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Credit Profile

Cottonwood Mun Prop Corp sr lien wtr sys

Unenhanced Rating A(SPUR)/Stable Upgraded

Many issues are enhanced by bond insurance.

Rationale

Standard & Poor's Ratings Services raised its rating and underlying rating (SPUR) three notches to 'A' from 'BBB'
on Cottonwood Municipal Property Corp., Ariz.'s outstanding senior-lien water system revenue bonds. The raised
ratings reflect reduced uncertainty related to the system's limited operational and financial history given its now
more mature status, good financial performance, and strong liquidity.

Other credit strengths in support of the ratings include:

» A moderately growing, diverse, and mostly residential community that also serves as the primary retail service
center in the Verde Valley area of Yavapai County;

* Good debt service coverage at 1.7x in fiscal 2008, estimated at approximately 1.5x for fiscals 2009 and 2010 and
forecasted at no less than 1.57x during fiscals 2011-20135;

¢ Good bond provisions, with a rate covenant and additional bonds test (ABT) of 1.35x; and

A plentiful water supply.
Somewhat offsetting credit weaknesses include:

¢ A somewhat limited economic base, with below-average wealth and income indicators;
* Slightly above-average rates given rate increases over the past few years;
* Plans to use a sizeable portion of reserves to acquire another water company and make capital improvements; and

* A high debt burden.

The most recent 2006 obligations were issued to fund capital improvements and to acquire the assets of
Cottonwood Water Works (CWW), a private water company, a portion of which became part of the water utility of
the City of Cottonwood. The bonds are special revenue obligations of Cottonwood Municipal Property Corp., an
Arizona nonprofit corporation, and are secured by the net operating revenues of the city's recently acquired water
system and the newly acquired CWW water system (a combined system). Additional security is provided by a fully
funded debt service reserve fund at the standard three-pronged test. Legal provisions require the city to establish and
maintain water system rates and other charges sufficient to pay operating expenses and to produce at least 1.35x
coverage on the bonds. In addition, a 1.35x historical ABT is covenanted by the city.

In 2004, the city issued parity senior-lien bonds to acquire three private water companies located within or adjacent

to the city, with total existing accounts of 4,736. Before this, the city had no experience running a water utility;
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however, the city did already run its own sewer system. The city acquired an additional water company in 2006,
CWW, and in 2009 it acquired Spring Creek Water Company. The plans to acquire an additional water company
(Quail Canyon) in the next few years. The city's combined system provides water treatment, storage, and delivery
services to most of the homes and businesses in and adjacent to the city, including limited outlying areas of Yavapai
County. The city continues to maintain, replace, extend, and improve the system, which includes complying with

environmental restrictions, namely allowable arsenic levels.

The existing system has a plentiful water supply, all from groundwater sources. Fiscal 2009 average daily demand
was 1.74 million gallons per day (mgd), with peak demand at 2.5 mgd and treatment capacity of 8 mgd. Storage
capacity is 3.4 million gallons. Total water accounts as of 2009 were 9,135, mostly residential. The customer base is
diverse, with the leading 10 customers accounting for approximately 3% of water revenues in 2009. Rates for 7,500
gallons of water use are above average at approximately $35 per month, as the city has increased rates in

conjunction with recent water company acquisitions.

Net revenues available for debt service for fiscal 2008 provided debt service coverage of approximately 1.7x,
declining to 1.5x for unaudited fiscal 2009. Projected coverage for fiscal 2010 is also about 1.5x, and the city's
forecast for fiscals 2011-2015 indicates coverage will be near 1.6x. Liquidity as of June 30, 2009, was very strong at
$9.8 million or over three years of operating expenses. We understand, though, that the city plans to spend a large
amount of its liquidity on the upcoming Quail Canyon acquisition and other capital needs. The water system's debt
burden is high, with debt to plant of over 200%. We understand that no additional bonding is planned other than a
refunding in late fiscal 2010 or early fiscal 2011.

Cottonwood, with a population of near 11,000, is part of Yavapai County in central Arizona, 50 miles south of
Flagstaff. Due to the city's proximity to numerous national forests and parks, its local economy is based in the retail
trade and service sectors and has a significant tourism component. Household income levels are well below average
but adequate at 74% of the U.S. average, with per capita effective buying income at a more moderate 88% of the
national level. Leading employers have remained relatively stable in the past few years and include a hospital, city
schools, and a Wal-Mart store, as well as smaller manufacturing and retail entities.

Outlook

The stable outlook reflects our expectation that system reserve levels will remain strong and coverage will remain at
or near forecasted levels given the city's lack of additional bonding plans. As the city is successful in managing its
capital improvement plan and demonstrating sustained strong financial performance, further rating improvement is

possible, but is nevertheless constrained by high debt, above-average rates, and below-average income levels.

Related Research

» USPF Criteria: Key Water And Sewer Utility Credit Ratio Ranges, Sept.15, 2008
» USPF Ciriteria: Standard & Poor’s Revises Criteria For Rating Water, Sewer, And Drainage Utility Revenue
Bonds, Sept. 15, 2008

Complete ratings information is available to RatingsDirect on the Global Credit Portal subscribers at
www.globalcreditportal.com and RatingsDirect subscribers at www.ratingsdirect.com. All ratings affected by this

rating action can be found on Standard & Poor's public Web site at www.standardandpoors.com. Use the Ratings
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search box located in the left column.
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