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This Session

Focused on ratings and what they mean in the
marketplace from a practitioner perspective

How do ratings impact you as a borrower?
How do you manage the rating relationship?
What changes are we seeing in the market?

Interactive dialogue
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Overview

Nikolai J. Sklaroff



The Rating Agencies

Independent firms - so each is different
Different definitions of what a rating is
Different criteria; are opinions not formulas

Moody’s indicates there are $80 trillion of rated bonds
and other fixed-income securities and “dozens” of rating
agencies around the world
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Regulatory Definitions

Credit Rating Agency Reform Act in 2006
Provided the SEC with authority to:

Impose registration, recordkeeping, and reporting rules on
credit rating agencies registered as Nationally Recognized
Statistical Rating Organizations (NRSRO).

Currently 11 credit rating agencies are registered with the
Commission as NRSROs.

Principally focused on three here in U.S. public finance:
Moody’s Investors Service, Standard & Poor’s and Fitch
Ratings
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Who are all the NRSRQOs?

Nationally Recognized Statistical Rating Organizations -

SEC Orders Granting NRSRO Registration

Egan-Jones Rating Company (Release No. 34-59056)

Realpoint LLC (Release No. 34-58000)

LACE Financial Corp. (Release No. 34-57300)

A.M. Best Company, Inc. (Release No. 34-56507)

DBRS Ltd. (Release No. 34-56508)

Egan-Jones Rating Company (Release No. 34-57031)

Fitch, Inc. (Release No. 34-56509)

Japan Credit Rating Agency, Ltd. (Release No. 34-56510)
Moody's Investors Service, Inc. (Release No. 34-56511)

Rating and Investment Information, Inc. (Release No. 34-56512)

Standard & Poor's Ratings Services (Release No. 34-56513)
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Moody’s Investors Service

Moody’s Ratings System

In Brief

Moady's Inveslars Service

Www. moodys.com
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Standard & Poor’s

The MeGraw-Hill companies

B
Register | Log In [EEENNNN >

United States | Change

STANDARD
&POOR’S

RESEARCH & KNOWLEDGE ~

Ratings

Bond Insurance

Corporates

Financial Institutions
Insurance

Fund Ratings

Public Finance
Sowereigns & Adobe RBeader® required | dowrload at

Structured Finance

School Evalusation
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Tools, Software & Data

www.standardandpoors.com
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Fitch Ratings
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More Competition for Rating Agencies?

New sources of credit information:

Financial Times: “Kroll aims to bring investigative
powers to credit rating industry” &)

Financial Times: “Analyst [Oppenheimer’s Meredith
Whitney] to rival Moody’s and S&P with own rating
agency” (@

Bond Buyer: “National Public Finance Offers Credit
Reports” (3

(1) Masters, Brooke. “Kroll aims to bring investigative powers to credit ratings industry.” 10/19/09. Financial Times.
(2) Van Duyn, Aline. “Analyst to rival Moody’s and S&P with own rating agency.” 11/19/10. Financial Times.
(3) Seymour, Dan. “National Public Finance Offers Credit Reports.” 10/27/09. The Bond Buyer.
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Rating Relationships in a Challenging
Environment

Angela M. Kukoda



Review: How are US Municipal Borrowings Secured?

The two principal types of municipal debt are distinguishable by their
security characteristics:

General Obligation (*“G.0.””) Bonds

Backed by the full faith and credit of a state, local government,
or non-profit institution

All sources of revenue, unless specifically limited, will be used to
pay debt service on the bonds

Revenue Bonds

Issued to finance specific revenue-generated projects or utility
systems

Secured solely by the revenues from the financed project or
system

CDIAC Municipal Debt Essentials Seminar 12 Credit Ratings



Review: Revenue Bonds

Traditionally, revenue bonds have been secured by a first lien on net revenues.
This means that debt service is paid out of net revenues - the funds that remain
after the normal operating costs have been paid

A gross lien bond, on the other hand, is one where debt service is paid directly
from the gross revenues before the payment of operating expenses

First-lien bonds are also called senior-lien bonds. Bonds that enjoy the same lien
are said to be on parity with each other

Subordinate-lien bonds, which are also called junior-lien bonds or second- or
third-lien bonds, may be issued under a closed-end resolution, meaning that any
new bonds must have a subordinate position

Another reason to issue junior-lien bonds is that, over time, the credit quality of
senior-lien bonds may have risen. The issuer may determine that the senior-lien
credit is so strong that a well-structured junior-lien bond will be rated relatively
close to the senior bonds
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Review: Revenue Bonds

