GUAM POWER AUTHORITY

ATURIDAT ILEKTRESEDAT GUAHAN
P.O.BOX 2977 « AGANA, GUAM U.S.A. 96932-2977

11 January 2008

Mr. Harry Boertzel, Esq.

Guam Public Utilities Commission

Suite 207, GCIC Building

Hagatna, Guam 96932

Email: hboertzel@guampuc.com
Ipalomo@guampuc.com

SUBJECT: Debt Service Coverage Ratio
REF: Docket No.: 94-04

Dear Mr. Boertzel:

In a February 27, 2007 preliminary report investigating why the Guam Power
Authority was not filing a petition for a base rate increase, the Georgetown Consulting
Group raised the issue of whether or not the Public Utilities Commission (PUC) should
revisit the long standing policy of utilizing a minimum debt service coverage ratio of
1.75x and to revisit the formula used for calculating the ratio in light of an accounting
change that took place at GPA in 2002.

In the August 01, 2007 status conference meeting, | requested that if the debt
service coverage targets and formulas are to be revisited, that the issue be resolved prior
to the impending base rate petition filing from the Guam Power Authority.

On October 09, 2007, GPA submitted its filing (Attachment 1) setting forth its
position that the minimum debt service coverage ratio target of 1.75x should remain in
place and the formula used by the PUC to calculate the debt service coverage ratio should
continue unchanged despite the accounting change made by the Authority. In other
words, GPA argued that the formula used by the PUC should be the same formula used
by the rating agencies that evaluate GPA’s credit on a regular basis.

GPA believed its filing was complete, clear, and justified by convincing evidence.
However, the PUC determined that GPA’s filing was an insufficient basis on which to
make a decision and denied GPA’s request to settle this issue in advance of GPA’s base
rate petition.

Because GPA'’s previous filing was found to be insufficient upon which to base a
decision on this matter, GPA determined that an independent professional should be
sought who could provide independent analysis of the appropriate level of debt service



coverage for the Utility. The Authority believes its previous filing cannot be significantly
improved upon so GPA is submitting the analysis of the independent rate professional in
the hope that the Commission will find this work to be compelling since it failed to
persuade the Commission with what it believed to be clear and ample evidence in its
October 09, 2007 filing.

GPA'’s position remains the same that a) the minimum debt service coverage
target of 1.75x should remain in place and b) the formula for calculating debt service
coverage should remain unchanged and should remain consistent with the formula
utilized by the rating agencies that evaluate GPA’s credit profile.

GPA’s independent professional has noted that the Authority’s equity levels are
significantly below that of other comparable power utilities. This situation is caused by
an imbalance of revenue funded capital improvement projects versus bond funded capital
improvement projects which results from an inadequate spread between funding available
for debt service and the amount of debt service GPA is required to pay to its bondholders.

The Georgetown Consulting Group has identified an error in the calculation GPA
performed to calculate its debt service coverage ratio. The result of the correction reveals
that the minimum amount required by the Authority to continue its five year capital
program is actually in excess of 1.75x. GPA believes that any debt service coverage ratio
below 1.75x would compromise its ability to complete its five year capital program and
to ensure its equipment is replaced when it reaches the end of its useful life.

Additionally, GPA currently has a non-investment grade credit rating. Recent
reports from credit rating agencies have indicated that the only remaining barrier to
GPA’s return to an investment grade credit rating is the improvement in its cash flow.
Based on the rating agency reports, it is presumed that an investment grade credit rating
will be restored as soon as GPA’s debt service coverage exceeds the 1.75x target.
Conversely, the credit rating will not be restored if a lower debt service coverage ratio is
sought.

GPA is attaching the testimony of its independent rate professional — Mr. Richard
W. Cuthbert (Attachment 2) - in addition to the testimony previously submitted by the
Authority (Attachment 3).

Yours truly,

Joaquin C. Flores, P.E.

General Manager
Attachments

Cc: Mr. Randall V. Wiegand, Chief Financial Officer
GPA Commission on Consolidated Utilities Board of Director
File CFO 054 08
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Global Credit Research
Rating Update

~ Moody’s Investors Service 27 AUG 2007

Rating Update: Guam Power Authority

MOODY'S AFFIRMS Bal RATING ON GUAM POWER AUTHORITY REVENUE BONDS; OUTLOOK POSITIVE

IMPROVED CREDIT OUTLOOK

Electric Utilities
GU

Opinion

NEW YORK, Aug 27, 2007 -- Moody's Investors Service has affirmed the Bal credit rating on Guam Power
Authority's (GPA) $408,388,601 outstanding revenue bonds. Moody's has also changed the outlook from
stable to positive on the bonds. The improved outlook reflects management's success at meeting several of
its financial and operational objectives; the trending downward of the Guam government's receivables and
the stable debt service coverage margin despite significant volatility in fuel prices. GPA's financial plan
including a rate increase petition is also a positive factor. The rating also considers the existing weak internal
liquidity; fuel dominance; and potential future impact of major adverse weather events on GPA's financial
strength.

LEGAL SECURITY: First lien and pledge on net revenues of electric system; rate covenant requires net
revenues equal 1.30 times debt service; fully-funded at bond issuance a debt service reserve at maximum
annual debt service; and additional bonds test which requires 1.30 times debt service coverage as adjusted
by estimated new revenue from rates.

INTEREST RATE DERIVATIVES: None.

