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Research Update:

First Nations Finance Authority Ratings Raised To
'A+' From 'A-' After Criteria Revision; Off UCO;
Outlook Stable

Overview

* W have conpleted our review of the ratings on First Nations Finance
Authority (FNFA), a public-sector funding agency that lends to the
Canadi an First Nation sector, followi ng the rel ease of our "Public-Sector
Fundi ng Agenci es: Met hodol ogy And Assunptions" criteria.

e W had placed the ratings on the authority Under Criteria Cbservation
(UCO on May 22, 2018, in conjunction with the criteria's rel ease.

e After our review, we have determ ned that the FNFA s substantial capital
| evel s, solid risk nmanagenent to protect asset quality and assistance
fromthe federal government support the authority's growing track record
of providing access to capital by First Nations.

* As a result, we are raising our long-termissuer credit and issue-I|evel
ratings on the FNFA to 'A+ from'A-'.

» The stable outlook reflects our expectation that the authority's | ending
portfolio to First Nations in Canada will continue rising, supporting the
FNFA's inportant public policy role to the federal governnent.

Rating Action

On Aug. 3, 2018, S&P dobal Ratings raised its long-termissuer credit and
i ssue-1level ratings on public-sector funding agency First Nations Finance
Authority (FNFA) to 'A+ from'A-'. S& G obal Ratings renpved the ratings
fromunder criteria observation (UCO, where they were placed May 22, 2018.
The outl ook is stable.

Outlook

The stable outlook reflects our expectation that, in the next two years, the
FNFA wi || continue the strong pace of its loan growh to First Nations in
Canada that it has had since the authority began lending in 2012. W believe
that First Nations' financing needs, which far surpass the FNFA' s current

| endi ng capacity, will facilitate this growth well past the rating horizon. In
turn, this expansion will reaffirmthe authority's policy role, and its strong
and supportive relationship with the Governnent of Canada, wi thout
jeopardizing the FNFA's strong financial profile. During this period, we
expect the authority's liquid assets to growin line with liabilities such
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that the FNFA naintains adequate liquidity ratios and conti nued access to
Canada' s deep and diversified bond narket.

Downside scenario

We could lower our ratings over the next two years if we revised the

i kelihood of extraordinary support fromthe federal government to lowif the
i mportance of the authority's policy role to the governnent di mnished, or if
t he government's oversight of the authority |lessened. Significantly
deteriorating asset quality that suggests persistently weak underwriting
deci si ons and managenent practices could lead us to | ower our nanagenment and
governance assessnent to weak, which would also |lead to a downgrade. However,
we view these scenarios as unlikely over the rating horizon

Upside scenario

We coul d raise our ratings over the next two years if the FNFA' s | engthening
track record of lending to the First Nations sector in Canada led to a
stronger business profile or stronger self-generated income, elimnating the
aut hority's ongoi ng dependence on the federal government and inproving its
stand-al one credit profile (SACP). As well, we could raise our ratings if we
were to revise the likelihood of extraordinary support fromthe federa
government to high or greater because of increased inportance of the FNFA's
public policy role or strong direction by the federal governnent in the
authority's strategy devel opnent and day-to-day operations.

Rationale

The 'A+'" rating on the FNFA reflects our view of the authority's high levels
of capital, prudent structural mechanisms, and strong ri sk nanagenment. |n our
vi ew, these strengths enhance asset quality despite the FNFA's operations in a
sector that has an evolving institutional framework and its shorter track
record of operations conpared with that of other rated public sector funding
agencies. This, in turn, has led to low profitability that has caused the
authority to depend on the federal governnent for ongoing support, including

t hrough operational funding and capital transfers. These factors underpin the
"a'" SACP on the authority.

The ratings further reflect our belief that the FNFA benefits froma
noderately high |likelihood of receiving extraordinary support fromthe federa
government, resulting in a one-notch uplift to the 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 inmportant role is the political visibility of First Nations

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

| and.
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The FNFA is a financial intermediary that supports access to credit for First
Nations in Canada. 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 began lending to First Nations in 2012
and issued its inaugural bond in 2014. Although it was created via federa

| egislation, the FNFA is not an agent of the Governnent of Canada.
Neverthel ess, we believe the authority benefits froma strong and supportive
rel ati onship with Canada.

Enterprise risk profile: Evolving First Nations sector and business position supported by strong
underlying revenues and risk management
* W expect the historically evol ving and unbal anced institutiona
framework for the First Nations sector in Canada to benefit from new
reformefforts over the next several years, while First Nations operate
in di sparate econoni es across Canada, and pl edged revenue streans
originate fromentities with | ow financial systemrisk

e The FNFA' s business position has been limted by its relatively short
| endi ng history, although we expect that strong loan growth will support
revenue stability and denonstrate a growi ng custoner base.

e W believe that the authority's relatively snmall, although grow ng, staff
will continue to inplenment strong risk managenent policies and sufficient
strategi c positioning.

