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August 11, 2023

Seeing daily headlines about how the state of California plans to close a $32 billion budget deficit1, it is easy to forget that one year 
ago those headlines were about the state’s $98 billion budget surplus2 and how to spend it. 

California’s reserves swelled to historic levels during the COVID-19 pandemic due to the far higher-than-expected tax revenues and 
an influx of $36.5 billion in federal aid from the CARES and ARPA stimulus packages.3 (See Figure 1.) While the state has begun to 
draw down a portion of these reserves to further its long-term policy goals, the overall fiscal resilience of state and local agencies 
remains historically strong.
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While the state faces a well-publicized budget shortfall, its fiscal management has allowed it the 
flexibility to address the situation.
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Figure 1. California’s Tax Revenues Increased Dramatically in the Post-Pandemic Period
Change in tax revenue for the indicate periods (Q4 2019=0)

Source: Pew Charitable Trusts. For illustrative purposes only.
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Prior to the pandemic, California’s reserves had exceeded 10% 
of annual expenditures in only two of the past 30 years—2000 
(13.6%) and 2001 (11.0%). Reserves during this prior period, 
built on billions in unbudgeted capital gains tax revenues during 
the upswing of the dot-com bubble, were spent nearly as 
quickly when the bubble burst. Today’s high level of reserves—
the state’s latest estimates for the end of the 2023 budget year 
are 20.7% of expenditures—were not built on the back of 
market euphoria but through conservative budget management 
and the continued strength of the state’s economy.

A Closer Look at Tax Revenues
Income taxes provide the majority of the state’s revenues. In the 
first few months of the pandemic, as the unemployment rate 
was spiking above 15%, the state was quick to respond by 
revising tax revenue expectations down and cutting planned 
expenditures. Between January 2020, when the 2020-21 
budget was proposed, and June 2020, when that budget was 
enacted, the state revised its estimate for income tax revenues 
down by $25 billion and cut about $20 billion in planned 
spending. By the end of budget year 2021, however, actual 
income tax revenues had come in $26.6 billion higher than the 
pre-pandemic estimate and more than $50 billion above budget. 

Wary of committing these unbudgeted surplus revenues to 
ongoing spending increases, state lawmakers negotiated and 
approved plans to place about $8 billion in the government’s 
Rainy Day Fund, bringing the total balance to $22.2 billion (the 
maximum currently allowed under state law), and to spend the 
remainder on one-time projects that wouldn’t require the 
support of future revenues. Examples of these one-time 
spending items are the stimulus checks that the state sent out 
to millions of residents, as part of a $17 billion inflation relief 
package in 2021-22, and the $10 billion committed over five 
years to enhance the state’s zero-emission-vehicle 
infrastructure. 

As economic growth has slowed and state tax revenues have 
slightly underperformed in 2023, budget discussions have 
turned from where to increase spending to where to cut back. 
The fact that the past year’s surpluses were committed mainly 
to one-time projects and not to expanding or adding ongoing 
services makes it easier for the state to adjust those 
commitments to reflect the evolving economic realities. 

Key Trends in Property Taxes,  
Revenue Bonds
While the state generates most of its revenues from income 
taxes, cities and counties rely on property taxes to fund most of 
the services they provide. Numerous headlines have highlighted 

the weakness in Bay Area commercial real estate over the past 
few months, but we view this stress as isolated to that region 
and unlikely to affect even those municipalities more than 
marginally due to the unique way that California assesses 
property values. 

Since 1978, an amendment to the state’s constitution known as 
Prop 13 has capped the amount that a property’s taxable value 
can increase at 2% annually, unless the property changes 
hands. Over the ensuing decades, that cap has gradually 
created a generous cushion between the assessed value (the 
value that is taxed) and the market value (the value the property 
would sell for on the open market) of real estate in California. 
While Prop 13 therefore prevents local governments from 
immediately reaping the full benefits of hot real estate markets, 
it also provides for consistent and predictable tax revenue 
growth, even in years when market values are declining. The 
experience of San Francisco during the global financial crisis 
provides a dramatic example of this effect—despite the median 
home price falling by 20% between 2007 and 20114, the city’s 
property tax revenues grew by 23% over the same period.

