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Summary:

McLeod County, Minnesota; General Obligation

Credit Profile

US$9.51 mil GO bnds ser 2019A due 02/01/2035

Long Term Rating AA/Stable New

McLeod Cnty GO dr bnds ser 2016 due 02/01/2025

Long Term Rating AA/Stable Affirmed

McLeod Cnty GO

Long Term Rating AA/Stable Affirmed

Rationale

S&P Global Ratings assigned its 'AA' long-term rating to McLeod County, Minn.'s series 2019A general obligation (GO)

bonds. At the same time, S&P Global Ratings affirmed its 'AA' long-term rating on the county's previously rated GO

bonds. The outlook is stable.

The 2019 bond proceeds will be used to finance renovations to the county's Government Center and various

transportation projects. The bonds are secured by the county's unlimited ad valorem property tax GO pledge, in

addition to revenue raised from a 0.5% local option sales tax. The portion of the bonds that will finance the

Government Center project will be repaid with property tax revenue. The remaining portion of the bonds that will

finance county transportation projects will be repaid with revenue from the 0.5% local option sales tax.

Credit summary

McLeod County is located directly west of the Twin Cities seven-county metropolitan area. The county is largely

composed of residential and agricultural properties and has experienced notable growth in its overall market value in

the past year. The stable local economy has marginally diversified since our last review due to a slight expansion of the

county's health care employment base. In recent years, conservative budgeting has resulted in balanced operations,

while forward-thinking management has contributed to extremely high reserves and very strong liquidity. Overall, we

see little downside rating pressure at this time and expect the county's credit fundamentals to remain consistently

strong in the near future.

Our rating reflects our opinion of the county's:

• Adequate economy, with projected per capita effective buying income at 88.6% of the national level and market

value per capita of $125,880;

• Adequate management, with standard financial policies and practices under our Financial Management Assessment

(FMA) methodology;

• Strong budgetary performance, with operating surpluses in the general fund and at the total governmental fund level

in fiscal 2018;
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• Very strong budgetary flexibility, with a high available fund balance in fiscal 2018 of 96% of operating expenditures;

• Very strong liquidity, with total government available cash at 85.3% of total governmental fund expenditures and

22.8x governmental debt service, and access to external liquidity we consider strong;

• Very strong debt and contingent liability profile, with debt service carrying charges at 3.7% of expenditures and net

direct debt that is 58.7% of total governmental fund revenue, as well as rapid amortization, with 72.2% of debt

scheduled to be retired in 10 years; and

• Strong institutional framework score.

Adequate economy

We consider McLeod County's economy adequate. The county has an estimated population of 35,731. The county has

a projected per capita effective buying income of 88.6% of the national level and per capita market value of $125,880.

Overall, the county's market value grew by 10.1% over the past year to $4.5 billion in 2019. The county unemployment

rate was 3.1% in 2018.

McLeod County covers more than 500 square miles and is about 50 miles west of the Twin Cities, adjacent to but not

considered part of the Twin Cities' broad and diverse metropolitan area. The majority of the county's tax base is

residential property (42%), followed by agricultural property (30%). Market values have increased in recent years,

which is a trend that management expects to continue. Recent developments include more than70 new single-family

homes and several multi-million dollar investments in local commercial and manufacturing businesses.

The county's economy has diversified slightly due to growth in the local health care sector. Previously, we viewed

McLeod County's economy as concentrated in a single sector, with manufacturing jobs comprising greater than 30% of

the total employment base. Currently, manufacturing jobs comprise 29% of the total employment base, followed by

education and health care services, which comprise 19% of the employment base. Current leading local employers

include 3M Co. (1,700 employees), Seneca Foods Corp. (1,000), Hutchinson Technology (800), Hutchinson Health

(451), and Glencoe Regional Health (362).

Adequate management

We view the county's management as adequate, with standard financial policies and practices under our FMA

methodology, indicating the finance department maintains adequate policies in some but not all key areas.

Management uses at least three years of historical data and a line-item approach when formulating the county's annual

budget. The county board is provided budget-to-actual reports on a monthly basis, and is able to amend the budget if

necessary. The county adopted a five-year capital improvement plan in November, 2019, which is required in order for

the county to use revenue from the 0.5% local option sales tax for debt repayment. McLeod County lacks a long-term

financial plan and a formal debt management policy, but adheres to state debt guidelines. The county has an

investment policy, but does not regularly report investments and holdings to the board. The county's formal reserve

policy is to maintain 35%-50% of expenditures in reserves for cash flow and contingency purposes, which it is

currently exceeding.
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Strong budgetary performance

McLeod County's budgetary performance is strong in our opinion. The county had operating surpluses of 4.3% of

expenditures in the general fund and of 7.7% across all governmental funds in fiscal 2018.

The majority of the county's general fund revenue comes from property taxes (61%), followed by intergovernmental

aid (20%). Fiscal 2018 reported a surplus of $673,000, primarily due to higher-than-budgeted revenues from

intergovernmental aids and investment earnings. For fiscal 2019, management anticipates revenue will again exceed

budgeted amounts, which could result in a $200,000 general fund surplus at year-end. For fiscal 2020, the proposed

budget shows a slight deficit in the general fund of $200,000. However, we expect budgetary performance to remain

strong considering the county's history of budgeting conservatively, particularly for revenues.

Very strong budgetary flexibility

McLeod County's budgetary flexibility is very strong, in our view, with a high available fund balance in fiscal 2018 of

96% of operating expenditures, or $18.0 million. We expect the available fund balance to remain above 75% of

expenditures for the current and next fiscal years, which we view as a positive credit factor. Over the past three years,

the total available fund balance has remained at a consistent level overall, totaling 98% of expenditures in 2017 and

100% in 2016.