We believe that the FNFA will continue to benefit from solid underlying asset
quality. The authority I ends exclusively to First Nations communities in
Canada. There are over 600 First Nations in the country with capital needs
that some have estimated are nore than C$20 billion. Those needs are typica

of all Canadian communities: infrastructure (water and roads), conmunity-owned
housi ng, equi prent, and econom c devel opnent.

In our view, the institutional franmework under which First Nations in Canada
operate has historically been weaker than that of other |ocal and regiona
governnents in the country. The frequency and extent of refornms affecting the
di vision of responsibility and revenues between First Nations and other |evels
of governnent in Canada have been evolving for over a century. The historica
and existing fiscal and |legal structures have led to | arge soci oeconom c gaps
between First Nations and Canada in part due to weak equalization nmechani sns.
Therefore, in our view, the sector's economc resilience is somewhat weaker
than that of Canada overall, particularly given the disparities in incone per
capita across First Nations.

Neverthel ess, we believe the institutional framework for First Nations is
i mprovi ng. The federal governnment and the Assenbly of First Nations are
devel oping a new fiscal relationship that seeks to address sone of the
system s historical weaknesses. At the sane tine, there is a prudent
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| egislative framework in place for FNFA borrowers. Under this franmework, First
Nations that would like to borrow fromthe authority must receive a Financial
Performance Certificate fromthe First Nations Financial Managenent Board

i ndi cating conpliance with certain financial ratios, anmong other requirenents.
In addition, borrowers pledge revenue streans to support |oan repaynments. The
sources of these streans directly deposit themin a secured revenues trust
account (SRTA) that the FNFA uses to repay debt. The authority di scounts

pl edged revenues according to the type of revenue. About 80% of these revenues
cone fromeither the federal or provincial governments. In our view, these
revenues are subject to |ow financial systemrisk, in part due to strong

regul atory standards and supervision in Canada.

In our view, the FNFA' s business position is sonewhat limted by the
authority's shorter track record relative to that of nore established public
sector funding agencies; and small, although rapidly grow ng, |oan book. The
FNFA's loans to First Nations reached C$454 nillion as of March 31, 2018, up
fromC$309 million one year earlier. Nevertheless, we believe that the
authority's solid conpetitive position will support healthy custoner base
growth over the next several years, continuing a trend that began when the
FNFA started | ending. Historically, access to capital has been a challenge for
many First Nations. In recent years, access has inproved, but sonme inpedi nents
to |l enders remain, such as security or |lenders' nmandates. By statute, |and or
buil dings on First Nations territories cannot be pl edged as collateral. In
addition, we believe that the authority has a strong price position relative
to competitors.

We expect the FNFA' s strategic positioning and organi zational effectiveness to
remai n satisfactory, and good risk managenent practices and solid governance
represent nmanagement strengths, in our view The authority's managenent
prepares an annual budget and internal |oan portfolio and liquidity forecasts.
VWi le the FNFA is not subject to banking regul ati ons or equival ent regul atory
oversi ght, we believe that managenent has instituted strong financial and risk
managenent policies that mitigate key risks.

Financial risk profile: Very high levels of capital and adequate funding and liquidity minimize
financial risks
e The FNFA has very high capital ratios supported by the federa

governnment's capital injections

« W& expect positive risk managenent practices to continue to mnimze
potential | osses.

 Adequate liquidity levels and structural stability of funding bal ance
sone fundi ng concentration

Despite the authority's rapidly growing | oan portfolio, we expect
capitalization to renain very strong over the next two years. One of the
FNFA's nain sources of capital is its C$30 nmillion Credit Enhancenent Fund
(CEF), a loss-absorbing fund that the federal governnent has supported through
mul tiple capital injections. W also consider the authority's C$24 mllion
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debt reserve fund (DRF) to be | oss-absorbing. The FNFA wi thhol ds 5% of each
nmenber's | oan request in the DRF, such that the funding has risen faster
annual ly than the FNFA's interest obligations at current interest rates.

Toget her, these funds reached about C$54 million as of March 31, 2018, and
contribute to the authority's 119%ri sk-adjusted capital ratio before

adj ustnents and 32%capital ratio after adjustnents. The mmin adjustnment we
make to the after-adjustment capital ratio is for concentration given that the
FNFA' s 10 | argest borrowers represent 58% of its |oan portfolio, while its 20
| argest borrowers represent about 85% Nevertheless, even after this
adjustment, the authority's capital ratios remain very high and conpare very
favorably with those of other rated public sector funding agencies.

