
FITCH RATES EASTERN MUNICIPAL WATER DISTRICT,
CA'S REVENUE BONDS 'AA+'; OUTLOOK STABLE

  
 Fitch Ratings-San Francisco-04 September 2018: Fitch Ratings has assigned a 'AA+' rating to the
 following Eastern Municipal Water District, CA (the district) debt: 
  
 --$94.2 million subordinate lien refunding water and wastewater revenue bonds series 2018A and
 related bank bonds; 
 --$53.5 million subordinate lien refunding water and wastewater revenue bonds series 2018B; 
 --$47.7 million subordinate lien refunding water and wastewater revenue bonds series 2018C.  
  
 The 2018A bonds, which are variable rate demand obligations (VRDOs), are scheduled to sell via
 negotiation on or about Sept. 27, 2018. A standby bond purchase agreement from Bank of America
 N.A. (rated 'AA-'/Stable) will provide liquidity support for the purchase of tendered bonds in the
 event of a failed remarketing. Fitch expects to assign a short-term rating to the bonds that will
 reflect Bank of America's support. The long-term and bank bond ratings assigned above reflect
 the underlying credit quality of the district. The 2018B and 2018C bonds are floating rate notes
 (FRNs). They are scheduled to sell via negotiation on or about Sept. 13, 2018.  
  
 The proceeds will be used to refund the district's outstanding 2017E and 2017F private placements
 for debt service savings and to pay cost of issuance. 
  
 In addition, Fitch affirms the following ratings: 
  
 --$9.2 million senior water and sewer revenue bonds at 'AAA'; 
 --$993.9 million subordinate water and sewer revenue bonds and associated bank bonds at 'AA+'; 
 --$32.5 million Western Riverside Water and Wastewater Financing Authority revenue bonds
 (Eastern Municipal Water District improvement district general obligation (GO) bond financing) at
 'AA+'.  
  
 SECURITY   
 The senior lien revenue bonds are secured by a first lien on net water and sewer revenues. The
 senior lien is effectively closed and all outstanding senior bonds will be repaid over the next four
 years. The subordinate working lien bonds are payable from a second lien on net revenues. 
  
 The GO bonds are payable from net system revenues after payment of all revenue bonds (senior
 and subordinate lien) and COPs, from available reserves and from ad valorem property taxes. The
 bonds are rated to the water and sewer revenue pledge. 
  
 KEY RATING DRIVERS 
 STRONG REVENUE DEFENSIBILITY: EMWD provides essential retail water and sewer
 services to a large and diverse suburban service area in western Riverside County. Operating
 revenues have held up well in the face of variable demand for water due to disciplined rate
 increases, the district's budget-based water rate structure, and very stable sewer and property
 tax revenues. The utility remains exposed to economically sensitive connection fee revenues,
 but overall financial performance has remained strong even during downturns in new home
 construction. 
  
 MANAGEABLE OPERATING RISKS: Operating risks are manageable with water supply
 variability and growth pressures as the primary risks. Water supply risks relate to the variability of
 imported water provided by the Metropolitan Water District of Southern California (Metropolitan,



 rated 'AA+'/Stable) and to cost pressures due to the wholesaler's significant capital needs. The
 district's sewer enterprise is subject to less operating risk. Managing growth is the primary
 challenge facing the sewer enterprise. Debt levels are above average but expected to decline
 gradually over the next five years as the district focuses on pay-go funding of capital. 
  
 FINANCIAL PERFORMANCE REMAINS STRONG: The utility's financial performance has
 remained strong through periods of extreme drought and deep recession. All-in debt service
 coverage (DSC) has averaged a very strong 2.6x over the past three fiscal years. Liquidity remains
 very healthy with 431 days unrestricted cash and investments on hand on June 30, 2017. Leverage
 remains elevated with debt to funds available for debt service at 8.8x, but leverage is expected to
 decline over the next five years amid rapid revenue growth and relatively flat debt levels. 
  
 RATING SENSITIVITIES 
 LEVERAGE TO DRIVE RATING: Management has shifted to greater use of pay-go funding of
 capital in recent years. The ratings could come under downward pressure if the district's financial
 strategy shifted, increasing reliance on debt-funding of capital again. The rating could also come
 under downward pressure if policymakers fail to set rates sufficient to provide continued strong
 financial performance. 
  
