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Update to credit analysis

Summary
Virginia Beach, VA's water and sewer system (Aa1 stable) benefits from a large service area
with a diverse customer base, healthy debt service coverage, strong liquidity levels, and a
manageable debt burden. The rating also incorporates management's frequent rate increases,
conservative budgeting practices, and strong capital planning. Although the service area faces
significant risks associated with coastal flooding, management continues to take a proactive
approach to resiliency, integrating storm water projects into capital plans and economic
development. Management's willingness to increase revenues as evidenced by multi-year
approved rate increases will help offset increasing operating expenses and system leverage.

On October 5th, we assigned a Aa1 rating to the city's $41.9 million Water and Sewer
System Revenue Bonds Series of 2020A and $48.4 million Water and Sewer System
Refunding Revenue Bonds Series of 2020B.

Credit strengths

» Proactive rate management evidenced by multi-year approved increases

» Strong liquidity and ample financial flexibility

» Dynamic service area

Credit challenges

» Service area exposure to cuts in federal defense spending

» Exposure to impacts of sea level rise and recurring flooding

Rating outlook
The stable outlook reflects the likelihood that the system’s financial position and debt
service coverage will remain healthy due to the stability of the service area, management's
conservative budgeting practices, and proactive long-range capital and financial planning.

Factors that could lead to an upgrade

» Sustained reduction of the system's outstanding debt

» Significant improvement of the system's debt service coverage and liquidity

» Improvement in service area income levels

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBM_1248788
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Factors that could lead to a downgrade

» Increased debt profile

» Material reduction in debt service coverage or liquidity

» Service area contraction and weakened resident income levels

Key indicators

Exhibit 1

Virginia Beach (City of) Water & Sewer Enterprise, VA

System Characteristics

Asset Condition (Net Fixed Assets / Annual Depreciation) 26 years

System Size - O&M ($000) $85,906 

Service Area Wealth: MFI % of US median 115.40%

Legal Provisions

Rate Covenant (x) 1.15x

Debt Service Reserve Requirement DSRF funded at MADS (Aaa)

Management

Rate Management Aaa

Regulatory Compliance and Capital Planning  Aa 

Financial Strength

2015 2016 2017 2018 2019

Operating Revenue ($000) $121,612 $123,847 $124,479 $125,329 $124,025 

System Size - O&M ($000) $78,145 $79,461 $80,939 $84,253 $85,906 

Net Revenues ($000) $48,982 $45,277 $45,683 $43,823 $41,418 

Net Funded Debt ($000) $167,429 $200,889 $192,755 $184,256 $175,041 

Annual Debt Service ($000) $15,028 $18,520 $16,569 $17,918 $17,921 

Annual Debt Service Coverage (x) 3.3x 2.4x 2.8x 2.4x 2.3x

Cash on Hand 543 days 601 days 556 days 524 days 409 days

Debt to Operating Revenues (x) 1.4x 1.6x 1.5x 1.5x 1.4x

Source: City of Virginia Beach, VA Audited Financial Statements, U.S. Census American Community Survey, Moody's Investors Service

Profile
The Virginia Beach Water and Sewer System is an enterprise of the City of Virginia Beach (Aaa stable), the largest city in the
Commonwealth of Virginia (Aaa stable), providing water supply, storage, and distribution, as well as wastewater collection,
transmission, treatment, and disposal to a population of 450,135, according to the most recent U.S. Census American Community
Survey.

Detailed credit considerations

Service area and system characteristics: dynamic service area, recurring flooding and sea level rise are a challenge
The system's customer base and service area are expected to remain stable and management does not anticipate any material impact
on enterprise performance due to the coronavirus pandemic. Virginia Beach’s economy has demonstrated resilience and taxable values
continue to grow due in part to the diversity of the local economy, stabilizing military presence and continued strength in tourism
activity. Ongoing economic growth and diversification initiatives have attracted a broad range of manufacturing, industrial, retail and
service establishments to the area historically anchored by military installations.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.