RECENT DEVELOPMENTS: The most significant recent development is GPA's rate petition which is
expected to be presented in late 2007 to the Public Utilities Commission of Guam (PUC). If approved, this
would be the first base rate increase in ten years and improve internal financial liquidity. Debt service
coverage in 2006 was 2.11 which was calculated based on bond covenant requirements. Moody's calculation
of debt service coverage on a cash flow basis showed debt service coverage at 1.31 times. FY 2007 debt
service coverage is forecasted to be in same range.

GPA has begun development of an Integrated Resource Plan to evaluate fuel diversity opportunities. Major
announcements regarding U.S. military expansion plans have been made with 2010-2014 as the potential
date of new investment. No definitive dates or plans have been finalized which creates some uncertainty
about when GPA will need to meet the projected new growth in demand.

STRENGTHS:

*Governing board is relatively independent from Guam Government allowing more direct focus on business
risks.

*Improved energy production from baseload units and hedging program has moderated high cost of fuel
*Monopoly position as essential service provider on island
*Stabilizing presence of U.S. military

*Transmission and distribution system through key load centers being constructed underground is expected
to provide protection from severe weather impacts

CHALLENGES:

*Typhoons in the past significantly impacted reliability of the electric system and resulted in lingering financial
effects

*Fuel dominance subjects utility to commodity market volatility
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*Unlike other public power utilities, GPA's rates are externally regulated
*High level (but trending downward) of government receivables
*Limited liquidity compared to ongoing potential risks

*Meeting potential new demand from U.S. military expansion on island

MARKET POSITION; COMPETITIVE STRATEGY: Guam Power Authority (GPA) has an essential role in the
economy of Guam as the sole provider of electricity to the island's171,000 population. Guam, as a U.S.
territory, is an important strategic U.S. military location which provides a stabilizing presence. As an electric
utility that serves the island with no transmission interconnections, it has some unique challenges including
the need to ensure its has significant power supply surplus capacity and strong system reliability to manage
generation outages or adverse weather events. GPA maintains a 96% reserve margin which is equal to the
loss of two of its largest generation units on the island. GPA has shifted a significant amount of its generation
to base load units which has helped to moderate fuel costs. GPA has privatized the operations of some of its
generating units and set performance standards. But the utility remains subject to the volatility of commodity
markets which has resulted in significant annual increases in operating expenses. The fuel component of
O&M has more than doubled between 2002-2007 to $175.7 million. While GPA has a hedging program in
place and it has operationally shifted to less expensive fuel, the fuel budget remains a pressure on liquidity.
GPA has a weak liquidity position.

GPA is owned by the Government of Guam, and is governed by the Consolidated Commission on Utilities
(CCU), which is an elected five-member board. GPA is regulated by the Guam PUC. This is a relatively new
governance arrangement which seems to have allowed management to better focus on business risks with
the enterprise. An important test of the relationship with the regulatory board is the upcoming rate petition
that GPA is putting forward. A constructive relationship has thus far been in place including GPA getting
sound support for the levelized energy adjustment charge (LEAC). The LEAC is reviewed and adjusted by
the PUC on a bi-annual basis. The PUC has to consider the rate covenant in any new rate decision.

While the U.S. military has a stabilizing presence, there remains uncertainty regarding timing and degree of
the impact of an announced expansion of the U.S. Navy and Marine activities on Guam. Should the
expansion be as announced, increased economic activity and electrical demand are expected to be a
positive development. Tourism and private and public investment also show positive trends in the past year.

Since 1962, the U.S. Federal Government has made 12 Federal Disaster Declarations for Guam, from
typhoons to earthquakes. GPA has been implementing a plan to mitigate the impacts of severe weather
events including undergrounding lines in the major load centers. GPA has also been building a self-insurance
fund and continues to work with the Federal Emergency Management Agency (FEMA) response to such
events.

FINANCIAL PERFORMANCE/FINANCIAL POSITION:GPA has been significantly pressured by fuel prices
and the lingering slowness of the Guam government to pay its electric bills. GPA's working capital fund has
been at its lowest levels due to the fuel price pressure. While substantial progress has been made in
improving the receivable situation, it remains a potential pressure on cash flow. Debt service coverage has
averaged 1.31 times between 2001-2006. The debt service coverage ratio is below the median debt service
coverage ratio of the largest 20 U.S. public power utilities. FY 2007 debt service coverage is forecasted to be
in the same range as the prior six-year period.

The proposed base rate increase has the objective of maintaining sound debt service coverage; improving
financial liquidity; and to continue to make improvements to the system's reliability.

GPA's debt ratio has ranged in the high 80% range between 2001-2006. The debt ratio is above average for
a integrated public power utility.

CAPITAL PROGRAM: GPA's five-year capital improvement plan amounts to $477 million, with the bulk of the
cost, over $400 million, related to possible new generation projects that might be considered should there be
a major expansion by the military. While GPA believes it can serve projected new load from its existing
generation units, studies on how to achieve more fuel diversity and reliability are part of GPA's IRP
evaluation. Otherwise, GPA's major capital spending is to continue to underground its transmission and
distribution system.

Outlook

The positive outlook reflects GPA's management meeting several key financial and operational objectives
and its current plan to improve financial flexibility and to further mitigate several operational risks.

What Could Change the Rating UP: The rating could be upgraded should GPA be successful at getting its
base rate increase approved in the next six-month period by the regulatory board and demonstrating
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improved financial liquidity. Continued progress towards improvements to system reliability from under
grounding transmission and distribution lines and fuel diversity plans are also key factors.

