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Summary:

Surprise, Arizona; General Obligation

Credit Profile

Surprise ICR
Long Term Rating A/Stable Outlook Revised

Rationale

Standard & Poor's Ratings Services revised its outlook on Surprise, Ariz. to stable from negative. At the same time,

Standard & Poor's affirmed its 'A' issuer credit rating (ICR) on the city.

We base the outlook revision on Surprise's fiscal 2012 audit, which contains an unqualified auditor opinion reflecting a
good available general fund balance and minimal restatements compared with the city's fiscal 2011 audit that had a

qualified opinion.
The 'A' ICR reflects what we consider the city's:

 Diversifying and strong local economy, with convenient employment access to the greater Phoenix economy and
strong-to-extremely strong wealth and income indicators;

 Sufficient liquidity in the general fund as well as in nongeneral fund accounts to support general fund expenditures;

* Good financial practices and policies, including a recent proactive management plan that has helped control general
fund costs; and

» Low overall debt burden, with no immediate plans to issue general additional debt.

These strengths are somewhat mitigated we believe by Surprise's:

* Spend-down of general fund balances and cash in previous years to support capital needs; and

* Significant prior-year audit adjustments and qualified audit opinion in fiscal 2011, which highlighted previous
erroneous accounting practices, although we expect the city's recent efforts to complete a historical review of
accounting practices should result in minimal future audit adjustments.

The city released its fiscal 2012 audit, which included an auditor opinion that the financial statements present fairly, in
all material respects, the financial position of the city funds. While there were additional restatements to Surprise's
governmental funds and proprietary funds in fiscal 2012, these were relatively minor overall compared with
prior-period adjustments made in fiscal 2011 and they did not affect the city's general fund. In fiscal 2011, the qualified
audit and prior-period adjustments were related primarily to the city's previous incorrect accounting of development
impact fees. We understand Surprise was able to produce an unqualified fiscal 2012 audit after it hired consultants to
review more than 185,000 impact fee transactions since fiscal 2000 to address these accounting inconsistencies and

properly book all liabilities related to the development fees.

After several years of general fund balance and cash declines, primarily due to transfers out to other funds and for

capital, the city's available reserves had fallen to what we consider an only adequate 2.3% of expenditures in fiscal
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2011. However, Surprise posted a $3.4 million general fund operating surplus after transfers in fiscal 2012 to increase
the available assigned and unassigned general fund balance to $5 million, or what we consider a good 7% of
expenditures. The improved financial result was driven primarily by higher revenue related to some economic
recovery as well as lower transfers out compared with the previous two fiscal years. The majority of the city's general

fund revenue comes from excise taxes and state-shared sales and income taxes, which had grown since fiscal 2011.

In fiscal 2013, as part of its policy to increase its operating reserves to a minimum level equal to two months of
expenditures within two years, the city made budget adjustments by eliminating some positions as well as overall
departmental cuts to save about $5 million. In addition, Surprise estimates stronger sales tax and building related
revenues in fiscal 2013 will contribute to a general fund operating surplus of $9.8 million and an ending available
general fund balance of $14 million, or about 19% of expenditures, which we consider very strong and which exceeds
the city's policy. In fiscal 2014, the city's budget projects about 4% revenue growth related primarily to continued
excise tax growth. Officials report home prices and residential building permits are increasing, a new auto mall has
opened in Surprise, and the scheduled completion of the Loop 303 highway expansion between the cities of Goodyear
and Surprise by late 2014 could attract more retail development to drive future sales tax revenue. Management reports
that it has budgeted for a $7.5 million general fund surplus for fiscal 2014, including a 2.2% salary increase for
employees, which could increase the unassigned general fund balance to $22 million, or what we view as a very strong
27% of expenditures. The city has a policy to retain the first $1.25 million of annual one-time transaction privilege tax
revenue from construction in the general fund and transfer any excess into the general fund capital projects fund; as a
result of this policy, officials expect to contribute about $1 million to the unrestricted general capital projects fund

balance in fiscal 2014.

Surprise (serving a population of about 119,000) is approximately 20 miles northwest of downtown Phoenix and is
generally considered a bedroom community to the greater Phoenix area. The city had expanded rapidly early in the
decade given its abundant vacant and affordable land and convenient location within an easy commute of Phoenix and
other major county employment centers, although the economic downturn has significantly slowed development in the
city since 2008. Surprise remains a desirable community to which retirees relocate; 20% of the population is over the
age of 65 (156% of the national average). Within Surprise is the retirement community of Sun City Grand, where about
15% of city residents live. Median household effective buying income is 115% of the national level, which we consider
strong. Market value per capita is also very strong, in our view, at $87,000. As of March 2013, unemployment was

8.1%, slightly above both the state's and nation's rates of 7.9% and 7.6%, respectively.

