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Tucson (City of), AZ
New Issue: Moody's assigns Aa3 to City of Tucson, AZ's GO
bonds; outlook changed to stable from negative

Summary Rating Rationale
Moody's Investors Service has assigned Aa3 ratings to the City of Tucson, Arizona's $17.6
million General Obligation Bonds, Series 2012-E (2017) and $8.5 million General Obligation
Refunding Bonds, Series 2017. Concurrently, Moody's affirms the Aa3 ratings on the
city's outstanding parity general obligation bonds, as well as the A1 ratings on the city's
outstanding certificates of participation that are cross-collateralized under a master lease
structure. Moody's also affirms the A2 rating on the Rio Nuevo Multipurposes Facilities
District Certificates of Participation, Series 2009. The outlook on the city's rating has been
moved from negative to stable.

The Aa3 ratings on the city's GO bonds reflect the city's large tax base that appears to have
stabilized and is showing signs of improvement after years of decline, a local economy
that benefits from the stabilizing institutional presence of the University of Arizona and
Davis Monthan Air Force Base, relatively stable financial operations despite a largely passive
revenue stream and chronically weak reserve levels relative to peers, somewhat high debt
burdens (both direct and overlapping), and high pension liabilities.

The A1 ratings on the city's master lease COPs reflect the underlying credit characteristics
of the city's GO credit, a weaker security pledge subject to annual appropriation, and
satisfactory provisions of the master lease structure. The rating also reflects Moody's view
that the risk of nonappropriation is low given the master lease structure that requires
appropriation for all or none of the projects, the largely essential nature of the cross-
collateralized leased assets, and relatively affordable lease debt burden.

The A2 rating on the Rio Nuevo Multipurposes Facilities District Certificates of Participation,
Series 2009 reflects the moderate legal structure of the security as well as the “less
essential” nature of the leased asset (Tucson Convention Center) as outlined under Moody’s
methodology for lease debt.

The change in outlook to stable from negative reflects the city's demonstrated willingness
and ability to make appropriate financial and operational adjustments to address rising costs
associated with rising pension liabilities. The stable outlook also reflects the city's large tax
base anchored by the University of Arizona and Davis Monthan Air Force Base, as well as
stable financial results despite chronically thin reserve levels.

https://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBM_1074430
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Credit Strengths

» Moderate population growth, affordable cost of living, and low business costs

» Stabilizing presence of the University of Arizona and Davis Monthan Air Force Base

» Strong management team with demonstrated willingness to make significant adjustments to address significant increases in
pension costs

Credit Challenges

» Growing pension costs and unfunded liabilities

» Relatively low reserve levels combined with a high exposure to economically-sensitive revenues

» Substantial mass transit subsidies

Rating Outlook
The change in outlook to stable from negative reflects the city's demonstrated willingness and ability to make appropriate financial and
operational adjustments to address rising costs associated with rising pension liabilities. The stable outlook also reflects the city's large
tax base anchored by the University of Arizona and Davis Monthan Air Force Base, as well as stable financial results despite chronically
thin reserve levels.

Factors that Could Lead to an Upgrade

» Sustained long-term economic growth and diversification

» Long-term improvement in wealth measures

» A demonstrated commitment to higher reserve and cash levels given exposure to economically-sensitive revenues

Factors that Could Lead to a Downgrade

» Deterioration of the city's finances, including material declines in reserve levels

» Protracted underfunding of pensions leading to growth in pension liabilities

» Long-term sustained deterioration of the city's tax base or local economy

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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Key Indicators

Exhibit 1

Tucson (City of) AZ 2012 2013 2014 2015 2016

Economy/Tax Base

Total Full Value ($000)  $   26,541,252  $   25,277,236  $   23,573,852  $    23,621,125  $   24,914,787 

Full Value Per Capita  $           50,875  $          48,306  $          44,900  $          44,705  $           47,154 

Median Family Income (% of US Median) 73.1% 72.2% 71.7% 70.6% 70.6%

Finances

Operating Revenue ($000)  $        531,360  $         572,672  $        534,958  $        560,927  $        579,489 

Fund Balance as a % of Revenues 10.7% 8.4% 10.0% 9.5% 12.6%

Cash Balance as a % of Revenues 10.6% 5.4% 9.3% 9.9% 10.4%

Debt/Pensions

Net Direct Debt ($000)  $        468,035  $         572,691  $         577,851  $        545,038  $         523,391 

Net Direct Debt / Operating Revenues (x) 0.9x 1.0x 1.1x 1.0x 0.9x

Net Direct Debt / Full Value (%) 1.8% 2.3% 2.5% 2.3% 2.1%

Moody's - adjusted Net Pension Liability (3-yr average) to Revenues (x) 2.3x 2.8x 3.5x 3.3x 3.4x

Moody's - adjusted Net Pension Liability (3-yr average) to Full Value (%) 4.6% 6.3% 7.9% 7.8% 7.9%

Source: Moody's Investors Service

Recent Developments
Recent developments are incorporated in the detailed rating considerations below.

