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S&P Global Ratings

Agenda
• Overview of the Long-term Effects of Hurricane Harvey
• How the state legislature and funding levels affect local governments?
• How can an issuer make the most of their rating agency meetings?

• Where do rating agencies vary in their views and methodologies?
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Hurricane Harvey
Observations

Post Hurricane Harvey
Fitch press release: Hurricane Harvey's Devastation Unlikely to
Affect US Public Finance Credit Quality (August 29, 2017)
Potential for longer-term impact?
• Sustained enrollment loss of affected school districts
• Likely AV loss in affected areas at Jan. 1, 2018 could
pressure state’s biennium budget as it makes up gaps in
school districts’ operating revenues;
• The need to support existing debt service with a tax rate
above $0.50 could restrict near-term borrowing for some
school districts or lead to debt restructuring to stay at or
below $0.50;
• AV growth spurred by rebuilding, new construction postHarvey.

Impact of Hurricane Harvey
• Majority of issuers impacted by Hurricane Harvey maintain very
strong financial metrics
• FEMA and the state of Texas have been responsive to issuers
significantly impacted and have provided funds quickly
• Potential to see declines in assessed value in fiscal 2019 related
to storm-damage; however, not expected to significantly impact
issuers’ revenue
• Expect to see commercial development and population growth
continue over the long-term
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Hurricane Harvey Unlikely to Impair Credit
Quality of Most Affected Issuers
• Most local governments will be unaffected by Harvey, but a small group face a
difficult recovery path
• The State of Texas (Aaa stable) is experiencing a temporary economic
slowdown, mostly related to lost output from oil refineries, but statewide
revenues are unlikely to materially decline
• Most universities and community colleges are likely to withstand interruptions
from Harvey
• Hospitals will face short-term financial disruption
• Infrastructure credits are exposed to reduced economic activity, but strong
liquidity and cost recovery will mitigate credit effects.
• The Metropolitan Transit Authority of Harris County (Aa2 stable) is operating at
normal levels after quickly resuming service
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State Affects on
Local Governments

State of Texas K-12 education funding
highlights
In Aug. 2017, Fitch affirmed the general creditworthiness of the State of Texas at
‘AAA’/Stable –(Issuer Default Rating (IDR))
 2018-2019 biennium outcomes: House voted to adopt the Senate’s plan,
$1.5B less than House wanted.
• Total TEA appropriation up, but property value growth has reduced portion funded from
state sources;
• No cuts in state’s formula funding; student growth fully funded, although no increase to
basic allotment funding levels;
• Yield for the 6 golden pennies (Austin yield increase) increases in 2018 and 2019;
• Changes in appropriation will infuse public schools with $350MM, mostly going to
smaller districts (financial hardship grants-ASATR replacement) and to kids with
disabilities;
• Boost to the retiree teachers’ health care benefits fund ($212MM); also, increase in
state, school districts’ contribution to TRS-Care-max school district contribution allowed
by statute
• New charter school facilities funding at about $60MM;
 Creation of a statewide commission to study the current public school finance system.

Economic Overview of the Major Texas
Metropolitan Statistical Areas

•
•
•
•
•
•
•

Austin
Brownsville
Dallas
El Paso
Fort Worth
Houston
San Antonio
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Austin (‘AAA’/Stable)

Austin Growth Characteristics
Population (MSA)
2,000,860
Population growth since 2010 (%)
16.5%
Market value* (bil. $)
$
138.9
Market value growth since 2010 (%)
73.4%
Average home price ($)
$
400,000
Per capita effective buying income as % of U.S.
125.0%
MSA--Metropolitan statistical area. *Fiscal 2018 Austin market
value.
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Brownsville (‘AA’/Stable)

Brownsville Growth Characteristics
Population (MSA)
188,300
Population growth since 2010 (%)
7.6%
Market value* (bil. $)
$
6.3
Market value growth since 2010 (%)
16.6%
Average home price ($)
$
83,200
Per capita effective buying income as % of U.S.
52.0%
MSA--Metropolitan statistical area. *Fiscal 2017 Brownsville
market value.
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Dallas (‘AA-’/Negative)

Dallas Growth Characteristics
Population (MSA)
Population growth since 2010 (%)
Market value* (bil. $)
Market value growth since 2010 (%)
Average home price ($)
Per capita effective buying income as % of U.S.
MSA--Metropolitan statistical area. *Fiscal 2017
Dallas market value.

