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Fitch expects a stable environment for state and local
governments despite uncertainties related to economic growth,
the effect of federal policy and spending demands for labor and
infrastructure. We expect governments to continue to exercise
their considerable control over revenues and spending to
maintain sound financial resilience.

Core Strengths Resilient Despite Slower Economic Growth

Fitch’s Sector Outlook: Stable

Fitch Ratings maintains its stable outlook for U.S. states and local governments in 2020,
reflecting core credit strengths in both sectors. Overall, Fitch believes that states and local
governments will be able to adjust to anticipated challenges including ongoing revenue
volatility, continued demands for infrastructure investment, and projected slower
economic growth.
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relevant developments, specifically: AK, IL, and KY.
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What to Watch — State Revenue Volatility and Slowing Economic Growth

Fitch and other market observers have noted considerable volatility in state revenues over
the past several years, particularly since implementation of the December 2017 federal tax
legislation (commonly referred to as the Tax Cuts and Jobs Act, or TCJA). We anticipate that
unpredictability will continue into 2020, though at a smaller scale, as states and taxpayers
have now had two years to adjust to the new federal tax framework and its pass-through
effects for states. The June 2018 U.S. Supreme Court's Wayfair decision has also affected
both state and local governments' sales tax collections, though the magnitude is difficult to
fully assess. Fitch's expectation of slowing national economic growth further complicates
the revenue outlook. The agency's December 2019 Global Economic Outlook forecasts U.S.
GDP growth at 1.7% in 2020, which would be the lowest level since 2011.

Local governments that depend on state funding — primarily school districts and counties —

would be most at risk if state revenues proved especially volatile in the upcoming year.
Property taxes are fairly well insulated from the immediate effect of changes in economic
growth, given the lag between changes in home prices and property tax levies.

What to Watch - Housing Supply and Affordability

Fitch’s U.S. RMBS Sustainable Home Price Report (Third-Quarter 2019) indicates that home
prices in most regions appear to be valued in line with long-term sustainable levels, with
overvaluation largely concentrated in Texas, Florida and California. According to the U.S.
Department of Housing and Urban Development, half of all people experiencing
homelessness in 2018 were in those three states plus Washington. State and local
governments are increasingly expressing concerns about the lack of affordable housing and
a need to address homelessness. These concerns are especially notable in and around the
nation's large cities, where physical and policy constraints on new construction make
addressing the supply gap difficult. All levels of government are increasingly stepping up to
provide affordable options for residents.

What to Watch - Pressure on School Funding

Teacher labor actions, including strikes, continue to be a significant stressor for school
districts, maintaining pressure on both states and local district officials to increase or
reallocate funding. The focus has primarily been on traditional issues — increased wages and
benefits for teachers. However, this year's strikes in Los Angeles and Chicago indicate that
labor demands are broadening to include issues not directly tied to teacher headcount and
compensation, such as increased health and social work services. The 2018 U.S. Supreme
Court decision in the Janus case, which was widely expected to limit the power of public
sector collective bargaining, does not seem to be affecting the strength of teachers' unions
thus far.
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U.S. Economic Forecast
(%) 2018 2019 2120F 2021F
GDP Growth 2.90 2.30 1.70 1.70
CPl Inflation (End-year) 1.90 2.20 2.30 2.50
Policy Interest Rate (End-year) 2.50 2.00 2.00 2.25
U.S. 10-Year Yield 2.83 1.85 2.25 2.75

F — Forecast.
Source: Fitch Ratings.
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What to Watch — Addressing Infrastructure Demands Remains a Challenge State Spending of Federal Funds
The inadequacy of current infrastructure funding continues to be a concern despite Higher Education o
continuing efforts from states and local governments to address the challenges. 3% Public gﬁj'“ance
Transportation is a key focus. Fitch estimates 34 states have taken actions to raise new K-12 Education \
revenues, or re-allocate existing ones, for transportation since 2013. The vast majority have 9%
increased gas taxes, which are states' primary means of funding transportation needs. Transportation
Federal funding is also a critical source of transportation funding for states and local 7%
governments, and the September 30, 2020 expiration of the current five-year federal
surface transportation act (Fixing America's Surface Transportation, or FAST) creates
some uncertainty. Other
20%

