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Credit Profile

US$79.0 mil elec sys rev bnds (Knoxville Utils Brd) ser OO-2022 due 07/01/2052

Long Term Rating AA-/Stable New

Knoxville, Tennessee

Knoxville Utils Brd, Tennessee

Knoxville (Knoxville Utils Brd) retail elec

Long Term Rating AA-/Stable Affirmed

Credit Highlights

• S&P Global Ratings assigned its 'AA-' long-term rating to the Knoxville Utilities Board (KUB), Tenn.'s $79 million

series OO-2022 electric system revenue bonds.

• At the same time, we affirmed our 'AA-' long-term rating on Knoxville's electric system revenue debt, issued for

KUB.

• The outlook is stable.

Security

Officials intend to use series OO-2022 bond proceeds to fund primarily fiber backbone infrastructure to improve

system reliability and fund fiber-to-the-home network capital investments. The electric system had $306 million in total

debt outstanding as of June 30, 2022. A first-lien net revenue pledge of KUB's electric division secures the bonds.

Credit overview

We consider KUB's entry into the competitive telecom business in 2022 as presenting additional operating risk that

could weaken its rate affordability and pressure financial performance, particularly if it acquires fiber-to-the-home

customers below its projected 35% take rate. We understand about two-thirds of KUB's $343 million in fiber capital

investment over the next five years will fund fiber backbone infrastructure to improve system reliability, with

fiber-to-the-home accounting for the remaining one-third of capital investment. However, the utility's financial

performance remains strong with maintenance of healthy coverage and improved liquidity in fiscal 2022 due to

lower-than-expected fiber capital investment.

The rating further reflects our opinion of the system's:

• Very strong service area economic fundamentals, reflecting its primarily residential and very diverse customer base

that is steadily growing, and the city's position as an employment anchor for the surrounding seven counties in

eastern Tennessee;

• Healthy fixed-charge coverage (FCC) metrics averaging 1.3x over the past three fiscal years that we believe could

be pressured in the near term if fiber division customer acquisition falls below management's expectations; and
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• Competitive electric retail rates, based on the utility's weighted average electric system rate that is 2.8% below the

state average in 2021, and KUB's dynamic purchased power adjustment mechanism, which automatically passes

along changes in the Tennessee Valley Authority's (TVA) monthly fuel and power costs to customers.

Partly offsetting the above credit strengths are the utility's:

• Sufficient liquidity and reserves for a distribution system and its operational risk profile, with total available liquidity

declining to at least 60 days' cash over the next five years from an improved 81 days' cash in fiscal 2022; and

• Adequate debt and liabilities profile, as suggested by its 39% debt-to-capitalization ratio in fiscal 2022 that we

expect will increase above 40% as the electric system's debt balance increases to over $450 million by fiscal 2025.

We have applied a one-notch positive adjustment from the initial indicative rating to arrive at the final rating based on

peer comparisons, including KUB's healthy and consistent coverage metrics that support the current rating. In

addition, the utility's rate competitiveness compares favorably among peers.

Environmental, social, governance

KUB's role as a TVA distributor greatly reduces its environmental risks, which we consider credit neutral because TVA

has made significant strides in shedding its production of electricity with coal in recent years. The board's electric rates

are competitive when compared with the state average and its social risks are also neutral to credit quality because

county income levels are adequate as well. We view the board's governance factors as moderately negative to credit

quality due to its increased governance risk related to managing its start-up fiber division which requires additional risk

management practices compared to other rated utilities. However, we consider its rate autonomy, formula-based

payment-in-lieu-of-taxes (PILOT) payments, and financial planning practices to be credit supportive. We will continue

to monitor the effectiveness of KUB's plans to manage its capital at risk as it rolls out its fiber-to-the-home service.

Outlook

The stable outlook reflects our view of the electric system's strong financial performance and the board's willingness to

implement rate increases over a multiyear period to support its capital program including its fiber infrastructure

investment. We believe KUB's robust financial management practices and additional risk management practices

associated with its fiber division, including an exit strategy approved by TVA, mitigate its capital at risk and support

the current rating.