1,291,213
6.83%
$
110.52
34.79%
$
128,200
100.00%
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El Paso (‘AA’/Stable)

El Paso Growth Characteristics
Population (MSA)
Population growth since 2010 (%)
Market value* (bil. $)
Market value growth since 2010 (%)
Average home price ($)
Per capita effective buying income as % of U.S.
MSA--Metropolitan statistical area. *Fiscal 2016
El Paso market value.

$
$

681,384
4.00%
33.12
11.20%
143,700
73.00%
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Fort Worth (‘AA+’/Stable)

Fort Worth Growth Characteristics
Population (MSA)
Population growth since 2010 (%)
Market value* (bil. $)
Market value growth since 2010 (%)
Average home price ($)
Per capita effective buying income as % of U.S.
MSA--Metropolitan statistical area. *Fiscal 2016
Fort Worth market value.

$
$

832,405
12.30%
49.67
25.02%
166,300
91.00%
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Houston (‘AA’/Negative)

Houston Growth Characteristics
Population (MSA)
Population growth since 2010 (%)
Market value* (bil. $)
Market value growth since 2010 (%)
Average home price ($)
Per capita effective buying income as % of U.S.
MSA--Metropolitan statistical area. *Fiscal 2016
Houston market value.

2,315,052
10.27%
$
205.29
36.61%
$
310,000
102.00%
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San Antonio (‘AAA’/Stable)

San Antonio Growth Characteristics
Population (MSA)
Population growth since 2010 (%)
Market value* (bil. $)
Market value growth since 2010 (%)
Average home price ($)
Per capita effective buying income as % of U.S.
MSA--Metropolitan statistical area. *Fiscal 2016
San Antonio market value.

$
$

1,440,900
9.20%
90.59
24.54%
195,500
83.00%
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Pensions one of many rating factors
Impact multiple aspects of credit analysis, risks are growing
Moody's ANPLs
Reported Unfunded Pension Liabilities
Net Direct Debt

• Pensions exceed debt obligations
in many jurisdictions

• Contribution shortfalls may
generate ongoing structural
imbalance
• Driving growth in balance sheet
leverage
- Chart (right): aggregated debt and
pension burdens for 50 largest local
governments

% of Governmental Revenues

• May be on legal parity with GO
bonds
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Fiscal Year (Median Pension Discount Rate)

GASB 67/68 improved pension reporting,
but very limited credit impact
Pension Element

GASB 27
(1998)

GASB 68
(2015)

Moody’s Credit Analysis
(2013)

Discount Rate for
Total Liabilities

Based on assumed rate of
investment return

Assumed rate of return;
“blended” rate for plans
that fail depletion test

Citigroup Pension Liability Index (CPLI)
for liabilities in their entirety

Pension Assets

Actuarial (Smoothed) Value

Fair Market Value

Fair Market Value

Pro rata shares of costsharing plans

No

Yes

Yes

Balance Sheet

Cumulative underfunding of
annual required
contribution (ARC)

GASB NPL

Moody’s ANPL

Pension Expense
(ADC in notes only)

Contributions.
“Service cost” disclosure also allows
assessment of contribution
strength/weakness against
“Tread Water” indicator

