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Scope

This report outlines the criteria that apply to the rating of new and existing debt issued by or on behalf
of U.S. state governments and territories. Section 1 of the report details the criteria used to determine
the general credit quality of the entity responsible for repaying the debt. Section 2 addresses how Fitch
Ratings determines ratings for specific security structures. The criteria can also support the assessment
of dedicated tax bonds for certain tax-supported special districts, local governments or other
enterprises with tax support, in conjunction with relevant sector criteria, in cases where the state
approach to dedicated tax bonds is applicable. The FAST Econometric APl — Fitch Analytical Stress
Test Model (FAST), discussed on page 17 and in Appendix A, and the rating approach for appropriation-
backed bonds discussed in the Appropriation-Backed Bonds section can also be used in assigning ratings
in other U.S. public finance sectors where applicable.

Key Rating Drivers

The ultimate rating outcome is the result of consideration of issuer-specific qualitative and quantitative
factors. There is no standard weighting of factors. The significance of risk elements can shift quite
rapidly over time and/or differ markedly across issuers. However, given the significance of the
operating performance considerations to overall credit quality, the assessment of operating
performance is particularly important to determining the final rating.

Revenue Framework: Fitch’'s expectations for the issuer’s revenue system incorporate both our
view on anticipated growth prospects and the issuer’s independent legal ability to adjust its
revenue structure.

Expenditure Framework: Fitch evaluates the pace of expected spending growth relative to revenue
growth, as well as the flexibility of the government’s expenditures.

Long-Term Liability Burden: The assessment of long-term liabilities reflects Fitch’s expectations
for the trajectory of the affordability of an issuer’s long-term obligations, including debt.

Operating Performance: Addresses Fitch’s views on how an issuer will function within the framework
provided by the foundational aspects of its credit profile (as reflected in the first three key rating
drivers). This assessment considers an issuer’s expected performance through economic cycles.

Asymmetric Additional Risk Considerations: In addition to the key rating driver assessments
discussed above, the final rating assigned also considers certain additional risk factors that may affect
the rating conclusion. These additional risk factors work asymmetrically, where only below-standard
features are factored into the final rating levels. For state governments and territories, these risk
factors are management and economic characteristics that are significantly outside the U.S. norm.

Bond Ratings Reflect Pledge: Ratings are assigned to specific securities based on their legal provisions
and relationship to or separation from the general credit quality of the related government, which is
expressed through an Issuer Default Rating (IDR).
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Section 1: Determining General Credit Quality (IDR)
Fitch assigns IDRs to state government and territory debt issuers to communicate the relative general
creditworthiness of the government and its ability to meet its financial commitments.
As discussed in more detail in Section 2, certain securities may be rated above an issuing
government’s IDR as a result of structural elements and security interests that provide additional
bondholder security.
Summary of IDR Framework
Overview of IDR Framework
Sector Risk Profile
AAA AA A BBB BB
Normal Rating Range Given Overall U.S. State Government Sector Profile?
Economic Base
An analysis of the issuer's economic base serves as the foundation for all key rating driver assessments:
Revenue Framework Expenditure Framework Long-Term Liability Burden Operating Performance
Expectations for growth ~ Expectations for pace of Expectations for affordability Expectations for ability of
prospects for revenues spending growth of liabilities revenues to support spending

needs through economic cycles
and over time

In addition, in outlier cases where the nature of the economic base makes the issuer susceptible to an unpredictable change
in profile (e.g. industry concentration, remote location), this aspect of the economy can be a negative asymmetric additional

risk consideration.

Key Rating Driver Assessments

Revenue Framework aaa aa a bbb bb
Expenditure Framework aaa aa a bbb bb
Long-Term Liability Burden aaa aa a bbb bb
Operating Performance aaa aa a bbb bb

Scenario Analysis

Informs operating performance assessment and communicates where the rating would be expected to remain stable

through the economic cycle.

Asymmetric Additional Risk Considerations

These risk factors are not scaled but are considered and, when present, can negatively affect the rating.

Final IDR Outcome

The ultimate rating outcome is the result of consideration of issuer-specific qualitative and quantitative factors.

There is no standard weighting of factors.

aThe range for a U.S. state is the A through AAA categories. Although the range for U.S. territories is likely lower, the same analytical approach applies.
Source: Fitch Ratings

The sector risk profile provides a starting point for rating an issuer within the U.S. state
government and territory sector. The analyst then considers a specific issuer’s risk profile within
the context of the sector fundamentals.

In analyzing the specific issuer’s risk profile, evaluation of the performance of and prospects for
the economic base is the critical first step. Fitch’s view of the economy provides the foundation
for the appraisal of the four key rating drivers that Fitch believes play the most significant role in
determining the rating outcome for a given issuer.

Consideration of the four individual key rating drivers helps to position an issuer within the sector
risk profile range and may occasionally take an issuer outside this range of ratings because of
concerns specific to that issuer. Driver assessments, informed by rating category expectations, help
frame anissuer’s credit rating and provide a standard way to compare issuers. Although it is possible
for assessments to be lower than ‘bb’, since these cases are rare and idiosyncratic, the U.S. state and
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territory sector guidance is provided only through the ‘bb’ category. Fitch’s rating definitions for
rating categories below ‘bb’ are the primary guide for assessments at the lower levels.

Guidance metrics support the consistency in the assessments of the four key rating drivers and,
ultimately, the final rating outcome. Fitch notes that metrics reflect the historical record and need
to be considered in context.

Scenario analysis is an important tool in Fitch’s “through the cycle” approach to ratings, informing
assessment of an issuer’s operating performance and communicating where the rating would be
expected to remain stable over the course of an economic cycle and relative to historical revenue
volatility, including in the case of issuers where revenues may not exhibit a significant relationship
(or correlation) to the broader economy. Scenarios are not forecasts but simply convey possible
performance in a downturn based on historical data and a common set of assumptions. Analysis
considers not only how economic downturns affect individual issuers differently, but also the
relative ability to manage stress.

The use of scenario analysis provides visibility on which credits are more vulnerable to rating
transition. Fitch believes that ratings should remain stable through normal cyclical fluctuations. A
cycle of a depth or duration greater than that suggested by the scenario, which is designed to
approximate an average downturn, could result in a higher level of rating transition. The global
financial crisis of 2007-2009 in the U.S. was such an event.

Fitch’s rating analysis also considers whether certain additional risks may affect the rating
conclusion. These additional risk considerations work asymmetrically, where only below-
standard features are factored into the final rating levels. For state credits, management and
economic characteristics that vary substantially from those of a typical U.S. state economy are the
primary examples of such risk considerations. Fitch notes cases where such asymmetric additional
risk considerations affect the overall rating outcome. In addition, Fitch will identify asymmetric
considerations for each of the four key rating driver assessments when relevant.

The ultimate rating outcome is the result of considering issuer-specific qualitative and
quantitative factors. Although there is no standard weighting of factors, operating performance is
usually the most important key rating driver. The significance of risk elements can shift over time
and/or differ markedly across issuers.

Finally, Fitch notes that, given the nature of government credit, management decisions can always
be influenced by political factors beyond Fitch’s ability to predict. In recognition of this, the rating
framework seeks to be as transparent as possible in outlining assumptions and expectations. Any
conduct that indicates a government may choose to substantially impair its financial profile, such
as actions or statements by decision makers that Fitch deems potentially detrimental to
bondholders, negatively affects the final rating.

Sector Risk Profile and Sovereign Risk

The starting point for analysis of U.S. state credits is recognition of the core features that credits
inthis sector share by virtue of their operation within the U.S. The U.S. sovereign rating is a useful,
albeit imperfect, proxy for the overlap of these factors with U.S. state government ratings.
Although this is not an explicit component of each issuer-specific analysis, as it is common to all,
Fitch believes that these core features provide the backdrop and support the strong expected
rating range for U.S. state issuers:

° A large, wealthy and technologically advanced economy, high levels of human
development, a favorable business climate and strong institutions.

° Rule of law and respect for property rights that provide support for bondholder security.
The legal framework governing subnational debt issuance and bondholder rights is well
established and broadly consistent throughout the country.

° A banking and financial system that is well supervised and regulated. The U.S. benefits
from an established municipal market, and state government issuers generally enjoy good
market access.

. The U.S. dollar's status as the world's preeminent reserve currency.

Given the strength of these fundamentals, most ratings in this sector range from ‘AAA’ to ‘A-’, all
denoting high credit quality, although individual issuer ratings can be significantly below this level
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due to issuer-specific credit risks. This sector risk profile range does not establish a rating floor
and does not simply replicate the range of existing ratings in the sector. Rather, the range emerges
from the core features common to U.S. state government credits.

U.S. Sovereign Rating Relationship

The IDR of a U.S. state government may be rated above the sovereign's IDR, although the overlap
with certain sovereignrisk factors makes it unlikely that state government IDRs would exceed the
sovereign’s by more than three notches.

U.S. state governments possess significant autonomy from the U.S. federal government. States are
generally free to provide the services that they believe appropriate and impose any necessary
taxes. The federal government’s power to affect state and local operations and obligations is
enumerated and limited. The U.S. form of federalism, in defining how power is shared between the
national and state governments, reserves general welfare power to the states unless otherwise
delegated to the national government. This is enunciated in the 10th Amendment to the U.S.
Constitution, which states, “the powers not delegated to the United States by the Constitution,
nor prohibited by it to the States, are reserved to the States respectively, or to the people.”

States retain the power to make laws covering all matters not pre-empted by the U.S. Constitution,
federal statute or ratified treaties. Unilateral changes by the federal government are restricted by
arequirement that three quarters of U.S. states ratify any changes to the Constitution, making such
changes exceedingly rare. Notwithstanding these important constitutional limitations, the federal
government has the ability to implement statutes and regulations that can materially affect state
and local economic and fiscal dynamics.

Fitch notes that state governments receive notable, but not necessarily determinative, federal
funding for specific services (e.g. Medicaid, transportation infrastructure and education) and on
an ad-hoc basis (e.g. Federal Emergency Management Agency disaster relief and recovery aid).
Fitch anticipates significant shifts in federal funding patterns would likely be implemented in a
phased manner, allowing state governments to use their considerable fiscal autonomy to adjust
to changing circumstances without immediately challenging credit quality.

Overlap with Sovereign Credit Risk

Despite their relative autonomy, U.S. state government ratings are subject to some of the same
macroeconomic and structural factors and potential risks driving the U.S. sovereign credit. This
inherent overlap of rating considerations drives Fitch's view that U.S. state government ratings
are unlikely to be more than three notches higher than the U.S. sovereign rating, essentially
equivalent to asingle rating category. One reason for this relatively tight linkage is that the factors
driving a U.S. sovereign rating action could simultaneously, and independently, drive rating
actions for state governments.

Should the U.S. sovereign rating be changed, Fitch would evaluate multiple rating factors for state
governments to assess the extent of constraint posed by a different sovereign rating, which could
include:

° Overall liquidity cushion to withstand market volatility and potential lack of market access
due to U.S. sovereign rating changes.

o Budgetary flexibility to respond to diminished federal funding.

° Economic capacity to absorb substantial shifts in national economic conditions and trajectory.

Fitch would assess these factors broadly across sectors and individually for each state
government, taking into consideration the specific drivers of a U.S. sovereign rating change and
theirimplications for state government ratings. Additionally, the risk of potential rating constraint
is asymmetric, such that weakening of the U.S. sovereign rating by multiple notches could
immediately eliminate or narrow notching, dependent again on the overlap of the factors driving
the sovereign downgrade with rating factors for U.S. state governments.

Negative rating action on the sovereign due to factors that are unique to the sovereign, such as a
temporary failure to extend or suspend the national debt ceiling, is likely to have limited, if any,
immediate rating implications for state governments. However, state governments would remain
exposed to medium- and long-term implications of even relatively unrelated sovereign rating actions.
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Economic Resource Base

Fitch believes a solid view on expectations for an issuer’s economic base is critical to the
consideration of overall credit quality. Fitch considers long-term economic and demographic
trends and growth prospects, as well as composition/concentration, to establish the context in
which other rating factors are assessed.

Fitch’s expectations for the economy inform the assessment of prospects for revenue growth,
spending demands, the affordability of liabilities and the ability of an issuer to balance revenue
and spending over time. In addition, if a particular economy is very concentrated, small or remote,
such that the issuer is susceptible to a sudden and unpredictable change in profile, this represents
an additional risk factor that can constrain a rating.

Economic and Demographic Analysis — Key Considerations

Growth trend in Population
Employment
GDP

Growth trend and level of Population aging

Poverty rate

Educational attainment

Personal income

Unemployment rate

Source: Fitch Ratings

Four Key Rating Drivers

The four key rating drivers are assessed using the guidance table below, which outlines general
expectations for a given rating category. Subfactors in each case highlight the components that
are most critical in making the assessment. All assessments are grounded in issuer-specific data.
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Key Rating Drivers
Revenue Framework aaa aa a bbb bb b
Growth Prospects for Strong Solid Slow Stagnant Negative Very Negative
Revenues without Revenue-  Growthin line with or Growth below U.S. Growth approximately ~ Growth below inflation  Declining revenue Sharply declining
Raising Measures above U.S. economic economic performance inline withinflationlevel level orflat performance trajectory revenue trajectory
performance (GDP) but above inflation level without clear indication
of management’s ability
to halt or reversethe
decline
Independent Legal Abilityto  High Substantial Satisfactory Moderate Limited Extremely Limited
Raise Operating Revenues Unlimited legal ability,or Maximum revenue Maximum revenue Maximum revenue Maximum revenue Maximum revenue
without External Approval (in  maximum revenue increase at least 200% of increase at least 100% of increase at least 50% of ~increase lessthan50%  increase less than 25%
Relation to Normal Cyclical increase at least 300% of ~ scenario revenue decline scenario revenue decline scenario revenue decline of scenario revenue of scenario revenue
Revenue Decline) scenario revenue decline decline decline.
Asymmetric Rating Driver The requirement for periodic reauthorization of existing revenue streams is a negative consideration.
Consideration
Expenditure Framework
Natural Pace of Spending Slower to equal Marginally above Above Well above Very high Potential to be
Growth Relative to Expected unsustainably high
Revenue Growth (Based on
Current Spending Profile)
Flexibility of Main Expenditure Ample Solid Adequate; legal or Limited; cuts likely to Constrained; adequate  Very constrained;
Items (Ability to Cut Spending practical limits to budget meaningfully, but not delivery of core services adequate delivery of
through the Economic Cycle)? management may result critically, reduce core may be compromised core services likely to be
inmanageablecutsto  services duringtimesof  during times of compromised during
core services at timesof  economic downturn. economic downturn. times of economic
economic downturn. downturn.
Asymmetric Rating Driver Significant potential funding pressures, including outstanding or pending litigation, internal service fund liabilities and contingent obligations, can be a
Considerations negative consideration in the expenditure framework assessment.
Long-Term Liability Burden
Combined Burden of Debt and Low Moderate Elevated but Still in High Very High Extremely High
Net Pension Liabilities in Liabilities less than 10%  Liabilities 210% and Moderate Range Liabilities 240% and Liabilities 260% and Liabilities 280% of
Relation to Resource Base of personal income <20% of personal Liabilities 220% and <60% of personalincome <80% of personal personal income
income <40% of personal income income
Asymmetric Rating Driver The liability burden assessment can be negatively affected by high levels of derivatives exposure; short-term, variable-rate or bullet maturity debt; or an
Considerations exceptionally large OPEB liability without the ability or willingness to make changes to benefits. An exceptionally large accounts payable backlog can also
negatively affect the long-term liability burden assessment.
Operating Performance
Financial Resilience through  Superior gap-closing Very strong gap-closing ~ Strong gap-closing Adequate gap-closing Limited gap-closing Very limited gap-closing
Downturns (Based on capacity; expected to capacity; expected to capacity; financial capacity; financial capacity; financial capacity; financial
Interpretation of Scenario manage through manage through operations would be operations could become operations could operations likely to
Analysis) economic downturns economic downturns more challengedina stressedinadownturn, becomedistressedina  become distressedin a
while maintaining ahigh  while maintaining an downturn than for but expected to recover  downturn downturn
level of fundamental adequate level of higher ratinglevels,but  financial flexibility
financial flexibility fundamental financial expected to recover
flexibility financial flexibility
Budget Management at Times Rapid rebuilding of Consistent effortsin Some deferral of Significant deferral of Deferral of required Deferral of required
of Economic Recovery financial flexibility when  support of financial required spending/ required spending/ spending/nonrecurring  spending/nonrecurring
needed, with no material ~ flexibility, with limitedto nonrecurring support of nonrecurring supportof support of operations support of operations
deferral of required no material deferralof ~ operations operations that risks becoming that is unsustainable and
spending/nonrecurring  required spending/ untenable given tools requires immediate
support of operations nonrecurring support of available toissuer action by the issuer
operations
Asymmetric Rating Driver The operating performance assessment can be negatively affected by: liquidity or market access concerns (in general, liquidity becomes a concerniif the
Considerations governmentwide days cash on hand metric has or is expected to fall below 60 days); the risk of an outside party (e.g. another level of government) having a