Detailed Rating Considerations

Economy and Tax Base: University of Arizona, Davis Monthan AFB Anchor Local Economy
The second largest city in Arizona after Phoenix, Tucson covers 230 square miles in Pima County and is home to a population of
approximately 532,000 residents, including the 43,000 students of the University of Arizona. The city also benefits from the presence
of Davis Monthan Air Force Base, home to the 355th Fighter Wing, which operates the A-10 aircraft. The US Defense Department
in 2016 announced the delayed retirement of the A-10 aircraft until 2022, which will sustain activity at the base in the near term.
Additionally, several major corporations have entered or expanded in Tucson, including Caterpillar, Surface Mining and Technology, and
Raytheon.

The city's tax base has been late in recovering from the depths of the recession but appears to be gaining quickly; the city's 2017 full
value increased by 8.0% to $26.9 billion, after growth of 5.5% in 2016. The city is also growing via annexations of various parcels,
which have continued into 2017. Still large, the city's tax base nonetheless remains well below its 2010 peak of $31 billion. The
downtown corridor is experiencing significant revitalization, spurred by the completion of the Sun Link Modern Streetcar in July
of 2014, which is a 3.9 mile system that connects the University of Arizona campus to the downtown business and entertainment
districts. In addition to low-income, senior, and affordable residential units, significant numbers of market-rate homes have been built
or are under construction downtown as median sales prices have grown rapidly since 2011.

Wealth measures in the city are a credit weakness, with median family income at just 70.6% of the US. Full value per capita, a proxy
measure of wealth, is also depressed at $50,946. Both metrics are likely depressed by the large student presence and significant
unassessed properties of the University of Arizona and Davis Monthan AFB. Unemployment in the city has reached a post-recession low
of 4.5%, according to March 2017 data from the Bureau of Labor Statistics.

Financial Operations and Reserves: Growth in Pension Costs Offset by Headcount Reduction, Revenue Growth; Additional
Voter Supported Revenue
In recent years the city has demonstrated its willingness and ability to make adjustments in the face of increasing fixed costs (in the
form of pension obligations) to maintain structural balance, though fund balances remain thin relative to peers. Like most Arizona
cities, Tucson's operating funds revenues (with operating funds defined here by Moody's as the General Fund, Mass Transit Special
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Revenue Fund, and debt service funds) are derived primarily from economically sensitive sources: local sales taxes (33.5%), state shared
revenues (driven by formula and based on population), including income (10.9%) and sales taxes (8.4%), and charges for services
(9.2%). The city reports no material issues with the January 1 transition to state collection and distribution of sales tax revenues.
Property taxes revenues comprised just 8.0% of operating funds revenues in 2016. Property taxes for city operations, which can be
raised by 2% annually, constituted just 2.4% of General Fund revenues. In May 2017, city voters passed Proposition 101, which allows
the city to increase sales taxes by 0.5% (to 8.6%) for five years, with revenues designated for public safety and street improvement.
The city expects the additional sales tax to generate $250 million over the next five years.

The city's major expenses are for public safety (46.2% of operating funds revenues), community enrichment and development (22.1%),
transportation (15.2%), and support services (7.7%). Public safety pension costs (PSPRS) have increased from $26.6 million in 2014 (5%
of 2014 OFRs) to $56.0 million in 2016 (9.7% of 2016 OFRs), while projected costs for 2017 and 2018 rise to $62.6 million (10.8%
of 2016 OFRs) and $83.0 million (14.3% of 2016 OFRs), respectively. This rapid rise reflects several factors, but most prominently the
effects of the “Fields” case that restored benefits that had been cut under legislation passed in 2011. To manage this growing cost, the
city made substantial cuts to headcount. Since 2009, full-time equivalent (FTE) fell by 24.9%; in 2017 alone, the city reduced overall
full-time equivalent headcount by 256 positions. For 2018, the proposed budget includes further reductions to overall FTE by 22.5
positions overall, though the number of public safety officers will increase.