What Could Change the Rating DOWN: The rating could be lowered should fuel price volatility cause further
erosion of liquidity; that FEMA fails to be in position to assist in future weather-related events or should the
Government of Guam accounts payable to GPA increase.

KEY FACTS:

Peak Demand, 2006: 275 MW

Installed Capacity, 2006: 552.2 MW

Department of Defense as %GPA Revenues, 2006: 17%

Fuel Expense, 2002: $74,820,000

2007: $175,752,000

Debt Service Coverage, 2006: 1.31X (Moody's Calculation)

Debt Service Coverage, 2007 Forecasted According to Bond Covenant): 2.31
Debt Ratio, 2006: 88.3%

DEBT STATEMENT as of 6/30/07 ($000)

Series 1999 $325,824

Series 1993 $76,085

KEY CONTACT: Randall Wiegand, Chief Financial Officer, Guam Power Authority (671) 648-3066
Analysts

Dan Aschenbach

Analyst

Public Finance Group
Moody's Investors Service

Joshua Schaff

Backup Analyst

Public Finance Group
Moody's Investors Service

Mark Tenenhaus

Senior Credit Officer
Public Finance Group
Moody's Investors Service

Contacts

Journalists: (212) 553-0376
Research Clients: (212) 553-1653

© Copyright 2007, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
(together, "MOODY'S"). All rights reserved.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All
information contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, such information is provided "as is" without warranty
of any kind and MOODY'S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeliness,
completeness, merchantability or fitness for any particular purpose of any such information. Under no circumstances shall
MOODY'S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or
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relating to, any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or
any of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential,
compensatory or incidental damages whatsoever (including without limitation, lost profits), even if MOODY'S is advised in
advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings
and financial reporting analysis observations, if any, constituting part of the information contained herein are, and must be
construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any
securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must be weighed solely as one factor in any
investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly
make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for,
each security that it may consider purchasing, holding or selling.

MOODY'S hereby discloses that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and

commercial paper) and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay to MOODY'S for

appraisal and rating services rendered by it fees ranging from $1,500 to approximately $2,400,000. Moody's Corporation (MCO)
and its wholly-owned credit rating agency subsidiary, Moody's Investors Service (MIS), also maintain policies and procedures to
address the independence of MIS's ratings and rating processes. Information regarding certain affiliations that may exist
between directors of MCO and rated entities, and between entities who hold ratings from MIS and have also publicly reported to
the SEC an ownership interest in MCO of more than 5%, is posted annually on Moody's website at www.moodys.com under the
heading "Shareholder Relations - Corporate Governance - Director and Shareholder Affiliation Policy."
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RESEARCH

Summary:

Guam Power Authority; Retail Electric
Publication date: 12-Apr-2G07

Primary Credit Analyst: Theodore Chapman, Dallas (1) 214-871-1401;

theodere_chapman@standardandpoors.com
Secondary Credit Analyst: Paul Dyson, San Francisco (1) 415-371-5079;
paul_dyson@standardandpoors.com

Credit Profile

Guarm Pwr Auth rev bnds
Long Term Rating BB+/Stable Qutiook Revised

o Pt At (AWBAC) e e
Unenhanced Rating BB+(SPUR)/Stable Outlook Revised

Many issues are enhanced by bond insurance.

Rationale

Standard & Poor's Ratings Services revised its outiook on the 'BB+' standard long-term rating and
Standard & Poor's underlying rating (SPUR) on Guam Paower Authority’s revenue debt to stable from
negative based on the autherity's improved operational and fiscal performance over the past two years.

The rating service simultaneously affirmed the ratings on the authority's revenue debt.
The speculative-grade ratings include:

e« Guam Power Authority’s more-efficient use, and greater availability, of its base-load assets, allowing
management to reduce its dependence on the costlier diesel-fired peaking units -- Where
historically these fuel-oil burning base-load units had averaged as low as 83% of all energy
production, the fiscal 2006 output was in excess of 97%; and these improvements will allow the
authority 1o shift the emphasis on its capital program to continued efforts for undergrounding more
of its transmission and distribution system, as well as implementing overall transmission and
distribution system stability and reliability improvements to reduce the devastating effect on
operations and liquidity that past typhoons have had on the authority.

e Guam Public Utilities Commission's continued support under the Consolidated Commission on
Utilities’ governance structure that oversees both Guam Power Authority and Guam Waterworks
Authority-- The authority remains supported in its biannual levelized-energy-adjustment clause, fuel-
adjustment portion of its rates, as well as the authority to be more aggressive toward delinquent
customers and iliegal connections.

e Guam’s (B/Watch Neg) rebounding economy due to increased tourism and tourism-related
expansions, as well as the ierritory's long-term prospects because it stands to gain as many as
8.000 Marines and 9,000 dependents from Okinawa, Japan by 2014 -- The U.S. and Japanese
governments have made a $10.3 billion commitment to this end. In fiscal 2005, the U.S. Navy alone
accounted for 15.9% of authority revenues.

