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Summary:

Philadelphia; Joint Criteria; Water/Sewer

Credit Profile

US$300.0 mil wtr and wastewtr rev bnds ser 2015A due 06/30/2044

Long Term Rating A/Positive New

US$100.0 mil wtr and wastewtr rev rfdg bnds ser 2015B due 06/30/2044

Long Term Rating A/Positive New

Philadelphia wtr & swr

Long Term Rating A/Positive Affirmed

Rationale

Standard & Poor's Ratings Services has assigned its 'A' long-term rating to Philadelphia's series 2015A and B water and

wastewater revenue refunding bonds and affirmed the following ratings:

• The 'A' long-term rating and underlying rating (SPUR) on the city's existing water and wastewater revenue debt; and

• The 'AAA/A-1+' rating on the city's series 1997B bonds, which are jointly secured by the city and the letter of credit

(LOC) provider TD Bank N.A.

Except for when applying joint criteria, in which case the outlook is not meaningful, we have revised the outlook on

the ratings to positive from stable. The positive outlook reflects our opinion that there is at least a one-in-three chance

that the rating could improve from its current level within the next two years if the following trends continue:

• The water department's financial performance meets or exceeds the current projections, both on a GAAP basis and

on the essentially modified-accrual basis that the city tracks its financial performance to meet rate and additional

bonds covenants;

• There are no significant cost escalations or unanticipated projects that arise in conjunction with the city's large

capital improvement plan (CIP); and

• Economic trends in the city and surrounding service base continue to steadily improve, as per the recent trends

regarding population and unemployment rates.

Since all of these factors can influence the others, at least in some respects, an upgrade would most likely take into

account an amalgam of these credit trends and not necessarily focus on one single factor that would generate upward

rating movement. For instance, if the water department's actual financial performance is consistently better than

projections, but large, back-dated projects are added to the department's CIP without immediate financial implications,

then we would not necessarily raise the rating because of the near-term stronger financial performance.

The city will use the series 2015A bond proceeds for capital projects, and the 2015B proceeds to refund a portion of its

outstanding bonds.

The 'A' long-term rating and SPUR are based on the following characteristics:
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• A broad service area that covers the city of Philadelphia and several suburbs, but with a weaker economic profile

when considering just the city itself;

• A diverse revenue base that includes among its largest users the city of Philadelphia, the city's school district, the

University of Pennsylvania, and Temple University;

• Rates that we consider competitive, especially when benchmarked against the stronger demographic profile across

the entire service base, along with management's historical willingness to raise rates annually;

• Stable financial performance, albeit with some reliance on its rate stabilization fund to support operations; and

• A sizable CIP, combined with an already-high system ratio of debt to capital, in our opinion.

Securing debt service are net revenues of the water and sewer fund, which includes (net of operating expenses) rates

and charges of the system, transfers from the rate stabilization fund, and interest earnings. Rates must be set to provide

rates and charges plus transfers from the rate stabilization fund that represent at least 1.2x annual debt service on

senior revenue bonds and 1.0x coverage when including all subordinate debt and certain other transfers. The city can

issue additional debt as long as it is complying with the rate covenant at the time of issuance and net revenue

projections are sufficient to provide for rate covenant compliance for the two fiscal years following the debt issuance.

As long as Assured Guaranty Municipal Corp. (AGM; formerly FSA) insures any of the city's 2005A, 2005B, and a

portion of the 2010A bonds, AGM requires that the city maintain net system revenues, excluding transfers from the

rate stabilization fund, totaling at least 90% of operating requirements (90% test). This provides additional bondholder

protection, in our view, since this effectively limits how much the system can rely on draws from the rate stabilization

fund. This provision also applies to the additional bonds test.

Philadelphia's water and wastewater systems provide service to roughly 1.7 million and 2.3 million customers,

respectively, in the city and suburbs. The systems predominantly serve retail residential customers, but also serve 12

surrounding townships and utility authorities on a wholesale basis. The number of retail accounts has remained

relatively stable since 2001; water accounts total about 475,000 and wastewater accounts about 530,000. The water

department customer base, in which the city is the leading user, remains stable and diverse: The 10 leading retail

customers accounted for 11% of total billings in fiscal 2014. Water and wastewater treatment capacities are 683

million gallons per day (mgd) and 522 mgd, respectively. We consider water capacity adequate, given average use of

less than half that; sewer average use is about 90% of capacity, and about 20% of the city's capital budget is dedicated

to combined sewer overflow mitigation and flood relief.