Examples of Revenue Debt Issued

Sources of Funds to Secure Revenue Debt

University and Hospital Facilities

Highways and Roads

Affordable Housing

Mass Transportation

Airports

Municipal Projects

Water and Sewer Systems

Waste Disposal and/or Treatment Facilities

Electric Utilities

Student tuition, room and board fees, endowments, patient revenue
and state aid fees

Tolls, motor vehicle taxes and license fees, gasoline taxes

Rent payments, federal and state subsidies, equity interest in
mortgages held by enterprise, non-housing rental revenues

Fare box, state sales taxes, facility or equipment lease rental
payments, concession revenues

Landing fees, concession and/or rent revenues, passenger facilities
charges

Municipal loan repayments, state aid intercepts, property tax
increments, dedicated sales and other taxes

Water and sewer rates and charges

"Tipping" fees, sanitation collection charges, waste burning power
sales revenues, recycled product sales revenues

Electric rates and charges, "take or pay" contract revenues
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The Importance of Bond Ratings

More important to investors since September 2008 financial meltdown
Lack of viable credit enhancement
No more active “Triple-A” insurers
Investor skittishness about municipals
Media speculation about possible spike in municipal defaults
Rating agencies under increased pressure to conduct frequent rating reviews

All three major rating agencies—Moody’s Investors Service, Standard & Poor’s
Corporation, and Fitch Ratings—moving toward annual surveillance cycles

Maintaining a continuous dialog with the rating agencies is essential
Rating changes can and often do occur in the interim of bond sales

Even if there are no imminent plans to issue debt, rating actions taken today
can have a significant impact on future borrowing costs
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Bond Insurer Ratings In a Free Fall

History of Monoline Bond Insurer Credit Ratings

Assured Guaranty announces
Aaa/AAAIAAA Jan. 1 2009 |7 that, pending approval, FSA —| Jan.1 2011
| will be renamed to Assured \ Jan.1 2012

Aa2/AA/AA \ Guaranty Muncipal. f :

AL/A+A+

@

A3/A-IA-

Baa2/BBB/BB

Investment
Grade l )
T

Ba2/BB/BB —  Jan.12008 |

B1/B+/B+

B3/B-/B- '
Caa2/CCC/CCC

Cal/CC+/CC+ MBIA announces establishment of a new
U.S. public finance financial guarantee
Ca3/CC-/CC- insurance company (MBIA lllinois); MBIA —
Illinois is expected to be renamed National Jan.1 2010
Public Finance Guarantee Corporation. —

c2/c/C

WITHDRAWN

@ Ambac B Assured Guaranty BCIFG BFGIC B MBIA B Syncora (XL) National Public Finance

Source: Moody’s Investor Service, Standard & Poor’s Corporation, Fitch Ratings
Data reflective of lowest rating among the rating agencies at each point in time
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Historical Credit Spreads as of March 9, 2012
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Credit Spreads Are Much Wider

Concurrent with the September 2008 financial crisis, credit spreads exploded
The MMD tracks credit spreads for G.O. issues
Credit spreads are slightly wider for essential service water and sewer bonds
Even wider for certificates of participation and lease revenue bonds
Wider still for airport and other transportation bonds
Split ratings bond ratings are problematic for issuers
Split occurs when rating agencies rate an issuer’s bonds in different categories
In a “buyer’s market,” such as today’s, bonds tend to price closer to the lower rating
Even within rating categories, there are credit differentials

For example, an “A+” rated bond would price at a lower yield than an “A” rated bond
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Outlooks Are Important Too

RE: $165,030,000

CITY OF Sh TONIC, TEXAS

(A political subdivision of the State of Texas located primarily in Bexar County)
WATER SYSTEM EEVENUE REFUMDING BONDS,

SERIES 2011A

WE HAVE A RECEIVED THE WRITTEN AWARD. TRADE TIME SET FOR 2:00FPM EDT.

MOODY'5: Aal S&P: AA FITCH: AA+
[(Stable) (S5table) (Stable)

DATED:QB/15/20 FIRST COUPON:05/15/2012 INTEREST ACCRUES:10/06/2011

DUE: 05/15

ADD'L
TAKEDOWN
MATURITY AMOUNT COURPON FPRICE [ PLs )
12 fHoM SEALED BID
S,400M 0.38 1/4
(Approx. & Price 104.1588)

=

®m Outlooks have also become more important to investors

o Municipal bonds are not viewed as commodities, especially with limited viable credit
enhancement

o Any additional information available to help distinguish between investment choices is
valuable

®m OQutlooks are now posted on pricing wires

o A *“positive” outlook can truly have a positive effect on pricing and a “negative” outlook,
a negative effect
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What Does It Mean In Dollars and Cents?

