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Research Update:

First Nations Finance Authority 'A-' Ratings
Affirmed; Outlook Remains Stable

Overview

e Not-for-profit Iender First Nations Finance Authority (FNFA) has
continued to expand its loan portfolio, supporting greater geographica
and singl e-nane | oan diversification

* It also maintains profitability, structural mechanisnms to protect asset
quality, noderate |everage, and support fromthe federal governnent.

W are affirnming our "A-' long-termissuer credit and senior unsecured
debt ratings on the FNFA

e The stable outlook reflects our expectation that the authority will
sustain its solid conpetitive position in a niche nmarket, which wll
pronote further growth, while maintaining prudent |ending policies.

Rating Action

On Aug. 15, 2017, S&P dobal Ratings affirned its "A-' long-termissuer credit
and senior unsecured debt ratings on not-for-profit |Iender First Nations
Fi nance Authority (FNFA). The outl ook is stable.

Rationale

The ratings on the FNFA reflect S& d obal Ratings' view of the authority's
solid conpetitive position in a niche market as an inportant |ender to First
Nations. The ratings also reflect the FNFA's prudent structural nechanisns,
including its intercept mechani sm which enhance asset quality; ongoing
financial support for operations fromthe federal governnent; and noderate

| everage. W believe that the authority's low profitability and the
concentration of its loan portfolio sonewhat offset these strengths, although
the FNFA is inproving its geographic diversity. W have assessed the
authority's stand-alone credit profile (SACP) at 'bbb'.

The ratings further reflect our belief that the FNFA benefits froma
noderately high |likelihood of receiving extraordi nary support fromthe federa
government, resulting in a two-notch uplift fromthe SACP for the final 'A-'
rating. We believe the authority has a strong link with the federa
government, which the governnent's fundi ng support for its operations
denonstrates. W al so believe the FNFA plays an inportant role for the
government via its statutory nmandate and public policy role to facilitate
access to capital by First Nations. Also supporting our assessnent of the
authority's inportant role is the political visibility of First Nations

i ssues generally, and the considerable need for capital on First Nations
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| and.

The FNFA is a financial internmediary that supports access to credit for First
Nations. It borrows in the capital markets and on-lends the proceeds to its
borrowers, who are exclusively First Nations. Borrowers use the | oan proceeds
for capital infrastructure on their lands, and secure the loan with a pl edged
revenue stream The authority issued its inaugural bond in 2014, and has since
reopened this bond twice. It now has C$251 million outstanding as of June 30,
2017. Although it was created via federal |egislation, the FNFA is not an
agent of the CGovernment of Canada. Neverthel ess, we believe the authority
benefits froma strong and supportive relationship with Canada

We believe the FNFA has a solid conpetitive position in its niche market as a
First Nations lender. Historically, access to capital has been a challenge for
many First Nations. In recent years, access has inproved, but sone inpedi nents
to |l enders remain, such as security or |enders' mandates. By statute, |and or
buil dings on First Nations territories cannot be pl edged as collateral. By
mandat e, the FNFA is authorized to lend to councils for tax-supported debt
requi renments -- other lenders are not. Furthernore, sonme First Nations have
capital needs (and debt repaynent capacity) that exceed the ability or

wi |l l'ingness of existing | enders to supply capital, in our opinion. Sonme have
estimated that total capital needs for Canadian First Nations are nore than
C$20 billion. Those needs are typical of all Canadian communities:
infrastructure (water and roads), conmunity-owned housing, equiprent, and
econom ¢ devel opnent. Because of these favorable demand and supply conditions,
we believe that the authority does not and will not face pricing pressures and
we do not expect this to change. We also do not expect an influx of new

I enders into this market, although existing ones might increase their

presence.

We believe the FNFA benefits from good asset quality, owing to structura
nmechani sns. Those structural elenents include rigorous qualification process
required of all borrowi ng nenbers, the authority's ability to intercept al

el i gi bl e stabl e, ongoi ng and unencunbered revenue streans, prudent discounting
of pledged revenues, and intervention powers. The FNFA ordinarily intercepts
the eligible revenue streanms of borrowers, maintains the debt service
paynments, and renmits the balance to borrowers. The arrangenent allows the
authority to tinely access of revenues, in our opinion

The FNFA benefits from ongoi ng operational funding support fromthe federa
government. The authority was created by the federal governnent, which
expected it to need sustained financial support owing to its initial small

| oan portfolio and start-up costs. The government has provi ded operationa
grants since inception, which have increased as needed by the authority. W
expect the governnent will continue to support the authority until it achieves
sel f-sufficiency.

The FNFA's equity is primarily its credit enhancenent fund, which reached C$30
mllion as of June 30, 2017, and the federal government funds. Wile the
authority's debt-to-equity has increased dramatically over the past severa
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years since it began | ending operations, it dropped to 10x as of June 30,
2017, from 24x in March 2016, followi ng recent capital injections provided by
t he federal governnment. Neverthel ess, we expect debt to continue to rise,
consistent with the FNFA's forecast, and equity to increase from additiona
capital injections and retained earnings. As the authority's |loan growh
rises, additional capital is critical in supporting creditworthiness.