Because the service base spans both Philadelphia and suburban areas, the demographic profile takes into account a

wide range of socioeconomic scales. Although the city's unemployment rate has historically been high, the 6.2%

average for 2014 was equal to the national average. In our opinion, income indicators for the city are just adequate,

with median household effective buying income (MHHEBI) at 73% of national levels; meanwhile, we consider

combined metropolitan area median household incomes good at 114% of the national average. MHHEBI of Bucks,

Delaware, and Montgomery Counties, which are part of the service base, are even stronger at 142%, 118%, and 148%

of the national average, respectively.

We view rates as affordable when considering the more broad service territory that the water department serves. We

also view as a credit strength the department's commitment to raise rates consistently. Since 2006, they have been

generally rising by about 4%-7%, including the last 5% increase effective July 1, 2014. Management estimates that the
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average monthly combined bill currently totals $67.43 (including stormwater charges, and 600 cubic feet of use). Even

when considering higher monthly usage of 1,000 cubic feet, which is what Standard & Poor's uses as its benchmark

consumption rate for peer comparison purposes, monthly bills are $94.29. We still consider this affordable.

Despite generally stable financial performance, the city does rely on periodic draws on its rate stabilization fund (RSF)

to support operations. During the prior three fiscal years, the city drew $4.7 million from its RSF in 2013, but deposited

an aggregate of $31.5 million during fiscal years 2012 and 2014. Management's latest available financial projections

show the water department continuing to rely periodically on rate stabilization fund draws to meet its minimum

coverage requirements, but the projections do not indicate the balance dropping below $150.2 million.

As reported on an unaudited basis, the system has been able to meet its targeted coverage of debt service by 1.2x.

Management can reach this target by making a transfer into or out of its rate stabilization fund, but the city also

remains in compliance with the 90% test, as indicated above. On an audited basis, debt service coverage (DSC) has

fluctuated more, but remains at least adequate, in our view. Back in 2009, when the system experienced a

larger-than-average transfer in from the RSF, audited net revenues available for debt service represented 1.0x annual

debt service. But since then, DSC has stabilized at about 1.3x, the level it has been at for both 2013 and 2014. Our

calculations of audited DSC are based on the city's audited financial statements, taking the operating income; adding

back depreciation, interest income and any miscellaneous nonoperating revenues/expenses; and subtracting transfers

out.

Unrestricted cash levels, including the RSF balance, at the end of each fiscal year also demonstrate stable financial

performance, in our view. The combined unrestricted and RSF balances have typically represented 225-275 days'

operations (about $200 million to $250 million), which we characterize as strong. The bond ordinance also stipulates

that amounts on deposit in the water department's RSF, capital fund ($261 million balance at 2014 fiscal year-end), and

residual fund ($25 million at 2014 fiscal year-end) can all can be loaned to the revenue fund to pay operating expenses

or even debt service because the revenue fund is included as pledged security for the revenue bonds.

Philadelphia's combined water and sewer system is highly leveraged and the $1.78 billion 2016-2021 CIP is likely to

require significant additional debt funding. However, now that the city entered into a $1.2 billion (net present value;

nominal value is over $2 billion), 25-year consent order with the Pennsylvania Department of Environmental

Protection in 2011, a good portion of the CIP projects are now definable. As debt is layered in with PENNVEST loans

and proposed revenue debt, we would expect that annual debt service costs would also steadily increase as additional

debt is issued. We expect that management will continue to raise rates, as it has in the past, to fund these additional

costs as well as cash-funded capital costs for general operating expenses. Total debt has consistently represented

about 90% of net property, plant and equipment, which we consider high. Given the large CIP, we do not expect this to

change materially over time.

Only about 7% of the city's water and sewer revenue debt outstanding at the end of the 2014 fiscal year is variable

rate, and just 3% remains unhedged after taking into account a floating-to-fixed interest rate swap related to the city's

2005B bonds (notional amount of $67.2 million); these bonds have been purchased by Bank of America pursuant to a

variable-rate securities agreement that expires at bond maturity in 2018 and payable at 68.5% of LIBOR. The swap

counterparty is Citigroup Inc. Under the swap, the city receives the 2005B bond rate or 68.5% of LIBOR and pays a
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fixed rate of 4.53%. The additional termination event for the counterparty and city are the same: The ratings fall below

'A-'. As long as AGM insures the city's swap payments, no termination event based on the city's water and wastewater

rating can occur as long as we rate AGM at least 'A'. Counterparty risk is somewhat elevated since we rate Citigroup

'A-/Negative'. The city, however, maintains the option of terminating the swap if Citigroup's ratings fall below the

rating trigger; according to management, there are no current plans to change counterparties or terminate the swap.