negative effect on operations; or evidence of an exceptional degree of taxpayer dissatisfaction, particularly in environments with easy access to the voter-
initiative process.

Asymmetric Additional Risk  In addition to the key rating driver assessments discussed above, the final rating assigned also considers certain additional risk factors that may affect the
Considerations rating conclusion. These additional risk factors work asymmetrically, where only below-standard features are factored into the final rating levels. For U.S.
state governments and territories, these risk factors are management and economic characteristics that are significantly outside the U.S. norm.

aAdditional metric guidance for this assessment can be found in the Flexibility of Main Expenditure Items table on page 9. OPEB - Other post-employment benefits
Source: Fitch Ratings

Fitch explicitly does not weight the assessments of individual key rating drivers in coming to an
overall rating conclusion. There is no standard formula to link these inputs into an exact rating.
The relative importance of factors is specific to the individual credit being considered. However,
as Fitch’s rating definitions distinguish credits primarily based on relative vulnerability to adverse
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business or economic conditions, the assessment of operating performance is particularly
important in determining the final rating.

Fitch stresses that, although the key rating drivers detail the significant factors that Fitch anticipates
affecting U.S. state government and territory credit evaluations, they do not cover every possible
credit consideration. In limited cases where a rating may be influenced by factors not articulated
above, such will be detailed in the rating commentary for the associated rating action.

Revenue Framework

Fitch considers two subfactors in assessing the strength of a government’s revenue framework:
growth prospects for revenues and the government’s legal ability to raise revenues. The goal of
this assessment is to establish expectations for the issuer’s revenue system, incorporating both
likely performance in the absence of policy action and the issuer’s independent legal ability to
make changes over time.

Fitch notes that an issuer’s revenue base may be narrower than its economic base. For example, a
specificindustry, such as natural resource production, may contribute a disproportionate share of
tax revenues, resulting in a revenue base that is narrower than the economic base would suggest.
Fitch’s analysis focuses on the issuer’s revenue base.

Growth Prospects for Revenues
Metrics to Support Assessment

State Governments and Territories

Historical performance of tax revenues (adjusted for estimated effect of changes in tax policy) in
comparison to growth in national GDP and inflation

Note: Alternatively, or in conjunction with the above, Fitch may compare key economic and demographic trends exhibited
by the issuer relative to national levels. Historical performance is used as a factor for consideration of future performance.
Fitch may incorporate different historical periods in its analysis, including the use of five-year, 10-year and/or 20-year
CAGRs, to provide a broader perspective. Expectations for growth in line with or above the level of U.S. economic
performance without the need for tax increases are consistent with a 'aaa’ assessment; growth below U.S. economic
performance but above the level of inflation, ‘aa’; growth approximately in line with the level of inflation, ‘a’; growth below
the level of inflation or flat performance, ‘bbb’; and a declining revenue trajectory, ‘bb’.

Source: Fitch Ratings

The assessment of growth prospects for revenues is driven largely by expectations for the issuer’s
economic performance and the nature of the revenue system as it relates to the issuer’s economic
base. The assessment is made without consideration of policy action a government could take to
affect revenues, e.g. raising or cutting tax rates, but takes into account legal limits on the
government’s ability to capture economic growth that dampen expectations for revenue
performance going forward.

The analytical focus is on revenues that fund government operations, with less emphasis on
revenues, such as pass-through funds, that are targeted for specific programs rather than general
operations. Transfers into the governmental funds from other funds are typically not included as
operating revenues, as they tend to be immaterial. However, if transfers in from other funds, such
as utility enterprises, are a consistent and material source of operating resources, those transfers
may be included in the analysis of operating revenues.

The growth prospects for revenues subfactor is meant to consider the ability to capture economic
growth, rather than volatility. The assessment of the subfactor is guided by comparisons of actual
historical revenue performance in relation to national GDP and inflation over an extended period,
recognizing that more volatile revenue systems are likely to perform better or worse in a given
year based on the point in the economic cycle. The volatility of the revenue system is considered
explicitly in the scenario analysis discussed below, under Operating Performance.

Fitch recognizes that historical data can reflect specific changes affecting an issuer’s revenue
system, such as significant tax policy adjustments and/or location-specific economic changes.
Time series information is adjusted for the estimated effect of tax policy changes in all cases for
state governments, using data reported annually by the National Conference of State
Legislatures. For territories, consistent adjustments generally are not possible, but analysts
incorporate such factors into the analysis of revenues.
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While the assessment of revenue growth prospects is informed by a metric reflecting historical
growth, the assessment can differ from what the metric implies, based on the analyst’s knowledge
of the circumstances that led to historical performance. For example, many areas saw a
pronounced peak followed by a significant decline in their tax base prior to the global financial
crisis. Using the peak year as a base for a 10-year revenue trend may yield a negative growth trend,
while using the following year, after a drop in values, might yield a significantly positive trend.
Therefore, longer or shorter periods may be evaluated to inform expectations for future growth.
Any variation from the most recent 10-year period that affects the overall rating will be discussed
in the rating commentary for the associated rating action.

Legal Ability to Raise Revenues
Metrics to Support Assessment

. In many cases, particularly for state governments, there is no legal limitation on the ability to increase
revenues and therefore, no metric is required.

. For issuers that have a legal limitation on raising revenues for operations, Fitch calculates a metric
that considers the maximum revenue increase permitted by law as a percentage of the revenue
decline in the 1% national GDP decline economic downturn scenario that Fitch applies to all credits.
For a‘aaa’ assessment, the maximum revenue increase must be at least 300% of the scenario revenue
decline; for ‘aa’, at least 200%; for ‘a’, at least 100%; and for ‘bbb’, at least 50%.

Source: Fitch Ratings

The second component of the revenue framework assessment is the government’s independent
legal ability to increase operating revenues. This involves consideration of the legal limits on the
government’s autonomy in this area, including tax caps and requirements for approvals from
voters or other levels of government. Fitch considers the government to have independent legal
revenue-raising ability as long as such action is at the discretion of the governing body, even if a
supermajority or other such requirements exist.

Given the focus on incorporating only potential tax changes that are in the control of the
government, when tax caps limit annual increases to specific economic metrics, such as inflation
or population growth, the government is not considered to have revenue-raising flexibility upon
which it can rely in a downturn. However, if unused permitted increases under the cap in a given
year can be accumulated for use in future years, and Fitch believes it is reasonable to assume that
such unused amounts will be maintained, this unused taxing capacity is included in the calculation
of the maximum revenue increase permitted by law. Fitch also considers the extent of permitted
exceptions to tax caps in making this assessment. Restrictions on the tax levy that limit the issuer's
ability to increase revenue but provide protection against revenue loss from tax base declines are
less onerous. Fitch weighs this subfactor assessment less heavily in those cases.

Consistent with Fitch’s approach to analysis tailored to the specifics of the issuer’s risk profile,
legal revenue-raising ability is placed in the context of the sensitivity of the issuer’s revenue to
economic downturns. For issuers to receive the same assessment, one with revenues that decline
steeply in a downturn must have greater revenue-raising flexibility than one that has steadier
performance through the cycle.

Fitch stresses that the focus of this assessment is on the government’s legal control over its revenue
system. While noting that tax increases can be politically or practically difficult in many cases, Fitch
believes the legal framework is a significant differentiating factor in assessing the ability to manage
fiscal challenges. A government can be evaluated highly on this subfactor even if the analyst believes
the issuer is unlikely to raise taxes. Expectations for the tools an issuer would be more or less likely
to use when confronted with fiscal challenges are qualitative factors incorporated in the operating
performance assessment discussed below.

If the specifics of the issuer’s situation make revenue-raising particularly challenging despite legal
flexibility — e.g. due to notable competitive pressures or notably weak income levels — this
subfactor may carry less weight in the overall revenue framework assessment, even though the
practical considerations do not affect the subfactor assessment itself. Conversely, if the wealth or
competitive position of an issuer provides particularly strong practical revenue-raising flexibility,
this subfactor may be weighed more heavily.
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Asymmetric Rating Driver Consideration

The requirement for periodic reauthorization of existing revenue streams, e.g. by voter approval,
is a negative consideration in the revenue framework assessment. This concern can be offset to
some degree by a consistent record of voter approval for reauthorization.

Expenditure Framework

The second key rating driver, expenditure framework, focuses on the sustainability and flexibility
of government spending. Specifically, Fitch considers the pace of expected spending growth as it
compares to expectations for growth in the government’s revenue base as well as the flexibility of
the government’s expenditures. Fitch thereby assesses how pressured an issuer is likely to be
based on the natural pattern of spending growth and how well positioned it is to manage that
growth through the economic cycle.

Pace of Spending Growth

Metrics to Support Assessment

. Analysts review time-series data on the issuer’s revenue and spending; however, given the ability of
governments to manage reported spending and revenues to meet balanced budget requirements,
historical figures are of limited use in identifying organic spending growth trends.

. Therefore, expectations for the pace of spending growth in the absence of policy action are most
heavily influenced by Fitch’s analysis of and expectations for the most significant components of a
government’s spending and whether they will grow at, above or below Fitch’s expected organic growth
rate for revenues.

Source: Fitch Ratings

Fitch considers baseline trends in spending (often referred to as a “current services” level of
spending) as compared to the expected organic growth in revenues (i.e. growth in the absence of
revenue-raising measures, as assessed above) over time. If revenues are expected to grow at a
rate below inflation, Fitch evaluates the likelihood that major expenditure areas will also not be
susceptible to inflationary growth. Pension costs are an area with growth that may exceed
revenue increases, particularly if the latter are slow. Fitch notes that the demands of certain
expenditure items, such as Medicaid, tend to rise at times of economic and revenue decline;
however, this assessment is meant to consider expected performance on average over time.

Of note, the assessment is not meant to address whether the issuer’s finances are in balance,
whichiis the focus of the operating performance analysis described below. Rather, it is designed to
establish expectations for how an operating gap may grow, remain stable or decrease over time,
given the pace of revenue and spending growth in the absence of offsetting action by
management. The key credit consideration is the ability of the government’s revenue base to
support the spending it undertakes. In cases where key spending demands are expected to grow
at a materially more rapid pace than revenues, Fitch would expect this “current services” budget
gap to result in growing fiscal challenges over time.

Flexibility of Main Expenditure Items
Metrics to Support Assessment

State Governments and Territories

Carrying cost: Governmental debt service + pension ADC + OPEB actual payment/governmental
expenditures (most recent year)

Workforce evaluation: When workforce is a notable expense driver, consideration of an issuer’s control
over workforce spending based on factors such as management’s independent control of headcount,
compensation and work rules, existence/terms of contractual agreements with labor, and laws covering
collective bargaining and the ability to strike

. The carrying cost metric isolates spending that is a more fixed obligation. Fitch considers a carrying
cost metric of less than 10% to be consistent with a ‘aaa’ assessment; > 10% and < 20%, ‘aa’; > 20%
and < 25%, ‘a’; 2 25% and < 30%, ‘bbb’; and > 30%, ‘bb’, while noting that the carrying cost metric is
only one consideration in the assessment of expenditure flexibility.

. The workforce evaluation highlights a government issuers’ relative ability to control labor costs. State
governments generally have ample flexibility to cut spending because of both largely sovereign powers
under the U.S. governmental system and the fact that states generally provide funding that is used by
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Flexibility of Main Expenditure Items
Metrics to Support Assessment

State Governments and Territories

other entities, often local governments, to provide services rather than the state providing services
directly. Labor costs are more inflexible and represent a large part of some territory budgets.

ADC - Actuarily determined employer contribution
Source: Fitch Ratings

In assessing expenditure flexibility, Fitch evaluates the practical as well as legal ability to reduce
spending. This is in contrast to the assessment of the government’s revenue framework, where
Fitch focuses only on the legal flexibility to raise revenues and holds consideration of whether a
particular government would actually raise tax rates for the operating performance key rating
driver assessment. This reflects Fitch’s observation that there is generally a base level of services
a government must provide that is often well above legal requirements, if any, for such services.

The workforce evaluation provides an indication of the relative flexibility to adjust spending on
labor, which may represent a large portion of spending. This evaluation focuses on legal
restrictions such as collective bargaining laws and minimum staffing requirements, as well as the
practical ability to reduce the workforce or its compensation.

As one measure of the effect of fixed costs on the budget, Fitch aggregates debt service, the
actuarially calculated pension contribution level (whether or not it is fully paid) and the
government’s annual payment for other post-employment benefits (OPEB). This burden is
calculated as a percentage of governmental spending, with the analysis including an assessment
of both current demands and expectations for future costs. Fitch considers commitments related
to maintenance of effort or other long-term agreements to impinge similarly on expenditure
flexibility, although they are not included in the carrying cost burden calculation.