 CREDIT PROFILE 
 Eastern Municipal Water District's service area covers 550 square miles and includes the cities
 of Temecula, Murrieta, Moreno Valley, Hemet, San Jacinto and Perris, as well as unincorporated
 areas. The formerly agricultural region suburbanized rapidly in recent decades and is close to both
 Orange and San Diego Counties.  
  
 STRONG REVENUE DEFENSIBILITY 
 The suburban residential service area is diverse in terms of payers and has sound economic
 underpinnings. Median household income is solid at about 90% of the state level and 104% of
 the national level. The top 10 water and sewer customers provide a moderate 8% of operating
 revenues. The region's economy is performing strongly again with rapid residential development
 underway after deep downturn in the local housing market during the Great Recession. Despite the
 recession, Riverside County's strong population growth has outpaced both the state and the nation
 for many years. The region's growth is driven by an affordability advantage over nearby coastal
 regions and the availability of undeveloped land within commuting distance a major Southern
 California employment centers. Job growth has significantly outpaced the nation for the past seven
 years, and the unemployment rate, which trends higher than the national average, was low at 4.8%
 in June 2018. 
  
 The district's relatively diverse revenue mix yields a high degree of baseline revenue stability
 and solid coverage of debt service and operating expenses across business cycles, while volatile
 connection fee revenues provide significant excess funding for capital and reserve building in
 periods of strong growth. Very stable property taxes and fixed water and sewer fees averaged about
 48% of total revenues over the past five years through 2018. Volatile connection fees averaged
 12% of revenues over the period. Volumetric water charges provided about 31% of revenues. The
 district's allocation-based rate structure increases the average cost of water as sales fall during
 droughts by pushing usage into more expensive tiers, reducing volume risk. The district also
 benefits from reductions in water purchases as demand declines, offsetting lost revenues. Water
 purchases averaged about 35% of operating costs (excluding depreciation) over the past five years.
  
  
 The district's board has the independent authority to raise water and sewer rates without outside
 regulatory approval. Rate payers can reject rate increases if a majority of customers submit written
 protests, but such challenges are rare and have not impeded rate increases. The district's elected
 board has raised rates as needed to maintain solid financial performance. Combined water and



 sewer rates were affordable at about 1.6% of Riverside County's median household income for
 a customer paying Fitch's typical household wastewater charge and using 10 hundred cubic feet
 (HCF) of water in 2017. Actual water usage is significantly higher in this arid, suburban service
 area, suggesting somewhat less rate flexibility than Fitch's affordability measure suggests. But
 even with average use of 18 HCF of water per month, combined bills remain moderate. Rates also
 compare favorably to other local jurisdictions. 
  
 MANAGEABLE OPERATING RISKS  
 Operating risks are manageable with water supply variability, growth pressures and an elevated
 debt/fixed cost burden as the primary risks. Supply risks relate to the variability of imported
 supplies provided by Metropolitan and to cost pressures due to the wholesaler's significant capital
 needs. Metropolitan plans to fund a significant portion of the $17 billion (2017$) California
 WaterFix, pushing up EMWD's imported water costs and somewhat reducing rate flexibility.  
  
 The district's supply portfolio has diversified over the years, but EMWD remains dependent on
 imported supplies because of limited local rainfall. Metropolitan and EMWD have managed
 the supply variability well, storing large volumes of water in wet years for use in dry years and
 conserving deeply in droughts. EMWD has also invested heavily in local supplies. It has long
 recycled most of its wastewater flows, providing a highly reliable source of irrigation water that
 is not subject to interruptions due to weather variability and shifting environmental regulations
 that constrain imports. The district has also invested heavily in groundwater production, including
 desalination of brackish groundwater.  
  
 The district's sewer enterprise is subject to less operating risk. Managing growth, which affects
 both business lines, is the primary challenge facing the sewer enterprise. The district aims to
 deliver additional wastewater treatment capacity in small increments as needed by its rapidly
 growing population and currently has adequate capacity. Sewer flows equaled 63% of capacity in
 2017, and the district is currently expanding capacity in the fast-growing Temecula wine country.
 The district has set aside a large amount of capital reserves to meet future growth needs and
 benefits from increased connection fee revenues in periods of high growth, somewhat offsetting
 growth pressures.  
  