Audited fiscal 2016 financial figures showed an operating funds surplus of $8.2 million, with a General Fund surplus of $9.8 million.
General Fund revenues were supported by increases across all major revenue streams, while expenditure growth was contained
through attrition. Declines in Mass Transit revenues from federal grants and service charges were largely offset by lower fuel costs and
smaller capital outlays. Fiscal 2016 ending available fund balance was $73.1 million, or 12.6% of operating funds revenues. At this level,
the city's reserves are below those of similarly rated cities nationally, and a credit weakness relative the city's overall credit profile.
The current projections for fiscal 2017 show an increase of $22.1 million in the city's total General Fund reserve position, of which
approximately $11.0 million will be used in 2018 for one-time expenses, including supplemental pay. The city's 2018 recommended
budget includes no cost of living adjustments or merit increases, but includes efficiency gains from reorganizations and consolidations
of support activities. In addition to the 0.5% sales tax increase, the city also increased mass transit fares for incremental gains.
Total ending General Fund balance in 2018 is expected to be about $87.1 million, up from $54.4 million five years earlier (2013).
Management's ability to deliver sustainable structural balance will be a key factor in its rating and outlook moving forward, but to date
has demonstrated a willingness and ability to make necessary adjustments in that direction.

LIQUIDITY

The city's general fund liquidity position is weak, having ended fiscal 2016 with just $6.0 million in unrestricted cash and equivalents,
with most of its reserves in the form of receivables from other governmental funds. However, the city benefits from access to the
city's investment pool for liquidity purposes. At the end of 2016, the city's investment pool had a fair value of $230.2 million, primarily
invested in short-term, highly-rated government securities, equal to 39.7% of OFRs.

Debt and Pensions: Manageable Debt But Elevated Pension Liabilities
The city's debt consists primarily of general obligation bonds and certificates of participation. Debt ratios have improved with increases
in the city's tax base: at 2.01% of full value and 0.93 times operating funds revenues, the city's net direct debt burden is lower than in
previous years and manageable. Overlapping debt burden, however, remains somewhat high at 3.4% of full value. The city's general
obligation bonds are secured by an unlimited ad valorem property tax, but the city charter limits property tax collection to $1.75 for
every $100 of assessed value (AV) as long as the city collects a sales tax. In 2017 the city's property tax rate (including primary and
secondary) was $1.68 per $100 of AV, which is projected to decline to $1.52 in 2018. Also of note, Proposition 117 limits AV growth to
just 5% annually. Barring substantial declines in assessed value, however, there should be sufficient taxing margin to meet debt service
requirements. The city currently has no remaining voter-approved bonding authority. All of the city's GO debt is fixed-rate.

The certificates of participation issued by the city under a master lease structure are cross-collateralized; under the declaration of
irrevocable trust, the non-appropriation by the city for any of the leases issued under the trust would result in termination of all leases.
In the event that the city elects not to renew any of the leases or does not include an appropriation for the leases in its upcoming
budget, the trustee may take possession of and relet any of the property but may not sell the property under any circumstances. The
value of the leased assets is $300.8 million, versus outstanding COPs of $223.7 million. Additional security is also provided by a debt
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service reserve fund which is satisfied by a surety rather than cash. The surety provider for the current issuance is Assured Guaranty
Municipal Corp (A2 stable). Peak lease rental payments for all the city's COPs is $28.3 million in 2019, or a manageable 4.9% of 2016
OFRs. The city adopted a policy in fiscal 2015 that would limit the issuances of COPs to keep average annual debt service to 10% of
general fund revenues.

The Rio Nuevo MFD Series 2009 COPs are secured by a sublease agreement with the City of Tucson whereby the city makes a
payment from its general fund, subject to annual appropriation. Currently outstanding in the amount of $10.2 million, annual lease
payments are approximately $1.28 million annually through 2025, or 0.2% of the city's 2016 OFRs. The absence of a debt service
reserve is a credit weakness. However, given the de minimus nature of the appropriation relative to the value of the leased asset (the
Tucson Convention Center), Moody's views the likelihood of non-appropriation as remote.

DEBT STRUCTURE

The city's GO bonds and certificates of participation are fixed-rate obligations. The GO bonds amortize in full by July 2027, while the
COPs have maturity dates through July 2034.

DEBT-RELATED DERIVATIVES

The city has no debt-related derivatives.

