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NEW YORK (Standard & Poor's) Nov. 5, 2014--Standard & Poor's Ratings Services
has raised its rating on the State of California's general obligation (GO
debt to 'A+' from'A, and raised its rating on the state's general fund
annual appropriation-secured debt to 'A" from'A-'. The outl ook on both
ratings is stable.

"The upgrades follow voter approval on Nov. 4, 2014, of a strengthened budget
stabilization account under Proposition 2," said Standard & Poor's credit

anal yst David Hitchcock. "In our view, the new state constitutional provision
will partially nmitigate California's volatile revenue structure by setting
aside windfall revenue for use during periods when state tax revenue coul d
fall materially short of forecast," M. Hitchcock added.

The enacted provi sions have becone part of the state constitution and, as
such, cannot be overridden during the annual budgetary process. California has
had a history of leaving its budget stabilization account (BSA) unfunded until
the current budget year.

The upgrade on California's general fund appropriation-secured debt follows
t he upgrade on the state GO debt. This rating is below the GO rating due to
pl edged revenues subject to annual state appropriation.

O her key factors supporting the 'A+' GO rating include our view of
California's:
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e Diverse econony of 38.3 million people, or 12% of the total U S
popul ati on;

» Recent conmitnment to aligning recurring revenues and expenses, while
si mul t aneously payi ng down budgetary debts, and an inproved cash
position;

« Tinmely enactnent of budgets following a constitutional anendnent
requiring only majority |egislative consent to approve budgets, which has
reduced exposure to liquidity shortfalls; and

 Moderately high bonded debt.

Sonewhat offsetting these strengths are what we consider the state's:

e Volatile revenue base, which is linked to difficult-to-forecast financial
mar ket performance because of a highly progressive incone tax structure,
and still relatively nodest reserves as a percent of expenditures;

e Potential for current structural budget bal ance to erode when
vot er-approved tax hikes fully expire in 2018, or sooner if the
| egislature were to significantly increase ongoing spendi ng; and

« Large retirenent benefit and budgetary liabilities.

The state's general fund serves as the source of all GO bond repaynent, to
which California has pledged its full faith and credit.

The stable outlook reflects our view that California will build a material BSA
fund bal ance in the coning years under recently passed Proposition 2, and that
it wll continue to pay down deferred liabilities and debt in advance of the
2018 expiration of a tenporary incone tax surcharge. The outl ook al so reflects
a state financial position at the end of fiscal 2014 that was its strongest
position of the past decade. The paydown of budgetary deferrals could
accelerate if revenues cone in ahead of budget, and trigger certain provisions
in the budget. However, reserves are expected to remain slimin relation to
budget ed expenses, while waiting for Proposition 2 to go into effect.

Potenti al devel opments that could lead to a positive outl ook or upgrade would
i ncl ude an i nproved budget process, with a midyear budget review and an
institutional framework for timely mdyear corrective budget actions; or a
reduction in the state's very significant pension, other postenploynent
benefits (OPEB), and debt liabilities. A downgrade could occur if significant
structural budgetary inbal ances reappeared, potentially due to a sharp decline
i n budgeted revenues, or if the state devel oped cash flow probl enms. Although
California has recently addressed its teacher pension underfunding, the state
continues to carry a |large unfunded OPEB t hat could prove troubl esone if not
eventual | y addressed.
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Rel at ed Research
e« US State And Local Governnent Credit Conditions Forecast, Oct. 15, 2014

Conpl ete ratings information is avail able to subscribers of RatingsDi rect at
www. gl obal credi tportal.com and at ww. spcapitalig.com All ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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