Typically, debt service is more or less level through final maturity. In some outlier cases, debt
service increases over time, with maximum annual debt service (MADS) sometimes significantly
higher than the current year's level. Fitch performs a uniform calculation of debt service assuming
all tax-supported debt matures in 20 years at a 5% interest rate to detect these outliers. This
metric is not routinely used in the assessment of expenditure flexibility, but it is considered if the
benchmark significantly exceeds the current debt service level, highlighting a potential future
budget pressure.

The debt service component includes payments on all tax-supported debt repaid by the issuer's
resources, including debt of special-purpose entities to whom the government has sold a portion
of its general operating revenues to create a secured credit structure. Fitch views availability
payments related to public-private partnership (PPPs or P3s) as similar to debt service
obligations. These are not included in the carrying cost metric, as information is not consistently
available yet, but when payments are significant relative to total carrying costs, they may
negatively affect the expenditure flexibility assessment.

Fitch uses the actuarially determined contribution (ADC) to represent the budget demands of
pensions because Fitch views the long-term funding approach to be how governments will
address these liabilities over time, reflecting the long-term nature of governments’ pension
commitments. Fitch will modify reported governmentwide contributions if possible to exclude
those associated with the pensions and OPEB of self-supporting enterprises such as utilities.

Many governments have statutorily determined contributions below the level actuaries calculate
or have delayed pension contributions at times of fiscal stress.

Such underpayments, in Fitch’s opinion, only result in increasing costs longer term and are a form
of deficit financing. To calculate the ADC for participants in a cost-sharing multiple-employer plan,
Fitchlooks at the plan’s actual contribution relative to its ADC and applies that percentage to each
participant. For example, if a plan’s ADC is 25% above the actual contribution, Fitch will increase
the participant’s actual contribution proportionally to estimate an ADC attributable to the
participant in the calculation of the carrying cost metric.

The actuarial contribution arising from the funding valuation may still be insufficient to make progress
in lowering the liability, notably when expected amortization is rolling and excessively backloaded or
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the assumed investment rate of return is unreasonably high. This is likely to increase the budget
demands of pensions over time.

While the metric calculation does not distinguish among the three components (debt service, pension
contributions and OPEB contributions), Fitch believes there is more risk associated with high pension
or OPEB contributions than high debt service metrics. High debt service is often associated with rapid
debt amortization, which Fitch views as a positive credit characteristic. A government with faster debt
amortization benefits from greater future financial flexibility and the fiscal capacity to continuously
finance its capital requirements without adding to the overall burden, as debt rolling off makes room
for new issuance. Debt service is also more predictable and controllable than pension or OPEB
payments. Even if pension benefits or OPEB are changed, the effect on annual contributions takes a
long time to emerge and contributions may increase in the meantime.

The focus on the actual as opposed to actuarially based contribution for OPEB reflects Fitch’s
belief that these benefits are more flexible in many cases. Most governments make a contribution
that matches their annual cost of benefits, although a rising share of governments are prefunding
OPEB to some degree. Fitch recognizes that, if a government pays only the annual cost of OPEB,
it could be saddled with ballooning payments as a result of rising retirement and medical costs
over time and considers the actuarially based contribution, if available, compared to the actual
contribution. However, this concern can be offset by the capacity to make benefit changes as
needed. If the OPEB plan does not report an ADC and the OPEB contribution is a material
contributor to carrying costs, Fitch will look at changes in the liability over time to gauge whether
efforts are being made in reducing it.

Fitch notes that for some limited-purpose governments an elevated carrying cost figure reflects
the absence of material operating responsibilities, rather than an operation with significantly
limited expenditure flexibility. In these cases, the carrying cost metric is much less significant to
the expenditure flexibility assessment than is the case for general-purpose governments.

Fitch will also consider in its evaluation of the effect of carrying costs on operations whether a
dedicated or restricted revenue source for debt service offers slightly more flexibility than the
metric suggests. A tax restricted for debt and capital indicates that debt service is not being paid
from the pool of resources used for general operations, and inclusion of the debt service levy in
the carrying costs somewhat overstates the budgetary effect of carrying costs.

Fitch considers consistent, sizable use of pay-as-you-go capital to be a source of expenditure
flexibility, as capital projects can often be postponed or eliminated in the event of a revenue
decline or, in some cases, financed with debt.

Asymmetric Rating Driver Considerations

The analysis of an issuer’s expenditure framework also considers indications of potential funding
pressures including:

. Outstanding or pending litigation;

. Internal service fund liabilities (e.g. workers’ compensation); and/or

. Contingent obligations.

If these rise to the level of credit concern, they can have a negative effect on the expenditure
framework assessment.

Long-Term Liability Burden

The assessment of long-term liabilities focuses on the extent and nature of an issuer’s incurred
liabilities and the outlook for the future, given the issuer’s growth prospects or lack thereof, with
afocus on affordability in both the near and long terms. Fitch considers how the burden may change
over time, incorporating entities' plans for debt issuance, potential for changes to the net pension or
OPEB liability, and the pace of increase or decrease in total personal income. A review of historical
trends in the burden informs this assessment.
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Long-Term Liability Burden

Metrics to Support Assessment

State Governments and Territories

Direct debt + Fitch-adjusted net pension liability as a percentage of personal income and of GDP

° The liabilities as a percentage of resident personal income metric indicates the burden on the
economic base and is the primary metric for analysis in most cases. Fitch considers a liabilities-to-
income metric of less than 10% to be consistent with a 'aaa' assessment; less than 20%, 'aa’; less than
40%, 'a"; and less than 60%, 'bbb'.

. Using current metrics as a base, analysis focuses on expectations for the future, incorporating
expectations of capital plans/needs and the pace at which debt is paid down, the adequacy of current
pension contribution policies and economic expectations.

° Fitch also considers the liability burden as a percentage of a state’s or territory's GDP for state
governments and territories whereby personal income does not fully reflect the resource base. For
these states and territories, Fitch uses a similar scale as with personal income analysis and considers
a total liabilities to GDP metric of less than 10% to be consistent with a ‘aaa’ assessment; > 10% and
< 20%,‘aa’; 2 20% and < 40%, ‘a’; = 40% and < 60%, “'bbb'; and = 60%, ‘bb’.

Source: Fitch Ratings

Fitch considers the combined governmental debt and Fitch-adjusted net pension liability metric
to be of primary importance in the assessment of a government’s long-term liability burden. Fitch
believes that debt and net pension liabilities are effectively equivalent obligations, despite the
significant number of assumptions that go into the calculation of pension liabilities, challenges to
direct comparability from issuer to issuer and the volatility in reported net pension liabilities
linked to market returns. However, Fitch views with more concernissuers with higher net pension
liabilities than debt liabilities.

Fitch considers the credit implications of OPEB in evaluating a government’s expenditure
framework and operating performance, but does not include this liability as part of an issuer’s
long-term liability burden, except in limited cases, as described below. Fitch does not judge OPEB
liabilities to be akin to debt and net pensions. The factors that go into computing an OPEB liability,
particularly the long-term cost trend of healthcare, are more uncertain than is the case for
pensions. Moreover, OPEB have proven much easier to change than pensions, and legal
protections appear limited in most cases. However, Fitch recognizes that there are often practical
limitations to an entity’s ability to adjust OPEB.

Fitch incorporates concepts from the workforce evaluation (see Expenditure Framework section)
in its consideration of management’s ability to reduce OPEB without providing an enhancement
to compensation in return. OPEB influence the assessment of the long-term liability burden key
ratingdriver in cases where the estimated liability is exceptionally large and unlikely to be reduced
due to legal or practical considerations. The annual budget cost associated with a government’s
long-term liabilities is not a consideration in Fitch’s long-term liability burden assessment. Rather,
that aspect of a government’s risk profile is incorporated in the aforementioned expenditure
framework evaluation.

In some cases, resident personal income excludes a material portion of the resource base and is
therefore not a valuable guidance metric for consideration of the issuer’s long-term liability
burden. Examples of this are territories with commodity or tourism-based economies and revenue
systems, or state governments where significant economic activity is derived from natural
resource extraction. In these cases, Fitch elevates consideration of the GDP metric.

Liability measures are reviewed in the context of factors that affect their magnitude, such as the
allocation of functions between the state and local governments.

Debt Considerations

The evaluation of an issuer’s debt burden incorporates not only current levels, but also Fitch’s
understanding of capital needs, including from mandates and deferred maintenance where
evident, and expectations of the economic base’s capacity to support that debt.

If direct debt is a notable contributor to the liability burden, Fitch reviews the rate at which the
debt is repaid in developing expectations for the trajectory of the issuer’s liability burden.
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Calculations include all long-term fixed governmental obligations of the issuer, excluding debt
fully supported by user charges such as those generated by utilities or toll roads. Debt that has
been defeased, either legally or economically, is also excluded. The calculations include debt
secured by pledged special revenues and revenues sold to special-purpose vehicles). Notes and
commercial paper are included in debt calculations, unless they have been issued only for
temporary purposes, most commonly to bridge a mismatch between revenue and expenditure
timing, and are expected to be repaid within the fiscal period from cash flow.

Fitchincludesinits calculations contracts with associated debt that would become the obligation of the
issuer if it failed to comply with the ongoing payment terms of the contract, most commonly related to
availability-based P3 arrangements. Such transactions require payments by the government over the
life of the contract and are distinct from demand-based P3s, which are funded from user charges (tolls,
for example), rather than ongoing government payments absent a specific minimum revenue
guarantee. Fitch does not include debt associated with demand-based P3s in a government’s debt
calculations.

Fitch views the disclosure of all governmental debt obligations of the entity, including direct bank
placements and other obligations that may not carry ratings, to be a management best practice. Fitch
includes all such obligations, including the effect of any covenants they may contain (particularly
acceleration), in its analysis.

Outstanding debt for which the issuer may be obligated in the future, but which is not directly
incurred by the issuer, typically is not included in the calculation of the long-term liability burden
metrics. Examples include bonds intended to be fully supported by non-tax revenues, such as
utility user fees, tolls and other entities’ moral obligations. The exception is cases where the
issuer’s resources have been relied on to cover more than a minimal portion of the obligation
during the past three years or Fitch believes that they will be needed going forward, given the
nature of the underlying security. In cases where the inclusion of debt of this type in the issuer’s
debt calculations could have a rating effect, Fitch will assess the credit quality of the expected
repayment source to confirm its investment-grade credit quality.

Pension Considerations

Fitch’s analysis of a government’s net pension liability burden considers defined benefit pension
plans only; defined contribution plans are a predictable annual commitment that does not give rise
toalong-term liability and are considered in the assessment of an issuer’s expenditure framework.
Fitch recognizes that many assumptions go into an actuarial analysis of pension obligations and
imposes additional assumptions of its own. The resulting metric is not meant to be precise but to
estimate the magnitude of the burden the entity faces.

As with debt, when evaluating an issuer’s net pension liability, Fitch considers not only the current
liability but also the expected trajectory. The analysis of pension obligations takes into account whether
there has been stabilization or progress in the ratio of assets to liabilities over time and a commitment
to contributing at actuarially calculated levels. The analysis also considers actuarial and other
assumptions influencing the burden, including the investment return assumption used to calculate the
present value of liabilities. Fitch will be less concerned about a sizable pension liability if it is for a long-
closed plan with few remaining participants, as current annual contribution requirements are likely to
be stable and more predictable, allowing for the steady elimination of the remaining liability.

All these factors influence expectations for the extent to which the liability can be expected to grow
over time. In addition, relatively high exposure to riskier, more volatile investment classes may suggest
additional risk that can negatively affect the liability assessment.

For each rated entity, Fitch closely evaluates all significant reported governmental pension liabilities
for which the entity has direct funding responsibility. This usually excludes liabilities associated with
enterprises that make contributions from user fees or other resources not derived from the tax base.
Some governments may report in accounting statements some or all the liabilities associated with
another entity's employees, reflecting explicit legal and funding responsibility for the pensions of these
employees; this is most commonly the case when states assume responsibility for some or all the
pensions associated with local school teachers. Fitch's assessment incorporates these shifts as
reported, consistent with our expectations for how these pensions will be managed over time, including
how they will resolve funding challenges.
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To improve comparability among plans, Fitch creates a standardized investment return scenario,
estimating the net pension liability with a 6% investment return assumption adjustment for pension
liabilities calculated with a discount rate at a higher level. The degree to which Fitch adjusts the
reported total pension liability for this metric is based on the reported investment return sensitivity
provided in accounting statements, which Fitch believes captures the maturity profile of the system. In
cases Where the net pension liability is sizable, actions or plans to reduce it over time can be a mitigating
consideration. Fitch does not adjust the liability if it is already calculated based on an investment return
assumption lower than 6%.

Asymmetric Rating Driver Considerations

Although unusual for a U.S. state or territory, the long-term liability burden assessment could be
negatively affected by:

° Derivatives exposure;

. Short-term debt;

° Variable-rate debt;

° Debt with bullet maturities; and

° Exceptionally large OPEB liabilities without the capacity to make changes to benefits.

In analyzing these risks, Fitch focuses on the materiality and manageability of such obligations,
including rollover risk when relevant, given the issuer’s operating and liquidity profile. If
provisions included in liquidity or swap agreements expose an issuer to events outside its control
that Fitch believes could impose a material liquidity risk or additional liability, this would be
factored into the assessment. Similarly, OPEB liabilities that Fitch assesses to be unmanageable
over the longer term could lower the factor assessment.

An exceptionally large accounts payable backlog can also negatively affect the long-term liability
burden assessment.

Operating Performance

Whereas thefirst three key rating drivers are primarily focused on the assessment of foundational
credit items — the “raw material” of the credit — the final key driver, operating performance,
addresses how an issuer functions within that framework, drawing from the assessments that
come before it. It considers how Fitch anticipates a credit will perform through economic cycles
given both exposure to economic downturns and the issuer’s demonstrated capacity to take
offsetting action that maintains credit quality. By highlighting financial resilience through
downturns and budget management at times of economic recovery, the operating performance
assessment is meant to focus analysis on the issuer’s fundamental financial profile, rather than
variable performance in a particular year.

Given the significance of these considerations to overall credit quality — Fitch’s rating definitions
distinguish credits primarily based on relative vulnerability to adverse business or economic
conditions — the assessment of operating performance is particularly important to determining
the final rating. Strong financial decision making can result in a high rating for a credit with a
comparatively higher underlying risk profile if Fitch judges that adequate steps have been taken
to mitigate risks. On the other hand, weak financial decision making can result in a lower rating
than a credit’s underlying risk profile would suggest.

Financial Resilience through Downturns
Metrics to Support Assessment

. Interpretation of Scenario Analysis is an important driver of the financial resilience assessment for
state governments and territories.