The rating remains constrained by uncertainty regarding the Guam general government's ability to address
a series of long-term liabilities owed to the authority. On March 9, 2007, we placed Guam's 'B' rating on
CreditWatch with negative implications following its disclosure that, at that time, it had to borrow $8 million
from local banks just to meet payroll for its teachers. Guam accounted for 15.4% of the authority's total
fiscal 2005 revenues. While Guam has so far been able to continue to pay its current bills for utility
services, uncertainty remains as to whether or not the government will be able to continue to make
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substantial progress on its accounts payable and promissory notes owed to the authority. The U.S.
Supreme Court made this even more uncertain when, on March 28, 2007, it ruled that a proposed Guam
deficit bond-financing package -- part of which would have addressed the liabilities owed to the authority -
would have exceeded the territory's debt cap, which was created under the 1350 Organic Act that
established Guam's self-rule.

The authority is a statuterily autonomous component unit of the government and, as such, would only
ransfer or foan money to Guam at the discretion of the Consolidated Commission on Ulilities. As of fiscal
2005 audited financial statements, the authority was carrying a $12.4 million accounts receivabie from
Guam, as well as $24.4 million of combined promissory notes receivable from Guam's public school
system and department of public works, compared to roughly $247.0 million of operating revenues. If the
ferritory's situation does not improve, Guam Power Authority's long-term rating could still be pressured.
Currently, the governor and legislature are still formulating the details of their fiscal recovery plan.

Fiscal 2006 unaudited results indicate continued improvements to the authority's finances, including about
1.5x annual debt service coverage {(DSC). On-balance-sheet cash and cash equivalenis of $16.8 miilion
was equivalent to a modest 24 days’ cash on hand, but this represents a large underrecovered position on
fuel costs. Guam Pubtic Utilities Commission recently approved an 11.87% levelized-energy-adjustment-
clause-refated increase in January 2007 that should help cash flows improve through the June 30, 2007,
effective period. Autherity officials had actually requested a deferral from the October 2006 implementation
o ensure a full reckoning of fuel supply and delivery coniracts were incorporated into the levelized-energy-
adjustment clause. Management has not had to adjust base rates in more than a decade. Unaudited fiscat
20086 resuits follow audited fiscal 2005 results that exhibited very similar figures, including 1.6x annual
DSC and similar cash on hand. This is @ marked improvement from fiscal 2003, when DSC was below 1x.
The Federal Emergency Management Agency (FEMA) has fully reimbursed the authority for approved
claims related to past typhoons. The authority also maintains a $20 million CP program (A-1+) that is
backed by an irrevocable standby credit agreement with Cathay Bank, as well as a confirming LOC
through Nov. 7, 2007, from FHLB of San Francisco (AAA/Stable/A-1+). Management's maintenance of
reasonable net margins and liquidity is important given that it has identified more than $650 million of
capital projects over the next 10 years, including an estimated $200 million for the continued
undergrounding of the system's transmission and distribution lines.

Guam Power Authority is a vertically integrated electric utility that provides service to about 47,000
customers cn the island of Guam, the largest and southernmost of the Mariana Archipelago, about 1,500
miles southeast of Tokyo, Japan.

Qutlook

The stable outlook reflects the expectation that the authority's financial performance is sustainable,
especially given the improvements to its operations and regulatory relationship, as well as Guam's
economy. An investment-grade rating is still precluded by the uncertainty over whether Guam wili be able
to pay the authority all the money it owes and what kind of effect that might have on the authority's ability
to address its identified capital requirements. The territory will always face risks associated with severe
weather events; its vulnerability o the tourism industry due fo factors such as economic cycles, especially
in Asia; and pandemic disease outbreaks. Guam, however, remains among the autherity's leading
customers; therefore, its failure to make realistic progress on the long-term liabilities it owes the authority
could remain a challenge for Guam Power Authority. Additionat financial challenges will be the funding of
identified transmission and distribution system improvements in a prioritized and proactive manner, the
establishing and maintaining of emergency liquidity reserves as a hedge against the next severe weather
event, and the maintenance of the supportive regulatory relationship the authority has enjoyed since the
implementation of its new governance structure in 2003.

Complete ratings information is available to subscribers of RatingsDirect, the real-time Web-based source
for Standard & Foor's credit ratings, research, and risk analysis, at www.ratingsdirect.com. All ratings
affected by this rating action can be found on Standard & Foor’s public Web site at
www.standardandpoors.com; under Credit Ratings in the left navigation bar, select Find a Rating, then
Credit Ratings Search.

Analytic services provided by Standard & Paor's Ratings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein
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are solely statements of apinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make
any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or
other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings
Services. Other divisions of Standard & Poor's may have information that is not availabie to Ratings Services. Standard & Poor's
has established policies and procedures to maintain the confidentiality of non-public information received during the ratings
Process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to disseminate the
rating, it receives no payment for doing so, except for subscriptions to its publications. Additional infermation about our ratings
fees is availabie at www.standardandpoors.com/usratingsfees.

Copyright @ 2007 Standard & Poor’s, a division of The McGraw-Hill Companies. All
Rights Reserved. Privacy Notice
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Fitch Downgrades Guam Power Authority to
'BB+'; Placed On Rating Watch Negative.

Date: Aug 1, 2003
Words: 265
Publication: Business Wire

Business Editors
SAN FRANCISCO--(BUSINESS WIRE)--Aug. 1, 2003

Fitch Ratings downgrades the outstanding $395 million of Guam Power Authority's (GPA)
electric revenue bonds to 'BB+' from 'BBB'. In addition, Fitch places the electric revenue
bonds on Rating Watch Negative. The downgrade reflects the deterioration of GPA's
financial margins, severe liquidity pressures, and limited information from management.

