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CALIFORNIA'S PROPOSITION 2 PROVIDES
GUARDRAILS FOR FUTURE FISCAL CHALLENGES

) After two years of unprecedented revenue growth in the US, many states,
including California, are now experiencing tax revenue declines.

) California successfully addressed a sizable budget gap while maintaining a healthy
balance sheet due in large part to Proposition 2, which introduced a number of
prudent fiscal management tools, including the establishment of formal reserves
and the prepayment of long-term obligations.
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) We believe California is well positioned to manage future fiscal challenges.

THE NATIONAL PICTURE

Following consecutive years of unprecedented revenue growth fueled by federal stimulus, states across the US are experiencing
tax revenue declines due to volatile market returns, higher interest rates, and a slowing economy.

A recent survey by the National Association of State Budget Officers (NASBO) shows historic revenue performance in state
general operating funds for 2021 and 2022, followed by a decline in 2023 and continued weakness expected for 2024 (Figure 1).

FIGURE 1

Annual General Fund Revenue Changes, Fiscal
2007 to Fiscal 2024 (Percent Change)
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Note: Fiscal 2023 figure is estimated as of spring 2023 and fiscal 2024 figure is projected based on governors’ recommended budgets.
Source: National Association of State Budget Officers (NASBO), Summary: Spring 2023 Fiscal Survey of States.
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CALIFORNIA'S PROPOSITION 2 PROVIDES
GUARDRAILS FOR FUTURE FISCAL CHALLENGES  contiues

The extraordinary collections over two years were primarily directed to non-recurring pandemic programs, yet revenue
performance exceeded expectations and resulted in large surpluses that were tucked away in reserve funds. A recent
NASBO survey shows record reserve levels at the end of fiscal 2022. And while state officials plan to draw on these assets,
operating reserves at the end of fiscal 2024 are projected to remain quite healthy — well above 2019 levels (Figure 2).

FIGURE 2
Total Balances in Dollars and as a Percentage of General Fund Expenditures
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Source: National Association of State Budget Officers (NASBO), Summary: Spring 2023 Fiscal Survey of States.

THE STATE OF CALIFORNIA

California’s fiscal 2024 budget plan (Figure 3) addressed a significant budget gap that was remedied through a variety of
measures. One complication in the 2024 budget process was the tax-filing extension from April 15 (fiscal 2023) to October
15 (fiscal 2024) offered to nearly all counties in the state following disruptions caused by winter storms.

FIGURE 3
General Fund Comparison (FYE 6/30 US$ millions)
2023 2024
Estimate  Budget
Prior Year Balance 55,810 26,352
Revenues & transfers 205,134 208,688
Total Resources 260,944 235,040
Total Expenditures 234,592 225,928
Fund Balance - Discretionary 26,352 9,112
Reserve for encumbrances 5,272 5,272
Special Fund for Econ Uncertainties 21,080 3,840
Proposition 2 Reserves — Statutory 33,081 33,983
K-12 School + Safety Net Reserves 10,829 11,731
Budget Stabilization / Rainy Day Fund 22,252 22,252

Source: State of California Enacted Fiscal 2024 Budget
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Following two years of exceptional revenue growth, California closed fiscal 2022 with a
discretionary General Fund balance of more than $55 billion, or approximately 23% of
expenses for the year. Although General Fund revenues (excluding transfers) declined 8%
in fiscal 2023 and are expected to remain essentially level in the current year, General
Fund revenues remain 40% above 2019 levels of approximately $140 billion.

The final budget plan for fiscal 2024 is a balanced plan based on several solutions,
including:

m  Spending reductions and delays

m  Revenue shifts and internal borrowing from funds outside the General Fund

B Draw down of discretionary reserves

It is important to note that while discretionary balances were tapped to support the 2024
budget, statutory reserves remain untouched and represent a meaningful 14.5% of
planned expenses, and the Budget Stabilization Account is currently funded at its
constitutional maximum requirement.

WHAT IS PROPOSITION 27

California’s Proposition 2 is a statute passed by voters in 2014 that amended the State’s
financial reserve requirements and debt management practices. It addresses California’s
progressive tax system and its reliance on volatile capital gains taxes for a portion of its
operating revenue.

One of the more important mandates requires a portion of all General Fund receipts and
excess capital gains taxes to be placed in a Budget Stabilization Account. Other statutory
transfers include reserves for K-12 school programs, traditionally one of the state’s largest
budget expenses. Debt management controls include the pay down of liabilities, the
prepayment of outstanding debt, and the use of surplus funds to make extra
contributions to state pension plans.

In a recent offering statement officials report since fiscal 2018, the State of California has
made more than $19 billion of supplemental contributions to its pension plans to improve
funding levels and reduce outstanding liabilities.

KEY TAKEAWAYS

We believe that California is currently well positioned to manage future fiscal challenges.
Its broad and diverse economy is the fifth largest in the world, and many lessons learned
from the Great Recession have prompted the adoption of fiscal policies that have
materially strengthened California’s balance sheet.

DISCLOSURES:

All material has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no
representation or warranty as to the current accuracy of, nor liability for, decisions based on such information. This
represents the views and opinions of GW&K and does not constitute investment advice, nor should it be considered

predictive of any future market performance.
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