Source: National Association of State Budget Officers (NASBO).
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Illinois voters will decide in November on a constitutional amendment to allow a graduated 50
individual income tax. The credit implications depend on whether lllinois uses any increased 45
revenues to address structural budget challenges, or if the state can adequately adjust its gg
budget to work toward structural balance if the amendment fails. 30
Kentucky's new Democratic governor will need to work with the Republican-controlled §8
legislature to address persistent budgetary challenges with enactment of a new biennial 18 _
budget due in the first half of 2020. Kentucky has made fiscal progress in recent years, and 5
Fitch's view on the IDR will be shaped by the commonwealth's ability to maintain structural 0 I— -
spending commitments, most notably for pensions, while continuing to reduce reliance on Property Tax State Sources Sales Tax Federal Sources Other Taxes

non-recurring budget measures. This could prove challenging if the political environment
deteriorates.

Source: Fitch Ratings.
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What to Watch — Major Federal Policy Shifts Unlikely Until 2021 (Maybe)

Given divided control in Congress, Fitch does not anticipate significant changes in federal
policy that would materially affect state and local governments' credit quality in 2020.
The administration has and will continue to drive certain policy decisions unilaterally such
as trade policy, but the implications for state and local government credit quality should
remain modest. Medicaid, given its large and growing role in state budgets, is one area
where executive and even state actions bear watching. Idaho, Nebraska, and Utah voters all
approved ballot measures to expand Medicaid in 2018 but have yet to implement them.
Oklahoma voters may decide on a similar ballot initiative in November 2020. Also, the
federal administration will release guidance soon on how states could implement Medicaid
block grants or per capita caps. Tennessee recently submitted a proposal to convert most of
its Medicaid funding to what it calls a modified block grant approach, which, if approved,
would make it the first state to use such a system.

As the presidential and congressional campaigns approach in November, Fitch anticipates
vigorous debate and ramped up rhetoric around major changes in areas such as tax and
health care policy, Actual changes are unlikely in 2020 and their likelihood in 2021 will be
driven by the post-election political climate, including whether Congress and the presidency
are aligned.

What to Watch — Stable Growth in Local Government General Fund Reserves
Local governments’ available general fund balances relative to spending continue to grow.
The Fitch Analytical Stress Test (FAST) model confirms the stabilizing effect of property
tax-heavy revenues on volatility, as results indicate that a 1% decline in GDP would have a
generally limited effect on revenues. These solid reserves provide a strong buffer against
the potential effect of recession; Fitch assesses more than 70% of local governments as
having financial resilience at the 'aaa’ level. Fitch expects slow but continued economic
growth along with manageable expenditure pressures to result in stability in 2020.
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Available Local Government General Fund Balance as % of Expenditures
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ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE READ THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK:
HTTPS://FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING DEFINITIONS AND THE TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC WEB
SITE AT WWW.FITCHRATINGS.COM. 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.
FITCH MAY HAVE PROVIDED ANOTHER PERMISSIBLE SERVICE TO THE RATED ENTITY OR ITS RELATED THIRD PARTIES. DETAILS OF THIS SERVICE FOR RATINGS FOR WHICH THE LEAD ANALYST IS
BASED IN AN EU-REGISTERED ENTITY CAN BE FOUND ON THE ENTITY SUMMARY PAGE FOR THIS ISSUER ON THE FITCH WEBSITE.

Copyright © 2019 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY, NY 10004. Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or retransmission in whole or in part is prohibited except by permission. All rights
reserved. In issuing 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 available for a given security or in a given jurisdiction. 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. In issuing 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.

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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