Income Statement

Source: Moody’s Investors Service

ARC-based

Most public pension contributions with
escalating payments under the ARC Standard
» Back-loaded amortization based on assumed payroll growth leads to growing net liabilities under
government assumptions, even when employers are “following the rules”
» Risk that government resources do not grow commensurately (“crowd out” risk)
» Costs for servicing past pension debt New accounting disclosure of current year accruals (“service cost”)
is a big improvement
» Often outlast employee working lifetimes
» Enables analysis of contribution strength/weakness under government assumptions
Amortization Payments (Right Axis)
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Assumptions: 3% annual salary increases, 7.5% discount rate
Source: Moody’s Investors Service
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Moody’s “Tread Water” Analysis

» In the hypothetical example below, the plan’s assumptions are met exactly and contributions equal the “tread
water” indicator
» The net pension liability (NPL) does not change
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1,875
25,000
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25,000

-750
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-2,625

$ 000s
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0
Beginning NPL
Source: Moody’s Investors Service

Service Cost

Interest on NPL

Employee Contributions

Government
Contributions

Ending NPL

Fixed costs exceed 30% of operating revenues
for heavily burdened large local governments
Debt Service

OPEB Contributions

Pension Contributions

"Tread Water" Gap

65%

% of Operating Revenues

55%

45%

35%

25%

15%

5%

-5%
Chicago

Chicago
(2018p)

Dallas

Dallas
(2016p)

Detroit
Schools

Honolulu

Detroit

Phoenix Jacksonville Memphis

Houston

Notes: Detroit Public Schools reflects fiscal 2015 reporting, prior to separation of district into a distinct debt servicing entity and the Detroit Public Schools Community District, which provides the
educational services and has no debt. City of Detroit fiscal 2015 reporting does not yet reflect liability reductions attributable to the city’s bankruptcy. Contributions include sources outside the city’s
budget, associated with its plan of adjustment. Dallas reflects plan measurements for 2015, rather than the 2014 plan year reported in the city’s 2015 CAFR.
Source: Government and plan CAFRs; Moody’s Investors Service
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Making the most of
your rating agency
meetings

Sources of Information
• Offering Documents
•

POS

•

Bond Resolution

•

Lease Agreement

•

Other Legal Documents

• Budget
• Comprehensive Annual Financial Reports
• Government Data

23

How we translate the documents you
provide to be forward looking
High

Mid
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City's Projection

Sales Tax Collection
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Financial Measures
• Three components factor into our assessment of a municipality’s financial
credit characteristics
Financial Measures

Budgetary Flexibility

Budgetary Performance

Liquidity
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Liquidity
•

Liquidity uses Total Government Available Cash held by the government and
recognizes most governments' ability to engage in interfund borrowing.
-

The initial liquidity score (1-5) is based on the availability of cash and cash equivalents to service
both debt and other expenditures

-

A final liquidity score of 4 (Weak) caps the rating at BBB+ and a 5 (Very Weak) caps the rating at
BB
Table 12: Assessing The Liquidity Score
Total Government Available Cash As % Of Total Governmental Funds Debt Service
Total Government
Available Cash As
% Of Total
Governmental
Funds Expenditures

>120

100 to120

80 to100

40 to 80

<40

>15

1

2

3

4

5

8 to15

2

2

3

4

5

4 to 8

3

3

3

4

5

1 to 4

4

4

4

4

5

<1

5

5

5

5

5

Source: S&P Global's Ratings Services.
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The Forward Look
Fitch’s rating category expectations and metric guidance recognize that an
issuer’s fiscal position will fluctuate through an economic cycle:
How might we recognize management has considered this too?
Longer-range plans can include:
 Plan of finance; how will the new debt be supported?
 Multi-year financial forecasts, capital plans, demographic studies;
 Likely to include enrollment, tax rate, AV, economic, fund balance
assumptions





How reasonable/conservative/aggressive are the assumptions?
How closely have prior results aligned with projections?
Do these various plans/projections/forecasts tie together?
Lastly, be concise as well as upfront with the good & bad
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Where rating
agency opinions
vary

Special Revenue Definitions
Five categories of special revenues
A. Receipts derived from the ownership…of projects…used primarily to provide
transportation, utility, or other services…;

B. specific excise taxes imposed on particular activities or transactions;
C. Incremental tax receipts…;
D. Other revenues or receipts derived from particular functions of the debtor…;
E. taxes specifically levied to finance one or more projects or systems,
excluding receipts from general property, sales, or income taxes…levied to
finance the general purposes of the debtor.
The first four categories are fairly intuitive. Fitch does not believe specific legal
advice is generally required to evaluate the application of paragraphs (A) to (D).