We expect the FNFA to produce overall surpluses in 2018 and beyond because of
continuing federal grants and increasi ng managenent fees and interest

revenues. W believe that the authority will remain profitable as the |oan
portfolio continues expanding. Profitability has inproved over the past two
years, although it remains low In fiscal 2017, the FNFA recorded its second
year of surplus, reaching C$878, 035 from C$580, 895 a year earlier. Relative to
average assets, however, the authority's net inconme stayed flat, at 0.3%
return on equity was 5.4% conpared with 5.5% a year earlier (all figures S&P
d obal Ratings-adj usted).

The FNFA faces concentration risk. Wth a nmandate to lend to First Nations,

the authority's loan book is and will be very concentrated by type of
borrower, nanely First Nations' councils. However, the financial strength and
sound financial practices of Borrowing Menbers will nmitigate this risk

somewhat . Ceographically, |loans are concentrated in British Colunbia, but this
concentrati on has decreased as FNFA' s | oan book has grown. Loans to First
Nations | ocated within British Colonbia fell to 33% of total |oans as of July
2017 from52%in fiscal 2016. W expect this concentration to continue to

di mi ni sh over the next several years. Single-nanme concentration has al so
fallen as nore Borrow ng Menbers joined. The | argest obligor represented 9.6%
of total loans as of July 2017. We expect that geographical and single-nanme
concentration will inprove as nore councils in other provinces becone

Borrowi ng Members.

We have al so used our "Principles O Credit Ratings" in conjunction with "
Rati ng Fi nance Comnpani es" and "Rating Governnent-Related Entities: Methodol ogy
And Assunptions" as our criteria foundation for our analysis of the FNFA' s
creditworthiness. W believe the finance conpanies criteria cover all the
fundanment al aspects of the authority's credit profile as the rating factors
line up well with the FNFA's key credit aspects.

Liquidity

We believe that the authority's liquidity is adequate. As of June 30, 2017,

t he FNFA had several sources of liquidity including cash and cash equival ents
of C$3.2 million, a credit enhancenent fund of C$30 nmillion, and a debt
reserve fund (DRF) of C$16.8 million, which in total exceed the authority's
upcom ng debt service requirements of nearly C$12 million. Wth the FNFA

wi t hhol di ng 5% of each nmenber's | oan request in the DRF, the funding is
growi ng faster annually than the authority's interest obligations at current
interest rates. The principal on the bonds is not due until 2024, and the FNFA
has established sinking funds for its debenture retirements. Sinking funds
totaled C$12.7 mllion as of June 30, 2017. Borrow ng Menbers prepay their
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| oan obligations as pledged revenues that are owed to nmenbers into a trusteed
account before debt service paynments are nade, which reduces the risk that
liquidity m ght not be sufficient to nmeet debt service obligations. In
addition, the authority has a revolving credit facility with a syndicated
banki ng group for up to C$175 mllion, which it uses for interimfinancing
bet ween bond of ferings.

Outlook

The stable outl ook reflects our expectation that the authority will continue
to expand its loan portfolio, interest incone, and fees, maintaining
profitability in the next two years. W expect asset quality will renmain good.

Deteriorating asset quality that suggests weak underwriting decisions and
requires joint and several support from borrowers could lead us to | ower the
ratings. In addition, increased debt issuance w thout adequate capita
support, leading to debt-to-equity ratios above 30x woul d put downward
pressure on the rating. Al so, we could downgrade the FNFA if we revised the
i kelihood of extraordinary support to noderate or lowif the federa
government's oversight of the authority | essened or the inportance of its
policy role dininished.

Sust ai ned profitabl e operations, coupled with earnings retention, increasing
portfolio diversification, and a stronger capital base could put upward
pressure on the SACP. W could upgrade the authority if we were to revise the
i keli hood of extraordinary support to high or greater because of increased

i mportance of the authority's public policy role or strong direction by the
federal governnent in the FNFA's strategy devel opnent and day-to-day
operations.

Related Criteria

e CGeneral Criteria: Rating Governnment-Related Entities: Methodol ogy And
Assunptions, March 25, 2015

e General Criteria: Principles O Credit Ratings, Feb. 16, 2011

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e« Criteria - Financial Institutions - Finance Conpani es: Rating Fi nance
Conmpani es, March 18, 2004

Ratings List

Ratings Affirmed

First Nations Finance Authority

| ssuer credit rating A-/ St abl e/ - -
Seni or unsecured A
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Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at www. spcapitaliqg.com All
ratings affected by this rating action can be found on the S& d obal Ratings'
public website at ww. st andar dandpoors.com Use the Ratings search box | ocated
in the left colum.
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