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NEW YORK (Standard & Poor's) Feb. 12, 2015--Standard & Poor's Ratings Services
has lowered its general obligation (GO rating on the Commonweal th of Puerto
Ricoto'B from'BB . The outlook is negative.

In addition, Standard & Poor's has lowered its ratings on

e Puerto Rico Sales Tax Financing Corp.'s (COFINA) first-lien sales tax
bonds to 'B' from ' BBB';

e COFINA's second-lien sales tax bonds to 'B from'BBB-';

e« Puerto Rico Minicipal Finance Agency's, the Puerto Rico Enpl oyees
Retirement Systenmis, and the commonweal th's general fund-supported
appropriation and noral obligation bonds to 'B" from'BB-'; and

* Puerto Rico Infrastructure Financing Authority's (rumtax) and the Puerto
Ri co Convention Center District Authority's (hotel tax) debt to 'B from
'BB' .

Standard & Poor's rating on the Puerto R co H ghways and Transportation
Aut hority (HTA) is unchanged at 'B'. The outlook on all ratings is negative.

W believe Puerto Rico's current economic and financial trajectory is now nore
susceptible to adverse financial, economc, and nmarket conditions that could
ultimately inpair the commonwealth's ability to fund services and its debt
conmitments. Persistent econom c weakness over many years has contributed to
declining revenue and fiscal inbalance. Under revolving | eadership, the
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government's response to the situation has vacill ated between rounds of
spendi ng austerity and tax cuts, or increased taxes and limted | ayoffs, but
in either case it has relied on debt issuance to cover operating deficits.

Over tine, this has led to high debt levels, which have becone harder to
sustai n because of continued econom ¢ weakness has reduced tax resources. In
our view, Puerto Rico's focus nore recently has turned to new rounds of
financing to sinmply maintain critical |evels of operating cash, while paying a
steep price for acquiring new financing. Al of this poses a threat, in our
view, to the comonwealth's ability to continue providi ng basi c governnenta
services. W have observed in other jurisdictions that such an environment can
easily give way to political and policy instability.

The GO and associ ated downgrades foll ow what we view as significantly
increased near-termliquidity risks for the commonweal th. At this rating |evel
and due to the relatively | ow proportion of appropriation-supported debt to
total GO debt, we believe appropriation and GO debt share simlar risk.

We have al so | owered the COFI NA ratings based on our view that introduction of
the new value added tax (VAT) will create increased uncertainty as to the
timng of receipts of pledged revenues and whet her bond covenants separating
the tax revenue fromthat of the conmonwealth may be nai ntai ned. The HTA debt
is affirmed, whose rating continues to reflect uncertainties relating to the
Puerto Rico Public Corporation Debt Enforcenment and Recovery Act debt
restructuring law. The outl ook on all bonds remains negative, reflecting
liquidity, budget, and econom c uncertainty over the next year that could
further erode credit quality.

LIQUID TY RI SK

W believe Puerto Rico has experienced and will continue to face a major
reduction in its ability to obtain external liquidity at a reasonable cost, as
evi denced by GO bond yields topping 10% following a | ower court decision
invalidating its debt restructuring law. As a result, Puerto Rico's access to
cash flow financi ng necessary for the next fiscal year could be severely
constrained in our opinion. For the current fiscal year ending June 30, 2015,
Puerto Rico has arranged for nore than $1 billion in total of cash flow
financi ng, which we expect to provide sufficient liquidity through the end of
the current fiscal year based on current cash flow estimates provided by the
comonweal th. W note that economic trends continue to weaken, which could

wi den the current year budget gap and further weaken liquidity. Revenues

t hrough Decenber 2014 were already $96.5 million, or 2.5% bel ow budget
forecast. We believe liquidity pressures will mount early in fiscal 2016
because of the Governnent Devel opnent Bank's (GDB) ability to provide
l[iquidity may be constrained, and budget risks may be anplified if a new tax
structure in the formof a VAT is inplenmented while at the sane tine negative
econonmic trends persist. It is also unclear what effect the inposition of a
VAT, if approved, m ght have on the island s econony.

The court decision on the restructuring |aw may al so pose a threat to the
GDB's liquidity by reducing investor appetite for its plan to refinance $2.2

billion of an unrated subordinate HTA loan. In our view, refinancing the HTA
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loan is needed to recapitalize the GDB and in turn provide for central
governnent liquidity.

| MPLEMENTATI ON OF VALUE ADDED TAX

W al so believe that budget risk is high for the next fiscal year due to the
government's announced plan to inplenent a new VAT, expected to be inposed at
16%

Puerto Rico's intention in inposing a VAT is to significantly raise overal
revenues and create a nore equitable tax systemthat reduces tax evasion
conpared with the sales tax it would replace. W believe there is

i mpl enentation risk in the near term if the new tax structure is approved,
due to the lack of collection history and the uncertainty of collection
nmechani cs. W al so believe that it could increase forecasting volatility.
VWile on a long-term basis, higher taxes could inprove the budget bal ance, we
have concerns for the potential negative economc inplications that could
result fromthe new tax. When the current sales tax went into effect, the
conmonweal th expected to increase revenues and reduce tax evasi on. However,
actual sales tax growh fell short of original projections and conpliance
remains an i ssue. W are concerned that sinml|ar unexpected consequences could
arise frominplenentation of the VAT. If approved, it would be the first tine
a VAT was inmplenented within the U S. governnmental system There appears to be
no consensus between the two main political parties on inposition of the tax,
suggesting the new tax could be nodified if the main opposition party gains
office in the future.