GPA's current credit deterioration stems from delinquent accounts including large account
receivables due from the Government of Guam (totaling over $30 million) and system
damages attributable to the 2002 super typhoon Pongsona and typhoon Chataan (which
combined caused approximately $38 million in damage to GPA facilities). Consequently,
current cash flows, cash reserves, and other sources of liquidity are very low placing
pressure on GPA's financial measures. Although GPA claims to be generating sufficient
revenues to pay normal operating expenses (including debt service payments), Fitch can
not substantiate this claim.

Additionally, GPA has not been able to acquire rate relief from the public utility
commission, raising concerns about GPA's ability to generate adequate operating margins
going forward. Furthermore, given GPA's current financial situation, an event such as
another typhoon, would place considerable strain on GPA's ability to pay debt service.

While GPA expects to receive payment on over $30 million of arrears from the
Government of Guam, this is subject to the timing and ability of the government to access
the general obligation bond market. Fitch will be meeting with GPA management within the
next few weeks to acquire additional information, after which we expect to finalize our
review of GPA's credit worthiness, and resolve the rating watch negative.

COPYRIGHT 2003 Business Wire
Copyright 2003, Gale Group. All rights reserved. Gale Group is a Thomson Corporation Company.
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GUAM PUBLIC UTILITIES COMMISSION

DOCKET NO. 07-10

Exhibit RWC-5

Moody’s Investors Service, Standard & Poor’s, and Fitch Ratings
Rating Reports for Virgin Islands WAPA
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Giobal Credit Research
New Issue
Moody’s Invostors Service 24 MAY 2007

New Issue: Virgin Islands Water & Power Authority

MOODY'S UPGRADES VIRGIN ISLANDS WATER AND POWER AUTHORITY REVENUE BONDS TO Baa2
FROM Baa3; STABLE OUTLOOK

AUTHORITY PLANS $99.9 MILLION BOND OFFERING JUNE 2007

Electric Utilities

VI
Moody's Rating
ISSUE RATING
Electric System Revenue Refunding Bonds, Series 2007A (Senior) Baa2
Sale Amount $15,370,000
Expected Sale Date 06/06/07
Rating Description Revenue
Electric System Subordinated Revenue Bonds, Series 2007A Baa3
Sale Amount $58,515,000
Expected Szle Date 06/06/07
Rating Description Revenue
“lectric System Revenue Refunding Bonds, Series 2008A Baa2
Sale Amount $26,025,000 )
Expected Sale Date 06/06/07
Rating Description Revenue

Moody's Outlook Stable

Opinion

NEW YORK, May 24, 2007 -- Moody's Investors Service has assigned a Baa2 rating to the Virgin Island

Water and Power Authority’s (WAPA) $15,370,000 Electric System Revenue Refunding Bonds, Series 2007A
{(senior lien) and Baa2 to the $26,025,000 Electric System Revenue Refunding Bonds, Series 2008 A (senior
lien). In addition we have assigned the rating of Baa3 to the $58,515,000 Electric System Subordinated
Revenue Bonds, Series 2007A. The sale of the bonds is expected June 6, 2007. Moody's has also upgraded
the rating to Baa2 from Baa3 on the Authority’s outstanding $69,960,000 senior lien electric system revenue
bonds.

The credit rating upgrade on the senior lien bonds takes into consideration the WAPA's continued
maintenance of the 1.75 times debt service coverage target, despite significant fuel cost increases; the
recent assignment by Moody's of the Baa3 rating on the general obligation bonds of the Virgin Islands;
WAPA's continued focus on managing the longstanding accounts receivable problem and improvements to
system reliability. Financial pressures are present and are inherent to an island utility that requires a large
reserve margin. Additionally, WAPA serves a large low income population and is periodically impacted by
hurricanes. The subordinate lien bond rating reflects the subordinate lien position of the bonds, the weaker
rate covenant and debt service reserve requirement.

ZGAL SECURITY:

Senicr lien bonds are secured by the pledge on the net revenues of the power utility (water revenues are not
pledged) with a rate covenant of 1.25 times and a debt service reserve fund requirement of the lesser of 10%
of aggregate bond proceeds, maximum annual debt service or 125% average annual debt service funded by
bond proceeds. Series 2007A Subordinate lien bonds have a subordinate lien on net revenues, a debt
service reserve for the 2007A bonds that amounts to $2,850,000 and a rate covenant and additional bonds
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MOODY'S UPGRADES VIRGIN ISLANDS WATER AND POWER AUTHORITY REVENUE BON... Page2of5

test of 1.15 times maximum senior and subordinate bond debt service.
USE OF BOND PROCEEDS:

(- “eries 2007A senior lien bonds will advance refund a portion of the outstanding Series 1998 bonds and fund

% _..ne debt service reserve. Series 2008A bonds will currently refund on July 1, 2008 a portion of the Series
1998 bonds and fund the debt service reserve. The Series2007A Subordinate Bonds will fund a portion of the
authority's capital improvement plan; refinance a line of credit with Banco Popular de Puerto Rico and First
Bank Puerto Rico; reinstate a $10 million line of credit for the electric system; and fund the debt service
reserve account.

INTEREST RATE DERIVATIVES: None.
RECENT DEVELOPMENTS:

Virgin Islands general obligation bonds were assigned an initial rating of Baa3 in 2006. While WAPA again
faced significant increase in fuel oil prices, customer cost recovery improved while the deferred fuel account
narrowed. The Public Service Commission (PSC) approved WAPA's fuel price hedging program which is
expected to stabilize fuel costs. WAPA'’s debt service coverage in 2006 was 1.78 times. The PSC approved a
rate order on April 30, 2007 to implement a $0.0022/kwh surcharge for the payment of debt service on the
Series 2007A Subordinate bonds, which are being issued to construct a new waste heat recovery boiler on
its St.Croix generation plant.

