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Cities and Counties — US

2026 Outlook - Stable as revenue growth
keeps pace with easing inflation

Summary

The outlook for US cities and counties is stable over the next 12 months with operating
revenue growth likely to slow to historical norms, but still match easing inflation. Healthy
underlying economies supported by record high home prices and a stable employment
market provide the foundation for modest tax revenue growth through 2026. Consistently
strong balance sheets across the sector provide sufficient buffer to weather slower economic
growth.

» Tax revenue growth will slow to historical norms and slightly outpace inflation.
City and county aggregate tax revenue growth will grow about 3% in fiscal 2026, roughly
in line with inflation. Revenue generation could be challenged by affordability issues,
which can constrain economic growth and dampen issuers' willingness to adjust tax levies
and utility rates or introduce new revenue generation.

» Greater budgetary controls will be required to navigate tighter margins. The ability
to adjust expenditures as new revenue constraints take hold will require greater budgetary
discipline. City and county governments remain in fierce competition for workers with the
private sector and even each other. Trade offs are likely to occur as governments seek to
balance service levels, capital needs and sensitivity to constituent affordability difficulties.

» Federal grant funding will be stable, though potential policy shifts present
difficulties. Federal grant funding is projected to remain stable, though policy changes
in disaster relief, trade and immigration could create isolated credit effects. The
US Congress' challenge to pass spending bills for agencies funded by discretionary
appropriations will lead to furloughs and could dampen economic activity during an
extended government shutdown.

» What could change the outlook? Revenue growth that outpaces inflation by more
than two percentage points could result in a positive outlook - meaning year-over-year
revenue increases of 5% or more. Alternatively, an overall revenue decline, recession or
significant weakening of the labor market, could result in a negative outlook.


https://moodysanalytics.fra1.qualtrics.com/jfe/form/SV_6nSiBDZYONp8Y7Q?pubid=PBC_1462356
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Outlook Definition

The stable outlook reflects our view of credit fundamentals in the US city and county sector over the next 12 months. Sector outlooks are
distinct from rating outlooks, which, in addition to sector dynamics, also reflects issuers' specific characteristics and actions.

A sector outlook does not represent a sum of upgrades, downgrades or ratings under review, or an average of rating outlooks.

Tax revenue growth will slow to historical norms and slightly outpace inflation

Total tax revenue for local governments will increase on the lower end of the 3% to 4% range and slightly outpace inflation that is
expected to hover around 3% in 2026 (Exhibit 1). As the gap between revenue and expenditures narrows, local governments will rely
on the strength of their underlying economies and their ability to exercise budgetary constraints to balance operations and constituent
needs. Slower economic growth is likely to drive a higher demand for local government services, particularly in areas like healthcare and
other social programs.

Exhibit 1
Revenue growth moderates at close to inflation
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Property tax, the primary revenue source of most city and county issuers, is buoyed by historically high home values. Most issuers

also have the ability to adjust rates to maintain consistent revenue in the event taxable valuation growth retreats. The Home Price
Index (Q1-1980 = 100), which has averaged about 3.6% in annual growth over the past two decades, is projected to be well below 2%
through 2026 (Exhibit 2). Much of this slower growth can be attributed to the above-average run up during the coronavirus pandemic,
in which each quarter between Q2-2021 and Q4-2022 experienced double-digit year-over-year increases.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the issuer/deal page on https://ratings.moodys.com for the
most updated credit rating action information and rating history.
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Exhibit 2
Home price index to be well below 2% through 2026
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25%
20%
15%
10%
5%
0%
-5%
-10%
2006 200720082009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026

Baseline scenario (October 2025): FHFA All transactions home price index, (Index Q1-1980=100, SA)
Sources: US Federal Housing Agency; Freddie Mac; Fannie Mae; Moody's

Positively, most city and county issuers can maintain consistent property tax revenue, even in the event of modest valuation declines.
Statutes that allow issuers to adjust property tax levies relative to valuation growth or as a function of inflation (typically tied to state
CPI changes), plus the ability to capture revenue from new construction provides additional stability. Even in states with a hard cap on
the maximum property tax millage a city or county can levy, issuers tend to fall under the caps.

The rapid increase in home prices has created a “revenue buffer,” in which city and county issuers could accelerate property tax
generation to offset higher operating costs if needed. Many issuers choose to either maintain property tax rate neutrality or revenue
neutrality. With rate neutrality, the levy remains the same, but additional revenue is generated on the growth in taxable value. With
revenue neutrality, issuers reduce the levy to generate consistent year-over-year revenue. In both cases, issuers are not typically
exercising their full taxing authority.

