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Summary:

Tucson, Arizona; Water/Sewer

Credit Profile

US$100.335 mil wtr sys rev and rev rfdg obligations ser 2017 due 07/01/2035

Long Term Rating AA/Stable New

Tucson wtr

Long Term Rating AA/Stable Affirmed

Rationale

S&P Global Ratings assigned its 'AA' long-term rating to Tucson, Ariz.'s series 2017 water system revenue and revenue

refunding obligations. At the same time, we affirmed our 'AA' long-term rating and underlying rating (SPUR) on the

system's existing parity-lien obligations. The ratings reflect, in our opinion, the combination of a very strong enterprise

risk profile and a very strong financial risk profile. The outlook is stable.

The enterprise risk profile reflects our view of the water system's:

• Service area participation in the broad and diverse Tucson metropolitan area economy anchored by the University

of Arizona's flagship campus and a large air force base, even if both serve to skew income indicators well below

average;

• Very low industry risk as a monopolistic service provider of an essential public utility;

• Affordable service rates and demonstrated ability and willingness to increase those rates to meet the requirements

of the multiyear financial plan; and

• Good operational management practices and policies including a favorably situated raw-water supply and

aggressive conservation efforts that have had many decades of proven success.

The financial risk profile reflects our view of the water system's:

• Strong all-in coverage metrics that we anticipate will be sustainable as service rates are increased to offset rising

operating expenses and debt service requirements;

• Strong liquidity levels that we anticipate will weaken somewhat in the near term as cash reserves are drawn down to

equity finance a portion of the capital improvement program (CIP);

• Large CIP focused on renewal and replacement projects for aging infrastructure; and

• Strong financial management practices and policies.

A very strong enterprise risk profile and a very strong financial risk profile map to an indicative rating in our revenue

debt criteria matrix of 'aa/aa-', and we have selected the 'aa' anchor based on the water system's conservative

projections that we anticipate the system will meet, or possibly exceed.

The series 2017 obligations are being issued to fund water system capital improvements.

We view the bond provisions as credit neutral. The bonds are secured by the net revenues of the city's water system.

Bond provisions include a rate covenant set at 1.20x annual debt service and an additional bonds test set at 1.20x
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maximum annual debt service. Since 1998, the city does not have to fund a debt service reserve (DSR) so long as

annual senior-lien coverage is at least 1.75x; should coverage drop below that level, the city would make monthly

payments until such time coverage returns to that level or the reserve is fully funded in the amount of either the

post-1998 maximum annual debt service, 125% of average annual debt service, or 10% of outstanding principal. Given

the system's very strong financial risk profile, we do not view the lack of a fully funded DSR as a material credit

weakness.

Enterprise risk

The city is located in southern Arizona, about 120 miles south of Phoenix, and serves as the county seat for Pima

County. The city encompasses about 230 square miles and has a population of about 532,000; however, the water

system provides service to the city as well as surrounding portions of Pima County with a total estimated population of

715,000, or 72% of the population in the greater metropolitan area. We consider the local economy to be broad and

diverse, centering primarily on higher education, military, technology, and health care. Regional tourism and a

substantial retiree population also serve to stabilize the employment base. Major employers include the University of

Arizona (11,300 employees), the state of Arizona (8,600), Raytheon (9,600), Davis-Monthan Air Force Base (8,400), and

Pima County (7,100). For the period from 2015 to 2018, we expect that local economic growth will be moderate, with

the average annual change in gross county product to be about 3.0%, which outpaces the national metric of about

2.5%. We view the service area's income levels to be adequate based on the city's median household effective buying

income (MHHEBI), which was 72% of the national median for 2016. This income metric reflects in part the city's large

student, retiree, and military populations. The city's unemployment rate for March 2017 was low, at 4.4%, in line with

the state and national unemployment rates. The customer base is primarily residential and very diverse, with the

leading 10 customers, many of which are golf courses and do not use potable water, accounting for 18% of total water

usage and a similar contribution to total operating revenues.

The water system has two primary water supply sources: the Central Arizona Project (CAP) and local groundwater.

The city has access to 144,191 acre-feet annually from CAP, approximately 79 million gallons per day, which Tucson

is able to store in the underlying aquifer and recover through its Clearwater Renewable Resource Facility. In fiscal

years 2015 and 2016, the water system was able to rely entirely on the stored CAP water, with no additional pumping

from its native groundwater supplies. In addition, the water system also provided an average of 12 million gallons per

day of reclaimed water to customers. We understand that management anticipates total water demand will continue to

modestly decline during the next few years as lower demand through water conservation outpaces demand growth

from additional system services. The city has had aggressive water conservation measures for decades, including limits

on outdoor watering, water efficient landscaping ordinances, and public education measures that have become

embedded in customers' daily lives.

We view the water system's market position as strong based on its affordable service rates although the county does

have an elevated poverty rate. The current rate structure includes a monthly service charge, four commodity tiers, and

two usage-based surcharges. Management reports that average residential usage within the service area is about 900

cubic feet per month. This level of usage results in a monthly bill of $39.30, which we consider affordable at 1.4% of

MHHEBI. However, the county poverty rate as reported by the U.S. Department of Agriculture is 18.7%, which we

view as moderately high and a potential source of resistance to revenue raising. The city has a consistent history of
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approving rate increases, as city officials have adjusted rates in every year but one since 2000. The water system's

increase for fiscal year 2017 was 7.0%, following a 7.3% increase the previous year. Management anticipates rate

increases will be 7.0% annually through fiscal year 2022, subject to city council approval.