STRENGTHS:
*Virgin Islands general obligation bonds are rated Baa3

*Supportive regulatory board including April 2007 rate increase for debt service on capital plan financed with
current offering

*Financial target of 1.75 times debt service coverage was met between 2002-2006

Jound implementation of capital improvement plan to improve reliability and -manage load growth on St.
homas

*Successful accounts receivable management including shut off authority
CHALLENGES:

*Lack of fuel diversity exposes WAPA to oil commodity market volatility
*Large energy reserve margin requirement due to island service area
*Weak internal liquidity

*Large low income population is a factor in recurring receivable problem experienced during adverse
economic cycles or when fuel prices rise

*Hurricane impacts on system plant and revenues

MARKET POSITION AND COMPETITIVE STRATEGY: CHALLENGING BUT RELATIVELY SUPPORTIVE
REGULATORY ENVIRONMENT CONTINUES TO SUPPORT SATISFACTORY COST RECOVERY
APPROPRIATE FOR RATING LEVEL

WAPA is the sole provider of electric service on the Virgin Islands and there are limited cogeneration
opportunifies. WAPA's strategy has been to improve system reliability so that even large customers, such as
resort hotels, remain on the system rather than moving to self-generation. The Virgin Islands Public Service
Commission (PSC) regulates the rates of WAPA and has been relatively supporiive of the financial
requirements of WAPA, helping fo ensure cost recovery. The PSC has approved the pass- through of fuel

+~ =2sts which have grown significantly in past few years. The April 2007 approval of a rate surcharge for

L _ -Jpport of the current offering is a positive factor. While there have been disputes over policy issues and the
role of the PSC, changes to rates to ensure cost recovery to meet bond covenanted financial requirements
have consistently taken place which provides scme certainty to WAPA's financial forecasts and reflects
continued satisfactory debt service coverage.

ECONOMIC TRENDS ARE MORE POSITIVE BUT VIRGIN ISLANDS STILL HAS A POPULATION WITH
5/24/2007
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BELOW AVERAGE INCOMES

The U. S. Virgin Islands has a tourism-based economy which has experienced growth over the past decade.
Peak electricity demand growth on St. Thomas has reflected this trend. Impressive develepment projects on
. St.Thomas should continue the positive trend in property values and economic activity. Other aspects of the
(\ . sonomy include the hemisphere's largest oil refinery, Hovensa, which employs more than 1,000 people on
St. Croix, however, tourism remains dominant. Per capita income is still only about 55% of the U.S. average,
higher than Puerto Rico, but down from 65% of the U.S. average in 1990. This factor accounts for WAPA's
persistent accounts receivable problem which it has had to manage closely.

FINANCIAL POSITION AND PERFORMANCE: LIQUIDITY AND TRACK RECORD OF DEBT SERVICE
COVERAGE HAS BEEN SATISFACTORY BUT PRESSURED

WAPA has maintained management's debt service coverage target of 1.75 times. Fiscal year 2006 debt
service coverage was 1.78 times and the average debt service coverages for the 1997-2002 period was 2.05
times and in 2002-2006 it was 2.09 times. Forecasted debt service coverage in 2007 is projected to be 1.99
times on senior bonds and 1.73 times on all debt. Payments in lieu of taxes paid to the Virgin Islands
government are subordinate to the payment of debt setvice and are excluded from operation and
maintenance expenses.

A major credit risk for WAPA is the utility's dependence on a single fuel for generation, The price of a barrel
of crude oil has increased by almost 100% between 2003-2006. While WAPA is vulnerable to its dependence
on oil, a U.S. Virgin Islands agreement with Hovensa, which has a major refinery located on 8t. Croix,
represents a source of some stability for both fuel availability and price.. The agreement requires Hovensa to
annually submit bids pursuant to a formula that has resulted in competitive fuel prices. WAPA has also gotien
approval to now implement a fuel hedging program to further help stabilize costs.

While WAPA's internal financial liquidity has been weak as measured by Moody's calculation of net working
capital, the utility has had access to a $10 million line of credit, established as an external source for working
capital.

WHILE BILL COLLECTION IMPROVEMENT 1S NOTED , FINANCIAL PRESSURES ON WAPA CONTINUE
TO EXIST PARTLY DUE TO THE SLOW PAYMENT OF BILLS BY CERTAIN GOVERNMENT ACCOUNTS
AND BY THE

LOW INCOME POPULATION

The accounts receivables as a percentage of total revenues has averaged 5% between 2002-2006, which is
well below the level experienced in the 1990s. WAPA has improved its collection efforts which include
shutting off service to government agencies if the bill is unpaid. it is clear that the local population, particularly
in 8t. Croix, includes a large segment that is low income. Problems for WAPA have included the sizable
receivable problem due to the government's delayed payments to WAPA during economic downiurns. Other
pressures related to the sizable fow income population include: a sizable hospital account receivable problem
resulting from a high rate of delinquency on payments by low income hospital patients; the theft of service,
particularly on St. Croix; and the pressure to restrain base rate increases. These burdens reduce the utility's
financial flexibility to deal with other utility issues such as achieving energy diversity and further
improvements to reliability.