While the revenue buffer can offer stability during times of increasing costs, long-term affordability issues often limit an issuer’s
practical ability to meaningfully generate new revenue. Higher home values can be a double-edged sword, boosting property tax
collections in the short-term. However, issuers are also sensitive to their constituents' affordability difficulties, which can dampen a
governing body's willingness to increase tax or utility rates. Persistently high interest rates, particularly when joined by record high
home prices, can also mute valuation growth by keeping potential buyers out of the market.

In the 10 largest metropolitan statistical areas (MSA) by population, housing affordability has declined meaningfully since 2015,
certainly fueled by the pandemic, but also by higher interest rates, low housing supply and continued urbanization. Still, wage growth
since 2015 in every MSA except Los Angeles has exceeded the increase in the typical mortgage payment (Exhibit 3). In the Los Angeles
MSA, the change in the typical home payment since 2015 outpaced wage growth during the same period by about 10%, signaling
significantly reduced affordability.

In the Chicago, Houston and Dallas MSAs, increased mortgage payments consumed less than 50% of wage growth. However, given the
portion of wage growth consumed by higher home costs, it is highly likely that increased prices throughout the rest of the economy,
ranging from home and auto insurance, consumer goods, groceries and utilities have collectively outpaced wage gains.
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Exhibit 3
Increasing mortgage payments have consumed about 70% of wage growth on average in 10 largest MSAs by population
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Sales tax revenue, the second largest revenue source of city and county issuers, is projected to remain on a growth trajectory, although
at a slower pace. Inflation drives higher prices and largely protects sales tax revenue generation, though a subdued employment market
could pressure sales tax revenue if wages fail to keep pace with inflation (Exhibit 4).

The outlook could be revised to positive if revenue growth outpaces inflation by more than two percentage points, meaning year-over-
year revenue increases of 5% or more, which is likely to occur if lower interest rates materially improve housing affordability and the
labor market remains sound. Conversely, an overall revenue decline, recession, significant weakening of the labor market, or a drastic
reduction in city and county issuers' ability to balance operational or capital costs could result in a negative outlook.

Exhibit 4
Sales tax revenue benefits from wages that outpace inflation
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Water and Sewer Utilities Outlook is Stable

The outlook for U.S. municipal water and sewer utilities remains stable over the next 12 months. Positive operating ratios will remain
supported by rate increases that will help offset rising labor, materials and construction costs (Exhibits 5 & 6). Rate increases will also continue
to outpace inflation, providing resources to address regulatory compliance mandates, including limits on forever chemicals and accelerated
lead service line replacement.

While liquidity is projected to decline modestly from all-time highs as utilities continue to make system investments, the strong balance
sheets built up in recent years will help sustain capital spending and support overall credit stability.

Strong governance practices remain critical in navigating a growing array of environmental and operational risks, including physical climate
risks, ongoing affordability concerns and cybersecurity threats. U.S. water and sewer utilities have a proven track record of navigating complex
regulatory environments and adapting to evolving risks, which we view as an underlying strength of the sector. Their ability to plan for long-
term resilience, maintain service continuity and uphold financial stability amid these pressures reinforces our stable outlook.

Exhibit 5

Water utilities' median operating expenses, including depreciation, will continue a long-standing trend of outpacing inflation that is
mitigated by strong, stable operating margins supported by rate increases...
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Exhibit 6
...and sewer utilities medians show similar trends

— Sewer Utilities: revenues year over year % change

— Sewer Utilities: operating expenses + depreciation year over year % change
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Greater budgetary controls will be required to navigate likely tighter margins
The ability to balance expenditures as new revenue constraints take hold will require greater budgetary discipline as issuers face rising
employee and capital costs and increased constituent affordability difficulties.

Salaries and benefits, particularly among public safety employees, tend to be the largest single budgetary expense for city and county
issuers and governments are seeking to fill vacancies at the highest cost ever (Exhibit 7). A heightened demand from taxpayers to
maintain or expand functions such as public safety can reduce financial flexibility over time. To accommodate, issuers are likely to shift
resources away from services typically viewed as less essential to core operations such as culture and tourism initiatives.

Exhibit 7
Local government employment costs continue to rise, though largely in line with CPI
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Issuers may choose to provide support to institutions outside their traditional purview that are facing fiscal distress, such as hospitals,
given their importance to the community. Any expansion of service provision or financial support for other entities will require a
careful understanding of city and county funding sources and the likelihood that taking on a new mandate does not crowd out existing
services. Capital expenditures can also be curtailed, as deferring maintenance or new capital investment can be preferable to reducing a
core service.

Notably, city and county issuers have materially benefited from the higher interest rate environment of the past several years, though
interest rate reductions, which are anticipated in 2026, could result in higher adjusted net pension liabilities. While budgetary risks
associated with pension contributions are likely to remain manageable through fiscal 2026 with revenue growth and strong pension
investment performance in 2025, a significant market decline stands as the primary catalyst that would cause pension risks to escalate
meaningfully, if it were to occur.

