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Summary:

Puerto Rico Aqueduct & Sewer Authority; General
Obligation Equivalent Security; Water/Sewer

Credit Profile

Puerto Rico Aqueduct & Swr Auth (Commonwealth Guaranteed)

Long Term Rating B/Negative Downgraded

Puerto Rico Aqueduct & Swr Auth (Commonwealth Guaranteed) ser 2008A

Long Term Rating B/Negative Downgraded

Rationale

Standard & Poor's Ratings Services has lowered its ratings on Puerto Rico Aqueduct & Sewer Authority's (PRASA)

revenue bonds, guaranteed by the Commonwealth of Puerto Rico, by three notches to 'B' from 'BB'. At the same time,

Standard & Poor's lowered its rating on PRASA's revenue bonds to 'B' from 'BB-'. The outlook is negative.

The actions reflect our downgrade of the commonwealth's general obligation (GO) debt (for more information, see

"Puerto Rico General Obligation Debt Rating Lowered To 'B' From 'BB' On Potential Inability To Meet Debt

Commitments," published Feb. 12, 2015, on RatingsDirect).

The negative outlook affects PRASA's series 2008A and 2008B revenue bonds, of which $285 million are outstanding.

The authority also has approximately $874.3 million in other commonwealth-backed obligations, mainly U.S.

Department of Agriculture's Rural Development loans, as well as the Puerto Rico Infrastructure Financing Authority

loans (not rated). Those bonds are first secured by a pledge of net revenues of PRASA's system. Should the net

revenues be insufficient, the commonwealth backstops the bonds.

The 'B' rating on the senior-lien revenue bonds -- series 2008 and 2012A and B, secured by a gross revenue pledge of

the authority, with about $3.4 billion total outstanding -- reflects PRASA's stand-alone credit profile (SACP). The

authority is, in our view, a government-sponsored enterprise. By applying our government-related entity criteria, and

because of PRASA's important role and strong link with the commonwealth, a further downgrade to Puerto Rico's GO

debt could cause a downgrade to the authority's revenue bonds.

We have also lowered PRASA's SACP to 'b' from 'bb-'. The SACP reflects our view of the authority's general

creditworthiness based solely on its own fundamentals, absent any uplift or headwinds associated with its relationship

with the general government. The lower SACP reflects our view of the current climate surrounding all Puerto Rico

obligations as creating adverse business conditions for PRASA. The authority's liquidity has no immediate challenges

because of a 2012 bond restructuring that included the injection of temporary working capital, as well as a 60% rate

increase in 2013. However, we view the authority's ability to extend its lines of credit (LOCs; expiring in March 2015)

or convert them to long-term debt as now being more difficult, though PSASA has indicated the intent to proceed with

a sizable bond issue within the next two-to-three months. PRASA has little discretion in its capital improvement
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program given the large share of regulator-ordered, date-certain mandates as a share of total projects. Although an

SACP does not carry an outlook, the outlook on the revenue bonds is negative because we believe there is at least a

one-in-three chance that the adverse business conditions could worsen for the authority within our two-year outlook

horizon.

The extremely large rate increase in 2013 established financial independence from the commonwealth by making up

for the loss of a debt subsidy, and created financial capacity for PRASA to more aggressively fund its myriad projects.

Management has also taken a number of other steps to improve operations and control costs -- mainly toward

personnel and energy -- that we view as credit positive. The credit lines' capacity of $350 million provides the authority

with interim working capital, but our opinion of this financing tool has always been predicated on refunding that

capacity via an ability to issue long-term debt at reasonable borrowing costs.

PRASA's cash reserves are what we consider adequate, even if mostly attributed to some of the proceeds from a 2012

bond sale that established several years of working capital. Management intended that cash infusion to last until cash

from operations is consistently positive. Although it is therefore possible for the SACP to actually improve, the rating's

uppermost bound would not be higher than the GO debt rating based on our criteria. In our view, an improvement to

the SACP over our two-year outlook horizon would be based on a number of factors, including:

• From operations consistently being at least sufficient to fund all revenue requirements, regardless of where they fall

in the flow of funds and irrespective of whether the commonwealth ultimately backstops them;

• Continued progress toward addressing the capital improvement program, both for projects established in the

consent decrees -- which alone could exceed $3.4 billion by the end of the next decade -- as well as those key to

system integrity; and

• Maintaining the recent momentum of apolitical decision-making. Regardless of the frequency or magnitude of rate

increases, the current management team has shown a willingness to make decisions that benefit the system despite

the difficult political environment in which those decisions have occurred.

