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Credit Profile

Sault Ste. Marie (mich trans fd)

Long Term Rating AA-/Stable Downgraded

Rationale

S&P Global Ratings lowered its rating on Sault Ste. Marie, Mich.'s Michigan Transportation Fund (MTF) refunding

bonds one notch to 'AA-' from 'AA'. The outlook is stable.

The rating action reflects the application of our "Priority-Lien Tax Revenue Debt" criteria, published Oct. 22, 2018, on

RatingsDirect, which factors in the strength and stability of pledged revenue and the general credit quality of Sault Ste.

Marie.

Linkage to Sault Ste. Marie's general creditworthiness somewhat constrains the priority-lien rating. Although we

consider the city's overall financial stability strong, its economic indicators and cyclical economy do not compare well

with higher-rated peers.

A first-lien pledge of annual state-collected gas-and-weight taxes for highway and road purposes--pursuant to Act 175,

Public Acts of Michigan, 1952, as amended, and Act 34, Public Acts of Michigan, 2001, as amended--secures the

bonds. The city's full-faith-and-credit pledge and agreement to levy ad valorem property taxes, within statutory and

constitutional tax limitations, provide additional security. However, we rate the limited-tax general obligation debt at

the same level as the city's general creditworthiness because it collects ad valorem taxes from the entire property tax

base and there are no fungibility limitations of resources available for debt service. The rating reflects the

gas-and-weight-tax pledge.

Key credit considerations include:

• A very strong statewide economy of 10 million people generating pledged revenue;

• The view that nationwide gas-and-weight-tax-revenue activity has historically demonstrated very low volatility with

no history of significant local volatility; and

• The city's very strong maximum annual debt service (MADS) coverage, supported by recent stable

gas-and-weight-tax revenue.

Economic fundamentals: very strong

For MTF transactions, we have assessed the state economy in our analysis for local government transactions due to

the state's gas-and-weight-tax-revenue collections, coupled with the state's specific formula for distributing this

revenue to each county and city. Michigan's per capita effective buying income is 93% of the national level.
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Similar to past cycles, we expect Michigan to experience downturns more deeply. However, structural changes in the

automotive industry and the state's overall economic makeup suggest downturns might not be as severe as during the

previous decade. Overall manufacturing employment decreased to 14.1% in 2017 from 19% in 2000; it is now the

fourth-largest employment sector, down from the largest. In addition, the automotive industry has higher productivity

and requires fewer employees to produce more vehicles, indicating production declines would result in fewer layoffs.

Economic growth following the 2008 recession suggests the disruption in the automotive industry that contributed to

Michigan's one-state recession has subsided.

Following several years of underperforming economic and demographic trends, Michigan has been experiencing

economic growth since 2010, exceeding the national average during some of those years. Real GDP grew by 2.3% in

2017, where the national economy expanded by 2.1%. However, Michigan's growth of 1.9% and 0.5% over five years

and 10 years, respectively, lagged the nation's 2% and 1.2%. During 2018-2021, IHS Markit is projecting Michigan's

GDP will grow more slowly, averaging 1.7%, which is below the nation's projected 2.3% growth. IHS Markit forecast

Michigan's economic growth accelerating to 2.5% in 2018, but it is also projecting growth will recede to 0.79% by

2021.

We expect Michigan's reliance on manufacturing will continue to support short-term economic growth. Over time,

however, it could limit the state's long-term growth potential, as will low or negative population growth, particularly in

certain communities.

Volatility: low

We assess revenue volatility to determine the likelihood of revenue availability during different economic cycles. We

have two levels of volatility assessment: macro and micro.

Our macro-volatility assessment begins with an assessment of the historical volatility of the economic activity taxed,

including an analysis of societal, demographic, political, and other factors that could have an effect on these activities.

We use the variance of national economic activity we think most closely represents the tax base over multiple

economic cycles to inform our opinion on expectations of future volatility. To determine our view of gas tax volatility,

we used motor-fuel-consumption data from the U.S. Department of Energy for 1993–2014.

On a micro level, Michigan gasoline and diesel taxes were set at 19 cents per gallon and 15 cents in 1997, not indexed

for inflation. From 1997-2000, gas-and-weight tax gross receipts increased by roughly 11% to a peak of $2 billion.

From 2000–2011, gross receipts decreased by nearly 10% to about $1.8 billion. Beginning in 2012-2016, total gross

receipts passed the high achieved in 2004. In 2017, the 2015 Michigan Department of Transportation (MDOT) plan

began, increasing gasoline and diesel taxes and raising motor vehicle taxes by 20%; gross receipts grew by 24% to $2.5

billion. In fiscal 2018, gross receipts grew by another 11% to $2.8 billion.