Debt Rating
Type  (Outlook)

A+ (Stable)
A (Stable)

A (Negative)
A- (Stable)

Change in
TIC Between

TIC Categories
3.74%

4.09%

4.14%
4.25%
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Avg.
Annual
DIS

$1,119,776
$1,169,431

$1,177,016
$1,191,256

20

Change in

Avg. Annual
D/S Between
Categories

$49,655
$7,586
$14,239

Assuming a $20 million bond issue repaid over 30 years, a municipality could
expect the following additional cost associated with a negative change in
outlook or downgrade of one notch

Change

inTotal D/S

Total Between
DIS Categories

$33,593,281

$35,082,917 $1,489,636
$35,310,483 $227,566
$35,737,668 $427,185
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Rating Trends Through the Recession: Moody’s

U.S. Public Finance Rating Changes by Number

1

|

1

! Does notinclude
I 0
Iy — upward adjustments
|

1

1

1

1

|

1

from recalibration

Upgrades

Downgrades

1IQ 2Q 3Q 4Q \1Q 2Q 3Q 4Q, \1Q 2Q 3Q 4Q} \1Q 2Q 3Q 4Q}
\ ;

2000 N 2010 L 2011

Source: Moody’s Investor Service

CDIAC Municipal Debt Essentials Seminar 21 Credit Ratings




Rating Trends Through the Recession: Fitch

U.S. Public Finance Rating Changes by Number
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Rating Trends Through the Recession: S&P

U.S. Public Finance Rating Changes by Number

Upgrades

Downgrades
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Source: Standard & Poor’s Corporation
Note: Does not include housing sector
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California’s General Obligation Ratings

History of California's GO Ratings

Aaal/AAA/AAA
Apr/2010to A-

Feb/2009 to
ARLIARHIAAS Afrom A+ SR
Mar/2009 to A Apr/2010to Al
from A+

Jan/2007: \ 1
ARecalibration

Al/A+ | A+
Jun/2009 to
A-from A <>Downgrade

AL/A+HA+ —
I
Feb/2012: Moody's

A2/AIA
Al/A-TA-

Aa2/AA/AA

Aa3/AA-IAA-

S&P

Jul/2009to
Baa2/BBB Baal from A2

\-“
A3/A-/A- Mar/2009 to v
A2 from Al . A
Baal/BBB+

Baa3/BBB- Jul/2009 to Jan/2010to
BBB from A A-from A

Source: Moody’s Investor Service, Standard & Poor’s Corporation, Fitch Ratings
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Developing a Rating Strategy In A Challenging Environment

Respond to rating agency inquiries a timely manner
Most likely to ask for latest audited financial statements and adopted budget
May ask for completion of questionnaire, depending on sector
Ratings may be suspended due to insufficient information!

Schedule a conference call or meeting

Opportunity to provide explanation of financial results if audit hasn’t been
completed and/or discuss outlook for current fiscal year

Focus on issues of concern cited in the report that was issued at the time of the last
review or sale

In most cases, it is not necessary to go back any further
Demonstrate if and how you have addressed these issues or have a long-term strategy
Same approach applies when seeking an upward rating or outlook adjustment

Be prepared to discuss funding of pension and OPEB requirements
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Good News?

Most reviews during the economic downturn have resulted in rating and outlook
affirmations

In recognition of the relative strength of the municipal sector, Moody’s and Fitch
implemented widespread rating recalibrations

Over the past few years, S&P criteria revisions have resulted in many upgrades in
conjunction with full, regularly-scheduled reviews

A number of credits have been upgraded to “Triple-A,” based on improved credit
quality

San Diego County issuer credit rating upgraded to “AAA” by S&P in September
2008!

Rating process has become more transparent for issuers and investors
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Disclaimer

The information contained in this presentation is not a complete analysis of every material fact. Any estimates or projections included herein are
preliminary, provided solely for your information and consideration, constitute our judgment as of the date hereof and are subject to change without any
notice. Prior to any transaction, you should determine, without reliance on us, the economic risks and merits, your ability to assume such risks, as well as
the legal, tax and accounting characterizations and consequences of any such transaction. In this regard, by attending this presentation, you acknowledge
that (i) we do not provide, nor do you rely upon us for, legal, tax or accounting advice, (ii) there may be legal, tax or accounting risks associated with any
transaction, (iii) you should seek advice based on your particular circumstances from independent and qualified legal, tax and accounting advisors and (iv)
you should apprise senior management in your organization as to such legal, tax and accounting advice including any risks associated with any transaction
and our disclaimer as to these matters. The statements herein represent the views of the presenter as of the date of the presentation, which statements
may differ from those of other divisions or affiliates of FirstSouthwest and are subject to change without notice. Attendance of this presentation in no way
creates or implies any advisory or fiduciary relationship between FirstSouthwest and you.
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Closing Thoughts

