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U.S. Water and Sewer Outlook 2026

Outlook Revised to Neutral Despite Uncertainty

Fitch’s Sector Outlook: Neutral

Fitch Ratings' ‘neutral’ outlook for the water and sewer sector reflects an operating environment
for the upcoming year that is generally stable and no longer deteriorating. Nonetheless, we expect
that much of the uncertainty that emerged in 2025 will carry into 2026. A higher effective tariff rate
(ETR) is expected to work its way into utilities’ capital programs and contribute to the increased
spending trend. To date, most utilities have managed well in the current operating environment by
increasing contingency budgets, adapting capital plans and reprioritizing projects, if needed, based
on updated cost projections.

Rating Outlook Distribution

Rating Outlooks for the sector remain overwhelmingly Stable. A narrowing of financial margins
could be realized in 2026 as capital programs continue to expand and additional debt is incurred,
but Fitch expects limited rating changes in 2026, as most systems maintain adequate headroom to
absorb the additional debt.

As of November 2025, 92% of water and sewer ratings assigned by Fitch maintained a Stable Rating
Outlook. Approximately 5% have a Positive Rating Outlook or are on Rating Watch Positive, and 3%
have a Negative Rating Outlook or are on Rating Watch Negative. Ratings trending positive are
dominated by utilities with improving leverage profiles, despite incorporating higher capex and
operating costs. Conversely, ratings trending negative are predominantly driven by utilities with
rising leverage due to increasing capital programs and associated debt issuances without offsetting
rate support.
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What to Watch
e Capital spending to continue rising.

e Federal actions affecting state revolving fund financing, or the availability and access to
disaster aid.

e Utilities managing uncertainty in the operating environment.
e Theregulatory environment and effects on capital spending.
e Trends in service affordability.
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“Capital budgets have increased in recent years, driven by inflationary
adjustments and labor disruptions. While those cost pressures have
generally normalized, utilities are now managing to a higher ETR. In
response, many utilities are more frequently reviewing asset
management plans and reprioritizing projects when cost projections
increase. Across the sector, many capital projects are discretionary
and not driven by regulatory mandates, but delayed or canceled
investment as a result higher than originally planned costs will
exacerbate the sector’s deferred maintenance needs.”
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Operating Cost Burden

Operating Budgets Reflect Higher Cost of Supplies, Personnel

Fitch does not expect acute operating pressures in 2026, which should support continued rating
stability for the sector. The upward trend of per unit costs is expected to continue, but the pace of
operating cost increases has normalized. Utilities’ operating budgets now reflect the recurring costs
associated with recent cost-of-living adjustments and the sustained higher cost of chemicals and
other supplies. For most utilities, revenue generation is driven by rate adjustments, which are
generally coming in near the CPI, supporting higher operating expenses and preserving margins.

Interest Rate Pressures Continue to Ease

Fitch expects U.S. Fed policy rates to fall to 3.25% through 2026 from 4.0% in 2025, while long-term
rates are expected to hold steady. This should result in stable to decreasing financing costs and
contribute to moderating revenue requirements, particularly for utilities pursuing new
construction. Stable to lower rates would also sustain refunding economics in 2026, continuing the
trend of higher refunding issuance that began in 2024.

Debt issuance in 2025 largely kept pace with the record levels of issuance seen in 2024. Fitch
expects issuance will likely be sustained in 2026 as utilities move forward with increased capital
programs.

What to Watch — More Challenging Operating Cost Environment
Operating costs have stabilized. However, resurgent inflation, increased supply or labor costs, a
severe recession and/or higher long-term interest rates could shift the sector outlook to ‘deteriorating’.

|
Additional Key Sector Issues

e Increasing climate risk will remain a threat to the sector as utilities work to expand and
improve the resiliency of water supply and other infrastructure, and contend with unforeseen
expenses that can arise in the aftermath of severe weather events. Increasing concerns related
to the availability of, and access to, disaster aid compound this risk.

e  While supply availability is not a concern for most water providers, ongoing regional droughts
will begin to have more immediate credit impacts if a utility’s ability to meet ongoing demand
becomes questionable.

