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Useful Links

The Rating Process (How Fitch Assigns Credit Ratings)

https://www.fitchratings.com/research/corporate-finance/the-rating-process-how-
fitch-assigns-credit-ratings-24-02-2022

Master Criteria:
Public Sector, Revenue-Supported Entities Rating Criteria (9/1/2021)

Sector-Specific Criteria:
U.S. Water and Sewer Rating Criteria (3/18/2021)

Fitch Analytical Stress Test (FAST) Water & Sewer
Water & Sewer FAST Tool

FitchRatings


https://www.fitchratings.com/research/corporate-finance/the-rating-process-how-fitch-assigns-credit-ratings-24-02-2022
https://www.fitchratings.com/research/us-public-finance/public-sector-revenue-supported-entities-rating-criteria-01-09-2021
https://www.fitchratings.com/research/us-public-finance/us-water-sewer-rating-criteria-18-03-2021
https://www.fitchratings.com/research/us-public-finance/fast-water-sewer-fitch-analytical-stress-test-13-05-2019

Rating Process & Data

Data Needed:

Management * 5 years of audits Analysis and

e 5-year financial
forecast

e 5-year capital plan

meeting/call Committee

FitchRatings

Initial Private
Rating

Public Rating
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Sector Risk Profile

Monopoly Providers
* Provide essential services

» Serve monopoly territories

» Strong contractual frameworks

« Take-and-Pay Contracts: Payment obligation is contingent only upon the service
provided.

« Take-or-Pay Contracts: Payment obligation whether or not service is provided, thereby
eliminating operating risk. Step-up requirements can range from 20% to more than 100%
of a participant’s initial obligation.

FitchRatings



Sector Risk Profile

Rate-Setting Autonomy
» Legal ability to adjust rates

« Primarily non-rate regulated entities

Not-for-Profit Business Model

« “Excess cash flow is typically retained and used to build financial cushion, fund
capital investment or reduce borrowings, although a portion of net revenues may
be returned to host municipalities through transfers.”

» Transfers out typically make up a small and stable percentage of revenues.

FitchRatings
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Key Rating Drivers

Revenue e Assessment of ability to generate cash flow based on legal
o epe framework and fundamental economics of the service
Defensibility area.

e Assessment of operating cost burden and flexibility as
well as current and future capital needs.

Operating Risk

. . . e Assessment of liquidity profile and leverage in context of
Financial Profile utility’s overall risk profile on historical and forward-
looking basis.

Asym metric Additive K Assessment of risk factors, such as debt structure,

. . . management and governance, legal, and regulatory. Only
NE QO a e I RIo)a I \veaker factors affect final rating.

FitchRatings
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Key Rating Drivers

Key Rating Drivers — Retail Water/Sewer Utilities

Revenue Defensibility

Revenue Source Characteristics

Service Area Characteristics

Rate Flexibility

Asymmetric Rating Factor Considerations

Operating Risk
Operating Cost Burden

Capital Planning and Management

Asymmetric Rating Factor Considerations
Financial Profile

Leverage Profile

Liquidity Profile

Asymmetric Additional Risk

Considerations

aa a

Very strong. Nearly all revenue is derived from Strong. A significant portion of revenue is derived

services or business lines exhibiting monopoly from services or business lines exhibiting monopoly
characteristics. Reliance on revenue from characteristics. Reliance on revenue from
competitive sources is insignificant. competitive sources is manageable.
Very strong demographic trends generally Strong demographic trends generally characterized
characterized by strong customer growth, above- by average customer growth, with average income
average income levels and low unemployment levels and average unemployment rates.
rates.

Independent legal ability to increase servicerates  Legal ability to increase service rates is subject to
without external approval. approval of external authorities. History and
expectation of operating and capital costs being
recovered on a timely basis is strong.

Utility costs are affordable for the vast majority of ~ Utility costs are affordable for most customers but

the population. are high for a meaningful portion of population.

bbb bb

Midrange. The majority of revenue is derived from Weak. Less than 50% of revenue is derived from
services or business lines exhibiting monopoly services or business lines exhibiting monopoly
characteristics. Reliance on revenue from characteristics. Reliance on revenue from
competitive sources is meaningful. competitive sources is significant.
Midrange demographic trends generally Weak demographic trends generally characterized
characterized by little or no customer growth, and by a declining customer base, well below-average
below-average income or above-average income and high unemployment rates.
unemployment rates.

Legal ability to increase service rates is subject to  Legal ability to increase service rates is subject to
approval of external authorities. History approval of external authorities. History and
and expectation that operating and capital costs  expectation that operating and capital cost recovery
may not be recovered on a full or timely basis. will be neither full nor timely.