Nikolai J. Sklaroff



Ratings Are Used in Many Ways

Borrowers

Investors

Portfolio
Stakeholders

Regulators

Non
Stakeholders
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Factors In the Pricing of Bonds

Credit Demand for

Ratings Bonds

Economic
Expectations

Portfolio Bond Market
Constraints Pricing Constraints

Redemption
Provisions

Portfolio
Needs

Interest Legal

Rates Structure
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Market Perceptions of Rating Agencies

Global Financial Regulatory
Turmoil Oversight

Potential New
Competitors

" Role of the Rating
Agencies Is More
Important than Ever
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Defaults? Kroll Ratings Default Study

US Municipal Bond Default Rate: Count of Issuers

FEEEETETEETETETEEL

US Municipal Bond Default Rate: Par Amount Outstanding

_ N

TEEEEE 55388 FERTEEE

™ =

58528

L N ™~

Sources: The 1920-1939 default counts and amounts are from KBRA's default database. The 1940-1979 data are from KBRA's default
database, plus US Advisory Commission on Intergovernmental Relations publications (1973, 1985). Post-1980 default data are from
Income Securities Advisors, Inc. and market size data comes from The Bond Buyer and SIFMA.
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Outlook for Rating Agencies

Remain vital and relevant

Changes are coming around the globe
Regulatory focus

Congressional focus

Internal changes and introspection
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Tips for Working with Rating Agencies

Selecting a Rating Agency

Selecting the Number of Ratings

Managing the Rating Request and Process
What are you asking for?

Tips for Communicating with Rating Analysts (and Other
Credit Analysts)

How to deal with bad or negative news
Presentations and Site Tours

Maintaining the Rating After the Bonds Are Sold
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Questions and Follow Up

Angela M. Kukoda
Senior Vice President

Nikolai J. Sklaroff
Public Finance Investment Banker

FirstSouthwest
325 North St. Paul Street
Suite 800

Wells Fargo Securities
550 California Street, 10t Floor

MAC A0112-108

San Francisco, CA 94104
415-222-6825 Direct
415-975-7537 Fax
nikolai.j.sklaroff@wellsfargo.com

Dallas, TX 75201
214-953-4009 Direct
214-953-4050 Fax
angela.kukoda@firstsw.com

Wells Fargo Securities is the trade name for certain
capital markets and investment banking services of Wells
Fargo & Company and its subsidiaries, including Wells
Fargo Bank, National Association and Wells Fargo

Securities, LLC, member NYSE, FINRA and SIPC.
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Disclaimer

This message is a product of the Municipal Products Group, and is not a product of the Wells Fargo Securities, LLC Global Research Department. The views of the Market Strategist may differ
from that of the Global Research Department. Publications of Wells Fargo Securities, LLC’s Global Research Department may be viewed at www.wellsfargo.com/research. This communication
is for informational purposes only, is not an offer, solicitation, recommendation or commitment for any transaction or to buy or sell any security or other financial product; and is not intended
as investment advice or as a confirmation of any transaction. The information contained herein is (i) derived from sources that Wells Fargo Securities ("WFS") in good faith considers reliable,
however WFS does not guarantee the accuracy, reliability or completeness of this information and makes no warranty, express or implied, with respect thereto; and (ii) subject to change
without notice, and WFS accepts no liability for its use or to update or keep it current. Products shown are subject to change and availability. WFS and/or one or more of its affiliates may
provide advice or may from time to time have proprietary positions in, or trade as principal in, securities that may be mentioned herein or other securities issued by issuers reflected herein; or
in derivatives related thereto. WFS is the trade name for certain securities-related capital markets and investment banking services of Wells Fargo & Company and its subsidiaries, including
Wells Fargo Securities, LLC, member NYSE, FINRA and SIPC, and Wells Fargo Bank, National Association. Municipal Derivatives solutions are provided by Wells Fargo Bank, N.A. This
communication is not intended to provide, and must not be relied on for, accounting, legal, regulatory, tax, business, financial or related advice or investment recommendations and does not
constitute advice within the meaning of Section 15B of the Securities Exchange Act of 1934. You must consult with your own advisors as to the legal, regulatory, tax, business, financial,
investment, and other aspects of this communication. Neither WFS nor any person providing this communication is acting as a municipal advisor or fiduciary with respect to any transaction
described or contemplated therein unless expressly agreed to in a written financial advisory or similar agreement.
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