 The district's $397.1 million fiscal 2019-2023 capital improvement plan (CIP) focuses on water-
supply reliability, water recycling and energy independence with 61% of the funds spend on water.
 The district plans to fund about a third of the CIP with the proceeds of prior bonds and about two-
thirds on a pay-go basis. The physical plant appears well maintained. The district has invested
 consistently to maintain and expand its infrastructure with capital expenditures to depreciation
 averaging 114% over the five years ended 2017. Financial average age of plant is below average at
 12 years. 
  
 The district's debt burden is above average but expected to decline. Its roughly $1 billion debt
 burden at the end of fiscal 2017 was about 130% of the median for 'AA' category water and sewer
 utilities at $2,594 per customer. The district has no significant debt plans over the next five years,
 and debt is projected to decline slowly to about $2,226 per customer in 2022, which is in line with
 the projected debt median for the 'AA' category.  
  
 The district's debt portfolio is more complex than the typical municipal water and sewer utility
 with variable rate debt equaling about 35% of the portfolio and 28% unhedged. The current bond
 issues will refund outstanding variable rate debt. The 2018A bonds will be sold as VRDOs in daily
 mode. The 2018B bonds are FRNs indexed to the one month LIBOR, and the 2018C bonds are
 FRNs indexed to SIFMA. Both FRN series have a mandatory tender in September 2021, ahead of
 LIBOR's discontinuation.  
  
 FINANCIAL PERFORMANCE REMAINS STRONG 



 The utility performed well in very difficult operating environments in recent years, including
 periods of surging imported water costs, extreme drought and very weak connection fee revenues.
 Fitch calculated all-in DSC, which includes the district's general obligation bond revenues and debt
 service, was strong at 3x in fiscal 2016 and 2.6x in fiscal 2017. A reasonably conservative district
 forecast shows coverage remaining near 2017 levels across the forecast horizon. All-in coverage
 excluding connection fees has averaged a solid 1.5x over the five fiscal years ended 2017 and has
 been on a generally increasing trend with the district's efforts to generate more pay-go funding for
 capital.  
  
 The senior lien bonds are rated a notch above the subordinate working lien debt due to the
 additional bondholder protection provided by priority of payment and higher debt service coverage.
 Senior lien DSC was very strong at 5.6x in fiscal 2016 and rose to 7.4x in fiscal 2017. Senior lien
 coverage is expected to rise dramatically over the next four years, reflecting the rapid runoff of the
 lien's bonds. 
  
 Leverage remains elevated with debt to funds available for debt service at 8.8x, but leverage is
 expected to decline over the next five years amid rapid revenue growth and relatively flat debt
 levels. 
  
 Free cash to depreciation, a key measure of the utility's ability to maintain its existing assets from
 revenues, averaged a modest 60% over the five year period ended in fiscal 2017 but has been
 increasing gradually. The measure rose to 88% in fiscal 2016 and fell back to 75% in 2017. Fitch
 expects the ratio to continue to improve over the next several years. 
  
 While the district's connection fee revenues yield a degree of cyclicality in coverage, they have
 remained a significant source of revenues even in downturns, and Fitch does not expect them to
 decline to zero in a typical economic downturn. During the Great Recession, a particularly severe
 downturn, the pace of home construction decreased sharply in fast-growing Riverside County,
 but the district continued to see an average of 3,400 new connections a year during the period of
 relative weakness from 2009 to 2012. The number of new connections rose to 6,801 in fiscal 2018.
  
  
 The utility's very strong financial reserves mitigate concerns about revenue volatility in the
 near term. Unrestricted cash and investments equaled $231.3 million, or 431 days of operating
 expenses, at the end of fiscal 2017. 
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 In addition to the sources of information identified in Fitch's Revenue-Supported Rating Criteria,
 this action was additionally informed by information from Lumesis. 
  
  
 Media Relations: Sandro Scenga, New York, Tel: +1 212 908 0278, Email:
 sandro.scenga@fitchratings.com. 
  
 Additional information is available on www.fitchratings.com 
  
 Applicable Criteria  
 Rating Criteria for Public-Sector, Revenue-Supported Debt (pub. 26 Feb 2018) 
 https://www.fitchratings.com/site/re/10020113 
 U.S. Water and Sewer Rating Criteria (pub. 30 Nov 2017) 
 https://www.fitchratings.com/site/re/10010508 
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