e A slowdown in federal funding via state revolving fund (SRF) programs or through the Water
Infrastructure Finance and Innovation Act loan program could result in utilities seeking alternate
higher-cost funding sources, thereby increasing carrying costs and narrowing margins.

e Abreach of critical utility assets from cyberattacks that halts service or requires ransomware
payments could negatively affect utility financial performance and potentially result in
widespread public and private sector shutdowns.
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Capital Investment

Capital Spending Supported by Rate Adjustments

Capital budgets have increased as the full impact of rebidding and updated cost estimates were
incorporated into formal plans, and Fitch expects capital spending to remain robust in 2026. Despite
increased spending, median leverage across the sector has declined slightly over the past two years
as rate adjustments supported the higher spending and generated increased margins. As such, most
utilities are well positioned for sustained levels of higher capital spending. The higher issuance
volume in 2025 and expectations for 2026 could suggest an increased debt burden for many utilities
in 2026. We expect the recent trend in rate adjustments to continue to offset increased spending,
but inadequate support could weigh on credit quality.

While many utilities maintain flexibility within their capital programs to defer projects, this
flexibility will be diminishing for those facing regulatory-driven requirements. However, even
where project deferral is possible, the need to address aging infrastructure remains a long-term
challenge for the sector.

What to Watch — Cost Increases and Labor Availability
A resurgence in inflationary pressures, a higher ETR than currently contemplated, and/or
challenges in labor or contractor availability could shift the sector outlook to 'deteriorating'.

Federal Regulatory Policy and Financing

Utilities Implementing Regulatory Compliance Strategies

The evolving regulatory environment and the effect of compliance strategies, particularly for
emerging contaminants of concern and service lines, remain a concern for the sector and are
considered in the outlook. The U.S. Environmental Protection Agency's (EPA) finalized Lead and
Copper Rule Improvements (LCRI) required utilities to inventory all service lines and publicly
disclose the composition of service lines by October 2024. With that deadline passed, utilities are
now focusing on returning to service lines of "unknown" material for further identification work,
which represents an ongoing cost to utilities. Under current guidelines, lead service lines (LSLs)
would need to be replaced within 10 years of the LCRI's effective date in 2027. Utilities are now
updating capital programs and the accompanying cost estimates to implement replacement
strategies.

Operating resources will eventually need to be identified for longer-term compliance. Previously,
the EPA estimated LCRI compliance costs to, ultimately, be in the hundreds of millions annually.
However, costs should generally remain manageable for the Fitch-rated portfolio, as most utilities
have reported finding few to no LSLs in their service areas.

Recent announcements by the EPA suggest the testing and treatment requirements for per- and
polyfluoroalkyl substances (PFAS) could change, potentially extending the 2029 deadline by which
utilities have to implement solutions to reduce PFAS levels if monitoring shows the maximum
contaminant levels (MCLs) or hazard index is exceeded. PFAS have been detected widely across the
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country, and the EPA estimates between 3,400 and 6,300 public utilities will need to reduce PFAS
levels under the rule.

The EPA estimated the annual cost of compliance at $1.5 billion. While the cost will be significant
for some utilities, the full magnitude of capital plan and cost implications will largely hinge upon a
utility's existing treatment capabilities and water supply sources. With the final MCLs set at near
non-detectable levels for two specific compounds, those utilities already treating for PFAS may
need to upgrade their treatment capabilities further. Compliance strategies vary across utilities.
While many are proceeding with treatment upgrades based on existing levels and timelines, others
await further EPA guidance on expected deadline extensions. After implementation, those utilities
that required new plant construction would be expected to see increased operating budgets to
maintain the new treatment facilities over the longer term.

Uncertainty on Federal Financing Front

Fitch has long noted the importance of ongoing federal support for SRF loan programs, which have
been a critical source of financing for utilities nationwide. The federal administration’s currently
proposed fiscal 2026 budget includes a drastic cut to SRF funding — approximately 90%. Even at
historical funding levels, demand outpaced available funding. A final determination on SRF funding
levels has yet to be made, but the potential reduction in this funding source would drive utilities to
other higher-cost financing options.