Based on our operational management assessment, we view the water system to be a '2' on a six-point scale, with '1'

being the strongest. This indicates, in our view, that operational and organizational goals are generally well aligned,

even if some challenges exist. Our assessment incorporates the city's perpetual recognition of the need for water

conservation measures and demand-side management in light of the area's desert climate. However, given the

availability of the CAP water and aggressive use of aquifer storage and recovery, the city's long-term water supply is

very well situated. We view as a modest weakness the city's historical practice of approving rate adjustments only one

year at a time rather than on a multiyear basis; however, the city's last rate approval spanned a two-year period--fiscal

years 2017 and 2018--and our view of this credit factor could improve if this becomes the city's new practice going

forward.

Consistent with "Methodology: Industry Risk," published Nov. 19, 2013, we consider industry risk for the water system

to be very low, the most favorable assessment possible on a '1' to '6' scale, with '1' being the best.

Financial risk

In our view, the water system's financial performance has been strong during the past five years. Based on the city's

audited financial statements, we calculate that all-in coverage during this period ranged from 1.40x in fiscal year 2016

to 1.67x for fiscal year 2014. Our calculation of all-in coverage takes into consideration the system's senior and

subordinate obligations as well as the system's share of debt service associated with CAP. These results reflect growth

in operating revenues driven by implemented rate increases that have outpaced changes in operating expenses.

Management's projections indicate that senior-lien coverage, as calculated under the indenture requirements, will be at

least 1.9x--above the city's internal goal of 1.75x--through fiscal year 2022, while incorporating additional debt

issuances and planned rate increases. Notably, the indenture calculation for debt service coverage requires the city to

exclude from operating expenses administrative costs that are charged to the water fund--estimated in the financial

plan to be $10 million to $11 million annually--which we typically include in operating expenses when we calculate

coverage metrics. Based on these projections, we calculate that all-in coverage will remain near 1.4x for fiscals 2017

and 2018 before rising to about 1.6x in fiscal year 2022 as additional rate increases are implemented.

System liquidity has been maintained at levels that we consider strong, although we do expect that greater equity

contributions to the CIP in coming years will likely lead to weaker liquidity metrics going forward. During the past five

fiscal years, the water system's unrestricted cash and investments balances grew to $46.8 million, equivalent to 149

days of operating expenses, at the end of fiscal year 2016, from $2.5 million, or 11 days, at the end of fiscal 2009.

System liquidity reached a low point in fiscal 2009 as the water system used a large portion of unrestricted liquidity for

capital purposes. The current liquidity policy calls for a reserve of 5% of water sales revenue, with a goal of 10%,

although management is projecting at least 95 days of working capital for each of the next five fiscal years.

The water system's five-year CIP for fiscal years 2018 through 2022 totals about $302 million, which we view as

manageable. Funding sources include roughly $126 million of additional borrowing, $166 million of current revenues,

and a $10 million draw on existing reserves. Major projects during this period include a water meter replacement
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program, Clearwater Renewable Resource Facility improvements, and a reservoir rehabilitation program. We view the

system's leverage level as moderate based on a debt-to-capitalization ratio of about 40%. Water system employees

participate in the Tucson Supplemental Retirement System (TSRS), a single-employer defined benefit plan that covers

nonpublic safety city employees. As of June 30, 2016, TSRS had a funded ratio of 70.5% with a net pension obligation

of $303.9 million. In the city's audited financial statements for fiscal year 2016, the water fund reported a pension

liability of about $60 million and an other postemployment benefit liability of $1.5 million.

Based on our financial management assessment, we view the water system to be a '1' on a six-point scale, with '1'

being the strongest. Our assessment indicates that practices are strong, well embedded, and likely sustainable. The city

maintains most of the best practices deemed critical to supporting credit quality, and these are well embedded in the

government's daily operations and practices. Formal policies support many of these activities, adding to the likelihood

that these practices will be continued into the future and transcend changes in the operating environment or

personnel. This includes a five-year operating budget forecast and CIP that are both continuously updated,

well-defined and conservative assumptions toward revenues and expenses, and extremely strong and transparent

financial reporting.

Outlook

The stable outlook reflects our view that the service area's stable economic fundamentals are not likely to deteriorate

during the next two years. We believe that the city's forecast is realistic and based on conservative assumptions, and

we anticipate that the city will continue to update the forecast and raise service rates in a manner consistent with past

practice.

Upside scenario

A higher rating, even if beyond our outlook horizon, would be predicated primarily on the service area's income

indicators steadily rising, or consistently stronger all-in coverage metrics in combination with stronger liquidity

metrics.

Downside scenario

Although we do not anticipate it at this time, the ratings could be pressured if financial metrics steadily erode, or if the

city's general government substantially draws on the water system's cash reserves for nonutility purposes.

Ratings Detail (As Of June 2, 2017)

Tucson wtr sys rev rfdg bnds

Long Term Rating AA/Stable Affirmed

Tucson WTRSWR

Long Term Rating AA/Stable Affirmed

Tucson wtr sys

Unenhanced Rating AA(SPUR)/Stable Affirmed

Many issues are enhanced by bond insurance.
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Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors,

have specific meanings ascribed to them in our criteria, and should therefore be read in conjunction with such criteria.

Please see Ratings Criteria at www.standardandpoors.com for further information. Complete ratings information is

available to subscribers of RatingsDirect at www.globalcreditportal.com. All ratings affected by this rating action can

be found on the S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search box

located in the left column.
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