HURRICANES A CONSTANT THREAT BUT TWO SYSTEMS WITH RESERVE MARGINS,
SATISFACTORY FEMA RESPONSIVENESS, AND RELIABILITY STRATEGIES ARE POSITIVE FACTORS

It is a fact of geography that hurricanes are a constant threat. The past two hurricanes did damage but it is
important to note that because of the combined satisfactory responsiveness of the Authority, the U.S. Federal
Emergency Management Agency (FEMA) and the Virgin Islands PSC, the Authority was able to return
service to ensure financial balances were maintained. Additionally, much of the FEMA effort afier the 1996
hurricane was to finance underground major transmission lines to the airport and hospital and to better
hurricane-proof generating sites.

CAPITAL PROGRAM: WAPA MANAGEMENT CONTINUES TC FOCUS ON IMPROVEMENTS TO
SYSTEM RELIABILITY

WAPA's general management recognized that key to the rofe the autherity plays on the Virgin Islands is the
yntinued improvement to the system's reliability. The authority operates two separate systems-one that
_.arves the islands of St. Thomas and St. John (183 MW generation capacity in 2006) and the other that
serves St. Croix (120.8 MW capacity), located 40 miles south. Both are operated with the same reliability
standard: The respective system’s generation capacity must be sufficient to meet demand if the largest two
generating units are out of service. Management has recognized the importance of maintaining this standard.

S

The current capital improvement plan for 2008 fo 2012 amounts to $178 million. The current offering
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“addresses a portion of that plan including new substations, a new waste heat boiler on St. Croix, Unit No. 13

burner replacement and upgrade to a fuel tank.

Outlock

~Moody's has assigned a stable credit outlook to the authority's revenue bonds given the regulatory support

by the PSC and management’s focus on maintaining the 1.75 times debt service coverage target.
What Could Change the Rating UP:

The rating could be upgraded should WAPA strengthen its internal liquidity and develop a more diverse
resource mix that is not as vulnerable to the price swings in commodity markets.

What Could Change the Rating DOWN:

The rating could be lowered if WAPA's financial position weakens due to a rise in government receivables or
unrecovered fuel costs. The rating could also be pressured should a hurricane impact economic activity and
electric revenues similar to impacts in the past but without satisfactory FEMA assistance or regulatory
treatment. .

KEY FACTS:

Debt Service Coverage, 2006 (Unaudited): 1.78 x

Fuel escalator revenues as % total, 2006: 58%

Government Receivables as % Revenues, 2006: .5.20%; 1999: 20.82%
Sales {Mwh) 2006: 766,932

RATED DEBT as of 5/15/07:

L ~ Jutstanding Electric Revenue Bonds: $69,960,000

o

Electric System Revenue Refunding Bonds, Series 2007A: $15,370,000
Electric System Revenue Refunding Bonds, Series 2008A: $26,025,000
Subordinate Electric System Revenue Bonds, Series 2007A: $58,515,000
ISSUER CONTACT

Alberto Bruno—\/ega , Executive Director (until June 1) (340) 774-3552
Nellon Bowry, Acting Executive Director (340) 774-7015

Analysts

Pan Aschenbach

Analyst

Public Finance Group
Moody's Investors Service

Thomas Paolicelli
Backup Analyst

Public Finance Group
Moody's Investors Service

“ "mily Raimes

anior Credit Officer
Public Finance Group
Moody's investors Service

Contacts
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Journalists: (212) 553-0376
Research Clients: (212) 553-1653

© Copyright 2007, Moody's Investars Service, Inc. andfor its licensors including Moody's Assurance Company, Inc.
—{together, "MOODY'S"). All rights reserved.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, CR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY .
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All
information contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, such information is provided “as is" without warranty
of any kind and MOODY'S, in particutar, makes no representation or warranty, express or Implied, as to the accuracy, timeliness,
completeness, merchantability or fitness for any particular purpose of any such information. Under no circumstances shall
MOODY'S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or
relating to, any error (negligent or otherwise) or other dircumstance or contingency within or outside the control of MOODY'S or
any of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communicaticn, publication or delivery of any such information, or (b) any direct, indirect, special, consequential,
compensatory or incidental damages whatsoever (including without limitation, lost profits), even If MOODY'S is advised in
advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings
and financial reporting analysis observations, if any, constituting part of the information contained herein are, and must be
construed solely as, statements of opinion and net statements of fact or recommendations to purchase, sell or hold any
securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must be weighed solely as one factor in any
investment decision made by or on behalf of arny user of the information contained herein, and each such user must accordingly
rake its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for,
each security that it may consider purchasing, holding or selling.