PENSIONS AND OPEB

Pensions represent a key credit challenge for Tucson. The city's employees participate in several pension programs, including the Tucson
Supplemental Retirement System (TSRS), a single employer defined benefit plan; Arizona Public Safety Personnel Retirement System
(PSPRS), an agent multiple-employer public employee retirement system; and the Elected Officials' Retirement Plan (EORP), a cost-
sharing, multiple-employer defined benefit pension plan. PSPRS costs and unfunded liabilities have risen in recent years due to poor
investment performance and the restoration of benefits that had been cut under SB 1609 back in 2011; in the “Fields” case, the Arizona
Supreme Court ruled that cuts to permanent benefit increases violated the state's constitution. A similar case, known as the “Hall”
case, restored permanent base increases for recent retirees (after 2011) and current active members, though the actuarial impact has
not yet been calculated. City managers have not determined how to address the expected cost increase associated with “Hall”, though
Moody's expects the city to take steps similar to those taken to address the costs associated with “Fields”.

We anticipate that the city's pension costs will continue to grow for the foreseeable future, given the relative weakness of its
contributions. For example, Tucson contributed roughly $69 million toward its pension plans in fiscal 2015. In comparison, its
contribution would have to have been $92 million just to “tread water.” Our “tread water” benchmark indicates the government
contribution required to prevent reported net pension liabilities from growing, using plan assumptions. By contributing well below this
amount, the city is pushing pension costs to future budgets. We expect that the city's pension pressure from both a balance sheet and
budget perspective will remain relatively flat over the next two years because of expenditure cutting flexibility and the benefit of new
sales tax revenue beginning in fiscal 2018. At the same time, the city's ability to continue absorbing its rising pension costs will be a
focus of future credit reviews.

According to Moody's approach to evaluating pension liabilities, the city's 2016 adjusted net pension liabilities (ANPL) as a function
of its operating revenues is an elevated 3.4 times and 7.3% of full value. ANPL reflects certain adjustments we make to improve
comparability of reported pension liabilities. The adjustments are not intended to replace the district's or each pension group's reported
liability information, but to improve comparability with other rated entities. For more information on Moody's insights on employee
pensions and the related credit impact on companies, governments, and other entities across the globe please visit Moody's on
Pensions at www.moodys.com/pensions.

Management and Governance: Strong Management Team But Still Below Financial Policies
Arizona cities have an institutional framework score of 'Aa', or strong. Typically, cities have an above average reliance on economically
sensitive revenues, comprised of local sales and state-shared taxes, and only a small number of cities have the legal ability to adjust
these taxes. Cities do have the ability to increase operating property tax revenues by 2% annually per statute. Cities have the ability to
cut expenditures as necessary to offset declines in revenues.

Moody's views the city's management team as strong, having managed to deliver structural balance in consecutive years (2016 & 2017)
despite significant cost pressures from pensions. In addition to significant cost management measures, the city's managers have added
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additional revenue streams, most significantly with a voter-approved sales tax increase. The city's financial policies are satisfactory,
and include a 10% General Fund reserve ”committed” to budget stabilization, a target 7% General Fund reserve for additional financial
stability, but the city has been chronically short of these policies.

Legal Security
The general obligation bonds are secured by the city's unlimited property tax pledge.

Use of Proceeds
The Series 2012-E (2017) bond proceeds will be used for street and road improvements, while the proceeds of the Series 2017 bonds
will be used to refund for savings certain maturities of the city's Series 2007 and 2007 Refunding bonds.

Obligor Profile
The second largest in the state by population, the city serves 532,000 residents across 230 square miles of Pima County in south-
central Arizona. The city operates pursuant to a council/manager form of government.

Methodology
The principal methodology used in rating the GO was US Local Government General Obligation Debt published in December 2016.
The additional methodology used in rating the COPs was Lease, Appropriation, Moral Obligation, and Comparable Debt of US State
and Local Governments published in July 2016. Please see the Rating Methodologies page on www.moodys.com for a copy of these
methodologies.

Ratings

Exhibit 2

Tucson (City of) AZ
Issue Rating
General Obligation Bonds, Series 2012-E (2017) Aa3

Rating Type Underlying LT
Sale Amount $17,600,000
Expected Sale Date 06/19/2017
Rating Description General Obligation

General Obligation Refunding Bonds, Series 2017 Aa3
Rating Type Underlying LT
Sale Amount $8,475,000
Expected Sale Date 06/19/2017
Rating Description General Obligation

Source: Moody's Investors Service
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