Downside scenario

If over the next two years KUB's entry into the competitive business of providing internet, phone, and TV service

results in lower-than-expected customer acquisition and meaningfully lowers coverage or liquidity metrics below our

expectations, we could lower the rating. We could also do so if the utility incurs greater-than-expected capital needs or

contingencies, such as potential demands of the fiber division, that diminish coverage and liquidity.

Upside scenario

In our view, the challenges and uncertainties presented by its fiber division constrain credit improvement during its

lengthy eight-year, start-up phase. In addition, we do not expect to raise the rating because KUB's historical and
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projected FCC metrics and liquidity levels are not supportive of a higher rating under its current operational risk

profile.

Credit Opinion

We believe the speculative nature of entering the competitive telecom business has weakened our view of KUB's

operating risk profile and could potentially weaken its strong financial risk profile. Management plans to fund $113

million in capital investment over the next five years, coupled with multiyear rate increases and fiber revenue, to

support its fiber-to-the-home project. KUB's fiber-to-the-home rollout includes providing internet, phone, and TV

service. We understand that less than half of the revenue generated from the rate increases will support grid

modernization capital needs, with the remainder supporting KUB's other Century II capital needs. Officials' financial

projections assume a take rate of 35% would support break-even operations in year eight after repaying a $35 million

loan from the electric division.

KUB began marketing its fiber-to-the-home services in October 2022 and management reports its customer acquisition

is currently below 10% given the recent launch. Due to the planned delay in marketing its fiber rollout in 2022,

management projects serving 10,000 telecom customers in fiscal 2023 (21% below original estimates). KUB's fiber

division was recently awarded a $15.3 million grant to provide broadband access to several counties and reimburse the

utility for a portion of its capital investments once completed.

In our view, FCC has remained strong, equal to 1.3x in fiscal years 2022 and 2021 and in line with recent metrics. The

electric system's liquidity position improved to $115 million in fiscal 2022, or a healthy 81 days' cash, after deferring

certain fiber capital investments to fiscal 2023. The board's financial projections indicate a planned drawdown in

liquidity to at least 60 days' cash on hand through fiscal 2026 as it cash-funds 46% of its capital program needs.

Using management's financial projections (including the fiber division investment), which include 3% annual rate

increases beginning in fiscal years 2022 through 2024, assumes a 35% fiber customer take rate, and annual additional

debt issues, we believe FCC could be maintained around 1.4x through fiscal 2026. In a stressed scenario, FCC could

weaken modestly depending on the success of the fiber division rollout and related rate increases. If the fiber division's

take rate is lower than expected, management is including exit strategy options in its planning process. We believe the

board's exit strategy would limit its capital at risk and provide options to manage any sustained fiber division financial

challenges.

KUB provides retail electric service to about 215,000 customers across a 688-square-mile service area that includes

Knoxville and parts of the seven surrounding counties in the Knoxville metropolitan area. The city's deep employment

base serves the surrounding seven counties in eastern Tennessee, and the University of Tennessee provides a

stabilizing economic presence to the service area. Knox County's median household effective buying income is 94% of

the U.S. in 2021.

KUB's 20-year full-requirements power supply agreement with TVA provides KUB a 3.1% credit on the TVA wholesale

base rate, equal to roughly $9.5 million annually, and provides management financial flexibility. In addition, KUB is

fully passing through TVA's 1.5% pandemic relief recovery credit to customers through September 2023. As a TVA
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distributor, KUB benefits from the authority's diverse power supply and credit-supportive rate-setting practices,

including establishing a consistent track record of regular base-rate increases since 2015 that we consider credit

supportive. Coal and natural gas accounted for 15% and 21%, respectively, of TVA's energy in 2021, with about 56% of

energy produced from zero-emission units.

The board's debt needs will add $12 million in additional annual debt service by the end of the five-year period,

although the debt-to-capitalization ratio is expected to remain around 43%. Management has identified about $721

million in electric system capital commitments over the next five years, with its total debt balance increasing 37% to

$508 million by fiscal 2027. Based on management's additional debt plans, new debt will fund about 41% of these

capital investments, with a $70 million issue planned for fiscal 2024.

Related Research

• Through The ESG Lens 3.0: The Intersection Of ESG Credit Factors And U.S. Public Finance Credit Factors, March

2, 2022
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