I ntroduction of VAT |egislation has negative inplications for COFI NA's sal es
t ax- secured bonds in our view due to the uncertainty over the anmount of

pl edged revenues that would replace the sales tax, and whether the new
structure nmaintains the separation of pledged revenue fromwhat is pledged to
t he GO bondhol ders. COFI NA bond covenants all ow repl acenent of sal es taxes

pl edged to bonds by a "substitute |ike or conparable security,"” but only if it
does not inpair an obligation of COFINA. In addition, bond covenants prohibit
substitution unless the bond trustee shall have been provided with witten
confirmation of all bond ratings outstanding fromrating agencies mai ntaining
a rating on the bonds, taking such substitution into account. |f approved, we
will evaluate the new VAT inplenentation plan and its inpact on credit
quality.

ECONOWY

The current devel opnents occur agai nst the backdrop of continued economnic
weakness in the past year. Although enploynent has stabilized in the past
three nonths, it remains down slightly year-over-year. The GDB | eadi ng
econom ¢ index rel eased Decenber 2014 showed a 1.4% year-over-year decline,
and census data for 2014 show the island's popul ation continues to decline. W
still believe economic growmh is necessary for the conmonweal th to pay grow ng
debt service, pension, and health care costs and, in our view, the prospects
for this have declined in recent nmonths. (For nore information on Puerto

Ri co's econony, please refer to our commentary published Nov. 7, 2014, on

Rati ngsDirect.)
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CAPI TAL MARKET ACCESS

As a result of what we believe is constrained capital market access we have
used an override factor within our state rating nethodology to limt our GO
rating on Puerto Rico to the 'B category. W believe the conmonweal th will
require access to external debt markets for substantial cash flow financing in
early fiscal 2016, or potentially before that if budget forecasts prove weaker
than current forecasts. In our opinion, Puerto Rico could potentially find
itself without narket access at affordable cost if GDB's liquidity falls or
the private high-risk investors who currently invest in Puerto Rico and its
public corporations abandon this high-yield | ending strategy. Recent GO bond
yi el ds above 10% are, in our view, an expression of external market risk. The
central governnent's access to | oans may al so be affected by a recent | ower
court decision that invalidated Puerto Rico's recent debt restructuring |aw
for public corporations, which investors mght perceive as limting the
conmonweal th's efforts to isolate or "ring fence" the GO debt fromthe credit
problems affecting its public agencies. Al though other overrides apply to our
rating on Puerto Rico, such as a high level of expected future |long-term
liabilities for debt and pension systens, and weak financial managenent, our
downgr ade refl ects our assessnent of the capital nmarket access risk override.

As liquidity becomes nore constrained, if the economy continues to weaken, and
budget gaps increase, we believe Puerto Rico's access to the capital markets
could deteriorate. Proposed changes to the current tax structure could al so
exacerbate this uncertainty. Al though HTA, COFINA, rum and hotel tax-secured
debt appears to have adequate pl edged revenues on a strict |egal coverage
basis, we are concerned that these revenue streanms may not be adequately
separated fromthe comobnweal th's credit quality in the event of severe
general fund credit and/or liquidity stress.

QUTLOCK

Qur outl ook on Puerto Rico is negative. To the extent the commopnweal th's
liquidity situation deteriorates in the next year, possibly due to an
inability to place cash flow notes, or a wi dening fiscal 2015 deficit, we
could | ower our GO and associated ratings on Puerto Rico. Should liquidity

al so becone further constrained during the phase-in period of the proposed
VAT, we could also lower the ratings. Should Puerto Rico's liquidity situation
i mprove and the commonweal th regai n affordabl e nmarket access, which we do not
expect in the near term we could revise the outlook to stable.

RELATED CRI TERI A AND RESEARCH

Rel ated Criteria
e« USPF Criteria: State Ratings Methodol ogy, Jan. 3, 2011
e USPF Criteria: Financial Managenment Assessnent, June 27, 2006

Conplete ratings information is available to subscribers of RatingsDirect at
www. gl obal credi tportal.com and at ww. spcapitalig.com All ratings affected by
this rating action can be found on Standard & Poor's public Wb site at
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www. st andar dandpoors. com Use the Ratings search box located in the |eft
col umm.
WWW.STANDARDANDPOORS.COM/RATINGSDIRECT FEBRUARY 12, 2015 5
THIS WAS PREPARED EXCLUSIVELY FOR USER CARMEN MCCONNIE. 1383898 | 302008878

NOT FOR REDISTRIBUTION UNLESS OTHERWISE PERMITTED.



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

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.

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.

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.

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.

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.spcapitalig.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.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT FEBRUARY 12, 2015 6

THIS WAS PREPARED EXCLUSIVELY FOR USER CARMEN MCCONNIE. 1383898 | 302008878
NOT FOR REDISTRIBUTION UNLESS OTHERWISE PERMITTED.