Fitch View on Special Revenues Under
Fifth Definition (902(2)(E)
Fitch believes the fifth category poses the most risk in application and has very specific
requirements for assessing whether it will support a distinction from the IDR.
Each of the following elements is necessary for Fitch to provide a rating based on the
pledged revenues’ status as special revenues under 902(2)(E) of the Code:
• A statutory scheme limiting the authority to levy a specific tax to the financing of
capital projects.
• A statutory prohibition on use of the tax revenues for operations, unless not
subordinated to operating expenses in a bankruptcy.
• A ballot initiative or a resolution limiting use of debt proceeds to identified capital
projects.
• Bondholders do not have a claim on general revenues of the municipality; bonds are
solely secured by a dedicated tax.
• A statutory requirement that a governmental official outside the municipality collects
and remits the tax revenues to the paying agent.
• Clarity that the pledged taxes are property of the municipality, not of the entity
collecting and remitting the tax revenues.

Municipal Ratings Are Typically Very High
with Minor Fluctuations Over Time
» 93% of municipal ratings are A or higher
Municipal Rating Counts by Broad Rating Category, Year End 1970-2016
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Median Rating is 6 notches Higher than
Corporate Median
» General Government is Aa3, Municipal Utilities is Aa3, Competitive Enterprise is A1
Rating Distributions by Sector, Year End 2016
General Government
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0%

Municipal Median
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Ratings Shifting Modestly Downward
Post-Recession
» Vast majority still investment grade
» Fewer Aaa ratings, more A2 and A3 ratings
Municipal Ratings by Alpha-Numeric Rating, Year End 2010-2016
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Connecting the Dots: Lessons Learned
from Recent Default History
» From the post WWII period until the start of the Great Recession, government
defaults were extremely rare and generally recovered quickly and in full. Gave
muni analysts a false sense of security
Old Paradigm

New Paradigm

Default
Frequency

Governments hardly ever default because of their taxing
power and the intervention of higher levels of government
(NYC in the ‘70s).

Small, but growing propensity to
default when other options are
exhausted

Severity

When they do default they tend to recover quickly with
minimal losses to investors (Orange County, CA in the ‘90s)

Recovery rates in the 50% range

» We can’t count on state intervention and willingness to pay is no longer a given
» Opportunity for greater rating differentiation of “haves” (with upgrade potential)
and “have nots” (with downgrade potential)

Default Incidence Has Accelerated Since
2000
» Defaults are becoming more common, although still rare overall
Number of Defaults By Calendar Year, 1970-2016
General Government
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Competitive Enterprise
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Dollar Losses Are Mounting
• The largest municipal default by volume occurred in 2016 (Puerto
Rico), preceded by Detroit and Jefferson County
Default Volume By Calendar Year, 1970-2016
General Government

Municipal Utilities

Competitive Enterprise
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It May be Legal, but is it Fair? Judicial
Decisions Look to Outcomes Rather than
Technicalities
Strong legal security may be worth a notch or two, but is no
substitute for strong credit fundamentals
• Few legal precedents exist because very few cases are litigated;
virtually always settle, and are likely to continue to settle
• Judges are making inherently political decisions based on
considerations of “fairness”, not legal (i.e. based on fairness not
legal technicalities)
• In the battle between pensions and debt, pensions have come out
ahead

Management Score
• Assess the impact of management conditions on the likelihood of repayment
based on our Financial Management Assessment (FMA)
- A “Vulnerable” FMA can cap the rating at an ‘A’
Assessing the Management Score
Rounded Score

Characteristics

1 (Very strong)

FMA score of “strong” and none of the factors in score ‘4‘ or ‘5’ is present.

