Bond Case Briefs

Municipal Finance Law Since 1971

Fitch U.S. Public Power Criteria Revision.

Fitch Ratings finalized its new criteria for U.S. public power systems, the changes of which are
detailed in a new report and companion piece. These revisions will facilitate a more forward-looking,
predictable approach to ratings and better highlight differences among credits in the same category.

Anticipated Rating Impact Limited

Fitch expects criteria-driven rating changes to affect less than 10% of the portfolio, with a roughly
equal mix of upgrades and downgrades. Rating changes will most likely reflect the criteria’s
heightened emphasis on leverage through the cycle, with upgrades reflecting relatively low
leverage, and downgrades resulting from the recognition of higher leverage and elevated operating
risk

Rating Changes More Predictable

In a sector characterized by low default risk, insight into an issuer’s vulnerability to adverse
conditions and credit deterioration is of paramount importance. The revised criteria more clearly
define and communicate Fitch’s expectations of the range of performance within which a rating is
expected to be stable, versus conditions which could prompt a rating change.

New Through-the-Cycle Tools

Fitch is incorporating forward-looking tools into the rating process. Revenue sensitivity and scenario
analysis tools work together to consider both the expected ‘base case’ financial performance within
a typical business cycle and the ‘rating case’ potential financial performance given a moderate
downturn. Known as FAST, this tool highlights how cycles affect issuers differently, and will be
publicly available during the criteria comment period.

Experienced Analytical Judgment

Fitch’s ratings will continue to be based on the judgment of a team of experienced analysts rather
than model-based outcomes. Given the diverse characteristics and wide range of U.S. public power
credits, Fitch believes there are clear limits to the degree to which data points and formulas can
define them.

Clearer Communication of Credit Opinions

The goal of the revised criteria is to communicate Fitch’s credit analysis more clearly, presenting
well-defined opinions about both rating conclusions and the underlying fundamentals. This will
provide greater differentiation among credits, increased insight into what could trigger a rating
change, and facilitate comparison of Fitch’s credit opinions with others in the marketplace.

Focused Key Rating Factors

Three focused key rating factors replace the traditional inventory of credit considerations to
highlight the role that each plays in determining credit quality. The information that Fitch reviews is
largely unchanged; however, the way this information is incorporated into integrated and
transparent analysis is much improved.

Tailored Versus Generic Expectations
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As part of an integrated analytical approach, expectations are linked to issuer-specific risk factors.
For example, rather than having a blanket level of liquidity or leverage judged to be consistent with
a given rating category, Fitch considers the issuer’s fundamental financial flexibility and sensitivity
to downturns against an issuer-specific assessment of revenue defensibility and operating cost
flexibility.
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