California was the first state to impose COVID-19 restrictions, 
and that stricter environment, combined with the continued 
embrace of remote work by tech companies, have contributed 
to slower traffic recovery on its roads and at its airports when 
compared with the rest of the United States. Despite these 
headwinds, the state’s transportation agencies were able to 
minimize the impact on their revenues by passing through 
operating costs and raising fares, keeping the credit quality of 
these issuers stable as well. Even as global air travel ground to 
a standstill, revenues of municipal airports fell only marginally 
between 2019 and 2020 because cost-sharing agreements 
with airlines allowed these facilities to automatically recoup 
much of the revenue that would have otherwise been lost. 
Municipal toll roads were able to minimize revenue losses by 
hiking toll rates, and some saw increases in higher-paying 
commercial/trucking traffic as “work from home” turned into 
“buy from home.” 

An Attractive Opportunity
Despite the impressions left by headlines of multi-billion-dollar 
deficits and discounts on Bay Area office buildings, the fiscal 
health of California—and the majority of its local government 
agencies—remain very strong. By committing the extraordinary 
surpluses generated during the pandemic years to one-time 
projects, and not to funding ongoing spending or to cutting tax 
rates, the state should retain significant financial flexibility while 
still furthering its policy goals.  

Given the uncertainty surrounding the economy and the 
headlines surrounding California’s budget, many municipal bond 
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Figure 2. Attractive Yield Opportunities in Longer-Dated California Municipal Bonds 
Yield curve (tax-equivalent yield basis for California municipal bonds) for indicated maturities as of August 11, 2023

Source: Bloomberg. Yield data for U.S. Treasuries based on the Bloomberg U.S. Treasury Actives Curve. California municipal bonds represented by the 
Bloomberg US California Muni BVAL Curve, which is constructed daily with bonds that have BVAL prices at the market close. The BVAL curve is populated 
with U.S. general obligation municipal bonds issued by the State of California. California municipal bond yields are presented on a tax-equivalent basis and 
reflect a 54.1% tax rate: 37% Federal + Medicare 3.8% + 13.3% California resident tax rate. Tax-equivalent yield may be different for other tax brackets and 
jurisdictions. A yield curve is a line that plots the interest rates, at a set point in time, of bonds having equal credit quality but differing maturity dates. Tenor 
refers to the time to maturity of a debt issue. 
Past performance is not a reliable indicator or guarantee of future results. The historical data shown in the chart above are for illustrative purposes only 
and do not represent any specific portfolio managed by Lord Abbett. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not 
available for direct investment.
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investors have chosen to stay on the sidelines waiting for a 
better entry point.  Investors should take notice of the 
compelling yields offered to California residents in-state for 
those that are in the top tax brackets, and these higher yields 
have the ability to increase the after-tax returns of their 
associated portfolios, given the high tax rates. Furthermore, 

while many investors are aware of the “yield curve inversion” in 
the U.S. Treasury market, investors can gain significant 
incremental yield by focusing on intermediate and longer-term 
maturities in California municipal bonds due to the steeper 
municipal yield curve. (See Figure 2.)

https://www.lordabbett.com/en-us/financial-advisor/insights/markets-and-economy/taking-advantage-of-an-anomaly-in-the-municipal-yield-curve.html
https://www.lordabbett.com/en-us/financial-advisor/insights/markets-and-economy/taking-advantage-of-an-anomaly-in-the-municipal-yield-curve.html
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3Source: U.S. Treasury Dept.  The stimulus programs referenced are the 
Coronavirus Aid, Relief, and Economic Security Act (CARES Act) and the 
American Rescue Plan (ARPA).
4Source: Metropolitan Transportation Corp. (Bay Area, Calif.) via Zillow

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.

Equity Investing Risks

The value of investments in equity securities will fluctuate in response to 
general economic conditions and to changes in the prospects of companies 
and/or sectors in the economy. While growth stocks are subject to the daily 
ups and downs of the stock market, their long-term potential as well as 
their volatility can be substantial. Value investing involves the risk that the 
market may not recognize that securities are undervalued, and they may not 
appreciate as anticipated. Smaller companies tend to be more volatile and 
less liquid than larger companies. Small cap companies may also have 
more limited product lines, markets, or financial resources and typically 
experience a higher risk of failure than large cap companies.

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.

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 © 2023 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.
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