2          9 October 2020 Virginia Beach (City of) VA Water & Swr Ent: Update to credit analysis

https://www.moodys.com/credit-ratings/Virginia-Beach-City-of-VA-credit-rating-600026657/summary
https://www.moodys.com/credit-ratings/Virginia-Commonwealth-of-credit-rating-600026613/summary
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The local economy benefits from a large and stabilizing military presence, including four bases employing over 43,000 military
personnel and civilians. As a result, the regional economy is susceptible to cuts in Department of Defense (DOD) spending as spending
accounts for approximately 45% of the regional economy. The city continues to monitor DOD spending and has developed a plan
for dealing with federal sequestration that includes a number of steps to control and reduce expenditures and monitor economic and
revenue impacts.

Tourism also plays a vital role in the city's economy. Leading up to the coronavirus pandemic, Virginia Beach had a long history of
stable tourism activity with 75% of visitors designated as repeat visitors. As the coronavirus caused the implementation of widespread
travel restrictions and voluntary social distancing efforts, Virginia Beach experienced a significant reduction in tourism activity.
Management continues to make strategic investments in tourism and recently rolled out a new advertising campaign to promote local
tourism.

Resident income levels within the city are healthy and slightly stronger than the national median for the rating category, with median
family income equal to 115.6% of the US in 2018. Unemployment rates have historically hovered below the state and national rates.
Unemployment has improved since peaking in April because of the impacts of the coronavirus as Virginia progresses through its phased
reopening plan. The August 2020 unemployment rate of 6.0% is in-line with the state (6.3%) and slightly below the national (8.5%)
rates for the same period.

The system's O&M was $85.9 million in fiscal 2019, which is sizeable and slightly larger than the national Aa1 median.

Virginia Beach Water and Sewer serves the northern half of the city; by board policy, water and sewer services are not provided to
southern portion of the city as long-term plans are for that area to remain rural. The city's primary water supply is the Pea Hill Creek
tributary of Lake Gaston. Water supply from Lake Gaston is ample, given average annual usage of 31 MGD versus capacity of 49.98
MGD. The city's water is pumped directly from Lake Gaston via a 76-mile pipeline to the City of Norfolk for treatment (pursuant to a
long-term contract through 2030) before it is distributed to customers via a system comprised of over 1,500 miles of transmission and
distribution mains and nine pumping stations. Customers are charged a monthly minimum service charge and a commodity charge
based on actual water usage.

The city's sanitary sewer system consists of over 1,600 miles of sewer mains and 412 sewage pump stations. The Hampton Roads
Sanitation District (HRSD, Aa1 stable) provides treatment and bills customers directly. The city collects a flat monthly charge for
sewage collections. The top 10 users of the system make up less than 3% of system revenues.

Debt service coverage and liquidity: sound system operations with healthy coverage and liquidity
The system's strong operations are a result of conservative management practices, regular rate increases and long-range financial
planning. Net revenues provided 2.3 times coverage of debt service in fiscal 2019, which is healthy and in line with similarly-rated
peers. Coverage is expected to remain adequate despite anticipated additional debt issuance to finance capital needs. Management's
projections show a slight increase in coverage in fiscal 2020. Going forward, management expects to continue adopting regular rate
increases to help support healthy debt service coverage levels and maintain the system's favorable operating results.

Liquidity
The system's unrestricted cash position is strong at 409 days, or $96.4 million at fiscal year-end 2019, which is in-line with the national
Aa1 median. Unrestricted cash declined slightly in 2019 driven by a one-time $20 million payment for the extension of the Norfolk
water services contract. Management's projections show slight increase in cash levels for fiscal year-end 2020. Liquidity will remain
strong over the near term given management's conservative budgeting, formal liquidity policy, and regular rate increases.