Source: Fitch Ratings

Financial flexibility is of primary credit importance because it allows an issuer to address periods
of volatility without eroding credit quality. The financial resilience subfactor highlights the
relative ability of a government to manage through a revenue downturn, with a focus on the
relative level of potential revenue volatility versus a state’s available tools and overall level of
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financial flexibility through the cycle. The financial resilience assessment is informed by scenario
analysis (discussed in further detail in the Scenario Analysis section).

Scenarios consider how a given issuer may be affected by a specified hypothetical downturn that
is applied consistently across credits. The analyst then makes the financial resilience assessment
based on the issuer’s capacity to manage through that scenario. Fitch's interpretation of scenario
analysis results incorporates the assessments of revenue control and expenditure flexibility and
alsofactorstheissuer’s available budget management tools to cushion against unexpected events.

Scenarios do not dictate a particular assessment or rating outcome. Analysts consider the totality
of the government’s financial and operating performance when evaluating the results and forming
an assessment. For example, a government with a high level of revenue volatility and relatively
low level of dedicated operating reserves (see Definition of Reserves in Fitch’s Rating Analysis in
Appendix A) may have a demonstrated capability to quickly respond to cyclical downturns without
weakening its fiscal profile.

Fitch notes that outside parties can have a positive effect on operations, such as when an external
control board or other independent oversight improves prospects for a government’s financial
position. This is most applicable to territories, as demonstrated in Puerto Rico with the passage of
federal legislation (PROMESA) in 2016 and appointment of the Financial Oversight and
Management Board of Puerto Rico. Fitch does not assume in its ratings that such mechanisms will
be invoked and, once they are invoked, will be effective. However, once an entity becomes
sufficiently distressed for an externally sponsored remediation plan to be put in place, Fitch
incorporates the revealed benefit of that relationship in the standard factor assessments.

Budget Management in Times of Economic Recovery
Metrics to Support Assessment

State Governments and Territories

Consideration of historical and expected budgeting practices

. Dollar difference between pension ADC and actual pension contribution as a percentage of spending.

Source: Fitch Ratings

An issuer’s budget management during periods of economic recovery is a key determinant of its
resilience at times of cyclical decline and, therefore, critical to the operating performance
assessment. In addition, Fitch notes that a government’s reported balanced budget figures can
mask sometimes extensive use of nonrecurring measures, making explicit consideration of this
point critical in credit analysis.

Credit quality can be weakened when budget decisions made in a downturn — such as
underfunding/deferral of liabilities — weaken an issuer’s financial cushion or create future obligations
that may be difficult to meet even once the economy recovers. This risk is magnified when such actions
are undertaken even during economic recoveries, and the consequent increase in a government’s risk
profile will be revealed in a reduced capacity to address a future downturn.

State government powers and functions provide extensive abilities to underfund obligations.
Territories may have more limited options. One option available to both is the underfunding of
pension liabilities. Due to the more labor-intensive nature of territories, pension contributions can
be more significant as a percentage of their budgets.

Fitch does not expect government budgets to be structurally balanced in downturns; for practical
and policy reasons, in many cases reserves will be drawn upon and operating spending deferred to
apointintimes of cyclical decline. However, Fitch does anticipate governments to build or maintain
reserves in times of economic growth to build resilience in preparation for the next downturn.
Asymmetric Rating Driver Considerations

The operating performance assessment could be negatively affected in cases of the following:
° Liquidity concerns (see below);

° Risk of an outside party (e.g. another level of government) having a negative effect on
operations (see below);
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o Evidence of a high degree of taxpayer dissatisfaction, particularly in environments with
easy access to the voter-initiative process; and

° Demonstrated market access concerns.

Liquidity

U.S. states generally have demonstrated ample liquidity to meet financial obligations through
economic cycles. Territories have been more exposed to liquidity risk historically.

State governments have extensive tools to support liquidity, both explicit (e.g. cash balances) and
implicit (e.g. the ability to delay distributions to local governments). As such, the analysis of a
state’s liquidity position is holistic and cannot be expressed in a single number. Fitch considers
historical patterns to identify potential points of liquidity pressure, incorporating expectations for
available internal and external liquidity resources.

For territories, which have more limited tools, Fitch believes that a governmentwide cash analysis
adequately captures an issuer’s liquidity position. In general, liquidity becomes a concern and
warrants additional consideration if the governmentwide days cash on hand metric has or is
expected to fall below 60 days. In such cases, Fitch considers tax collection cycles, which are the
often the cause of temporarily weak liquidity figures on the reporting date. Fitch reviews trends in
payments due from other funds or governments to determine whether assets whose conversion to
cash may be uncertain are becoming an increasing component of reserves.

Effect of Outside Parties on Operating Performance

Fitch includes as an asymmetric consideration the risk of an outside party, such as a higher or related
government or court, having a negative effect on anissuer’s financial position. This is meant to highlight
unusual situations that may not already be incorporated in the assessment. For example, in some
jurisdictions, elected law enforcement or judicial officials may present budgets that cannot be modified
by the taxing authority. This results in uncertainty that may warrant additional consideration in the
operating performance assessment.

Scenario Analysis Addresses Rating Tolerance

Scenario analysis considers potential performance under a common set of assumptions, thereby
illustrating how cycles affect individual issuers differently.

Fitch’s scenario analysis framework for states and territories utilizes FAST to highlight how an
issuer’s financial position can change through an economic cycle and what level of change can be
considered consistent with the existing rating. FAST supports Fitch’s through-the-cycle analysis
but does not create a forecast. It does not generate a rating but provides analytical information
used in the rating process.

Fitch’s overarching philosophy is that ratings should not change due to normal cyclical variations.
Economic downturns are inevitable and, even if an issuer’s revenue stream has not evidenced a
high correlation to the broader economy, significant year-to-year variations in revenue
performance in many cases can be observed. Fitch believes that ratings should account for this.
On the other hand, broad shifts different from the ebb and flow of a normal economic cycle are
also inevitable. Scenario analysis helps make the distinction between the two and communicate
what rises to the level of a credit event and what is already anticipated in the current rating.

Once general expectations for the issuer’s performance through the cycle are established, a rating
would only change when performance is outside of these expectations. For example, revenue
declines during an economic downturn would not trigger a rating change as long as the issuer
retains sufficient budget management tools to maintain fiscal stability, tools are being deployed
effectively if fiscal stability is being challenged and Fitch believes it is reasonable to assume the
issuer will unwind temporary budget management measures and build its fiscal resilience back to
higher levels during the subsequent recovery.

FAST provides an objectively derived and empirically based starting point for assessing how a
government’s revenues may be affected in a consistently defined downturn and gauging the
ability of an issuer to manage the decline. It allows for uniformity in the input variable being
stressed and provides a means for analysts to better understand how revenues historically have
evolved over the cycle and relative to peers.
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Revenue Sensitivity Analysis

Revenue sensitivity analysis considers an issuer’s historical revenue performance and uses that
information to estimate possible future revenue behavior in a downturn. The time series must go
back to at least 2007, prior to the onset of the 2008-2009 downturn, although data as far back as
2000 are used when available.

FAST incorporates a model in which inputs and outputs are formulated from a consistent set of
decision rules, using national GDP as a key scenario input. The model scales the revenue effect of a
cyclical decline for a given issuer based on the GDP scenario being considered. For issuers where the
change in revenues has evidenced a strong correlation to changes in GDP, the use of GDP connotes
areaction in revenues to the general economic cycle. For those issuers where a strong correlation
has not been evident, GDP is utilized as more of a pure scaling factor; for example, an assumption of
a historically large GDP decline would result in the generation of “expected” issuer revenue
performance that is weaker than the issuer has experienced historically.

More specifically, in response to a user-specified scenario for GDP (or another macro variable), the
model generates both a point estimate and feasible range of percentage change in revenues. Analysts
generally use the point estimate in the scenario analysis but may deviate from this should there be a
sufficient rationale for doing so. In such cases, the analyst will typically stay within the range produced
by revenue sensitivity analysis, although in compelling cases, it may be possible to select ascenario level
outside these bounds. The selection of ascenario level and/or the interpretation of scenario results will
take into account any event in the historical period being considered that affected revenues, which
Fitch views as unlikely to recur, such as a severe decline related to a segment of the tax base that is no
longer asignificant contributor to revenues.

Time series information is adjusted for the estimated effect of tax policy changes in all cases for state
governments (but not territories), using data reported annually by the National Conference of State
Legislatures. For territories, consistent adjustments generally are not possible, but analysts
incorporate such factors into the interpretation of results. Fitch adjusts the data for accounting
changes that have a notable effect on reported revenue trends, such as the consolidation or
disaggregation of operating funds and significant one-time events. Adjustments are made if the data
can be tracked by reviewing audited financial reports or confirmed through the analyst’s review with
management. Adjustments that affect the rating will be disclosed in associated rating commentary.

The revenue sensitivity analysis theoretically has the capacity to consider any revenue stream,
subject to careful interpretation of the results. As an input to the rating process, Fitch generally
evaluates tax revenues for state governments and territories. Fitch believes those revenue
streams highlight the main sources of operating fund revenue volatility for each. (For more
information on revenue sensitivity analysis, see Appendix A.)

Scenario Analysis

Scenario analysis places the results generated by the revenue sensitivity analysis into a
framework that allows Fitch to consistently consider and compare issuers’ ability to navigate
through a downturn. It incorporates consideration of both an issuer’s inherent revenue volatility
and its available reserves. Fitch also qualitatively assesses the availability and practicality of other
budget management tools that can be utilized by anissuer, including dedicated operating reserves
(a more precise measure than available fund balance but also less comparable across states),
policies that limit the amount of forecast revenues that can be appropriated, or the ability of
governors, or a select group of state leaders, to adjust appropriations without authorization from
the full state legislature.

During economic expansions, Fitch uses a scenario of at least three years, which assumes that U.S. GDP
falls 1% in year one, followed by growth of 0.5% and 2% in years two and three, respectively. This is a
less significant stress than experienced in either the global financial crisis or the coronavirus pandemic
that began in early 2020. Both of those downturns were particularly severe compared to historical
norms, and Fitch does not believe they are an appropriate basis for a through-the-cycle rating scenario.

The 1% decline scenario is designed to represent a moderate economic downturn. Fitch may
modify this scenario in a period of actual economic decline to either 1) reflect the effect of a
harsher scenario, when Fitch expects the trajectory of the economy to be higher than moderate,
or 2) reflect a more benign scenario, when it would not be meaningful to additionally stress an
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issuer’s financial position. Any such change would be communicated publicly and applied
consistently from that point.

Fitch uses a revenue decline of no less than 1% as an input into the scenario analysis, regardless of
the actual revenue sensitivity results, as some issuers will show a revenue increase in the scenario
due to consistently strong performance in the time period that is the base for revenue sensitivity
results. This recognizes the limits of FAST and the overarching goal of analyzing an issuer’s
capacity to manage downturns.

As noted, governments have three broad categories of financial flexibility to react to deterioration
in economic conditions: revenue increases, expenditure cuts and use of reserves. States and
territories typically have substantial control over revenue raising and spending. State and
territory scenario analysis is oriented to comparisons of the level of revenue decline that may
need to be addressed in a downturn and is focused on expectations for how an issuer will manage
through economic downturns and what effect that will have on the level of fundamental financial
flexibility. This incorporates an assessment of both the tools the government has to respond to
downturns and which of these tools they are more or less likely to use.

In considering an issuer’s range of possible actions in the downturn scenario, Fitch recognizes that,
particularly for territories, an issuer’s prior policy actions may, to varying degrees, be embedded in
the historical results that inform the analysis. For territories, Fitch uses revenue history that does
not incorporate an estimate of policy actions for FAST. If a territory has a pattern of regular tax rate
adjustments to offset declines in the base, historical revenue performance and revenue sensitivity
results will show less downside risk than would exist in the absence of those actions. Analysts will
incorporate this into their assessments to avoid “double counting” policy alternatives.

Scenario analysis does not account for individual expenditure growth patterns or expectations of
states. Instead, Fitch’s overall financial resilience assessment incorporates the scenario analysis
(which is focused on revenues and budget management tools) and Fitch’s assessments of the key
rating drivers of the expenditure framework and long-term liability burden and how they support
or hinder a state’s ability to prepare for inevitable economic downturns.

State and Territory Scenarios

The state and territory scenarios consider the effect of the three-year scenario on an issuer’s
revenues and spending in the absence of any offsetting policy action. The scenario uses the most
recent available year as the starting point with a particular focus on the revenue output in the first
scenario year, which is the year most directly affected by the hypothetical 1% GDP downturn.
Federal revenues, which are programmatic in nature, are isolated to better focus on areas under
the government’s control.

The revenue effect is estimated from the revenue sensitivity analysis, while expenses are assumed
to rise at a consistent rate. As noted, certain expenditures, such as those for social services,
naturally rise during economic downturns, although Fitch believes this consistent and transparent
assumption is adequate for purposes of the analysis. We generally set the rate based on our
overall expectations for national inflation. Fitch may adjust this rate based on current economic
conditions and analytical considerations.

The inherent budget flexibility of U.S. states is exceptional. U.S. state governments have extensive
flexibility to control their finances at times of economic stress. In addition to unilateral authority to
make structural revenue and spending decisions, states generally have extensive abilities to delay
spending and/or accelerate revenues and broad access to one-time resources. As such, the level of
reserves for most states is an important policy decision but not always a key differentiating factor
from a rating transition or probability of default perspective.

Therefore, Fitch does not set a minimum reserve level for state governments. This reflects not
only states’ strong inherent budget flexibility but also that states can take action very quickly to
respond to events.

Territories have varying levels of inherent budget flexibility, dependent on their exact legal status
relative to the federal government. Generally, territories with commonwealth status, such as
Puerto Rico, retain more control over their affairs than organized unincorporated territories, such
as Guam or the U.S. Virgin Islands.
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With this backdrop, the main purpose of state and territory scenario analysis is to provide a
relative sense of the risk exposure of a particular issuer compared to other issuers. The analysis
conveys the relative level of expected revenue volatility in an unaddressed scenario and
communicates how Fitch would expect the issuer to address the scenario gap between revenues
and expenditures. If actual issuer performance is materially different from those assumptions, the
financial resilience assessment could change.

