MOODY'S REVISES PR’S OUTLOOK TO STABLE; ASSIGNS Baa3 TO PBA BONDS
OUTLOOK CHANGE AFFECTS MORE THAN $30 BILLION OF OUTSTANDING G.O., COMMONWEALTH GUARANTEED, AND COMMONWEALTH APPROPRIATION BONDS
Opinion 

Moody's Investors Service has assigned a Baa3 rating and stable outlook to the Puerto Rico Public Buildings Authority's Government Facilities Revenue Refunding Bonds, Series M (approximately $925 million), and Government Facilities Revenue Bonds, Series N (approximately $322 million). The bonds are expected to price this week. At this time, we have also changed the Commonwealth's rating outlook to stable from negative, affecting more than $30 billion of outstanding G.O. bonds, Commonwealth guaranteed bonds, and Commonwealth appropriation bonds. 
The bonds are special obligations of the Public Buildings Authority (PBA), payable and secured by facility rent payments to be made by various Puerto Rico government departments, agencies, and corporations. In addition, the timely payment of principal and interest on the bonds is guaranteed by the Commonwealth's good faith and credit pledge. Any required payments under the guarantee will constitute "public debt" under the local Constitution, and thus will share with the Commonwealth's own direct bonded debt a first claim on available Commonwealth revenues. Accordingly, the Baa3 rating on the Authority's bonds reflects the Commonwealth's Baa3 general obligation bond rating. 

The Commonwealth’s G.O. rating reflects the following credit strengths and challenges:

Credit Strengths

* Politically and economically linked to the U.S., with benefit of the nation’s strong financial, legal, and regulatory systems.

* Large economy, with gross product exceeding those of ten states and population exceeding those of 24 states.

* Growing and diversifying private sector, which generated faster job growth than the U.S. during the 1990s. Private sector jobs have been flat since 2000 due to manufacturing losses (similar to the mainland U.S. pattern).

* Wide legal powers to raise revenues, adjust spending programs, and employ borrowing in order to maintain fiscal solvency.

* Strong management dedication to tax and fiscal reform, including strengthening the Commonwealth’s general obligation and other credits.

Credit Challenges

* High unemployment, low workforce participation, and high poverty levels compared to the U.S. Average income levels remain below 50% relative to the U.S. mainland.

* Deeply polarized political system impedes consensus on economic development and fiscal issues. Large size of Commonwealth government relative to the economy also reduces practical flexibility on fiscal issues.

* Multi-year trend of large General Fund operating deficits, primarily due to overspending, and financed by deficit borrowing. Deficits are expected to continue in the next two years, though smaller than the imbalance of over 18% of revenues in 2006.

* Very high government debt level relative to the economy, due in part to financing budget deficits, although growth in debt is expected to decline in coming years.

* Seriously under-funded pension system.
* Economy that tends to follow the U.S., and could therefore decline further if the U.S. housing market brings down national indicators. 
The new money portion of the PBA's current offering (Series N) will finance the construction of various facilities.  The refunding portion of the issue (Series M) will refinance existing bonds for savings, most of which will be taken in 2008 to provide budget relief.   

Because the rating on the current offering is based on the credit of the Commonwealth, a discussion of the fiscal and economic situation in the Commonwealth follows. 

The Commonwealth’s debt ratings at this time reflects the Commonwealth’s implementation of a 7% sales tax, as well as general legislation mandating spending process controls and a restrained specific budget plan for fiscal 2008. Together, these actions represent a significant positive effort to address the government’s multi-year trend of large budget deficits and deficit borrowings. The stable rating outlook reflects the significant strides the Commonwealth has made toward expenditure restraint, decreasing the structural balance, and improving the overall credit of the Commonwealth and its various entities, all while being stressed by a recessionary economy. 

SIGNIFICANT STEPS TAKEN TO STRENGTHEN GO AND OTHER CREDITS

The Commonwealth last year enacted general fiscal reform legislation that intended to improve numerous budgetary control processes. The Commonwealth is now statutorily required to come to structural balance by 2010, putting pressure on the Commonwealth to restrict government spending, which had been growing at rapid rates.  As a result the 2007 budget called for expenditures to be held flat.  Unaudited preliminary expenditure figures indicate that final spending figures were below the budgeted numbers.  As well as instituting tax and fiscal reform, Moody’s believes that the Commonwealth has taken important steps to make the many other Puerto Rico credits less dependent on the Commonwealth.  

REVENUE AND EXPENDITURE TARGETS MET FOR FISCAL 2008
Preliminary collections for fiscal 2007 total $8.89 billion.  That represents growth of 4% above fiscal year 2006, but $9 million below the fiscal 2007 budget.  Revenues from most revenue sources came in above their budgeted revenues, but this was offset by much lower sales and excise taxes than was forecast in the budget. Overall, however, the difference from budget to actual was very small (0.1%). General Fund expenditures for fiscal 2007 (unaudited) are reported at $9.221 billion, which is $285 million below budgeted. 
7% SALES TAX IMPROVES COMMONWEALTH’S TAX SYSTEM; FY 2008 SHOWING GOOD RESULTS
Culminating a long and torturous political debate on fiscal and tax reform, the Commonwealth implemented a new retail sales tax of 7%, which went into effect on November 15.  The 5% general excise tax on imported goods was repealed, and individual income taxes were modestly reduced.  The sales tax is expected to be more efficient and less prone to evasion than the previous excise tax system. It is also expected to be less prone to evasion than the income tax system.  While fiscal 2007 sales tax receipts were slightly below forecast at $583 million, sales tax receipts for the fiscal year to date have been at or slightly above budgeted forecast figures.   Without a full year of sales tax revenues to analyze, it is as yet unclear how the tax will perform, although it is already clear that it will outperform the excise tax it replaces. 

FISCAL 2008 BUDGET CUTS SPENDING AGAIN

The fiscal 2008 budget calls for General Fund resources and appropriations of $9.227 billion, a decrease of $261 million compared to approved expenditures for fiscal 2007.  The budget includes an additional $24 million to cover the governor’s 3% increase in pension benefits, and includes a decrease in debt service costs, due in part to some refunding done in 2007.  The governor has proposed the issuance of $425 million in general obligation bonds in fiscal 2008, but such bonds have not yet been authorized. 

FISCAL 2006 CAFR RELEASED

The Commonwealth has released its consolidated annual financial report for fiscal year 2006. The audit reports a GAAP-basis General Fund operating deficit for the Commonwealth (with revenues adjusted to remove federal revenues, and expenses adjusted for net transfers in and out of the General Fund) of $5.7 billion, slightly more negative than fiscal 2005’s figures.  The General Fund balance for fiscal 2006 was negative $383 million.  
Outlook

The rating outlook for the Commonwealth is stable at this time, reflecting the newfound stability the Commonwealth has shown over the past year, meeting budget targets and progressing toward structural balance even while in a recessionary period. 
What could move the rating down?

· Growth of the structural budget gap back to double digits as a percentage of annual revenue.

· Prolonged and severe recession, resulting in declining revenues and deficit increases. 

What could move the rating up?

· Strong rebound in economic growth leading to improved revenue results.

· Spending control results that lead to long-term improved budgetary results and outlook

· Significant improvement in the condition of the Commonwealth’s pension system, including greater recurring budgetary contributions.
