese goods would hurt container volumes at the West Coast ports that handle them, in practice,
we saw volumes decline only marginally the last time tariffs were imposed—a cumulative 2.7% decline at the Port of Los Angeles
between 2018, when the first tariffs were announced, and 2020.” Volumes did not decline as much as expected as importers were
able to pass higher prices on to consumers.

Looking ahead to 2025, we expect to see a continued uptick in bond issuance driven by large bond authorizations approved by
voters in November 2024: $10 billion for construction and modernization of public education facilities and $10 billion for various
water, energy, and environmental projects.® This increased bond issuance at the state level could also result in more school district
and water utility debt issuance as those downstream entities accelerate their capital plans to take advantage of cheap state loans
and/or grants.

These issuances will give investors in California municipal bonds plenty of opportunities to generate tax-free income backed by
high-grade issuers with strong and improving credit fundamentals.
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Important Information

Unless otherwise noted, all discussions are based on U.S. markets and U.S.
monetary and fiscal policies.

Asset allocation or diversification does not guarantee a profit or protect
against loss in declining markets.

No investing strategy can overcome all market volatility or guarantee future
results.

The value of investments and any income from them is not guaranteed and
may fall as well as rise, and an investor may not get back the amount originally
invested. Investment decisions should always be made based on an
investor’s specific financial needs, objectives, goals, time horizon, and risk
tolerance.

Market forecasts and projections are based on current market conditions and
are subject to change without notice. Projections should not be considered a
guarantee.

Fixed-Income Investing Risks

The value of investments in fixed-income securities will change as interest
rates fluctuate and in response to market movements. Generally, when
interest rates rise, the prices of debt securities fall, and when interest rates
fall, prices generally rise. High yield securities, sometimes called junk bonds,
carry increased risks of price volatility, illiquidity, and the possibility of default
in the timely payment of interest and principal. Bonds may also be subject to
other types of risk, such as call, credit, liquidity, and general market risks.
Longer-term debt securities are usually more sensitive to interest-rate
changes; the longer the maturity of a security, the greater the effect a change
in interest rates is likely to have on its price.

The credit quality of fixed-income securities in a portfolio is assigned by a
nationally recognized statistical rating organization (NRSRO), such as
Standard & Poor’s, Moody’s, or Fitch, as an indication of an issuer’s
creditworthiness. Ratings range from ‘AAA’ (highest) to ‘D’ (lowest). Bonds
rated ‘BBB’ or above are considered investment grade. Credit ratings ‘BB’
and below are lower-rated securities (junk bonds). High-yielding, non-
investment-grade bonds (junk bonds) involve higher risks than investment-
grade bonds. Adverse conditions may affect the issuer’s ability to pay interest
and principal on these securities.

This material may contain assumptions that are “forward-looking statements,”
which are based on certain assumptions of future events. Actual events are
difficult to predict and may differ from those assumed. There can be no
assurance that forward-looking statements will materialize or that actual
returns or results will not be materially different from those described here.

The views and opinions expressed are as of the date of publication, and do
not necessarily represent the views of the firm as a whole. Any such views are
subject to change at any time based upon market or other conditions and
Lord Abbett disclaims any responsibility to update such views. Lord Abbett
cannot be responsible for any direct or incidental loss incurred by applying
any of the information offered.

This material is provided for general and educational purposes only. It is not
intended as an offer or solicitation for the purchase or sale of any financial
instrument, or any Lord Abbett product or strategy. References to specific
asset classes and financial markets are for illustrative purposes only and are
not intended to be, and should not be interpreted as, recommendations or
investment advice.

Please consult your investment professional for additional information
concerning your specific situation.
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Glossary & Index Definitions

General obligation (GO) bonds are backed by the “full faith and credit” of a
government and are issued by entities such as states, cities, counties, and
school districts. Revenue bonds are backed by revenues from a specific
projects or facilities (such as toll roads, water/sewer systems, or airports).

Rainy-day funds, also known as budget stabilization funds, allow states to
set aside surplus revenue for use during unexpected deficits.

Yield is the annual interest received from a bond and is typically expressed
as a percentage of the bond’s market price. Tax-Equivalent Yield is the
pretax yield that a taxable bond needs to possess for its yield to be equal to
that of a tax-free municipal bond. This calculation can be used to fairly
compare the yield of a tax-free bond to that of a taxable bond in order to
see which bond has a higher applicable yield.

Bloomberg Index Information: Source: Bloomberg Index Services Limited.
BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P.
and its affiliates (collectively “Bloomberg”). Bloomberg or Bloomberg’s
licensors, including Barclays, own all proprietary rights in the Bloomberg
Indices. Bloomberg does not approve or endorse this material, or guarantee
the accuracy or completeness of any information herein, or makes any
warranty, express or implied, as to the results to be obtained therefrom and,
to the maximum extent allowed by law, neither shall have any liability or
responsibility for injury or damages arising in connection therewith.

Indexes are unmanaged, do not reflect the deduction of fees or expenses,
and are not available for direct investment.

This material is the copyright © 2024 of Lord, Abbett & Co. LLC. All Rights
Reserved.

Important Information for U.S. Investors
Lord Abbett mutual funds are distributed by Lord Abbett Distributor LLC.

FOR MORE INFORMATION ON ANY LORD ABBETT FUNDS,
CONTACT YOUR INVESTMENT PROFESSIONAL OR LORD ABBETT
DISTRIBUTOR LLC AT 888-522-2388, OR VISIT US AT LORDABBETT.
COM FOR A PROSPECTUS, WHICH CONTAINS IMPORTANT
INFORMATION ABOUT A FUND’S INVESTMENT GOALS, SALES
CHARGES, EXPENSES AND RISKS THAT AN INVESTOR SHOULD
CONSIDER AND READ CAREFULLY BEFORE INVESTING.

The information provided is not directed at any investor or category of
investors and is provided solely as general information about Lord Abbett’'s
products and services and to otherwise provide general investment
education. None of the information provided should be regarded as a
suggestion to engage in or refrain from any investment-related course of
action as neither Lord Abbett nor its affiliates are undertaking to provide
impartial investment advice, act as an impartial adviser, or give advice in a
fiduciary capacity. If you are an individual retirement investor, contact your
financial advisor or other fiduciary about whether any given investment idea,
strategy, product, or service may be appropriate for your circumstances.