On June 30, 2014, we revised our opinion of PRASA's role and link to the commonwealth's general government as a

government-related entity. In our view, there is a moderately high likelihood -- compared with a high likelihood

previously -- of extraordinary government support if needed.

Given our view of the role, link, and moderately high likelihood of support, should the rating on Puerto Rico's GO debt

fall, we would also downgrade all PRASA debt. (For more information, see table 7 of our article, "General Criteria:

Rating Government-Related Entities: Methodology And Assumptions," published Dec. 9, 2010).

Factors that preclude a higher stand-alone credit profile include:

• The authority's relatively fragmented water and wastewater system, which coupled with significant deferred capital

needs, has resulted in a high level of operational deficiencies and regulatory citations;

• An extremely high nonrevenue water percentage and customer accounts receivables that perpetually constrain

finances, making it more difficult for the utility to generate consistent operating surpluses. PRASA has, however,

made significant strides in the past two years to restore the system's financial operations, targeting personnel and

energy cost reductions in addition to the aforementioned rate increase; and

• The estimated $1.4 billion in identified capital improvements through fiscal 2018, stemming primarily from

compliance-related mandatory projects and other critical system improvements. Management might fund as much
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as $1.2 billion of the identified projects with external sources.

The key factor in supporting the SACP is PRASA's commitment to structural budgetary stability through a number of

financial and operational initiatives to not only increase operating revenues but control expenses, as the authority

proceeds from general government subsidization. Although we understand the 2013 rate increase was one of the

authority's most significant (even if the implementation plan was adjusted somewhat in December 2013), it remains to

be seen how the newfound financial capacity will be used. Currently, PRASA management does not expect further rate

adjustments until fiscal 2018. They provide PRASA with interim funding for capital expenditures, secured on a senior

lien (gross pledge), on parity with the 2008, 2012A, and 2012B bonds. The authority also has about $90 million drawn

on a $180 million LOC with the Government Development Bank of Puerto Rico; that line exists through June 2016.

Outlook

The negative outlook on the commonwealth-backed bond reflects Standard & Poor's outlook on Puerto Rico's GO

debt. The negative outlook on PRASA's gross-lien revenue bond reflects the fact that current climate surrounding all

commonwealth obligations is furthering the adverse business conditions in which PRASA is operating.

Related Criteria And Research

Related Criteria

• General Criteria: Rating Government-Related Entities: Methodology And Assumptions, Dec. 9, 2010

• USPF Criteria: Key Water And Sewer Utility Credit Ratio Ranges, Sept. 15, 2008

Ratings Detail (As Of February 13, 2015)

Puerto Rico Aqueduct & Swr Auth rev bnds (sr lien)

Long Term Rating B/Negative Downgraded

Puerto Rico Aqueduct & Swr Auth (Senior Lien)

Long Term Rating B/Negative Downgraded

Puerto Rico Aqueduct & Swr Auth (Senior Lien) (ASSURED GTY)

Unenhanced Rating B(SPUR)/Negative Downgraded

Puerto Rico Aqueduct & Swr Auth (Senior Lien) (RADIAN) (SEC MKT)

Unenhanced Rating B(SPUR)/Negative Downgraded

Many issues are enhanced by bond insurance.

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.
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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.spcapitaliq.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.

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.

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.

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.

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.

Copyright © 2015 Standard & Poor's Financial Services LLC, a part of McGraw Hill Financial. All rights reserved.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT FEBRUARY 13, 2015   5

1384041 | 300008422


	Research:
	Rationale
	Outlook
	Related Criteria And Research
	Related Criteria



