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Summary:

Watford City, North Dakota; General Obligation

Credit Profile

US$41.185 mil state aid rfdg certificates of indebtedness ser 2019 dtd 12/17/2019 due 12/01/2026

Long Term Rating BBB+/Stable New

Rationale

S&P Global Ratings assigned its 'BBB+' long-term rating to Watford City, N.D.'s series 2019 state aid refunding

certificates. The outlook is stable.

The certificates are secured by state appropriations to the city from oil and gas gross production tax revenue. The

statewide tax is imposed on oil and gas producing properties. Revenue is collected by the state and allocated to local

governments per a distribution formula approved by the state legislature, which can be amended at any time. The

city's allocation is based on the level of oil and gas production in McKenzie County.

Proceeds will be used to refund the city's series 2015A, 2015B, 2015C, and 2015D state aid certificates to create a fixed

and level repayment schedule and generate interest cost savings.

Credit overview

Watford City is McKenzie County's seat located within the Bakken oil field. Rapid growth from oil fracking has spurred

capital needs and an elevated debt burden for the city. The growth in oil and gas production has driven a substantial

increase in state appropriations related to oil and gas taxes. This revenue has allowed the city's net operating

performance to remain balanced while addressing capital needs arising from the industrial and population growth.

Fiscal 2017 pledged revenue provided strong maximum annual debt service (MADS) coverage of 1.8x and unaudited

2018 pledged revenue provided 2.7x MADS coverage. This demonstrates the volatility in the pledged revenue. Oil and

gas gross production tax revenue accounted for more than 85% of operating revenue in 2017. However, management

reports this revenue is being used for capital needs and is not supporting Watford City's major operating expenses.

While a 2018 audit is not yet available, the city recently completed a transition to a new auditor and indicates that the

fiscal 2019 and 2020 audits will be released in a more timely manner.

Key credit considerations supporting the rating include our view of the following factors:

• Weak economic fundamentals due to a high sector concentration in oil and gas production; however, Watford City

is a regional economic center with substantially higher per capita effective buying incomes than the nation;

• The highly volatile nature of oil and gas gross production tax revenue, as the level of oil and gas activity in North

Dakota is unpredictable and affected by global economic and geopolitical factors beyond the control of the state

and the city;

• Unaudited fiscal 2018 receipts provide strong 2.73x MADS coverage, with an additional bonds test (ABT) that

requires the city to maintain 2.0x combined MADS coverage of the 2019 bonds and any parity debt; and
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• General creditworthiness, which does not constrain the rating.

Economic fundamentals: Weak

The city is the seat of McKenzie County, in western North Dakota. Its economy has grown rapidly over the past

decade. Management indicates that it believes growth has peaked and expects it will continue at a slower pace over

the next three years. We view this expectation as reasonable. The past decade's growth was driven by fracking in the

Bakken oil field and associated activity. We have adjusted our assessment to account for the local economy being

heavily concentrated in the cyclical oil and gas production industry. The city's 2018 census estimate indicates the

population has increased nearly 300% since the 2010 census. While our assessment recognizes the rapid population

growth the city has experienced, we believe the census figures may be inflated by transient oil and gas workers

temporarily located in the city.

Watford City's per capita effective buying income is 154% of the national level and the Bureau of Labor Statistics

indicates the county unemployment rate was 1.7% in 2018. Our overall assessment of the economic base supporting

Watford City's oil and gas gross production tax reflects our views of the city's above-average income, small but

growing population, lack of access to a larger metropolitan statistical area, and significant concentration in industries

vulnerable to technological, societal, and environmental changes.

Volatility: Very high

Based on preliminary figures for fiscal 2018, allocations to Watford City were approximately $20.9 million, an increase

of about 46%. The moderate decline in fiscal 2016 pledged revenue, supports our view that the revenue source is

highly volatile. Additionally supporting our view is the difficulty predicting the level of oil and gas activity in the state

and the impact of global economic and geopolitical factors beyond the control of the state and the city.

Oil and gas gross production revenue is allocated to the city based on the state's distribution formula, which is tied to

the level of oil and gas production in McKenzie County. However, in our view, the city's allocation could significantly

decline due to the potential volatility of North Dakota's energy sector.

Watford City budgets oil and gas gross production tax revenue using a weighted average of the three most recent fiscal

years, with the heaviest weighting applied to the year in which the revenues were the lowest. Under this method, for

fiscal 2019, the city budgeted to receive approximately $16 million. However, officials consider this budget

conservative, and based on current trends for fiscal 2019, they estimate the city will receive about $20 million in

pledged revenue.

Coverage and liquidity: Adequate-to-strong

For audited fiscal 2017, the city received approximately $14.0 million in oil and gas gross production tax revenue.

Unaudited 2018 figures show allocations at approximately $20.9 million, providing pro forma 2.7x MADS coverage for

the series 2019 bonds. Our assessment incorporates an elevated probability of pledged revenue declining in the future,

given the very high volatility. In addition to the currently very strong pro forma MADS coverage, the bonds have an

ABT of 2.0x, which we view as strong. While management has no plans to issue additional debt in the near term, our

rating and assessment of coverage are predominantly based on the ABT and likelihood that Watford City would issue

parity debt to address any significant capital needs over the medium term.
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We recognize the pledged tax is the single largest revenue stream supporting the general fund. Intergovernmental

revenue accounted for 89% of general fund revenue in fiscal 2017 with a majority of this revenue stemming from oil

and gas gross production taxes. The past few audits show significant transfers toward paying debt service and capital

outlays. This supports management's statement that the city's operations have little dependence on the oil and gas tax

revenue.

Bond provisions

The revenue pledge is open and to issue additional parity, pledged revenues in the previous two fiscal years must

provide at least 2.0x coverage of the new MADS. The bond provisions also permit the city to issue subordinate bonds.

The flow of funds allows excess revenue to be used for city operations.

The series 2019 bonds will carry a debt service reserve equal to the lesser of 10% of the outstanding par amount,

MADS, or 125% of the average annual debt service.

Obligor linkage: Close

We view the pledged revenue as having a close linkage to the general operations of Watford City because the taxes are

distributed directly to the city's general fund each month, after which the council transfers the money to a bond fund

and then the trustee, we consider the flow of pledged revenue to be within the city's direct control. Under our criteria,

this narrows the linkage between the priority-lien pledge and the city, as we believe pledged revenue has some degree

of exposure to operating risk. This differs from structures in which revenues are collected and distributed (by a third

party) directly to a bond trustee, before reaching the obligor.

Rating linkage to Watford City

We assess Watford City's general operations because we view overall creditworthiness as a key determinant of an

obligor's ability to pay its obligations, including special tax-secured bonds. The city serves as the county's seat and as a

regional economic center that has grown significantly due to energy production in the Bakken oilfield. Watford City

has high fixed costs, equal to 43% of adjusted expenditures in fiscal 2017, and very strong budgetary flexibility with

available reserves at 44.5% of adjusted general fund expenditures. In addition, it has what we consider very strong

liquidity. Therefore, we expect the city's overall creditworthiness will remain stable over the two-year outlook horizon.

Outlook

The stable outlook reflects our expectation that pledged revenue will continue to provide at least strong coverage and

the city will maintain strong liquidity. Therefore, we do not expect to change the rating within the two-year outlook

period.

Upside scenario

If pledged revenue stabilizes and the city is able to sustain coverage at current levels, we could raise the rating.

Downside scenario

If coverage is diluted by a period of sustained deterioration in revenues or additional debt issuance, we could lower 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

to them in our criteria, and should therefore be read in conjunction with such criteria. Please see Ratings Criteria at www.standardandpoors.com for

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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