Interpretation of scenario results will include consideration of the state’s or territory’s dedicated
operating reserves, available fund balance and other budget management tools as noted above.
Although budget-basis analysis is a key focus for state assessments, in the interest of consistency the
scenarios are based on GAAP-basis annual comprehensive financial reports (ACFR) information.
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GDP Assumption (%
Change) (10%) 0.5% 2.0%
Expenditure Assumption (% 2.5% 2.5% 25%
Change)
Revenue Output (% Change) Minimum Y1Stress: -1% Case Used: Moderate (3.2%) (0.0%) 3.2%
State Median (2.7%) 0.8% 4.3%
Revenues,
Expenditures, and Net Actuals Scenario Output
Change in Fund Balance
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 Year 1 Year 2 Year 3
Expenditures
Total Expenditures 63,040,244 66,865,768 69,484,627 66,380,618 68,734,658 70,833,346 73,674,651 80529502 95114311  103,825348| 106,420,982 109,081506  111808,544
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% Change in State (14%) 6.6% 2.6% (6.1%) 4.9% 15% 10.1% 3.6% 8.4% 4.2% 2.5% 25% 25%
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Total Revenues 62,472,041 64,998,358 65,370,613 62255186 62791930 70,234,592 72,310,712 80078894 94,932,497 112435754 111242313 112318419 115591046
% Change in Total Revenues 6.4% 4.0% 0.6% (4.8%) 0.9% 19% 3.0% 10.7% 1B.5% 1B.4% (11%) 10% 2.9%
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% Changein Federal 7.6% 2.9% 6.8% (10%) 0.7% 6.4% (8.3%) 23.3% 38.19% 17.2% 2.5% 2.5% 25%
Revenues
State Revenues 42,866,774 44424947 43389,152 40,491355 40,869,975 46920238 50,937,928 53,716,205 58,534,661 69,788,975 67,529,364 67,512,647 69,665,130
% Change in State Revenues 5.8% 3.6% (2.3%) (6.7%) 0.9% 14.8% 8.6% 5.5% 9.0% 19.2% (3.2%) (0.0%) 3.2%
Excess of Revenues (568203) (1867,410)  (414,04) (4125432) (5942,728)  (598,754) (1363,939)  (450,608)  (181814) 8,610,406 4821331 3236913 3,782,502
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% Total Expenditures NA NA NA (12.2%) (17.6%) (7.5%) (6.8%) (4.2%) 10% 7.4% 1.8% 19.4% 24.4%
% State Expenditures NA NA NA (18.2%) (25.8%) (112%) (9.5%) (6.3%) 17% 2.5% 25.1% 32.9% 415%
% Total Revenues NA NA NA (13.0%) (19.3%) (7.6%) (6.9%) (4.3%) 10% 6.8% 1.2% 1B.9% 23.6%
% State Revenues NA NA NA (20.0%) (29.6%) (113%) (9.8%) (6.4%) 17% 110% 23.3% 314% 39.2%
Notes: Scenario analysis represents an unaddressed stress on issuer finances. Fitch's scenario analysis assumes the GDP and expenditure growth sequence shown in the 'Scenario Parameters' section. For
further details, see Fitch's U.S. Public Finance State Governments and Territories Rating Criteria.
Source: Fitch Ratings, U.S. state annual financial statements
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Asymmetric Additional Risk Considerations

In addition to the four key rating driver assessments discussed above, the final rating assigned will
also consider certain additional risk factors that may affect the rating conclusion. These additional
risk factors work asymmetrically, where only below-standard features are factored into the final
rating levels. For U.S. states and territories, these risk factors are management and economic
characteristics that are significantly outside the U.S. norm. These risk factors are not scaled but
are considered and, when present, can negatively affect the rating.

Management

The quality of management is an important consideration when assessing the potential
performance of an issuer. Fitch considers this attribute to be asymmetric. Fitch assumes state and
territory leaders have the capacity to manage through the risks to which they might be exposed,
including economic downturns, changes in policy by higher levels of government, environmental
risk and cyber-attacks. Evidence of weak management in these areas may cause the rating to be
lower, all other things being equal.

Demonstrated management weakness can include repeated failure to adopt budgets on a timely
basis due to absence of consensus in the governing body or the resistance of key stakeholders.
Official allegation of corruption involving financial reporting law or regulation is also a negative
rating consideration. Lack of transparency, usually noted through habitually delayed publication
of audited financial results (beyond 270 days of the end of the fiscal year), can also indicate
management weakness.

Economic Considerations

In the vast majority of cases, the credit relevant elements of the issuer’s economic base can be
fully incorporated in the key rating driver assessments. However, in unusual cases, the issuer may
have an economy that is very concentrated, small or remote, such that the issuer is susceptible to
a sudden and unpredictable change in profile. Similarly, the issuer could have an unusually
concentrated revenue base that results in the same vulnerability — for example, Fitch believes an
entity whose economy is dominated by a single industry may present concentration risk.

In addition, Fitch notes that in unusual cases the issuer’s economy may be characterized by longer
term structural deterioration risk that is beyond the assumptions underlying the factor
assessments. This is also a negative rating consideration.

Peer Analysis

For IDRs, where information on appropriate peer issuers for which Fitch has assigned a rating is
available, this will be used for notch-specific positioning and comparative analysis of individual risk
factors (both qualitative and quantitative). The rating category expectations for each key rating
driver continue to be the primary driver of key rating driver assessments and the rating outcome;
however, peer analysis can be used to identify outliers and ensure appropriate rating positioning.

Peer analysis is likely to play a more important role in notch-specific positioning for IDRs where
the portfolio of ratings is more developed. Where peer analysis is less applicable (i.e. for specific
security ratings where consistent portfolios are less developed), notch-specific positioning may
be driven by headroom and the relative positioning of metrics within the bandwidths established
in the criteria, as well as the relative strength of key rating driver metrics and the likelihood of
migration to a weaker or stronger assessment.
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Section 2: Determining Ratings for Specific Securities

The first part of the criteria covers how Fitch establishes the general credit quality, as expressed
through the IDR, for a U.S. state or territory. This section details how ratings are assigned to
specific securities based on the legal structure and relationship to the IDR of the related
government.

General Obligation Bonds

Ratings on GO bonds are generally the same as the issuing government’s IDR. In cases where the
government issues both unlimited tax general obligation (ULTGO) and limited tax general
obligation (LTGO) bonds, Fitch generally assigns the same rating, equal to the IDR, to each security.
In Fitch’s opinion, the presence of an unlimited tax pledge may provide modest additional
expenditure flexibility compared to a limited tax pledge in cases where operating tax rates are
limited but in and of itself does not increase the likelihood of full and timely payment of debt service.

Appropriation-Backed Bonds

Appropriation-backed bonds are generally rated one notch below the obligor’s IDR, reflecting the
slightly higher degree of optionality associated with lease/appropriation payments compared to
the IDR. Fitch believes the incentive and propensity to repay lease/appropriation debt is closely
linked to an obligor’s incentive and propensity to repay all debt. Most creditworthy
issuers/obligors view lease/appropriation debt as part of their debt portfolio and have strong
incentives to pay to preserve overall credit quality and maintain cost effective access to the capital
markets despite the inherent option for non-appropriation.

This reasoning applies as well to abatement leases, which typically allow for but do not require
offset to rent in certain circumstances. Fitch does not apply additional notching from the IDR
beyond the notching for appropriation when abatement is present. Fitch assumes that the issuer
will repay such debt even if it technically has the option not to do so, whether through non-
appropriation or abatement. Abatement rises to an additional rating consideration that could
warrant additional notching from the IDR in the event that the issuer is expressly barred from
making debt service payments during an abatement event. In those cases, mitigants to abatement
risk, such as reserve funds and insurance protections, will be evaluated in the legal structure.

Ratings more than one notch below the IDR may be assigned when Fitch identifies additional risk
features. The most common examples of this are:

. The debt service is payable solely from the appropriation of a narrow or volatile revenue
source. In such cases, analysis will likely focus on expectations for underlying revenue
source performance applying Fitch's dedicated tax bond analysis (see Dedicated Tax Bonds
section) and less on the appropriation risk.

° The obligor’s budgets and financial plans reflect the expectation that debt service will be
repaid by a source that Fitch regards as uncertain, such as revenue generated by an
enterprise or project that has not proven self-sufficiency, even if a broader pool of
revenues is legally available.

. Bond proceeds fund economic development or entertainment projects where attainment
of the issuer’s expected benefits has yet to be realized or is otherwise precarious.

In the latter two cases, if the size of the speculative project is so large in relation to the size of the
obligor’s budget that the feasibility of funding debt service through general appropriations is
questionable, Fitch may judge the debt to be unratable by appropriation debt methodology. In
these cases, Fitch would evaluate the debt based on the project-related revenues alone under
other applicable criteria.

If Fitch identifies project completion as a notable risk, the potential effect of delays or abandoning
the project on timely debt repayment will be evaluated. Concerns about project completion arise if
the project has a high level of complexity or scale or uses unproven technology. If Fitch believes there
isrealrisk that a project may not be completed and if failure to complete the project could jeopardize
debt repayment, Fitch will analyze completion risk under the “Completion Risk Rating Criteria.”

Lease obligations for lower rated credits (BBB or lower) may also be rated multiple notches below
the IDR when the incentives to opt out of the lease obligation are heightened.
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In contrast, if the incentive for appropriation is judged to be significantly enhanced
(e.g.through a statutory mechanism that traps substantial funds if appropriation is not made), the
appropriation debt can be rated on par with the obligor’s IDR. However, Fitch is likely to make a
rating distinction even in such cases for lower rated credits when competition among interests
may develop. In addition, the rating would consider the appropriation history of the obligor in
relation to debt structured with such mechanisms.

Similarly, Fitch will rate debt backed by an absolute and non-cancellable covenant to appropriate
debt service payments on par with the state government or territory IDR if the revenues available
to make such payment are sufficiently broad and controllable.

Certain bonds are not directly issued by a given government as appropriation-backed debt but are
supported by payments by that government subject to annual appropriation, either directly for
debt service or to replenish a deficiency in the debt service reserve fund (DSRF). If the structure
provides for full and timely payment of debt service pursuant to the appropriation, Fitch considers
these securities similar to annual appropriation/lease bonds.

The rating approach for appropriation-backed bonds, in conjunction with the general
government’s IDR, can be used to support the assignment of ratings to PPP counterparty
obligations by allowing the determination of implicit IDRs for divisions of government or other
public-sector entities, government agencies or authorities. For example, the approach can be
applied to a U.S. state department of transportation entering into a PPP obligation.

For the appropriation rating methodology to apply in such cases, Fitch looks for a high degree of
integration into the general government structure, a record of financial support by the general
government, general government control over the entity’s activities and a core public-sector
mission. The degree of notching from the general government’s IDR is based on consideration of
the nature of the relationship between the entity and the sponsor government; the more
integrated, the less notching down from the general government IDR, all else being equal. Given
the degree of linkage that Fitch would look for to apply the appropriation-backed approach to
such entities, a difference of no more than three notches would be expected.

Dedicated Tax Bonds

Fitch defines dedicated tax bonds as bonds payable from a specific pledged tax revenue stream
but not covered by a full faith and credit pledge, or a pledge of or covenant to pay debt service
from the broad-based available resources of the issuer. These include bonds backed by sales,
income, transportation and hotel tax revenues, as well as tax increment financing (TIF) or tax
allocation bonds or bonds supported by property taxes or property-based special assessments or
payments in lieu of taxes.

Dedicated tax bonds are evaluated in a two-step process, both on a standalone basis and for their
exposure to the operating risk of the related government as expressed in its IDR. The standalone
analysis may result in a rating lower than the issuing or related entity’s IDR. Alternatively, it may
suggest a rating higher than the issuing or related entity’s IDR, but this is subject to a cap where
appropriate pursuant to the step 2 analysis.

This approach is also used for nontax revenues that support revenue bonds of local governments
when the revenue stream is part of the entity's general operating structure. For example, student
fee revenues that support community college district bonds are analyzed using the dedicated tax
framework. It does not apply to enterprise funds such as utilities or transportation systems that
operate on astandalone basis distinct from general operations and are rated under separate criteria.

Step 1: Standalone Analysis

The standalone analysis considers only those factors that are relevant to the specific dedicated
tax security. As the direct credit risk for a dedicated tax bond relates to the performance of the
revenue stream over time, Fitch evaluates: the growth prospects for the dedicated revenue
stream, its sensitivity to cyclical decline and the resilience of the security through such declines.
Sensitivity and resilience typically drive the rating, with growth prospects a secondary factor,
unless Fitch believes the pledged revenue is on a declining trend or if debt service is ascending.

Growth Prospects for Revenues

The analysis of growth prospects for revenues is consistent with the approach used for IDR
analysis. Historical performance compared to national economic growth is the starting point, with

Public Finance
State Obligations

US.A.

U.S. Public Finance State Governments and Territories Rating Criteria
Criteria Report | February 4,2025

fitchratings.com

23



FitchRatings

additional consideration of factors that may influence future behavior of the revenue system. In
instances where the revenue stream is structured to be flat (e.g. a fixed per-parcel assessment),
Fitch will evaluate the growth prospects for the base from which pledged revenues are generated.
In the fixed per parcel assessment example, Fitch will consider the growth prospects for assessed
value as an indication of the ability of the tax base to continue make assessment payments.

For Fitch to rate a dedicated tax bond, the tax authorization must extend at least to the final bond
maturity date, unless the issuer agrees to put sufficient funds in an irrevocable trustee-held
escrow prior to the bond closing to cover debt service after the tax expiration date.

Sensitivity and Resilience

To evaluate the sensitivity of the dedicated revenue stream to cyclical decline, Fitch considers
both revenue sensitivity results (using the same 1% decline in national GDP scenario that supports
assessments in the IDR framework) and the largest aggregate decline in revenues over the
historical period covered by the revenue sensitivity analysis.

Use of Proxy Revenue: If a pledged revenue stream is recently authorized, there may be no or
insufficient historical data with which to perform these analyses. In these cases, Fitch seeks to use
a proxy such as revenues from an existing tax levied on a similar base or data on the economic
activity that directly generates the pledged revenue. For example, if a new sales tax is authorized
inanareathat has an existing sales tax levied on a substantially equivalent base, Fitch will evaluate
the history of the existing tax. If no sales tax previously existed, Fitch might use historical taxable
retail sales if they provide a reasonably direct relationship to pledged revenue behavior. In cases
where no reasonable proxy for historical revenues exists, Fitch may not be able to provide a
dedicated tax bond rating.

Resilience Analysis: General expectations for coverage against both the scenario decline and the
worst performance over the period being evaluated (a minimum one full economic cycle and
preferably multiple cycles if historical data is available) provide a consistent basis for assessing
the resilience of the security through economic declines. To achieve the same rating, a bond
secured by a dedicated revenue stream that displays significant volatility through the economic
cycle must provide bondholders with greater protection against downturns, in the form of debt
service coverage, than a bond secured by a comparatively stable revenue stream.

Analysis focuses on coverage of MADS, incorporating Fitch’s expectations for issuance under the
bonding program over time, rather than on current coverage levels that may be materially higher.
This may assume issuance up to the minimum coverage allowed under the additional bonds test
(ABT) set out in the relevant indenture. If Fitch is confident that debt service coverage will be
maintained at a higher level than the minimum allowed under the indenture (e.g. due to operating
requirements funded from residual dedicated tax revenues), the rating will reflect that higher
level of expected coverage.

Fitch views an ABT based on coverage of annual debt service (ADS) by projected revenues as more
permissive than the more typical test of MADS coverage by historical revenues. Such projections
typically incorporate growth and are inherently uncertain. As such, the resilience assessment for
a structure featuring an ABT based on projected revenues may be lower than the coverage
cushion table below implies.