Utility costs are affordable for the majority but are Utility costs are high for an exceedingly large

high for a significant portion of the population. segment of the population.

Concentration of revenues from individual customers above 10% or over 25% for the largest 10 customers, industry concentration, tax revenue volatility, weak wholesale contract structures and counterparty

risk are negative considerations.
Very low operating cost burden. Low operating cost burden.
Moderate life cycle investment needs. Elevated life cycle investment needs but supported

by adequate capital investment.

Midrange operating cost burden. High operating cost burden.

Elevated life cycle investment needs with weak Elevated life cycle investment needs with extremely

capital investment. weak capital investment.

Meaningful supply or resource-management concerns, project completion risk and counterparty risk are negative considerations.

Refer to the Rating Positioning table. Refer to the Rating Positioning table.

Refer to the Rating Positioning table. Refer to the Rating Positioning table.

Liquidity profileis based on coverage of full obligations and liquidity cushion. A weaker liquidity profile can constrain the financial profile assessment.

Debt structure and contingent liability, nanagement and governance, legal and regulatory, information quality, and rating relationship to the host government characteristics that are significantly outside the

norm for the sector are factored into the final rating.

FitchRatings
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Revenue Defensibility

Revenue Source Characteristics

Revenue Source Characteristics

. TypicaIIy 100% Metrics to Support Assessment

 Water-related sales encompass
water, sewer, reclaimed,
stormwater, etc.

Fitch assesses revenue risk through an analysis of a utility's business lines and the related revenue
relied on to support both operations and debt service. Generally, retail utility systems that derive
more than 93% of operating income from services or business lines exhibiting monopolistic
characteristics have revenue source characteristics consistent with a ‘aa' factor assessment; over
80%t0 95%, ‘a" over 50% to 80%, ‘bbb’: and 50% and less, ‘b’

Fitch may also consider in its assessment each business line’s contribution to total income and FADS
using the thresholds outlined above.

« “Other operating revenues” are
generally still counted towards a
monopolistic service revenue since
they would not be remitted in the
absence of the utility.

FitchRatings
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Revenue Defensibility

Service Area Characteristics  Service Area Characteristics

Metrics to Support Assessment

e Customer Growt h o Strongeconomic, customer and demographic trends support strong revenue defensibility. Fitch
analyzes representative customer growth rates and service area unemployment rates and income
levels relative to national levels.

° M ed ia n H ouse hO | d | ncome - Utilities' that experit.ence ahistorical compounqeq average annual growthin cgst.omers (typically
over afive-year period) of more than 1.5% exhibit stronger growth characteristics; 1.5% to 0.0%,
midrange; and less than 0.0%, weaker.

— Service areas that report median household income in excess of 125% of the national median

* U nemp I oyme nt exhibit stronger income characteristics; 125%-75%, midrange; and less than 75%, weaker.

- Service areas that report unemployment rates that are less than 75% of the national average
. exhibit stronger employment characteristics; 75%-125%, midrange; more than 125%, weaker.
* Lumesisa nd Census Bureau » Markets that exhibit midrange retail customer growth and midrange demographic trends are
data considered strong and consistent with factor assessments of at least 'a’. Markets that experience a
greater number of stronger characteristics than weaker characteristics are typically assessed 'aa’.
Markets that exhibit one more weaker characteristic than stronger characteristic are typically
assessed as 'bbb'. Markets that exhibit two or more weaker characteristics than stronger
characteristics are typically assessed as 'bb'.

FitchRatings 14



Revenue Defensibility

Rate Flexibility

« Rate-setting autonomy - nearly
all Fitch-rated issuers have
legal ability to increase service
rates without regulatory
approval

Affordability
* Affordability Metric to Support Assessment

o Fitch calculates an affordability rate to determine the number of people whose bill accounts for an
outsized portion of their income. Generally, a combined water-related bill that is greater than 5% of
household income (or individually, 2.0% for water, 2.5% for sewer and 0.5% for stormwater) is
considered unaffordable. Utilities with 20% or less of their population whose bills are considered high
are deemed to have an affordability assessment factor of 'aa’; over 20% to 30%, ‘a’; over 30% to 40%,

‘bbb'’; and over 40%, 'bb'.

15
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Revenue Defensibility

Asymmetric Additive Risk Considerations

Revenue/Customer Concentration
« Revenue/Customer concentration is assessed by comparing the amount of

revenue collected by the ten largest customers (or single largest customer) to
total operating revenues:

* More than 10% of operating revenue from the single largest customer.
* More than 25% of operating revenue from the 10 largest customers.