Management does not intend to draw down reserves and expects reserves will be maintained at their current level in

the near future. Given the current level of reserves and the county's well-articulated fund balance policy, we expect

budgetary flexibility to remain very strong.

Very strong liquidity

In our opinion, McLeod County's liquidity is very strong, with total government available cash at 85.3% of total

governmental fund expenditures and 22.8x governmental debt service in 2018. In our view, the county has strong

access to external liquidity if necessary.

The county had $38 million in cash available for liquidity purposes at fiscal year-end 2018. McLeod County has issued

bonds frequently during the past 20 years, primarily GO bonds, supporting our view that it has strong access to

external liquidity. The county's cash is primarily held in deposits and an investment pool. Therefore, we do not view

the investments to be aggressive. The county has a contingent liability related to housing redevelopment authority

debt, but we view this liability as small compared to the county's overall budget and liquidity position. It has no

direct-purchase or variable-rate debt that we expect could pose a liquidity risk and we expect the liquidity profile will

remain very strong.

Very strong debt and contingent liability profile

In our view, McLeod County's debt and contingent liability profile is very strong. Total governmental fund debt service

is 3.7% of total governmental fund expenditures, and net direct debt is 58.7% of total governmental fund revenue.

Approximately 72.2% of the direct debt is scheduled to be repaid within 10 years, which is in our view a positive credit

factor.

Over the next two years, the county plans to issue new debt for ditch improvements as well as Agricultural Best

Management Practices (AgBMP) loans, both of which are payable from special assessments levied on property
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benefited by the improvements financed by the debt. Currently, management does not know the amount of ditch loans

that will be issued in the medium term, and tentatively plans to issue $300,000 of AgBMP loans in 2020.

The county competitively sold $2.49 million series 2016 GO drainage bonds to Security Bank & Trust Co. in Glencoe,

Minn. The county also directly placed $10 million series 2018 GO capital improvement plan bonds with the same

bank. We consider the terms of these loan agreements standard, with no unusual events of default or acceleration

terms.

McLeod County's combined required pension and actual other postemployment benefits (OPEB) contributions totaled

3.1% of total governmental fund expenditures in 2018. The county made its full annual required pension contribution

in 2018.

The county participates in three cost-sharing, multiple-employer pension plans, the General Employees Retirement

Fund (GERF), the Public Employees Police and Fire Fund (PEPFF), and the Public Employees Local Government

Correctional Service Retirement Plan (the Correctional Plan), which are administered by the Public Employees

Retirement Association of Minnesota (PERA). Required pension contributions to these plans are determined by state

statute. Statutory contribution rates have generally not kept pace with actuarially determined contribution rates,

indicating potential for future payment acceleration.

The state recently passed pension legislation that will marginally increase contributions, reduce the investment rate of

return to 7.5% (from 8.0%), and reduce some employee benefits (primarily cost-of-living adjustments). While we view

these as positive changes for future plan funding levels, the lack of an actuarial funding policy remains a weakness in

these plans. (For more information about the reforms included in the 2018 omnibus retirement bill and the potential for

future cost increases, see our analysis, titled "Minnesota's New Pension Bill Is A Positive Step Toward Sustainable

Funding," published June 7, 2018, on RatingsDirect.)

In 2019, GERF met our static funding metric, meaning that employer and employee contributions were enough to

match the present value of current-year benefits and the interest on the net pension liability, but fell short of our

minimum funding progress metric. The plan's level percentage of payroll amortization method also implies

increasingly larger payments over time, which, in combination with a statutory funding practice that has regularly

produced contributions at the plan level that have fallen short of actuarial recommendations, suggests a high likelihood

of payment acceleration over time. The plan's investment rate of return assumption, at 7.5% following the 2018

pension reform, is high, indicating an asset allocation that is more susceptible to market risk.

The GERF, PEPFF, and the correctional plan were 79.5%, 88.8%, and 97.6% funded, respectively, in fiscal 2018. The

county's proportionate share of the net pension liability for these plans totaled $12.1 million in fiscal 2018. We consider

historical plan funding levels somewhat weak, and we believe that the history of pension contributions below ADC

increases the risk of payment acceleration.

In addition, in our view, the plan's investment portfolio is exposed to significant market risk, with only 22% of its

investments allocated to fixed income and cash, which increases the risk for volatility in plan funding levels. Despite

these weaknesses, we believe the county has sufficient taxing and operational flexibility to manage future increases in

pension contributions. However, if pension contributions absorb a larger share of the county's budget down the road,
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our view of its debt and contingent liability profile could weaken.

As for other postemployment benefits (OPEBs), retirees can remain on the county's health care plan but pay 100% of

the premium, creating only an implicit liability for the county. We do not view pension and OPEB obligations as a

source of budgetary stress for the county now, nor do we expect them to become so over the medium term.

Strong institutional framework

The institutional framework score for Minnesota counties with a population greater than 5,000 is strong.

Beginning with fiscal 2017, the state of Minnesota required counties to produce annual financial audits, which resulted

in an improvement to the institutional framework score.

Outlook

The stable outlook reflects our expectation that we will not change the rating within the two-year outlook horizon

given our expectation that McLeod County will continue to exhibit very strong budgetary flexibility and liquidity.

Upside scenario

We could raise the rating with sustained improvement in McLeod County's economic profiles and with improvements

to the county's financial management practices, while all other credit characteristics remain unchanged or improve.

Downside scenario

While unlikely, deterioration in budgetary flexibility and liquidity after a prolonged weak budgetary performance could

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