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State And Local Government Ratings Are Not
Directly Constrained By That Of The U.S.
Sovereign
Despite Standard & Poor's Ratings Services' downgrade of the U.S. sovereign debt rating to AA+/Negative/A-1+, we

may still assign a 'AAA' rating to some state and local governments.

We do not directly link our ratings on U.S. state and local governments to that of the U.S. sovereign debt rating for

reasons outlined in our criteria. However, we recognize generally that U.S. state and local governments'economic

performance is frequently similar to the nation and they share responsibility for some spending items with the

federal government. Yet individual state and local governments' funding interdependencies with the federal

government vary considerably. A minority of state and local obligors rated by Standard & Poor's have achieved the

highest long-term rating of 'AAA'. We expect that many of these obligors, particularly those with relatively low

levels of funding interdependencies with the federal government or those that, in our view, are likely to manage

declines in federal funding without weakening their credit profile, should be able to retain ratings above the U.S.

sovereign rating if we would otherwise assign ratings above the U.S. sovereign rating based on our view of other

rating factors. However, in light of the potential for common economic and credit environments between the U.S.

and state and local governments, we expect that in most instances in which state and local governments have ratings

above that of the U.S., the differential will be limited to one notch.

Overview

• It is possible for state and local governments to have higher ratings than the U.S. sovereign rating, most likely by no more than

one notch.

• We derive our credit ratings by evaluating a borrower's individual credit factors based on our credit rating criteria.

• A factor in rating a state or local government above the U.S. is whether it is insulated from negative federal intervention in fiscal

management.

Our credit rating criteria allow for a higher rating on a state or local government than on the sovereign if, in our

view, the state or local government demonstrates the following characteristics:

• The ability to maintain stronger credit characteristics than the sovereign in a stress scenario,

• An institutional framework that is predictable and that is likely to limit the risk of negative sovereign

intervention, and

• The projected ability to mitigate negative sovereign intervention by a high degree of financial flexibility and

independent treasury management.

Pursuant to our criteria, the fiscal autonomy, political independence, and generally strong credit cultures of U.S state

and local governments can support ratings above that of the U.S. sovereign.
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Ability To Maintain Stronger Credit Characteristics Than The Sovereign In A
Stress Scenario

A central feature of our U.S. public finance criteria is the independence of individual state and local governments

from the federal government. In part, this is based on our view of the Tenth Amendment to the U.S. Constitution,

which provides that rights not expressively given to the federal government remain with the states. Although our

ratings reflect the role of the federal government in state and local finances and economies, we believe that this

decentralized governmental structure in the U.S. suggests that we also analyze state and local government credit

quality independent of the federal impact.

When viewing credits on a standalone basis, we expect that some state and local governments in the U.S. are capable

of maintaining relatively consistent credit quality even through a period of stress at the sovereign level. Compared

with many of their peers on a global basis, U.S. state and local governments function with a high level of revenue

independence. Specifically, most state revenues (including almost all discretionary revenue) are derived within the

states themselves, i.e., they do not come from the federal government. Revenues are even less linked to the federal

government at the local level (although some state-shared revenues originate with the federal government). In

addition, historically we have found that state and local governments generally have distinct credit cultures backed

by well-established frameworks that provide for enforcement of important public finance laws. We view this to be

important in the U.S. public finance setting because we predominantly assign issue ratings as opposed to issuer credit

ratings. Debt issues in the U.S. municipal market tend to be backed by dedicated taxes, revenues, or fees and include

specific protections that are legally enforceable in the U.S. context.

Given the depth and magnitude of the U.S. economy, state and local governments operate within a wide range of

disparate economic bases throughout the country. We have found that some state or local economies regularly

perform differently from that of the U.S. as a whole. Our criteria describe how we analyze the attributes of state and

local economies and incorporate our analysis into our ratings. Beyond analyzing economies in isolation, however,

we have observed that some state or local governments have more favorable balances between resources and

responsibilities (i.e., they may be less leveraged) than the federal government. We believe that certain state and local

governments have historically shown a greater commitment to fiscal discipline or a more resilient local economy,

which may be reflected in ratings higher than that of the U.S. government. In a minority of cases (3.9% of U.S.

public finance ratings), state and local governments currently demonstrate what we consider to be particularly

strong credit characteristics consistent with our highest rating and, thus, are rated 'AAA'. Because we have assigned

these ratings based on our view of individual rating factors pursuant to our criteria, we believe these ratings are

appropriate notwithstanding the downgrade of the U.S. sovereign debt rating.

