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Fitch Ratings-Austin-08 August 2011: As part of its continuous surveillance effort, Fitch Ratings affirms the following 
Puerto Rico Aqueduct and Sewer Authority, Puerto Rico (PRASA) bonds: 

--$1.3 billion of outstanding revenue bonds, series A (senior lien), at 'BBB';
--$22.4 million of outstanding revenue bonds, series B (senior lien), at 'BBB'. 

The Rating Outlook is Stable. 

SECURITY 

The bonds are secured by a senior lien on net revenues of PRASA's combined water and sewer system (the system). The 
bonds are additionally secured by a cash-funded debt service reserve. 

KEY RATING DRIVERS 

Operating Performance Improved: Major improvements in operations and financial performance have occurred since the 
change in governance structure in 2004, although financial margins remain weak. 

Large and Rigid Capital Program: The capital improvement program (CIP) is substantial and fairly rigid over the near term. 

Strong Management and Commonwealth Support: PRASA management is solid and the system also benefits from the 
Government Development Bank for Puerto Rico's (GDB) advisory capacity and interim funding sources. 

Broad But Struggling Service Area: The service territory is diverse, although weak economic conditions have been 
protracted and customer wealth levels are limited. 

Essential Service Utility: The system provides an essential service. 

WHAT COULD TRIGGER A RATING ACTION 

Rate Hikes Needed: Failure to implement needed rate increases could impair financial performance without future 
commonwealth assistance. 

Limiting Capital Costs: Acceleration of the large and complex CIP without accompanying profitability improvement could 
add negative rating pressure. 

Credit Summary 

PRASA provides water service to virtually the entire island, including the estimated 4 million residents and 5 million annual 
tourists; sewer service is limited to around one-half of the island. Over the last couple of decades, system performance has 
been lacking, resulting in numerous lawsuits regarding repeated violations of regulatory requirements. From 1995 until 
2004 operations were handed over to the private sector with the goal of improving performance, but with marginal success. 
In 2004 operations were transitioned back to the public side and the commonwealth reorganized PRASA's board and 
executive management with the goals of limiting political interference, improving the organizational structure, and returning 
the authority to financial viability without commonwealth subsidization. Since this change, operating, financial, and 
regulatory performance have improved overall, although significant challenges persist. 
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Early Actions Boosted Performance 

To enhance the system's ability to fund capital projects and boost operating performance, PRASA's board passed a two-
step rate hike in 2005 totaling a cumulative 128% over fiscals 2006 and 2007 (the first adjustments since 1987) and 
provided a mechanism for additional moderate rate hikes beginning in fiscal 2010 without further public hearings. As a 
result of the fiscal 2006 and 2007 rate hikes, PRASA's financial results improved dramatically and PRASA posted positive 
margins in fiscal 2007 as well as annual debt service (ADS) coverage on all debt of 1.6 times (x). Despite the fiscal 2007 
results, financial performance deteriorated substantially in fiscal 2008 and has remained weak through fiscal 2011 as poor 
economic conditions on the island have persisted and rate hikes have been lacking. 

Recent Financial Results Challenging 

For fiscal 2010, net revenues based on audited figures covered senior lien ADS by a reasonable 1.6x. However, PRASA 
was unable to meet its obligation to pay debt service on the commonwealth-supported Superaqueduct bonds (PRASA's 
fourth lien debt) in July 2009 given PRASA's depleted balance sheet position. Instead, debt service on these bonds 
(around $27 million) was paid by the commonwealth; failure by PRASA to pay commonwealth-guaranty and 
commonwealth-supported debt does not constitute an event of default under the senior lien indenture. For the year, 
operating revenues were increased approximately 1% from fiscal 2009, but largely from one-time receivables due from 
prior years, including amounts owed by commonwealth agencies. On the expenditure side, management continued cuts to 
operating costs, with the aggregate result that operating expenses declined 1% even as electricity costs rose slightly. For 
unaudited fiscal 2011, senior lien ADS coverage improved to 1.9x based solely on funds from operations. But again, 
PRASA was reliant on the commonwealth and GDB for sufficient funding to pay subordinate debt service. In total, PRASA 
received $105 million from these two sources. 

Key Initiatives Remain Focus for System Improvement 

Throughout the financial challenges PRASA has faced over the last several years, management has actively identified and 
implemented targeted revenue enhancements and expenditure reductions and continues this process through three key 
initiatives. First, management hopes to partner with private firms to assume and reengineer the customer service 
operations and also design-build-operate technologies for remote meter reading and an enhanced database using geo-
referencing. This public-private partnership will not only enhance revenues by decreasing the amount of non-revenue 
producing water (water lost from non-billing, theft, database errors, etc.), which is currently an extremely high 62% of water 
produced, but will also improve customer service, help reduce personnel costs, and increase the amount of money 
available for capital investment. While the process for selection of private partnerships has been delayed indefinitely, 
management continues to press forward on its own to address non-revenue water loss. Second, management continues 
with automating the majority of its facilities, which also will lead to a reduction in operating costs as well as provide for 
better protection of water quality. Finally, PRASA is seeking additional public-private partnerships that will enable it to 
diversify its power supply and lock in lower energy costs as well as invest capital dollars in efficient operating equipment. 