Tax Revenue Volatility

« USPF tax-backed criteria and related FAST will only be applied in limited
cases.

FitchRatings
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Operating Risk

Operating Cost Burden

« Assesses cost per unit (based
on average water production
and/or sewer flows).

Life Cycle Ratio

» Assesses plant age compared to
total useful life of plant to
determine how far the system
is through its life cycle.

« Evaluates the 5-year average of
annual capex/depreciationin

relation to the life cycle ratio.

FitchRatings

Operating Cost Burden

Metric to Support Assessment

Fitch measures a utility’s ratio of total operalting costs from a utility's financial statement relative to
its million gallons (mg) of water produced and/or sewer flows treated during the year to determine
operating cost burden. Generally, utility systems with an operating cost of $6,500/mg or less have an
operating cost factor assessment of ‘aa’; over $6,500/mg to $9,500/mg, ‘a’; over $9,500/mg to
$12,500/mg, 'bbb’; and over $12,500/mg, ‘bb’.

Stormwater utilities generally have limited operations and lack measured flows, and, thus, are
assumed to have an operating cost factor assessment of ‘aa’ for stand-alone utilities unless there is
evidence to suggest the assessment should be lower, in which case, the rationale for a lower
assessment will be noted.

Capital Planning and Management

Metrics to Support Assessment

Fitch calculates a ratio to measure the status of a utility’s life cycle based on information from a
utility's financial statements and typically over the most recent five-year period. The life cycle ratio is
calculated as age of plant as the numerator divided by the sum of age of plant plus remaining useful
life. Age of plant is calculated as accumulated depreciation divided by annual depreciation expense,
while remaining useful life is calculated as net capital assets divided by annual depreciation expense.
In cases where accumulated depreciation is not available, Fitch will calculate age of plant as follows:
45 - (remaining useful life).

Low life cycle ratio generally indicates low investment needs. Typically, a utility with a life cycle ratio
of 45% or less is considered to have moderate investment needs and a capital assessment of ‘aa’.
Generally, a life cycle ratio greater than 45% indicates elevated investment needs. A high life cycle
ratio (over 45%), combined with moderate average capital spending as a percentage of depreciation
expense greater than or equal to 80%, has a capital assessment of 'a’; where capital spending is
between 40% and 80% of depreciation, the assessment is ‘bbb’, while capital spending below 40% is
assessed at ‘bb’.

18



Operating Risk

Asymmetric Additive Risk Considerations

Supply or Resource management concerns

« Assessed qualitatively, based on availability of long-term supplies.

« Shortfalls in resource capacity are expected to be met through either
purchases (where available) or construction of additional infrastructure. The

emphasis is on cost and perceived difficulties in ensuring adequate supply
resources.

FitchRatings 19
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Financial Profile

Leverage Profile

Net Adjusted Debt to Adjusted FADS

* Moeasures total debt and other obligations (net of certain balance sheet
resources) relative to annual cash flow needed to pay such obligations.

« Capitalizes a portion of purchased water/sewer costs.

* Includes standard Fitch-calculated pension liabilities.

» Leverage profile may be less of a consideration in a rating where an issuer
benefits from a pass-through contractual framework with one or more
counterparties or purchasers.

Leverage Ratio - Net Adjusted Debt to Adjusted FADS Ratio

FALY - Funds available for deht 5:.r.-1':-::

FitchRatings
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Financial Profile

Liquidity Profile

Coverage of Full Obligations

(COFO)

« Utility’s ability to cover its
annual obligations in any given
fiscal year.

Liquidity Cushion
e Current Days Cash on Hand

FitchRatings

Coverage of Full Obligations Ratio

EADS +Eiwed Seryices Expance + Net Transfers
Total Annwal Debt Sersice + Fioed Services Expense

[FALS - Funds av=il ablc for dobi sorece.

COFC is used to assess an entity’s igquidity profile as fiollows

Coverage of Full Obligations [COFO)

Metrics to Support Assecmient

s CDFD pomorally kess tham 10% from all availablo revonucs andfor goncralty koss than 1.0 cochuding
comncction’availability focs i weak and risk additive.

s CDFD bolow 10w many not bo considorod risk additrec if 3 borrower maimtains Currong Days Cachon
Hamd at 120 days or morc.