2 (Strong)

FMA score of “good” and none of the factors in score ‘4‘ or ‘5’ is present.

3 (Adequate)

FMA score of “standard” and none of the factors in score ‘4‘ or ‘5’ is present.

4 (Weak)

FMA score of “vulnerable” or any of the following is present: there is a financial reporting
restatement that has a material negative impact; any of the conditions in score ‘5’ existed in
the past three years; the structural imbalance override condition exists or existed within the past three
years; or a very high debt, pension and OPEB burden.

5 (Very weak)

Regardless of the FMA score, any of the following is present: a management team that
lacks relevant skills resulting in a weak capacity for planning, monitoring, and
management; an auditor has delivered a going concern opinion; the government appears
unwilling to support a debt or capital lease obligation; or the government is actively
considering bankruptcy in the near term

Source: S&P Global's Ratings Services.

38

Financial Management Assessment (FMA)
• Evaluates established and ongoing management policies in
seven areas we believe most likely to affect credit quality
• Not an evaluation of the competency or aptitude of individual
finance professionals
• Based on the existence and implementation of management
practices
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Financial Management Assessment
1.


2.


3.


4.


5.


6.


7.


Revenue & Expenditure Assumptions
Are financial assumptions and projections realistic and well grounded?

Budget Amendments and Updates
Are there procedures for reviewing and amending the budget based on updated information and actual
performance to ensure fiscal targets are met?

Long-Term Financial Planning
Can management identify future revenues and expenditures, such that any upcoming issues can be
addressed?

Long-Term Capital Planning
Is there a long-term capital plan that accounts for projects on a rolling 5-year basis?

Investment Management Policies
Are there polies pertaining to investments and regular reporting?

Debt Management Policies
Are there policies pertaining to the issuance of debt, and do reporting mechanisms exist?

Reserve and Liquidity Policies
Is there an established operating reserve that takes into account cash flow requirements?
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FMA by Rating Category
(Texas Local GOs)
Rating

No.

FMA Mode

AAA

67

Strong

AA+

54

Good

AA

74

Good

AA-

78

Standard

A+

100

Standard

A

92

Standard

A-

100

Standard
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Contacts

Sarah L. Smaardyk
Director
T: 214.871.1428
sarah.smaardyk@spglobal.com

Bola Kushimo
Vice President/Senior Analysts
T: 214.979.6847
Adebola.Kushimo@moodys.com

Rebecca C. Moses
Director, Public Finance
Phone: (512) 215-3739
Email: rebecca.moses@fitchratings.com
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Fitch Ratings’ credit ratings rely on factual information received from issuers and other
sources.
Fitch Ratings cannot ensure that all such information will be accurate and complete.
Further, ratings are inherently forward-looking, embody assumptions and predictions that
by their nature cannot be verified as facts, and can be affected by future events or
conditions that were not anticipated at the time a rating was issued or affirmed.
The information in this presentation is provided “as is” without any representation or
warranty. A Fitch Ratings credit rating is an opinion as to the creditworthiness of a security
and does not address the risk of loss due to risks other than credit risk, unless such risk is
specifically mentioned. A Fitch Ratings report is not a substitute for information provided to
investors by the issuer and its agents in connection with a sale of securities.
Ratings may be changed or withdrawn at any time for any reason in the sole discretion of

Fitch Ratings. The agency does not provide investment advice of any sort. Ratings are not a
recommendation to buy, sell, or hold any security.
ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS.
PLEASE READ THESE LIMITATIONS AND DISCLAIMERS AND THE TERMS OF USE OF SUCH
RATINGS AT WWW.FITCHRATINGS.COM.
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