While not typically a recurring revenue source for most utilities, reimbursement proceeds from the
Federal Emergency Management Agency (FEMA) in the aftermath of natural disasters has helped
utilities replenish and retain sound reserves. The restructuring or elimination of disaster aid
reimbursements (whether via FEMA or different agencies) would not be expected to have a
simultaneous sectorwide impact but, instead, have a more acute impact on a case-by-case basis as
individual utilities recover after a natural disaster. Over time, Fitch believes utilities more
susceptible to flooding, wildfires or hurricanes would be most at risk for credit deterioration.

What to Watch — Reversal or Amendment of Finalized Rules

An amendment of either the LCRI or final PFAS rule to extend the timelines for compliance, or a full
reversal of the rules, would ease capital pressures on the sector. However, Fitch would not expect
it to result in revising the sector's outlook to ‘improving’, as many utilities are already undertaking
compliance strategies, particularly around PFAS. In such a scenario, the majority of costs would still
lead to higher rates and/or debt issuance, resulting in delayed costs, but not cost avoidance.

What to Watch — Cybersecurity Regulations

While no formal regulation has been promulgated in relation to cybersecurity, it remains a topic of
discussion — and potential vulnerability — for the sector. As such, Fitch expects that water and
sewer utilities will eventually have to comply with certain cybersecurity practices. Shorter-term
spending would likely focus on conducting cybersecurity assessments, but any identified
vulnerabilities or successful breaches at a utility could result in unforeseen capex.
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Affordability of Service

Affordability Holds Steady, But Longer-Term Pressures Remain

The Fitch-rated portfolio, as a whole, maintains sound rate flexibility. Utility charges sectorwide
rose at a faster pace than CPI growth for many years leading up to the pandemic, and an acceleration
in rate adjustments resumed in 2023. Rates adopted in fiscal years 2024 and 2025 were generally
closer to the CPI (which itself was higher than in pre-pandemic years), but sufficiently supported
higher operating and capital costs. While affordability has not materially eroded to date,
stakeholders remain focused on affordability concerns as rate actions continue into 2026,
particularly for the most economically vulnerable.

A program to aid lower-income individuals, the Low Income Household Water Assistance Program
(LIHWAP), was created as part of federal legislation in 2021, but funding expired at the end of 2023.
Although bills were introduced in 2024 in both chambers of the U.S. Congress, neither progressed
to the other chamber. Longer-term affordability concerns would only be mitigated by a permanently
funded program.

What to Watch — Trends in Service Affordability

In the longer term, affordability remains a concern as utilities across the country look to increase
capital spending to maintain, improve or replace assets. This will necessitate ongoing rate
adjustments.
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Sector outlooks are a general forward-looking assessment of the underlying operational and
business conditions of the sector compared to the previous calendar year. A ‘neutral’ outlook is
an assessment that these conditions will remain mostly unchanged. Sector outlooks are distinct
from Rating Outlooks.

Outlooks and Related Research
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Global Economic Outlook - December 2025

Further Cuts to Colorado River Water Use Could Increase Utility Costs (November 2025)
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DISCLAIMER & DISCLOSURES

All Fitch Ratings (Fitch) credit ratings are subject to certain limitations and disclaimers. Please read these limitations and disclaimers by following this link: https://www.fitchratings.com/understandingcreditratings. In addition, the following
https://www fitchratings.com/rating-definitions-document details Fitch's rating definitions for each rating scale and rating categories, including definitions relating to default. Published ratings, criteria, and methodologies are available from
this site at all times. Fitch's code of conduct, confidentiality, conflicts of interest, affiliate firewall, compliance, and other relevant policies and procedures are also available from the Code of Conduct section of this site. Directors and shareholders’
relevant interests are available at https://www.fitchratings.com/site/regulatory. Fitch may have provided another permissible or ancillary service to the rated entity or its related third parties. Details of permissible or ancillary service(s) for
which the lead analyst is based in an ESMA- or FCA-registered Fitch Ratings company (or branch of such a company) can be found on the entity summary page for this issuer on the Fitch Ratings website.