Coverage Cushion Thresholds: The level of coverage cushion that Fitch considers consistent with
agiven assessment level is a function of the risk profile of the dedicated revenue stream. Fitch has
established expectations, summarized in the table in the sidebar, for coverage cushion at different
rating levels. The first represents a multiple of the scenario revenue decline indicated by the
revenue sensitivity analysis. The second represents a multiple of the largest single actual revenue
decline (whether in a single fiscal year or across consecutive fiscal years). Fitch considers both
levels of cushion when assigning ratings. For a given assessment level, Fitch would look for
coverage to meet both thresholds.

These expectations are for the level of cushion that current revenues provide for expected MADS.
For example, if the revenue sensitivity analysis for a given revenue stream shows a 5% decline in
the downturn scenario, Fitch would look for the structure to be able to withstand a decline of 40%
at the ‘aaa’ level (i.e. 5% revenue sensitivity output multiplied by the 8.0x coverage multiple in the
table above), 30% at ‘aa’ (5% multiplied by 6.0), 20% at ‘a’ (5% multiplied by 4.0) and 7.5% at ‘bbb’
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(5% multiplied by 1.5). A security with 2.0x debt service coverage can withstand a 50% drop in
revenues and still cover debt service.

In the same example, if the largest actual revenue decline was 15%, Fitch would look for a cushion
of atleast a45% for ‘aaa’ (i.e. 15% multiplied by 3.0), dropping to 18.75% for ‘bbb’ (15% multiplied
by 1.25).

For revenue streams demonstrating a consistently declining trajectory that appears likely to
continue throughout the economic cycle, the break-even rate of annual decline that would still
allow for coverage of expected debt service for the life of the bonds is considered in relation to
historical experience.

As current revenues form the basis for assessment of the resilience of the security, the analysis
considers the current point in the economic cycle. Fitch does not expect the same level of
coverage cushion at the low point of the economic cycle as during a recovery or expansion.

In times of economic stress, Fitch may consider additional near-term thresholds to maintain a
given rating level. These will typically be based on Fitch's expectations for sector revenue
performance (e.g. pledged sales tax revenue assumptions will be based on Fitch's outlook for the
retail sector; tourism-based taxes will be based on the outlook for the leisure and travel sector),
or Fitch's overall economic expectations. Such additional considerations will be publicly
communicated and applied to the actual pledged revenues in the fiscal year immediately
preceding the economic downturn. As Fitch obtains pledged revenue data reflecting adownturn's
effects, the analytical focus will shift toward the expectation for coverage based on the level to
which pledged revenues are likely to recover.

Alternatively, Fitch may determine that revenue recovery will be uncertain or significantly
delayed. In such cases, the sensitivity analysis may use current or projected revenues employing a
GDP assumption consistent with Fitch's overall economic assumptions, and the rating will be
adjusted to reflect the structure's revised resilience. Such assumptions will be disclosed in rating
action commentaries. Fitch may articulate these expectations in the form of revenue and debt
service coverage projections.

The analysis of all historical data also incorporates consideration of whether non-recurring events
inthe time series skew results; in such cases, this informs Fitch’s assessment of the strength of the
financial cushion. Analysis also incorporates the debt service schedule and the difference in both
the dollar amount and time between the current year and the year of MADS. A structure where
MADS is far in the future and the nature of the revenue stream makes it likely to grow over time,
including due to the benefit of inflation for a revenue such as a sales tax, requires comparatively
less coverage from current revenues.

Other Considerations: If the obligor has the mandate to raise the tax rate, if needed, this can
positively affect the resilience assessment. Conversely, if the obligor can diminish the tax rate or
base, Fitch incorporates this into the analysis and considers the issuer’s past actions to maintain a
sufficient coverage cushion as well as protections provided through non-impairment covenants.

Fitch rates certain bonds secured by an unlimited tax rate using dedicated tax analysis because they
are judged to have less exposure to operating risk than general, unsecured debt. Unlimited tax bonds
do not lend themselves to a coverage cushion analysis. Expected cyclical tax base variations are
evaluated more qualitatively than for bonds backed by a tax with a fixed rate, as the ability to offset
declines with rate increases is a core credit strength for these bonds. Fitch's assessment of the growth
prospects for revenues is similar to the analysis for taxes with a fixed rate, but considers the entity's
overall economy and tax base. The analysis also incorporates taxpayer concentration and the burden
the repayment of the dedicated tax bonds place on taxpayers.

For fixed per-parcel payments such as special assessments, Fitch considers historical collection ratesin
its evaluation of the structure’s resilience, as this isolates the primary risk of a revenue shortfall.

Rating distinctions between senior and subordinate lien dedicated tax bonds, when they exist, are
generally based on notably weaker debt service coverage and legal protections for subordinate
bonds provided by the indenture. Cross-default or acceleration provisions between the liens,
which are rare in this sector, would preclude such distinctions. Generally, Fitch will comment on
such provisions only when they exist given their infrequent use.
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Level

Multiples of decline from -1% GDP revenue

sensitivity analysis

aaa aa a bbb

8.0x 6.0x 40x  1.50x

Multiples of the largest actual revenue
decline in review period

aaa aa a bbb

3.0x 2.5x 2.0x  1.25x

Source: Fitch Ratings
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Fitch does not have specific expectations for the funding of a DSRF or other reserves but considers
whether liquidity within the structure is sufficient to support a given rating. Fitch considers but puts
less weight on reserves that are not pledged or otherwise protected under the indenture. Reserves may
be important in situations where liquidity is a concern based on the fundamentals and performance of
the revenue stream and/or during periods of economic strain, when the level of debt service coverage
is lower than expected during a typical economic cycle. The strength of the bond structure's reserves
will be considered within the context of the expected depth and duration of the economic stress.
Where relevant, credit will only be given to a DSRF funded with a surety bond if Fitch has analyzed the
credit quality of the surety provider.

Asymmetric Additional Risk Considerations

As in the IDR framework, in outlier cases a dedicated tax base that is susceptible to an unpredictable
change in profile (e.g. due to industry concentration or very small size) is considered an asymmetric
additional risk consideration. This can result in a rating multiple notches below what would be
suggested by the revenue growth prospects and the resilience of the security structure.

Fitch also considers the outstanding variable-rate debt of a dedicated tax security as part of the
rating process, with credit concerns primarily focused on the potential for liabilities related to
unexpected termination of any related swap agreements.

The extent of notching due to asymmetric risk considerations will be driven by how much of an
outlier the affected dedicated tax bond is relative to Fitch's rated portfolio.

Step 2: Analysis of Exposure to Related Government’s Operations

The second step of the dedicated tax bond analysis considers the extent to which bondholder
security can be threatened by the operating risk of the related government as expressed inits IDR.
If Fitch believes that there is direct exposure, the rating on the dedicated tax bond security is
capped at the related government’s IDR. In other cases, the dedicated tax bond security rating can
be above the related government’s IDR, but with notching limitations. In limited cases, the
dedicated tax security can be rated above and without regard to the related government’s IDR.

This security analysis is more prescriptive for dedicated tax bonds issued by local governments, as
they can declare bankruptcy under Chapter 9 of the U.S. Bankruptcy Code (Chapter 9), whereas
states cannot. For purposes of dedicated tax bond analysis, the District of Columbia is treated as
a state, while U.S. territories are treated as local governments. Fitch will rate local government
dedicated tax bonds in states that expressly prohibit local governments from filing for bankruptcy
using the same methodology as for other entities without a bankruptcy regime, such as states (see
“U.S. Public Finance Local Government Rating Criteria”).

State Government Issuers

The rating of a dedicated tax bond issued by a state may be higher than the state IDR. However,
thisis uncommon because states’ inherent credit strengths mean their IDRs tend to be at or above
the level that a standalone analysis of a dedicated tax bond would support. The absence of an
established bankruptcy regime for states creates more uncertainty around how various bond
securities would perform in a fiscal distress scenario than is true for local governments.

Absent a bankruptcy framework, the primary limit on state action and source of protection for
state bondholders is the contract clause of the U.S. constitution and equivalent clauses in state
constitutions. Although contract clause protections under federal and state constitutions restrict
the ability of a state government to impair its obligation to pay bondholders from dedicated tax
revenue, the judicial interpretations of the contract clause indicate that it does not impose an
absolute constraint where a state confronts a fiscal emergency.

Due to this inherent uncertainty, Fitch limits the extent to which it considers a structure that
segregates dedicated funds from state operations to be protected from the state’s operating risk.
In the strongest cases, the nature of the revenue stream or the legal structure allow for a
dedicated tax bond rating distinct from and potentially higher than the state’s IDR. In other cases,
Fitch believes that the structure enhances the prospects for full and timely payment but does not
offer sufficiently strong non-impairment protection to allow for a rating to be determined without
regard to the issuer’s general credit quality. This comparative strength is recognized by allowing
for arating with limited notching above the state’s IDR.
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For a state dedicated tax bond security to be rated above the state IDR, dedicated revenues must
be structurally protected from the government’s general operations, with a dedication of pledged
revenues for payment of debt service before other uses or diversions and express language or
covenants stating the state will not take actions that would impair the security provided to
bondholders. If appropriation of revenues is required, the rating reflects the guidelines for rating
appropriation-backed debt discussed above.

Inno event will the rating on the dedicated tax bonds be above what the step 1 standalone analysis
discussed above would support.

Rating Distinct from the IDR

For a state dedicated tax bond to be rated distinct from and without regard to the state’s IDR, the
security must be very clearly segregated from state operations and have no nexus with general
state functions. This can be accomplished either through the nature of the revenue stream or the
legal structure. Where separationis based upon the revenue stream, it must be related to a system
or function that is clearly distinct from general state activity. For example, a state can issue
worker’s compensation or unemployment compensation system bonds backed by employer
assessments related solely to those systems.

Alternatively, the segregation can be accomplished through a legal structure alone; however, in
such cases the revenue dedication must be accomplished through a mechanism not easily
unwound. To satisfy this test, Fitch typically looks for the revenues to be dedicated pursuant to a
vote of the electorate and/or state constitutional provision. In addition, the dedicated revenues
must only be available for debt service in a “closed loop” structure, with no residual use for general
state operating purposes.

Rating Constrained by the IDR

A state dedicated tax bond rating may be constrained by, but still above, the state’s IDR in cases
where the flow of dedicated revenues is clearly segregated from general government operations
but where Fitch considers protection in a fiscal emergency to be more vulnerable to impairment.
Given the degree of uncertainty that Fitch believes exists in these cases, a rating no more than
three notches above the state’s IDR would be expected.

To allow for a rating above the IDR in these cases, Fitch looks for structural protection that is
clearly laid out in statute and any relevant bond documentation. The degree of notching above the
state IDR is informed by the following considerations:

. Breadth of the Dedicated Revenues: The more limited the dedicated revenue stream, the
better the case that impairment would not be necessary or reasonable in the context of broader
financial distress and the more enhancement provided. In making this assessment, Fitch
considers both the nature of the tax and the degree of allowable leverage in relation to the
state’s overall resource base. Fitch notes that some state GO structures provide bondholders
with afirst claim on much or all of the state’s operating revenue. Given that one of the key legal
tests of whether a contract can be impaired is whether the impairment is necessary and
reasonable, Fitch does not consider these provisions to provide enhancement above the state’s
IDR. In Fitch'’s opinion, there would be a strong argument that violating such broad pledges is
necessary and reasonable in a fiscal emergency.

o Nature of the Borrowing Program: A dedicated tax security that is created to fund a specific
program or purpose has a stronger segregation argument than one that is used for general
operating and/or capital needs, allowing for greater notching above the state’s IDR.

° Use of Residual Revenues: Maintaining residual dedicated revenues within the specific
security structure or program being funded bolsters the separation from operating risk,
while the use of residual dedicated revenues for state operations links the security more
closely to the state’s general credit.

Bank Bonds

In conjunction with or subsequent to a borrower’s issuance of variable-rate demand bonds
(VRDBs), Fitch may be asked to assign a long-term rating to the borrower’s corresponding bank
bonds, e.g. VRDBs that have been tendered and not remarketed, and then purchased by the
liquidity provider in accordance with the liquidity support agreement. Fitch bases this rating on
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its analysis of the underlying credit strength of the issue, taking into consideration the potential
negative effects of a purchase of the bonds by the bank, which may include a ramp-up in the
interest rate and an accelerated repayment of principal.

Since these factors are considered in Fitch’s analysis of the underlying rating of all parity debt,
including any VRDBs, bank bonds whose security is on parity with their corresponding VRDBs
carry the same underlying long-term rating as those VRDBs. Similarly, an obligation arising from
CP being purchased by a liquidity provider would be assigned the same rating as the issuer’s parity
obligations.

Payment Force Majeure

Fitch uses this term to describe a failure to make timely payment in the case of operational
interruptions to payments unrelated to the parties to the transaction (e.g. civil unrest, natural
disaster, cyber-attack, financial infrastructure lapse or other force majeure affecting the payment
process itself). While this may not immediately represent a default, Fitch would nonetheless
typically deem an extended nonpayment of this nature a default on the obligation rating, at the
latest, after 30 calendar days have elapsed from the payment date, and the rating would typically
be downgraded to the level consistent with defaulted securities. For avoidance of doubt, rating
action may also be taken on the obligation ratings during that 30-day period.

Certain forms of nonpayment caused by governmental actions (notably capital controls, deposit
freezes, regulatory stays, etc.), while also outside the control of the transaction parties, may well
qualify as the start of a default process, where they are captured in our country risk analysis and
Country Ceiling framework.

Grace Periods

Fitch considers an actual failure to pay interest or principal when due and payable based on the
terms and conditions of the rated obligation (plus a grace period of the lesser of 30 calendar days
or the time allowed under the transaction documentation following failure to pay) to be a default
(denoted by an RD or D issuer, and a D rating). Where no grace period is specified in
documentation, Fitch may rate to a grace period consistent with similar obligations in the market,
but typically not exceeding 30 calendar days. For nonpayment caused by certain operational
interruptions outside the issuer’s control (see Payment Force Majeure), Fitch would typically allow
a grace period of up to 30 calendar days before downgrading to default.

Distressed Debt Exchanges

When an exchange or tender offer that Fitch considers to be distressed is announced, the IDR will
typically be downgraded to ‘C’ and, for bond issues, the instrument ratings will typically be
downgraded to the ‘C’ through ‘CCC’ range. Completion of the DDE typically results in an IDR
being downgraded to ‘RD’. Affected instrument ratings will be changed according to its rating
scale. Shortly after the DDE is completed, an IDR or instrument will be re-rated, usually still low
speculative-grade.

Variations from Criteria

Fitch’s criteria are designed to be used in conjunction with experienced analytical judgment
exercised through a committee process. The combination of transparent criteria, analytical
judgment applied on a transaction-by-transaction or issuer-by-issuer basis, and full disclosure via
rating commentary strengthens Fitch’s rating process while assisting market participants in
understanding the analysis behind our ratings.