The city's management practices are considered "good" under Standard & Poor's Financial Management Assessment
(FMA) methodology. An FMA of good indicates that, in our view, practices exist in most areas although not all might
be formalized or regularly monitored by governance officials. We note Surprise is close to meeting its adopted
minimum reserve policy that requires it to build general fund balances to at least two months of expenditures in a two
year period. The city reports budget-to-actual results to council on a monthly basis and reports on investment holdings
and earnings quarterly. Surprise also maintains a long-term capital plan it updates every year, although all funding
sources for projects are not identified. It forecasts revenue over a five-year horizon and expenditure forecasting is done
more informally over a two-to-three year horizon, although Surprise officials expect to formalize a long-term

expenditure plan in the future.
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Total direct and overlapping debt is low, in our view, at about $1,700 per capita and 2% of total market value. The city
does not have any direct general obligation debt outstanding and its municipal property corporation (MPC) had about
$32 million of series 2003 excise tax bonds outstanding at fiscal year-end 2012. Surprise also has community facilities
district GO bonds and series 2007 MPC wastewater development fee and subordinate wastewater utility revenue
bonds outstanding that Standard & Poor's does not rate. We consider amortization of all debt below average, with 67%
of principal retired in 10 years and 72% retired in 20 years. The city is fully funding its pension and other
postemployment benefit annual required contributions of $1.26 million, $963,000, and $51,000 for the police, fire, and

other employee plans, respectively, at 1.7% of governmental expenditures.

Outlook

The stable outlook reflects our view of the city's fiscal 2012 audit, which contains an unqualified auditor opinion
reflecting a good available general fund balance and minimal restatements compared with the fiscal 2011 qualified
audit. The outlook also reflects our expectation that future significant audit restatements affecting the general fund are
unlikely given the extensive review of previous accounting practices and the fiscal 2012 unqualified auditor opinion.
Should Surprise release future audits on time and with unqualified auditor opinions, while continuing to increase its
general fund balance to meet its reserve policy and remain in line with projections, we could raise the rating. Given the

improved liquidity and balances in the general fund, we don't expect to lower the rating in the next two years.

Interfund Loans

The fiscal 2012 general fund balance still includes a $3.4 million liability related to a cash advance from the general
capital fund in fiscal 2011 to cover operations. City management reports that there are no plans at this time to repay
this internal loan, which could otherwise decrease general fund cash. General fund cash of $4.7 million at the end of
fiscal 2012 represented about 6% of expenditures and transfers, or about 22 days of operations. While the general fund
position is positive, the city's unassigned governmental fund balances reflect a significant negative $46 million, or
negative 34% of the governmental expenditures due to interfund loans in the development fee funds. We understand
the general capital projects fund and sewer fund primarily advanced cash to cover pay-as-you-go capital projects that
Surprise expects would be reimbursed primarily by future general government development fees, although we
understand the city's ability to continue to charge these impact fees are under legal dispute. Should the city become
unable to impose this fee, it is possible it would have to write-off the interfund loan. Should this occur, we believe the
general capital project fund balances would decline, but we don't expect there would be a significant impact on

Surprise's general fund.

Related Criteria And Research

» USPF Criteria: Key General Obligation Ratio Credit Ranges — Analysis Vs. Reality, April 2, 2008
e USPF Criteria: GO Debt, Oct. 12, 2006
» USPF Criteria: Financial Management Assessment, June 27, 2006
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Complete ratings information is available to subscribers of RatingsDirect at www.globalcreditportal.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 search box located in the left column.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 27, 2013 5

1153346 | 300073984



Copyright © 2013 by Standard & Poor's Financial Services LLC. All rights reserved.

No content (including ratings, credit-related analyses and data, valuations, 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 Standard & Poor's Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be
used for any unlawful or unauthorized purposes. S&P 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 (negligent or otherwise), 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 or losses caused by
negligence) in connection with any use of the Content even if advised of the possibility of such damages.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and
not statements of fact. S&P's opinions, analyses, and rating acknowledgment decisions (described below) are not recommendations to purchase,
hold, or sell any securities or to make any investment decisions, and do not address the suitability of any security. 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 does
not act as a fiduciary or an investment advisor except where registered as such. 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.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain
regulatory purposes, S&P reserves the right to assign, withdraw, or suspend such acknowledgement at any time and in its sole discretion. S&P
Parties disclaim any duty whatsoever arising out of the assignment, withdrawal, or suspension of an acknowledgment as well as any liability for any
damage alleged to have been suffered on account thereof.

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 nonpublic information received in connection with each analytical process.

S&P may receive compensation for its ratings and certain 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 www.spcapitalig.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.

McGRAW-HILL

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 27, 2013 6

1153346 | 300073984



	Research:
	Rationale
	Outlook
	Interfund Loans
	Related Criteria And Research