A Predictable Institution Framework, Financial Flexibility, And Independent
Treasury Management

In our view, the institutional framework for U.S. public finance is among the most stable and predictable in the

world. We believe this is primarily a result of the constitutional separation of power between the central and

sub-national levels of government that is intended to restrain intervention in state and local government

administration.

U.S. state and local governments enjoy considerable financial autonomy from federal intervention. State—and in
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many cases local--governments have authority to establish and maintain laws pertaining to tax rates and collections,

as well as the ability to add new taxes and other forms of revenue generation. In practice, receipt of federal funding

typically requires a state or local government to satisfy various mandates, such as providing certain levels of service.

And yet, participation in some of the programs for which federal funding is provided is voluntary. This includes

Medicaid, the largest federal-state jointly financed social service.

In addition, U.S. state and local governments' treasury management is independent from the U.S. federal

government. Although we consider stress scenarios in which federal disbursements could be delayed or reduced,

thereby inflicting cash flow disruptions, state and local government obligors with 'AAA' ratings have, in our view,

strong access to liquidity, likely allowing them to bridge such episodes.

Criteria Support Possibility Of 'AAA' State And Local Government Ratings

Participation in the U.S. economy and legal system provides a platform in which state and local governmental

obligors can generally manage their finances and debt portfolios with considerable independence and without

material risk of negative sovereign intervention. In light of this independence, our ratings largely reflect our view of

local economic characteristics or state-level laws that may impede or strengthen state and local credit quality to

varying degrees. Credit implications from these factors are detailed in our relevant criteria documents.

Related Criteria And Research

• USPF Criteria: GO Debt, Oct. 12, 2006

• USPF Criteria: State Ratings Methodology, Jan. 3, 2011

• Methodology: Rating A Regional Or Local Government Higher Than Its Sovereign, Sept. 9, 2009

• Where U.S. Public Finance Ratings Could Head In The Wake Of The Federal Fiscal Crisis, July 21, 2011

• U.S. State Ratings And Outlooks: Current List

Standard & Poor’s  |  RatingsDirect on the Global Credit Portal  |  August 8, 2011 4

883797 | 300356123

State And Local Government Ratings Are Not Directly Constrained By That Of The U.S. Sovereign



S&P may receive compensation for its ratings and certain credit-related analyses, normally from issuers or underwriters of securities or from obligors. S&P reserves the right
to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites, www.standardandpoors.com (free of charge), and
www.ratingsdirect.com and www.globalcreditportal.com (subscription), and may be distributed through other means, including via S&P publications and third-party
redistributors. Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective activities. As a result,
certain business units of S&P may have information that is not available to other S&P business units. S&P has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process.

Credit-related analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and not statements of fact or
recommendations to purchase, hold, or sell any securities or to make any investment decisions. S&P assumes no obligation to update the Content following publication in any
form or format. The Content should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or
clients when making investment and other business decisions. S&P's opinions and analyses do not address the suitability of any security. S&P does not act as a fiduciary or
an investment advisor. While S&P has obtained information from sources it believes to be reliable, S&P does not perform an audit and undertakes no duty of due diligence or
independent verification of any information it receives.

No content (including ratings, credit-related analyses and data, model, software or other application or output therefrom) or any part thereof (Content) may be modified,
reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of S&P. The Content
shall not be used for any unlawful or unauthorized purposes. S&P, its affiliates, and any third-party providers, as well as their directors, officers, shareholders, employees or
agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not responsible for any errors or
omissions, regardless of the cause, for the results obtained from the use of the Content, or for the security or maintenance of any data input by the user. The Content is
provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF
MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING
WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Parties be liable to any
party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without
limitation, lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.
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