Debt and legal covenants: debt burden will remain manageable despite additional capital plans
The system's debt to operating revenues ratio was 1.4 times at fiscal year-end 2019 which, is manageable and compares favorably to
the national Aa1 median. The utility's adopted capital improvement plan (CIP) for fiscal 2021-2026 includes $189.3 million in projects,
approximately 25% of which are expected to be funded with future revenue bonds. The remainder of projects will be funded as pay-
go basis with available cash. The CIP is reviewed on an annual basis. Despite the additional debt plans identified within the CIP, the
system's overall leverage will remain manageable due to management's long-range planning, conservative budgeting, and regular rate
increases.
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https://www.moodys.com/credit-ratings/Hampton-Roads-Sanitation-District-VA-credit-rating-800015819/summary
https://www.moodys.com/credit-ratings/Hampton-Roads-Sanitation-District-VA-credit-rating-800015819/summary
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Debt structure
Bonds are secured by a net revenue pledge with debt service second only to monthly operations and maintenance fund deposits.
Bondholders benefit from a debt service reserve requirement fully funded at maximum annual debt service (MADS) on all outstanding
debt. The rate covenant requires 1.15 times coverage, which the system has historically well exceeded.

Debt-related derivatives
All debt is fixed rate and the system is not party to any debt related derivatives.

Pensions and OPEB
The city and city school board employees, including water and sewer system employees, participate in the Virginia Retirement System
(VRS), a multi-employer defined benefit pension plan administered by the Commonwealth of Virginia. For fiscal 2019, Virginia Beach's
total pension contribution was $114 million, or 7.5% of city operating fund revenues. The city funds its pensions at the annually
required contribution amount. Moody’s adjusted net pension liability (ANPL) is our measure of a local government's pension burden
that uses a market-based interest rate to value accrued liabilities. The city's ANPL has averaged $3.1 billion over the last three years,
representing 2.0 times city operating fund revenues.

ESG considerations
Environmental
The local government sector overall has low exposure to environmental risks. Nevertheless, environmental considerations are material
to the system's credit profile which is notable given that the port and major transportation networks near the coast are economic
engines for the city and region. According to data from Moody's affiliate Four Twenty Seven, the city's total average exposure to the
projected rate of change of five climate risk factors is elevated compared to other cities nationwide. Of the physical climate risks Four
Twenty Seven evaluates, Virginia Beach's highest exposure is to hurricanes and extreme rainfall. This exposure is partially mitigated by
several factors, including management's maintenance of adequate reserves, proactive long-range capital planning, strong regionalized
resiliency efforts, strong revenue-raising ability, and federal government support for disaster recovery costs via FEMA.

City management takes a proactive approach to managing environmental risks including undergoing a comprehensive sea level rise
study evaluating four major watersheds. The city's CIP includes stormwater infrastructure projects to address flooding issues in areas
of the city experiencing recurrent flooding. Additionally, new funding sources have been secured or identified to help combat recurring
flooding including 2.5 cents on the Real Estate tax rate and a 54% increase in the stormwater fees through fiscal 2025.

Social
Social considerations are key influencers of all local economies and are incorporated into the system's rating by way of income (median
family income) metrics.

We regard the coronavirus outbreak as a social risk under our ESG framework, given the substantial implications for public health
and safety. The City of Virginia Beach, VA’s Water and Sewer System is not susceptible to immediate material credit risks related to
coronavirus. The longer-term impact will depend on both the severity and duration of the crisis. The situation surrounding coronavirus
is rapidly evolving. If our view of the credit quality of the system changes, we will update the rating and/or outlook at that time.

Governance
Governance is a material consideration for all local governments, including the water and sewer system. The system is governed by
the City Council, which has autonomous rate setting authority. Management targets to maintain coverage of 1.5 times and liquidity of
80% to 100%. Additionally, management budgets conservatively with regular monitoring of all revenues and expenditures including
monthly budgetary tracking and reporting across all funds.
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