Inissuing and maintaining its ratings and in making other reports (including forecast information), Fitch relies on factual information it receives from issuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts a reasonable investigation of the factual information relied
upon by it in accordance with its ratings methodology, and obtains reasonable verification of that information from independent sources, to the extent such sources are available for a given security or in a given jurisdiction. The manner of Fitch's factual investigation and the scope of the third-party
verification it obtains will vary depending on the nature of the rated security and its issuer, the requirements and practices in the jurisdiction in which the rated security is offered and sold and/or the issuer is located, the availability and nature of relevant public information, access to the management
of the issuer and its advisers, the availability of pre-existing third-party verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial reports, engineering reports, legal opinions and other reports provided by third parties, the availability of independent and competent third-
party verification sources with respect to the particular security or in the particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch's ratings and reports should understand that neither an enhanced factual investigation nor any third-party verification can ensure that all of the
information Fitch relies on in connection with a rating or a report will be accurate and complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the information they provide to Fitch and to the market in offering documents and other reports. In issuing its ratings and its reports,
Fitch must rely on the work of experts, including independent auditors with respect to financial statements and attorneys with respect to legal and tax matters. Further, ratings and forecasts of financial and other information are inherently forward-looking and embody assumptions and predictions
about future events that by their nature cannot be verified as facts. As a result, despite any verification of current facts, ratings and forecasts can be affected by future events or conditions that were not anticipated at the time a rating or forecast was issued or affirmed. Fitch Ratings makes routine,
commonly-accepted adjustments to reported financial data in accordance with the relevant criteria and/or industry standards to provide financial metric consistency for entities in the same sector or asset class.

The information in this report is provided "as is" without any representation or warranty of any kind, and Fitch does not represent or warrant that the report or any of its contents will meet any of the requirements of a recipient of the report. A Fitch rating is an opinion as to the creditworthiness of a
security. This opinion and reports made by Fitch are based on established criteria and methodologies that Fitch is continuously evaluating and updating. Therefore, ratings and reports are the collective work product of Fitch and no individual, or group of individuals, is solely responsible for a rating or a
report. The rating does not address the risk of loss due to risks other than credit risk, unless such risk is specifically mentioned. Fitch is not engaged in the offer or sale of any security. All Fitch reports have shared authorship. Individuals identified in a Fitch report were involved in, but are not solely
responsible for, the opinions stated therein. The individuals are named for contact purposes only. A report providing a Fitch rating is neither a prospectus nor a substitute for the information assembled, verified and presented to investors by the issuer and its agents in connection with the sale of the
securities. Ratings may be changed or withdrawn at any time for any reason in the sole discretion of Fitch. Fitch does not provide investment advice of any sort. Ratings are not a recommendation to buy, sell, or hold any security. Ratings do not comment on the adequacy of market price, the suitability of
any security for a particular investor, or the tax-exempt nature or taxability of payments made in respect to any security. Fitch receives fees from issuers, insurers, guarantors, other obligors, and underwriters for rating securities. Such fees generally vary from US$1,000 to US$750,000 (or the applicable
currency equivalent) per issue. In certain cases, Fitch will rate all or a number of issues issued by a particular issuer, or insured or guaranteed by a particular insurer or guarantor, for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the applicable currency
equivalent). The assignment, publication, or dissemination of a rating by Fitch shall not constitute a consent by Fitch to use its name as an expert in connection with any registration statement filed under the United States securities laws, the Financial Services and Markets Act of 2000 of the United
Kingdom, or the securities laws of any particular jurisdiction. Due to the relative efficiency of electronic publishing and distribution, Fitch research may be available to electronic subscribers up to three days earlier than to print subscribers.

For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an Australian financial services license (AFS license no. 337123) which authorizes it to provide credit ratings to wholesale clients only. Credit ratings information published by Fitch is not intended to be used by
persons who are retail clients within the meaning of the Corporations Act 2001.

Fitch Ratings, Inc. is registered with the U.S. Securities and Exchange Commission as a Nationally Recognized Statistical Rating Organization (the "NRSRO"). While certain of the NRSRO's credit rating subsidiaries are listed on Item 3 of Form NRSRO and as such are authorized to issue credit ratings on
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