Due to the MDOT plan beginning in 2017 and the overall strengthening of Michigan's economy, including the

automotive industry, we expect gross gas-and-weight tax receipts to grow from 2019–2021. Then beginning in 2022,

the state will index gasoline and fuel taxes for inflation with increases capped at 5%. We expect this revenue stream

will likely withstand a potential future recession as long as the recession is not as material as the recent national

recession. If a future recession were to negatively affect this revenue stream, we would expect it to recover in five

years or less based on the recent recovery from 2011-2016.
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The funding formula for the city to receive MTF revenue considers the amount of registration taxes collected in the

city, along with primary and local population and urban and nonurban mileage. Act 51 specifically provides that any

changes in the distribution formula enacted into law will not adversely affect the city's ability to pay MTF bond debt

service. Overall, the city's population has slightly decreased during the past 10 years. Since 2017, the city has received

increasing MTF revenue annually; it expects to receive more in fiscal years 2020 and 2021.

Coverage and liquidity: very strong

The city has been receiving increasing MTF revenue, which has resulted in very strong MADS coverage.

The city's audited fiscal 2018 gas-and-weight-tax revenue available for debt service totaled $1.1 million and covered

MADS of $79,000 by 13.4x. Act 51 limits the amount the city can apply to debt service by 50% of the total MTF

revenue received, which was $2.1 million in fiscal 2018. Debt service is essentially flat through maturity in fiscal 2023.

Therefore, we expect coverage to remain very strong. We understand city officials do not currently have any future

plans to issue MTF bonds.

Prior to the national recession, gas-and-weight-tax revenue had decreased by about 10.9% from 2004-2009 and by

another 8.1% in 2010. Since then, money received by the city has increased annually through 2018, except in 2013; the

largest growth came in 2017 due to increasing motor fuel taxes on diesel and gasoline.

Due to the increase to 26.3 cents per gallon on Jan. 1, 2017, for both diesel (from 15 cents) and gasoline (from 19

cents), gas-and-weight-tax revenue increased by about 14.8% since fiscal 2017 to $2.1 million in fiscal 2018. The city

also expects to average roughly 2.3% tax growth during the next three years.

In our view, state law creates an effective additional bonds test of 2x. Act 51 and Act 175 provisions state the city

cannot pledge more than 50% of previous fiscal-year distributions to MTF obligations. Therefore, upon issuance, total

revenue would always have to be, at least, twice annual debt service.

Obligor linkage: close

We believe pledged receipts have operating risk exposure. Bond provisions are less restrictive with respect to

collection and distribution. Under our criteria, this mitigates the linkage between the priority-lien pledge and obligor's

general creditworthiness, lessening the degree of pledged revenue exposure to operating risks of the obligor's

creditworthiness.

Rating linkage to Sault Ste. Marie

We assess Sault Ste. Marie's general operations because we view overall creditworthiness as a key determinant of an

obligor's ability to pay all its obligations, including special-tax-secured bonds. In our view, Sault Ste. Marie's very weak

economy and weak debt-and-contingent-liability profile somewhat constrain its creditworthiness. Despite this, we

think the city's very strong budgetary flexibility and liquidity support the rating.

Outlook

The stable outlook reflects S&P Global Ratings' opinion that while pledged revenue will likely continue to fluctuate

with economic cycles and debt issuance, Michigan's tax base will likely continue to provide very strong debt service
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coverage. We do not expect to change the rating within the next two years. However, under our criteria, there is a link

between priority-lien-pledge attributes and the city's general creditworthiness. Therefore, in some cases, movement in

our view of Sault Ste. Marie's general creditworthiness could dictate or limit priority-lien rating movement.

Downside scenario

We could lower the rating if MADS coverage were to weaken due to decreasing gas-and-weight-tax receipts or Sault

Ste. Marie's financial profile were to weaken, negatively affecting its creditworthiness.

Upside scenario

We could raise the rating if the city's creditworthiness were to improve, specifically its economic indicators and

debt-and-contingent-liability profile, which we currently think do not compare favorably with higher-rated peers.

Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors, have specific meanings ascribed

to them in our criteria, and should therefore be read in conjunction with such criteria. Please see Ratings Criteria at www.standardandpoors.com for

further information. Complete ratings information is available to subscribers of RatingsDirect at www.capitaliq.com. All ratings affected by this rating

action can be found on S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search box located in the left column.
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