A rating committee may adjust the application of these criteria to reflect the risks of a specific
transaction or entity. Such adjustments are called variations. All variations will be disclosed in the
respective rating action commentaries, including their effect on the rating where appropriate.

Avariation can be approved by arating committee where the risk, feature, or other factor relevant
to the assignment of a rating and the methodology applied to it are both included within the scope
of the criteria, but where the analysis described in the criteria requires modification to address
factors specific to the particular transaction or entity.
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Data Sources

Fitch’s analysis, rating decisions and criteria assumptions are based on relevant information
available to its analysts. The sources are the issuer and/or the obligor, public domain and the
financial advisor if a financial advisor has been engaged. This includes relevant publicly available
information on the issuer, such as financial statements and regulatory filings. The rating process
can incorporate information provided by other third-party sources. If this information is material
to the rating, the specific rating action will disclose the relevant source. If the information falls
below an acceptable level, for any reason, Fitch will withdraw any affected ratings.

Disclosure

Fitch expects to disclose, as part of its rating action commentaries or new issue reports: any
factors in addition to the key rating drivers laid out in these criteria that are significant to the
rating outcome for a given issuer, any non-standard scenario parameters used in the evaluation of
financial resilience, and any variation to criteria (as mentioned in the Variations from Criteria section
above). Specifically Fitch will disclose the following in associated rating action commentary:

° Factors influencing a rating outside of the key rating drivers described in this report;

. Use of a longer or shorter historical revenue trend than the most recent 10-year period in
the assessment of revenue growth prospects, if it affects the overall rating; and

° Adjustments to reported accounting data that have a notable effect on reported revenue
trends and affect the overall rating.

Limitations

Ratings, including Rating Watches and Outlooks, assigned by Fitch are subject to the limitations
specified in Fitch’s Ratings Definitions and available at www.fitchratings.com.

Rating Assumption Sensitivity

Revenue Framework: Ratings will be sensitive to changes in attributes of the government’s revenue
framework that affect the overall key rating driver assessment. Changes in expectations for revenue
growth or the issuer’s independent ability to control revenues can change the final assessment.

Expenditure Framework: Ratings will be sensitive to changes in attributes of the government’s
expenditure framework that affect the overall key rating driver assessment. Changes in expectations
for expenditure growth as it compares to revenue growth, in the absence of policy action, or in Fitch’s
assessment of the issuer’s ability to control costs, can change the final assessment.

Long-Term Liability Burden: Ratings will be sensitive to changes in attributes of the government’s
long-term liability burden that affect the overall key rating driver assessment. Changes in
expectations for the size and nature of the government’s combined debt and pension burden can
change the final assessment.

Operating Performance: Ratings will be sensitive to changes in attributes of the government’s
operating performance that affect the overall key rating driver assessment. Changes in
expectations for the government’s financial resilience through downturns and management of
finances at times of economic growth can change the final assessment.
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Appendix A: Revenue Sensitivity Analysis/Scenario Revenue
Estimates and Definition of Reserves

The purpose of the revenue sensitivity analysis (RSA) estimates generated by FAST is to provide broad
order of magnitude guidance of how state and territories’ revenues may be affected in relation to the
general macroeconomic/cyclical scenario specified. FAST then allows for scenario analysis based on
the revenue output. FAST is not a forecasting tool but, rather, provides a plausible range of outcomes
that can be evaluated in a through-the-cycle analysis. The RSA generates a revenue estimate that is
empirically based, objective and intuitive, and allows for uniformity/consistency in terms of the input
variable being stressed (e.g. GDP). It also provides a means for better understanding how an issuer’s
revenues have evolved over the cycle and relative to peers.

For the majority of states, changes in the broader economy alone can explain a very large part of
the changes in tax revenues for a given year. Other states and most territories do not evidence a
strong correlation of changes in revenues to the economy, although many of the largest single-
year and multiyear declines in these governments' revenues over the past two decades occurred
during or shortly following recessions or cyclically weak periods.

Given the significant percentage of low revenue years that occurred during the comparatively
moderate downturn of 2001-2002, the RSA utilizes a multipronged approach that incorporates
both a basic econometric approach, when a significant correlation for that issuer is evident and an
alternative methodology.

Although some forecasting techniques are used to derive the scenario estimate, this exercise is
definitively not that but rather a sensitivity analysis designed to produce a meaningful
approximation of the effect on revenues for the specific scenario chosen, with a qualitative
overlay. For any particular issuer, where a significant correlation to the broader economy is not
evident, the revenue estimate relies exclusively on the alternative approach, which relaxes the
statistical assumptions embedded in econometrics. In such instances, GDP should be thought of
more as simply a scaling factor rather than indicating a significant tie to the broader economy.

Additionally, underlying data can present challenges. For all issuers, the RSA controls for extreme
outliers and analysts perform a qualitative review of the historical data used in the generation of
output. Available history, coverage, general quality and incorporation (or not) of tax-policy change
effects all must be considered when interpreting the output generated by the RSA.

Methodologies Utilized

The following methodologies are used to gauge the percentage change in revenues for a given
scenario assumption.

Econometric Approach

This approach utilizes a regression model unique to each issuer, where the change in GDP (or
another macro indicator, if selected) is the independent variable, and the percentage change in
annual government revenues is the dependent variable. The optimal GDP lag or lead is
determined, with the best fit model subjected to various tests to assess statistical validity,
including utilizing cutoffs with regard to minimum explanatory power, coefficient significance,
data normality and other factors such as serial correlation. Should the specific issuer model meet
the requisite hurdles, the results (percentage change in revenues) for the specified GDP level are
utilized in the analysis; otherwise, they are discarded.

Standard model parameters (subject to change, particularly with regard to position in the prevailing
economic cycle): macro series = U.S. GDP; macro level = -1%, +0.5%, +2% for scenario years 1, 2
and 3, respectively; scenario inflation = 2.5%; upper/lower tail %; outlier control = 1%; minimum
correlation = 0.60; minimum t statistic = 2.0; Breusch-Pagan test confidence level = 95%; skewness
test confidence level = 95%; kurtosis test confidence level = 95%; DW critical value = 1.2; range
width (SE) =0.32.

Fitch believes this approach is well suited to gauging the approximate order of magnitude effect
of a cyclical downturn through application of a uniformly applied stress across the portfolio.
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Interpolation Approach

In some ways, the interpolation approach can be thought of as a shortcut version of the econometric
approach, where only two key datapoints are utilized to form a “best fit” line and statistical assumptions
have been relaxed. The higher point (x, y) in this analysis is defined by the average year experience
(average percentage change in GDP, compound annual average percentage change in issuer revenues)
over the calibration period (period of data utilized to determine model parameters), while the lower
point represents the worst year experience (low year percentage change in GDP, low year percentage
change in specific issuer revenues, regardless of whether these occurred the same year or not) over the
calibration period.

Determining the scenario change in issuer revenues is a simple interpolation exercise between these
two points using the scenario GDP change as the x coordinate. (Note that a through-the-cycle analysis
would generally be expected to utilize a cyclical decline between the worst and average year
experience.)

Point Estimate/Range Determination

While this is definitively not a forecasting exercise, the range around the point estimate (average of the
interpolation and econometric approaches if the latter is available, otherwise just the interpolation
approach) is calculated in the same manner as an ordinary confidence interval utilizing the standard
error of prediction (SE). The objective of the interval is to give a reasonable, but not excessive, degree
of latitude to the analysts in a systematic way rather than capturing, for example, the vast majority of
the outcomes expected for a given change in GDP. Consequently, the range generated would likely be
relatively narrow, typically less than +/- 1 SE from the point estimate.

Definition of Reserves in Fitch’s Rating Analysis

Fitch considers the level of a government’s reserves to be an important credit consideration and
evaluates the adequacy of such reserves through scenario analysis. Fitch’s historical reserve
metrics as displayed in the scenario analysis focus on available fund balance, which is available in
a consistent and comparable way across all governments through audited comprehensive
financial statements. Available fund balance is a broad and blunt measure of fiscal cushion.

Fitch also reviews dedicated operating reserves, noting that dedicated operating reserves are a
more precise assessment of the actual resources available in downturns. These include various
reserve funds, usually established by state law or under state constitutional provisions that Fitch
considers dedicated primarily or exclusively to support a government’s operating needs in times of
fiscal stress. Governments and market participants often use the term “rainy day funds” as
shorthand for dedicated operating reserves. A challenge with dedicated operating reserves is that
they are primarily reported by governments in budget documents and other disclosures whose
form and basis vary across governments, making comparisons across government entities difficult.

Fitch recognizes that governments have three broad categories of financial flexibility to react to
deteriorating conditions: revenue increases, expenditure cuts and use of reserves or other one-
time fiscal measures. Fitch recognizes that reserve levels fluctuate through the economic cycle
and does not set static expectations for reserves. The appropriate level of reserves is specific to
an individual government’s circumstances, a function of both credit-relevant and broader policy
considerations. One government may choose to maintain sizable reserves to avoid the need for
disruptive and pro-cyclical budget cuts or revenue increases in a downturn, while another may
choose to rely more on other budget management tools to maintain balance. As Fitch’s IDRs
communicate the distance from default and likelihood of rating transition, the key consideration
is how choices made affect expectations for financial flexibility through economic cycles.
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Appendix B: State Credit Enhancement Programs

Many states have programs designed to enhance the credit quality of local borrowers with the
goal of broadening market access and lowering the cost of capital. The enhancement programs
most commonly support school districts but have been developed for other types of local
borrowers as well.

The rating approach discussed below covers programs that provide enhancement linked to a
state’s general credit quality (i.e. state guaranties, other direct state payment programs and
intercept programs). The enhancement provided by permanent funds, for which ratings are
unrelated to the state’s general credit quality, is not assessed using these criteria.

Timely Payment Expectation Critical

As the first step in considering the value of a state credit enhancement program, Fitch evaluates
the ability of the enhancement program to provide for full and timely payment of debt service.
Fitch’s state credit enhancement program criteria are not applied in cases where payment would
most likely be delayed until after bond payment dates.

For a program to provide enhancement, procedures should be set forth under state law,
regulations and/or administrative guidelines so state payments can be directed to bondholders by
debt service payment dates. Notification requirements by paying agents should allow the state
sufficient time after a borrower deficiency has been reported to transfer necessary funds to
bondholders on or before bond payment dates.

Revenue Adequacy Key

A second condition for the credit enhancement program criteria to apply is that state funds must
be sufficient to pay bond debt service. To make this evaluation, Fitch considers the historical and
prospective adequacy of state funds.

For local bonds backed by a state’s GO guaranty, the power of the state’s full faith and credit
pledge, as expressed in its IDR, reflects the adequacy of revenue. For other direct payment
programs, the general fund or other specific state resources that are dedicated to debt service are
evaluated for adequacy.

With intercept programs, the focus is on debt service coverage by state funding for a local
borrower. For the issuer’s bonds to earn the enhancement program rating, annual state funding
flows to the issuer must meet minimum coverage levels from historical revenues.

The level of MADS coverage that Fitch considers adequate for a given program varies based on
the nature and historical performance of the revenue source that would be intercepted if needed.
The most common state credit enhancement programs would intercept appropriated state aid to
a participating school district. State school aid is a historically solid revenue source due to the
states’ responsibility for funding education (see Appendix B). Therefore, Fitch generally would
consider coverage of 1.25x sufficient for a program rating to apply.

For borrowers that are more exposed to the potential for significant state funding reductions,
coverage ranging from 1.75x-2.0x or higher would be expected. In some cases, Fitch may consider
the state funding flows to be not sufficiently reliable to allow for a program rating, regardless of
the coverage level, due to greater potential volatility in the state funding environment. This
includes situations where there is risk to the ongoing viability of the entity receiving the state
funding, such as a charter school with charter renewal risk.

The characteristics of a participating borrower could warrant higher coverage requirements than
would otherwise be needed for the program rating to be applied. One example could be a school
district that receives state aid on a per-pupil basis and shows a trend of declining enrollment.

In addition to annual calculations, Fitch reviews the timing of state funding receipts during the
year when considering whether sufficient coverage by interceptable funds will be available on
each debt service payment date. For pooled financings, concern where annual or interceptable
period coverage levels are not met by a portion of borrowers can be mitigated by the involvement
of and issuance through a state bonding authority, which Fitch assumes would act to avoid a
default; however, the additional risk presented by the more limited coverage for some
participants may be reflected through additional notching below the state’s IDR.
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Program Rating Replaces that of Borrower

Once Fitch confirms that the state credit enhancement program criteria can be applied, the credit
quality of the program replaces the underlying credit quality of the borrower. When assigning
ratings pursuant to these criteria, Fitch does not need to conduct underlying credit analysis of the
local government borrowers.

Program Rating Linked to State IDR

The state’s general credit condition as expressed through the state IDR is a key consideration in
rating an enhancement program, since the same factors that inform the IDR affect the state’s
ability to support the payment of local debt.

The relationship between the state IDR and the program rating for various types of enhancement
programs is discussed in more detail below.

State GO Guaranties

Under GO guaranty programs, states pledge their full faith and credit to the payment of certain
local government bonds if the issuer fails to meet its obligation. Therefore, the state’s GO bond
rating (IDR) also applies to the enhanced debt of the issuer, as long as timeliness and legal
considerations have been satisfied.

Direct Payment Commitments

Some states commit themselves to paying borrower debt service from all or part of their general
funds or another specific funding source in the event the local borrower’s payment is insufficient.
Fitch evaluates the breadth and strength of the state funding commitment pursuant to relevant
criteria to determine the enhancement program rating. Depending on the nature of the
commitment, this generally involves application of either the appropriation-backed bond or
dedicated tax bond rating methodologies outlined in Section 2 of this report.

Intercepts

Intercept programs require states to divert to bondholders appropriated but not yet disbursed state
funds otherwise due to a local borrower when needed to cover that borrower’s payment
deficiencies. Intercept programs that provide an enforceable mechanism for state moneys to flow
directly to bondholders and adequate coverage and timing provisions to ensure on-time debt service
payments will typically be rated one notch lower than the state’s IDR, consistent with the rating
methodology for appropriation-backed debt. Fitch can maintain a rating at this level even when
interceptable funds are temporarily unavailable due to a state budget impasse in cases where it is
comfortable that the state remains committed to providing the credit enhancement and is actively
involved in ensuring the adequacy of funds for bond repayment during the impasse period.

Fitch reviews intercept program mechanics — as expressed in state statute, interagency
agreements or through constitutional provisions — to understand how appropriated state funding
not yet disbursed to the local borrower would be channeled to bondholders on a timely basis if
needed to pay debt service. As noted, the mechanism should include notice of a deficiency to the
state by a third-party such as a paying agent by a date that gives the state time to provide the
necessary funds for debt service.

