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Key Takeaways

- Water supply challenges could create credit pressure for municipal utilities, irrigation
districts, and local governments resulting from either a materially unfavorable shift in
cost or if the service area economy stagnates due to insufficient supply.

- Managing water demand, procuring drought-resistant supply, and maintaining storage
will be critical to managing fluctuations in hydrology. Issuers with prudent rate
structures and strong balance sheets will be best positioned to absorb disruptions in
operations or revenue collections from hydrological variability.

- Drought-related credit pressures for local governments include potential limits on
economic growth, heat waves that require assistance for residents, and climate
change-induced hydrological volatility that weakens levees and leads to flash flooding
and mudslides.

- Extreme hydrological variability has been a pervasive challenge across the West. As
droughts become more prolonged or expansive, there could be credit pressure. We
expect well-defined climate adaption policies, credible long-range resource plans, and
achievable supply and demand management strategies will support stable credit
quality. Many of these plans will be part of issuers' ESG planning as they address what
could become the "new normal" across the West.

S&P Global Ratings maintains ratings in areas across the western United States that are
experiencing intense drought conditions, including Arizona, California, Colorado, Idaho, Montana,
Nevada, New Mexico, Oregon, Utah, Washington, and Wyoming. While our municipal ratings largely
incorporate drought conditions, we remain on alert for potential impacts throughout the region
such as increased risk of catastrophic wildfires, drinking water shortages, electric grid
disruptions, and land subsidence, all of which could lead to credit events without mitigation
measures. To date, we have not taken any rating actions solely due to the drought, but if
conditions intensify to a degree that affects long-term credit stability we may make a rating or
outlook change. Prolonged drought conditions also highlight the importance of an issuer's
planning practices related to environment, social, and governance (ESG) that could define the
response to changing conditions that affect their operations.
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A Prolonged Drought Will Exacerbate Current Challenges

Typically a single year of dry weather is manageable for most local governments, municipal
utilities, and irrigation districts in the West, as water infrastructure--e.g. surface water reservoirs
and groundwater basins--can buffer short-term drought impacts. However, prolonged drought
conditions become increasingly challenging as carryover water supplies in reservoirs are depleted
and groundwater basins are over-drafted. These conditions have the potential to create changes
in credit quality for debt obligations backed by user revenues, such as utility systems, as well as
tax-backed bonds.

Utilities and city public works departments that manage facilities are typically most immediately
affected by drought. However, while adverse hydrological conditions may acutely pressure utility
operations and revenue--especially under a protracted drought--rate-setting flexibility, including
implementation of a higher fixed component to the rate structure or an additional drought charge,
diversity and cost of water supply, and management action (or inaction) all factor into the
drought's effect on an issuer's financial metrics. Accordingly, we believe the greatest credit
pressure may be on those issuers that had weak balance sheets going into the drought or those
without supportive rate structures. Similarly, the cost of power could also increase in the event
drought conditions constrain hydrological generation especially during heat waves and other
extreme weather events, underscoring the importance of rate structures with pass-through
mechanisms and sufficient liquidity to support market purchases if needed.

Local governments in drought-stricken areas will be challenged to address looming pressures,
particularly related to environmental changes and the potential for social pressures that
accompany jobs and housing availability and affordability. Ongoing drought conditions can result
in slower economic and property value growth, both of which have revenue implications that can
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lead to rating changes. While many acute pressures from extreme weather events can be offset by
FEMA reimbursements, the long-term implication of climate change has the potential to affect
credit quality.

Pervasive Drought Conditions Expose Environmental Risks

Drought currently affects large portions of 11 western states including all of California, Nevada,
Arizona, Utah, Oregon, and Idaho, which is a U.S. Drought Monitor (a federal interagency initiative)
record. Approximately 99% of the land west of the Rocky Mountains is experiencing drought, and
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