Increasing Budgetary Gap 

However, even with these initiatives, management continues to forecast sizeable amounts of additional revenues that will 
be needed to meet all operating and increasing debt service obligations. As mentioned above, the commonwealth paid the 
debt service on the Superaqueduct bonds in fiscal 2010 ($27 million) and for fiscal 2011 commonwealth assistance to 
PRASA totaled $105 million, while fiscal 2012 commonwealth appropriations for PRASA are over $183 million. 
Commonwealth assistance has grown over the last three years in part because PRASA's board has foregone rate hikes 
previously expected to resume in fiscal 2010 to provide rate relief to the customer base during the economic downturn. 

While Fitch has observed other utilities nationwide limiting or foregoing rate hikes during the current economic climate and 
believes it is likely the commonwealth will continue to subsidize PRASA's operations as necessary while economic 
conditions on the island remain poor, PRASA's growing budget imbalance over the near-term and reliance on 
commonwealth assistance is a concern as it diminishes PRASA's ability to be fully self-supporting. Furthermore, it 
potentially exposes PRASA's customers to rate shock should PRASA be forced to implement another sizeable rate hike in 
a single year to ensure sufficient operating monies in the event commonwealth appropriations cease. This concern is 
exacerbated by the fact that combined water and sewer costs are already high at 2.3% of median household income (MHI) 
and the high poverty rates on the island (the MHI on the island is around 35% that of the U.S. average). 

Fitch has developed a stress scenario to evaluate the rate hikes necessary to recover these unidentified revenues based 
on a bad debt rate of 10%, forecasted operating revenues, and planned debt issuances. Based on these assumptions and 
no commonwealth appropriations in fiscals 2013-2016, rates would need to increase by 35% beginning in fiscal 2013 
followed by smaller annual hikes of 10%, 2%, and 3% in fiscals 2014-2016, respectively, to generate the $225 million-$360 
million of annual unidentified revenues projected by PRASA. 
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Capital Needs Remain Sizeable 

Central to PRASA's challenges are the scope of needed capital investment to maintain regulatory compliance and renew 
system assets given the limited historical investment in the system's infrastructure and the resulting pressure this places 
on operations. While PRASA's management has successfully executed key components of the CIP, particularly those 
required by regulators, projected capital spending over the fiscal 2012-2016 CIP period remains sizeable at $1.56 billion 
and this is expected to continue. 

Rising Debt to Keep Margins Low 

With minimal surplus revenues available for equity funding of capital, PRASA anticipates relying almost exclusively on 
borrowable sources. Consequently, debt levels, which are already moderately high, will rise further as the current CIP 
progresses and place increasing pressure on the authority's already weak financial margins. Overall, PRASA expects 
operating revenues, as well as the unidentified revenues previously mentioned, to cover total ADS by 1.0x through fiscal 
2016. Senior lien ADS coverage is expected to be higher, but is projected to diminish over the forecast to the 1.5x range, 
reflecting increased senior lien cost from the takeout of various lower-lien interim debt, including third lien GDB borrowings. 
Given the rising debt burden, debt carrying costs are expected to increase from 20% of gross revenues experienced in 
fiscal 2009 to around 35% expected by fiscal 2014. 
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Additional information is available at 'www.fitchratings.com' 

In addition to the sources of information identified in Fitch's U.S. Municipal Revenue-Supported Rating Criteria, this action 
was additionally informed by information from Creditscope. 

Applicable Criteria and Related Research: 
--'Revenue-Supported Rating Criteria', June 20, 2011;
--'Water and Sewer Revenue Bond Rating Guidelines', Aug. 6, 2008;
--'2011 Water and Wastewater Medians', Jan. 18, 2011;
--'2011 Outlook: Water and Wastewater Sector', Jan. 18, 2011.

Applicable Criteria and Related Research:
Revenue-Supported Rating Criteria
Water and Sewer Revenue Bond Rating Guidelines
2011 Water and Wastewater Medians
2011 Outlook: Water and Wastewater Sector

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE READ 
THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK: 
HTTP://FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING DEFINITIONS AND THE 
TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC WEBSITE 
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'WWW.FITCHRATINGS.COM'. 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. 

Copyright © 2012 by Fitch, Inc., Fitch Ratings Ltd. and its subsidiaries.
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