Federal grant funding will be stable, though potential policy shifts present difficulties

Grant funding from the federal government is projected to remain above $1 trillion annually through 2029, supporting critical
programs like Medicaid, highway construction, education, and disaster assistance (Exhibit 8). Much of this funding flows through
states to local governments via programs enacted at the federal level, with oversight provided by states and implementation by local
governments.

City and county issuers are not exposed to the post-pandemic fiscal cliff experienced by counterparts in other sectors as most issuers
used federal pandemic aid for either temporary revenue replacement or one-time capital spending. However, significant capital
investment needs remain and costs continue to escalate. Faced with the need to maintain service levels, issuers will look to strike a
balance between capital investment and the subsequent effect on leverage.
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Exhibit 8
Federal grants to state & local governments projected to remain stable

= Total federal grants to SLG (left axis, $000s) Year over year % change (right axis) =~ eeeeeee Annual inflation rate (right axis)
1,400,000 60%

1,200,000 50%

409
1,000,000 %

30%
800,000
20%
600,000
10%
400,000
0%

200,000 -10%

-20%

2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
estimate  estimate  estimate  estimate  estimate  estimate

Sources: Office of Management and Budget; Moody's Ratings

While federal grant funding is projected to remain a stabilizing factor, potential policy shifts in areas such as federal emergency disaster
aid, immigration and trade could lead to issuer specific credit effects.

Diminished federal emergency disaster response could challenge budgetary flexibility as issuers may be forced to carry a greater share
of local disaster recovery costs. While the federal government is likely to remain supportive of recovery efforts for large scale, typically
multistate disaster events, small scale events impacting a single city or county are less likely to receive federal support. Disaster driven
population displacement could also burden local government budgets, especially after particularly devastating events such as Hurricane
Helene in 2024 or the Palisade Fire in early 2025.

Shifting trade and immigration policy could isolate economies dependent on cross-border trade or concentrated in export
manufacturing. Immigration policy will have acute effects on communities reliant on undocumented workers to fill jobs and stabilize
populations that would otherwise be challenged by urbanization. City and county issuers less economically diverse and reliant on tax
revenue generated from agriculture, construction, hospitality and labor-intensive manufacturing are likely to be most affected.

Tariff policy that maintains higher for longer tariff rates will drive higher prices and could drag on economic growth if supply chains are
disrupted. Higher prices for electronics, electrical equipment, machinery, automotive parts and semiconductors are likely to weigh on
consumer spending, particularly if higher operating costs are passed on to end-users.

Capital spending of city and county issuers has already been affected as many issuers are pulling forward capital expenditures for items
like HVAC equipment and public safety vehicles. In one instance, a county issuer in Kansas is considering placing orders for fire trucks in
2025 that were not intended to be purchased until 2027 to lock in current pricing. Though their planned capital dollars do not stretch
as far as anticipated, issuers with the liquidity to pull such purchases forward are likely to curb significant future price increases. Those
without such liquidity are likely to delay purchases or cancel them altogether unless debt funding can fill the gap.

The US federal government shutdown could weigh on consumer spending by delaying federal wage payments and weakening
consumer confidence. While tariffs are already a headwind to household budgets, a prolonged shutdown would add additional
drag, potentially leading to short-term disruptions in sales tax collections. Political risk at the federal level has become more credit
relevant local governments. Risks that political divisions within the federal government could further constrain the effectiveness of
fiscal policymaking will likely remain even after the shutdown is resolved. This will in turn affect the longer term economic and fiscal
prospects of local governments.

Jobs outside of the District of Columbia (AaT negative), Maryland (Aa1 stable), and Virginia Aaa stable) area, collectively known as the
DMV region - are likely to see disruption during a prolonged government shutdown. The National Nuclear Security Administration
(NNSA), which oversees the US nuclear stockpile, furloughed roughly 1,400 federal employees in early October 2025 citing depleted
funding. The agency employs some 10,000 contractor employees across the country, including about 1,200 employees at its
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facilities in Albuquerque, NM (Aa3 stable) and Los Alamos, NM (Aa2) and 1,600 in Kansas City, MO (Aa3 stable). Furloughs will drive
unemployment claims and are likely to increase demand for other social services.

Federal support of social programs will also face difficult times if the budget impasse is not resolved in short order. States have already
begun notifying millions of low-income Americans that Supplemental Nutrition Assistance Program (SNAP) benefits could be curtailed
beginning in November 2025. Local governments do not administer the SNAP program directly, but they often help connect recipients
to services and coordinate with food banks and other nonprofit entities.

Appendix
Exhibit 9
Distribution of ratings and outlooks of US cities and counties

As of October 2025
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