Outlook

The positive outlook reflects our opinion that there is at least a one-in-three chance that the rating could improve from

its current level within the next two years if the following trends continue:

• The water department's financial performance meets or exceeds the current projections, both on a GAAP basis and

on the essentially modified-accrual basis that the city tracks its financial performance to meet rate and additional

bonds covenants;

• There are no significant cost escalations or unanticipated projects that arise in conjunction with the city's large CIP;

and

• Economic trends in the city and surrounding service base continue to steadily improve, as per the recent trends

regarding population and unemployment rates.

If financial metrics deteriorate, or a significant amount of additional capital spending is added to the city's CIP, we

could lower the rating or revise the outlook back to stable.

Related Criteria And Research

Related Criteria

• USPF Criteria: Key Water And Sewer Utility Credit Ratio Ranges, Sept. 15, 2008

• USPF Criteria: Standard & Poor’s Revises Criteria For Rating Water, Sewer, And Drainage Utility Revenue Bonds,

Sept. 15, 2008

• USPF Criteria: Commercial Paper, VRDO, And Self-Liquidity, July 3, 2007

• USPF Criteria: Contingent Liquidity Risks, March 5, 2012

• USPF Criteria: Municipal Applications For Joint Support Criteria, June 25, 2007

• USPF Criteria: Bank Liquidity Facilities, June 22, 2007

• Criteria: Joint Support Criteria Update, April 22, 2009

• USPF Criteria: Methodology: Definitions And Related Analytic Practices For Covenant And Payment Provisions In

U.S. Public Finance Revenue Obligations, Nov. 29, 2011

Ratings Detail (As Of March 20, 2015)

Philadelphia wtr & wastewtr (BAM)

Unenhanced Rating A(SPUR)/Positive Affirmed

Philadelphia wtr & swr

Unenhanced Rating A(SPUR)/Positive Affirmed

Philadelphia wtr & wastewtr
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Ratings Detail (As Of March 20, 2015) (cont.)

Unenhanced Rating A(SPUR)/Positive Affirmed

Philadelphia wtr & wastewtr VRDB - 1997B

Unenhanced Rating A(SPUR)/Positive Affirmed

Long Term Rating AAA/A-1+ Affirmed

Many issues are enhanced by bond insurance.

Complete ratings information is available to subscribers of RatingsDirect at www.globalcreditportal.com. All ratings

affected by this rating action can be found on Standard & Poor's public Web site at www.standardandpoors.com. Use

the Ratings search box located in the left column.
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S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P

reserves the right to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites,

www.standardandpoors.com (free of charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription) and www.spcapitaliq.com

(subscription) and may be distributed through other means, including via S&P publications and third-party redistributors. Additional information

about our ratings fees is available at www.standardandpoors.com/usratingsfees.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective

activities. As a result, certain business units of S&P may have information that is not available to other S&P business units. S&P has established

policies and procedures to maintain the confidentiality of certain nonpublic information received in connection with each analytical process.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain

regulatory purposes, S&P reserves the right to assign, withdraw, or suspend such acknowledgement at any time and in its sole discretion. S&P

Parties disclaim any duty whatsoever arising out of the assignment, withdrawal, or suspension of an acknowledgment as well as any liability for any

damage alleged to have been suffered on account thereof.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and

not statements of fact. S&P's opinions, analyses, and rating acknowledgment decisions (described below) are not recommendations to purchase,

hold, or sell any securities or to make any investment decisions, and do not address the suitability of any security. S&P assumes no obligation to

update the Content following publication in any form or format. The Content should not be relied on and is not a substitute for the skill, judgment

and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. S&P does

not act as a fiduciary or an investment advisor except where registered as such. While S&P has obtained information from sources it believes to be

reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part

thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval

system, without the prior written permission of Standard & Poor's Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be

used for any unlawful or unauthorized purposes. S&P and any third-party providers, as well as their directors, officers, shareholders, employees or

agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not

responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use of the Content, or for

the security or maintenance of any data input by the user. The Content is provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL

EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR

A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING

WILL BE UNINTERRUPTED, OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no

event shall S&P Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential

damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs or losses caused by

negligence) in connection with any use of the Content even if advised of the possibility of such damages.
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