For aninterceptrating to be applied to variable-rate debt, it must be established that the intercept
mechanism works with the provisions and remedies of any third-party bank credit enhancement
or liquidity-support agreements. Fitch also reviews details of each state’s finance and budgeting
structures to determine whether and how the intercept would function in the event the state is
late in adopting its budget.
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Appendix C: Moral Obligations

The term moral obligation (MO) is used widely in the U.S. tax-exempt debt markets and covers a
variety of structures. The most common form of MO is via a DSRF replenishment. Under this
structure, a DSRF is established and used if the underlying security is insufficient to make the debt
service payment. The MO provider then is notified of the DSRF draw and is requested to
appropriate funds to replenish the reserve to the specified level. This lasts for the life of the bonds.

An MO is a legislative statement of intent but a nonbinding mechanism provided by a
governmental entity (the MO provider) to support debt separately secured by a pledged revenue
stream issued either by the MO provider or a different issuer. While bondholders are at risk that
the MO provider will choose not to provide support in the event the pledged revenue stream
proves inadequate, an MO provides evidence of implicit support by an entity that benefits from or
otherwise has an interest in the success of the financed project or program.

For Fitch to provide a rating based on an MO, it must be a formal, stated intent detailed in bond
documents or other public records and cover the full amount of debt service.

If Fitch judges the moral obligation to provide credit enhancement, this is reflected by notching
downward from the MO provider’s IDR. This is an extension of the approach to rating
appropriation-backed debt outlined in Appropriation-Backed Bonds section, which is based on the
optionality associated with lease/appropriation payments compared to the IDR. The notching for
MO debt is wider than is the case for most appropriation-backed bonds to reflect the greater
degree of optionality inherent in MO commitments.

Mechanism for Timely Payment Needed

To provide a rating based on an MO, the timing of an MO must ensure that funds can be
appropriated before a debt service payment is missed. Fitch’s moral obligation criteria are not
applied in cases where payment would most likely be delayed until after bond payment dates.

Specific timing directives within the MO mechanism, including the number of days allowed for
each step, provide comfort that the MO can be fulfilled in time to avoid a bond payment default.

For Fitch to provide a rating based on reserve replenishment or any other MO mechanism, the
process to notify the MO provider, seek appropriation for the payment and have the payment made
to the bond trustee should be clearly detailed in legal documents, such as legislation authorizing the
MO provision and documents related to the specific bond issue. The process described should
identify the government officials responsible for each step and, with the exception of the actual
decision to appropriate, the actions should be mandatory, rather than discretionary. Also, all
officials to be called upon to seek appropriation of funds should have the clear authority to do so.

Furthermore, for Fitch to provide arating based on areserve replenishment mechanism, the DSRF
must be fully funded, or Fitch must rate the surety provider if the reserve requirement is met via
asurety policy.

Determining Value of Moral Obligation

Fitch considers the factors discussed below to determine whether the rating can be based on the
MO provider's credit quality and, if so, the number of notches the rating will be below the MO
provider's IDR. In most cases, MO ratings are three notches below the MO provider’s IDR. The
strongest MO pledges can result in a rating only two notches below the MO provider’s IDR. These
are cases where the MO: is provided to an entity that serves a broad governmentwide or core
purpose; funds an ongoing program rather than a specific project and relates to essential or core
governmental operations; and comes from an MO provider that demonstrates further evidence of
its involvement in the program, such as a commitment to intercept for the benefit of bondholders
state aid that would otherwise be used for the ultimate borrowing entity’s operations.

A rating more than three notches below the MO provider's IDR will likely be assigned if the
underlying project is built for tangential government purposes, including but not limited to
economic development projects benefiting a narrow area. Conversely, if the credit quality of the
underlying project is equal to or higher than one notch below the MO provider’s IDR, the rating
will be based solely on the project's credit quality.
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In certain cases, Fitch may determine that the scope and/or nature of the project call into question
the feasibility of funding debt service through general appropriations. In these cases, Fitch would
likely give no credit to the moral obligation pledge.

Moral Obligation Provider’s Understanding, Interest and Involvement

For the bond rating to be linked to the MO provider’s IDR, the provider should demonstrate that
decision makers, both executive and legislative, are aware of the risks and obligations involved in the
project or program, that it may be responsible for the full debt service payment and that the liability can
last for the remaining life of the bonds. Such evidence can include a vote approving the MO action, plans
showing the project or program financed to be part of a larger effort with broad public benefit, and
public awareness, as demonstrated by disclosure of the plans and MO in public forums. Transparent
disclosure of a government’s MOs in its financial reports and official statements provides additional
confidence that the government recognizes these contingent liabilities.

Consequences of Not Honoring a Moral Obligation

A decision by a government entity acting as an MO provider not to honor a well-vetted MO in a timely
manner would cause Fitch to discount or disregard that government’s MOs in its rating analysis and
likely affect Fitch’s view of the MO provider’s own ratings. Other Fitch-rated credits to which that MO
provider has assigned its MO would be reviewed and may be downgraded, possibly to the levels of the
underlying securities, to reflect a weaker view of the MO and its provider.
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Appendix D: Short-Term Debt Rating Criteria

Scope

This methodology describes the criteria applicable to derive short-term ratings for entities rated
using the "U.S. State Governments and Territories Rating Criteria."

Rated instruments with an original maturity of 12 months or less will be assigned a short-term
rating. For obligations with maturities between 12 months and 36 months, Fitch Ratings can, upon
request, provide a long-term rating in addition to, or instead of, a short-term rating.

Key Rating Drivers

Long-Term Rating Remains Fulcrum: Credit risk remains asymmetric in a number of dimensions,
including across varying time horizons. An entity with relatively weak long-term risk but a better
short-term risk profile may survive in the short term, whereas an entity with a relatively strong
long-term risk but an acutely weaker short-term risk profile will see short-term risk take
precedence. As such, Fitch's long-term rating scale places significant emphasis on deficiencies in
the short-term profile and thus is the strongest driver of short-term ratings. Short-term ratings
are linked to long-term ratings according to Fitch’s Rating Correspondence table below.

Liquidity Factors Apply at Margin: Fitch will apply discriminatory tests allowing us to distinguish
between short-term risks when specific factors apply. Themes for positive distinctions on liquidity can
be summarized as the combination of stronger liquidity-generation capacity (including support) with
less-vulnerable capital structures. These factors allow us to choose between short-term ratings within
broader parameters driven by the correspondence table with long-term ratings.

For the long-term ratings where one of two short-term ratings can be assigned, the anticipated
source of repayment and structure of the debt, together with specific liquidity factors, will be the
main determinant of which of the two short-term ratings will be assigned.

Short-term debt with arating directly linked to a third-party liquidity provider is evaluated using Fitch'’s
“U.S. Public Finance Structured Finance Rating Criteria,” available at www.fitchratings.com.

Rating Correspondence

Long-Term IDR Baseline Short-Term IDR/Rating Higher Short-Term IDR/Rating
From AAA to AA- F1+ N.A.
A+ F1 F1+
A F1 F1+
A- F2 F1
BBB+ F2 F1
BBB F3 F2
BBB- F3 N.A.
From BB+ to B- B N.A.
FromCCCtoC C N.A.
RD RD N.A.
D D N.A.

IDR - Issuer Default Rating. N.A. - Not applicable.
Source: Fitch Ratings

Cash Flow Borrowings

For ratings on cash flow borrowings, including revenue anticipation notes (RANSs), tax anticipation
notes (TANS) or tax and revenue anticipation notes (TRANSs), short-term ratings will be
differentiated based on a metric measuring the anticipated coverage. Transactions where the
ratio of projected cash balances (including borrowable resources in other funds) at maturity
divided by the note repayment amount is above 150% will be assigned the higher short-term
rating where a short-term rating is required. For notes with multiple maturities, this threshold
must be met for all maturities to qualify for the higher short-term rating.
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Borrowable resources include funds belonging to the note issuer but restricted in use and outside
the normal cash flow. Typically, such assets include revenues restricted for specific programs,
capital reserves, special revenue fund balances and trust funds. These assets should be subject to
the issuer’s investment guidelines for operating funds. Fitch reviews the identified funds to
determine the legal and practical restrictions for the borrowing, repayment timing requirements
and these funds’ vulnerability to fluctuation.

Interim Financing

Since bond anticipation note (BANs) and floating-rate note (FRNs) repayment is based on access
to long-term debt markets, baseline short-term ratings will always be assigned to these
transactions where a short-term rating is required.

Internal Liquidity Borrowings

Ratings for short-term instruments to be repaid with internal liquidity will be driven by the table
below. The financial resilience factor broadly reflects a minimum ability of government credits to
manage through a revenue downturn, consistent with the long-term rating and also supportive of
the higher short-term rating. The minimum coverage ratio specifies the level of available liquidity
relative to the amount of borrowing needed to qualify for the higher short-term rating. Both
thresholds would need to be met for the assignment of the higher short-term rating. Otherwise,
the baseline rating will be assigned.

Thresholds for Higher-Rated Short-Term Rating — Tax-Supported

Minimum financial

Higher short-term rating resilience assessment Minimum coverage ratio (x)?
A+/F1+ aa 1.25
A/F1+ aa 1.25
A-/F1 a 1.10
BBB+/F1 a 1.25
BBB/F2 bbb 1.10

aCoverage ratio - (unrestricted cash, investments [as discounted pursuant to Fitch’s Internal Liquidity Worksheet] and
liquidity facilities)/maximum potential liquidity requirement for the following 90-day period.
Source: Fitch Ratings

Fitch calculates the maximum potential liquidity requirement as total outstanding VRDBs,
maximum authorized CP and other debt puttable within 90 days. As part of its analysis, Fitch also
considers any circumstances that limit an obligor’s CP issuance to an amount below the maximum
authorized and notes other mitigating factors that might affect the ratio. Interest accrued at the
maximum rate is not included in the calculation.

Available resources include cash, highly liquid investment-grade securities (as discounted in the Fitch
Internal Liquidity Worksheet table, linked below) and liquidity facilities that the issuer may directly access.

Available liquid resources held by an obligor should be discretionary funds that, if tapped in full,
would not disrupt normal business operations. In addition, Fitch only credits those resources that
are relatively stable.

Fitch analyzes the potential seasonality or cyclicality of core funding streams to determine if
available resources have been inflated by surges in such revenues. Only cash and investments
available consistently through the year are considered liquid resources. However, the segregation
of such funds is not necessary.

Fitch requests reports detailing the marked-to-market value of available liquid resources. These
reports are typically requested quarterly but may be requested more or less frequently as
determined by Fitch, depending on market volatility or the interest rate mode. The associated
worksheet is available by clicking here.

Fitch measures resource sufficiency relative to the maximum potential liquidity requirement over
the 90-day period prior to the date of such potential need.
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Applying Asset Discounts

Fitch discounts the market value of certain asset classes when evaluating an obligor’s liquid
resources (see the Internal Liquidity Worksheet table linked above). Investment classes with
greater price volatility, less market liquidity or poorer credit quality are discounted more heavily.
These discounts are principally derived from Fitch’s “Structured Finance and Covered Bonds
Counterparty Rating Criteria: Derivative Addendum,” and were developed based on a study of
historical volatility in government bonds, in addition to its “Closed-End Funds Rating Criteria.”
Both reports are available on Fitch’s website at www.fitchratings.com.

Since many alternative investments are difficult to value or have restricted liquidation policies,
they are not considered as available liquidity. Investments in traditional equities can exhibit
severe price volatility and are also excluded from consideration. Even for VRDBs where tenders
may be infrequent and dates of when funds must be available are determinable, only those
investments with minimal risk to principal are credited as part of available liquid resources.

Structural Importance of Liquidity Facilities

Liquidity facilities structured to ensure a reliable, timely transfer of funds from the bank to the
obligor are generally included as part of an obligor’s available liquid resources. Fitch focuses on
the structural elements of these facilities, including timing provisions among bond, bank and other
relevant documents, to ensure that the obligations under the agreements are coordinated.
Termination provisions being limited to major credit events and the availability of the facilities to
the obligor alone are additional considerations. These facilities differ from those considered in
structured municipal finance transactions, which are dedicated, third-party facilities available to
the trustee and paying agent for the benefit of noteholders and exclusively for the repayment of
specified short-term debt.

Where VRDBs or CP notes are partially supported by a liquidity facility or facilities, the ratings of
banks providing the facilities, along with the structural elements of the facilities, are additional
considerations. If the bank providing the liquidity facility is rated at least ‘F1’, the full amount of
the facility counts toward an obligor’s available liquid resources. The availability of additional
liquid resources becomes more important if contractual elements of the facility are structurally
weak or if one or more participating banks has a short-term rating of ‘F2’ or is not rated by Fitch.
Liquidity support provided by banks with short-term ratings below ‘F2’ is generally excluded from
available liquid resources.

Timing Is Key

Regardless of the type of debt obligation, the availability of liquid resources should coincide with
the timing of the maximum potential liquidity requirement. Settlement periods are a
consideration in this analysis.

For example, an obligor should ensure that liquid funds are available every 30 days if liquidity is
needed monthly. The need for an obligor to produce weekly or monthly liquidity would be
unnecessary with a one-year put. Nonetheless, Fitch will evaluate the process taken at least
90 days in advance of the put to ensure the sufficiency of available liquid resources.

Significance of Codified Procedures

Fitch considers each obligor’'s experience in treasury, debt management and investment
functions. Upon a failed remarketing of VRDBs or a failed rollover of CP notes, the obligor must
act swiftly to ensure timely payment to bondholders or noteholders. To that end, specific asset
liguidation procedures ensure that an obligor is prepared to transfer required funds to a paying
agent as needed.

A detailed liquidation procedures plan (LPP) is evidence of management’s commitment to
ensuring timely payment to holders of VRDBs or CP notes. At a minimum, the LPP should include
the names or positions of responsible parties at the obligor, as well as counterparts at relevant
banking and other financial institutions. The sequence of events to ultimately pay off outstanding
debt obligations, including specific days and times, is likewise important to ensure the LPPs are
coordinated with the various bank agreements. The LPP should be updated and submitted to Fitch
as necessary.

Public Finance
State Obligations

US.A.

U.S. Public Finance State Governments and Territories Rating Criteria
Criteria Report | February 4,2025

fitchratings.com

38


http://www.fitchratings.com/

FitchRatings

DISCLAIMER & DISCLOSURES

All Fitch Ratings (Fitch) credit ratings are subject to certain limitations and disclaimers. Please read these limitations and
disclaimers by following this link: https://wwwfitchratings.com/understandingcreditratings. In addition, the following
https://www.fitchratings.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.

Inissuing 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
availablefor agivensecurity or in agivenjurisdiction. 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. Inissuing 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. Fitch Ratings makes routine, commonly-accepted adjustments to reported financial data in accordance with the relevant criteria and/or
industry standards to provide financial metric consistency for entities in the same sector or asset class.

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.
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