Liquidity Cushion Ratio

C t Cash Available + Available B ing Capact
Average Daily Cash Operating Expenses

Liquidity Cushion

Metric to Support Assessment

+ Aliquidity cushion at or above 90 days is neutral to ratings, as long as Current Cash Available is at or
above 30 days. A liquidity cushion below 90 days or Current Cash Available below 30 days are
considered weak and risk additive.

22



Financial Profile

Scenario Analysis

Starts with last five years of audited
financial reports to illustrate a
baseline performance scenario.
Baseline can begin with default
assumptions or incorporate
projections from the utility.

Stress case assumes a uniform capital

spending stress
Calculates key metrics

Fitch may further sensitize the base
case to reflect its view of
macroeconomic or issuer specific

issues

FitchRatings

FAST Default Assumptions

Assumption

Applies to:

Grown at rate of inflation (2%)

+ Non-operating revenues from taxes, investment
income, net transfers and subsidies

¢ Restricted cash and investments (excluding
construction funds)

Fixed at most recent historical (typically
five-year) average

Non-operating revenues from miscellaneous cash
Connection fees

Purchased water/sewer services

Capital expenditures (150% of average)

Grown at rate of three- or five-year CAGR

¢ Operating expenses (excluding depreciation and
purchased water/sewer services)

¢ Operating revenues (capped at operating expense
growth CAGR)

Held constant in nominal terms

¢ Operating lease expense

¢ Restricted construction funds (unspent balances held
constant)

¢ Adjusted net pension liability

¢ Pension expense

Average interest rate implied by the last five
or three years of historical data

¢ Principal payments (amortization based on the 15th
year of a 30-year time horizon, at this interest rate)

¢ Cashinterest paid (total debt multiplied by this
interest rate)

23



Financial Profile

Rating Positioning Table

« TheRPT’s suggested
analytical outcome is meant to
be informative, but the final
rating could also include other
factors.

* Asymmetric additive risk
considerations

* Counterparty focus

* Volatility in financial profile

FitchRatings

Rating Positioning

Leverage Profile Assessment

E‘Z‘;::;Emw Operating Risk (Net Adjusted Debt/Adjusted FADS) (x)

Assessment Assessment aaa aa a bbb bb
aa aa <5 5-10 10-14 14-16 >16
aa a <4 4-8 8-12 12-16 >16
a aa <4 4-8 8-12 12-16 >16
aa bbb — <7 7-11 11-14 >14
a a = <6 6-11 11-14 >14
a bbb — <6 6-11 11-14 >14
aa bb = <5 5-9 9-12 >12
a bb — <4 4-7 7-12 >12
bbb aa = <4 4-7 7-12 >12
bbb a — <4 4-7 7-12 >12
bbb bbb - <0 0-5 5-6 >6
bbb bb — <0 0-1 1-4 >4
bb aa — — <1 1-4 >4
bb a — — <0 0-4 >4
bb bbb = — <0 0-2 >2
bb bb = = <(3) (3-0 >0

aaa aa

Suggested Financial Profile (Exceptionally (Very a bbb bb
Assessment Strong) Strong) (Strong) (Midrange) (Weak)
Suggested Analytical Outcome? AAA AA A BBB BB or below

3SCPs will be assessed as aaa, aa, a, bbb or bb. FADS - Funds available for debt service.

24
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Asymmetric Additive Risk Considerations

Debt Structure and Contingent Liability -

«  Material exposure to refinance risk, contingent liabilities (i.e. swaps with collateral postings),
and/or unhedged floating-rate interest; highly sculpted/substantial use of deferred amortization;
etc.

Management and Governance -

« Lack of experience/depth; significant political pressure; weak or lack of forecasts and resource
management plans; etc.

Legal and Regulatory -

« Contractual, regulatory or statutory framework dependent on untested legislation/regulation;
proposed state or federal regulation that would curtail rate-setting authority; etc.

Information Quality

FitchRatings 26
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Analytical Contacts

Gabriela Gutierrez Payne, CPA Audra Dickinson
Director Water/Sewer Sector Head
US Public Finance US Public Finance

gabriela.gutierrezpayne@fitchratings.com audra.dickinson@fitchratings.com

FitchRatings

fitchratings.com
New York London
33 Whitehall 30 North
Street Colonnade
New York, NY Canary Wharf
10004 London, E14

5GN

Austin
2600 Via Fortuna,
Suite 330

Austin, TX 78746
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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://wwwfitchratings.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 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. In issuing 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.

Copyright © 2022 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY, NY 10004. Telephone: 1-800-753-4824, (212) 908-0500.
Fax: (212) 480-4435. Reproduction or retransmission in whole or in part is prohibited except by permission. All rights reserved.
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