In addition to high capital levels, we believe that the FNFA will continue to
benefit fromstrong ri sk managenent practices that will nmininize potentia
losses in the future. The authority has never experienced defaults or arrears
by borrowi ng nenbers. Its intercept nechani sns, conservative risk tol erances,
solid underwiting standards, and intervention powers enhance asset quality,
in our opinion. The FNFA has intervention power under The First Nations Fisca
Managenment Act. If a First Nation is unable or unwilling to neet its debt
service obligations under its |oan agreenent or replenish any shortfalls in
the DRF, the authority can invoke the statutory intervention provision. |f

i nvoked, the FNFA, together with the First Nations Financial Managenment Board,
can renmove and repl ace the council of the defaulting First Nation, thereby
gai ning access to the nation's revenues, including those that cannot be

pl edged.

In addition to its other Iiquid funds and about C$6 million in cash and cash
equi val ents, the authority held about C$19 nmillion in sinking funds as of
March 31, 2018, which contribute to the authority's adequate |evels of
liquidity. The FNFA's ratio of adjusted assets to liabilities, not including
schedul ed [ oan di sbursenments, is about 1.3x, leading us to believe that the
authority could lend to its borrowing nenmbers in a stress scenario, but that

di sbursenments m ght be | ower than anticipated. The Canadi an bond market, which
we consider deep and diversified, provides 100% of the FNFA s fundi ng, making
the authority's fundi ng sources sonmewhat concentrated. |nvestor
diversification is inproving, however, based on investor type and domicile. As
well, in our view, the FNFA's funding versus | ending conmtnents are
relatively stable. Al though |oan terns extend as |ong as 30 years while bonds
mature in a shorter tinmeframe, the authority has sought to mitigate this

m smat ch through its revenue intercept nechani sns, adjustnents to rel ending
rates upon debt refinancing, and sinking funds, anong ot her nechani sns.
Furthernore, the FNFA's C$175 million revolving credit facility boosts its
[iquidity position.

Moderately high likelihood of support from the federal government in a stress scenario

We view the likelihood that the Canadi an federal governnent woul d provide
tinmely and sufficient extraordinary support to the authority in the event of
financial distress to be noderately high. W base this assessnent on our view
of the FNFA's:
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e Strong link with the federal governnent, which the government's ongoi ng
financial support for the authority's operations denonstrates, in our
Vi ew.

* Inportant role via the FNFA's statutory mandate and public policy role to
facilitate access to capital by First Nations. Al so supporting our
assessnent of the authority's inportant role is the political visibility
of First Nations' issues generally, and the considerable need for capital
on First Nations' |and.

First Nations Finance Authority--Selected Indicators

--Year ended March 31--

(Mil. Cs) 2018 2017 2016 2015 2014
Business position

Total adjusted assets 542.5 368.2 279.3 123.4 67.8
Customer loans (gross) 453.5 308.7 246 103.4 54.1
Growth in loans (%) 47 25.4 138 90.9 NA.
Net interest revenues 0.1 (0.1) 0.4 0.2 0.1
Noninterest expenses 2.8 2.5 2.6 2.5 2.3
Capital and risk position
Total liabilities 509.6 346.7 268.4 113 57.4
Total adjusted capital 54.5 36.2 22.5 15.2 12.7
Assets/capital 10 10.2 12.4 8.1 5.3
RAC ratio before diversification 118.7 NA. NA. N.A. N.A.
RAC ratio after diversification 32 N.A. N.A. N.A. N.A.
Gross nonperforming assets/gross loans 0 0 0 0 0
Funding and liquidity
Liquidity ratio with loan disbursement (one year) 0.8 N.A. N.A. N.A. N.A.
Liquidity ratio without loan disbursement (one year) 1.3 N.A. N.A. NA. NA.
Funding ratio (one year) 1.1 N.A. N.A. NA. NA.
RAC--Risk-adjusted capital. N.A.--Not available.

Related Criteria

« Criteria - Governnents - International Public Finance: Public-Sector

Fundi ng Agenci es: Met hodol ogy And Assunptions, May 22, 2018

e Criteria - Financial Institutions - General: Risk-Adjusted Capital
Framewor k Met hodol ogy, July 20, 2017

e CGeneral Criteria: Rating Government-Related Entities: Methodol ogy And
Assunpti ons, March 25, 2015

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

* Assunptions For Liquidity Gap Anal ysis Under "Public-Sector Funding
Agenci es: Met hodol ogy And Assunpti ons"

e Credit FAQ A doser Look At The New Public-Sector Fundi ng Agencies
Criteria, May 22, 2018

* 10 Public-Sector Funding Agencies Placed Under Criteria Cbservation On
Publication O New Criteria, May 22, 2018

Ratings List

Upgr aded
To From
First Nations Finance Authority
| ssuer credit rating A+/ St abl e/ - - A-/ Stabl e/ --
Seni or secured A+ A-

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific meani ngs ascri bed
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 nfornati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. capitalig.com All ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col umm.
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