MOODY'S hereby discloses that most issuers of debt securities (in¢luding corporate and municipal bonds, debentures, notes and
commercial paper} and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay to MOODY'S for
appraisel and rating services rendered by it fees ranging from $1,500 to approximately $2,400,000. Moody's Corporation (MCO)
and its wholly-owned credit rating agency subsidiary, Moody's Investors Service (MIS), also maintain policies and procedures to
address the independence of MIS's ratings and rating processes. Information regarding certain affiliations that may exist
between directors of MCO and rated ertities, and between entities who hold ratings from MIS and have also publicly reported to
the SEC an ownership interest in MCO of more than 5%, is posted annually on Moody's website at www.moodys.com under the
heading "Sharehoider Relations - Corporate Governance - Director and Shareholder Affiliation Policy.”
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Credit Profile

Rationale
Standard & Poor’s Ratings Services assigned its ‘BBB-’ rating, and stable outloak, to Virgin
Islands Water and Power Authority’s (WAPA) series 2007A, 2008A, and subordinate-lien
series 2Z007A electric system revenue bonds.
At the same time, Standard & Poor’s affirmed its ‘BBB-' underlying rating (SPUR), with a
stable outlook, on the authority's series 2003 electric system revenue bonds.
The rating reflects the authority's:
* Limited island economy, which is based on tourism, with below-average income levels;
* High variable costs, which contribute to very high user charges that somewhat limit
financial flexibility; and
= Low, although improving, cash position.
Adequate debt service coverage offsets these risks, and projected coverage of senior- and
subordinate-lien bonds of at least 1.5x is ample justification for not differentiating the
subordinate-lien and senior-lien debt ratings.
WAPA's business risk profile is satisfactory (6’ on a scale of '1” to ‘10", where ‘1’ represents
the lowest risk). Unlike many of its peers in the public power sector, WAPA is not free to set
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its own rates, as rate increases are subject to approval by the Virgin Islands Public Services Commission
(PSC). An additional factor in rate setting is the pressure to limit base rate increases, given the high level
of fuel adjustment charge, caused by high plobal oil prices.

WAPA's high dependence on oil for generation has resulted in sharp changes in fuel costs and
electricity prices, especially in 2005, but 2006 and 2007 fuel costs are still well above historical norms.
The average electricity price has fluctuated between a high of almost 25.0 cents per kilowatt-hour
{kWh) in 2006 to a low of 12.1 cents per kWh in fiscal 1999. Although WAPA has the ability to pass
fuel costs on to customners, the PSC has shown a reluctance to pass these costs on to customers over a
short time frame. WAPA currently has a deferred fuel balance of about $13.9 million, and expects to
amortize this balance by fiscal year-end 2008.

Despite fluctuating oil prices, WAPA has a history of stable financial margins, evidenced by total
debt coverage in excess of 1.75x in each of the past six fiscal years. However, capital spending
pressures and rising debt service will reduce WAPA's projected debt service coverage ratios, which
should nevertheless remain sound, at about 1.5x to 1.6x over the next five years.

The authority faces limited risk from competition because it is not interconnected with other systems
and is not subject to Federal Energy Repulatory Commission open-access rules. Although many of
WAPA's large customers have self-generation backup facilities, WAPA is the primary source of power
for most of the leading power users on the U.S. Virgin Islands. The authority has experienced steady
compound annual growth in kXWh electricity sales (3% during the past five years), which has been led
by growth in the large power and residential sectors. However, the authority operates in a imited,
tourism-concentrated economy that affects its markets and demand growth. WAPA's leading
nongoverniment customers are hotels. Due to sustained high rates, coinciding with relatively high world
oil prices, WAPA officials expect some elasticity in demand, and are thus projecting modest 1% load
growth in their forecast.

Legal provisions for the subordinate-lien are weaker than the senior-lien. The rate covenant, for
example, requires coverage by net revenues to be 1.25x senior-lien debt service, while maximum
subordinate-lien debt service coverage needs to be just 1.15x. Similarly, additional parity subordinate-
lien bonds may be issued if coverage on existing and proposed subordinate-lien debt is 1x, whereas
1.25x coverage is required for additional senior-lien bonds. WAPA's debt service has historically been,
and is projected to rerain, well above these indenture coverages.

Outlook

The stable outiook on both the senior- and subordinate-lien debt reflects WAPA's ability to maintain a
stable financial profile while making progress on its capital program, If fuel recovery is hampered by
sustained high prices or by the PSC, and financial margins are materially lower than forecast, the
ratings—especially for the subordinate-lien debt—may be lowered. The authority’s regulatory oversight
and limited, tourism-based economy will likely limit the rating to the ‘BBB’ category.

Liguidity

WAPA's liquidity is weak and collections are stow. WAPA's liquidity improved in fiscal 2005, with 29
days’ cash on hand, compared with 14 days in fiscal 2003; liquidity slipped to 19 days, however, in
fiscal 2006. In addition, the ratio of accounts receivable to revenues was a high 10.6% at fiscal year-
end 2006, an improvement from 15.3% in fiscal 2003. WAPA also has lines of credit for the electric
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systermn with Banco Popular and First Bank for $25 million, which expire in October 2008. Currently,
the bank line has been fully tapped. WAPA plans to use a portion of bond proceeds to restore $10
million of the bank line of credit. In addition, as of fiscal year-end 2006, WAPA had restricted cash of
about $6.3 million, not including funds allocated to future construction, which is available to
bondholders in the event of liquidity problems.

Business Profile

WAPA's business risk profile is satisfactory (‘6" on a scale of ‘1’ to ‘10", where “1’ represents the lowest
risk). Unlike many of its peers in the public power sector, WAPA is not free to set its own rates, as rate
increases are subject to approval by the Virgin Islands Public Services Commission (PSC). An additional
factor in rate setting is the pressure to limit base rate increases, given the high level of fuel adjustment
charge, caused by high global oil prices.

WAPA's physical isolation from the mainland U.S. and lack of practical competitors is a key factor
in its business profite. However, the score also reflects WAPA's dependence on the PSC for rate
recovery and the fact that its customer base is significantly concentrated among its leading customers.
In addition, WAPA has embarked on a large capital program, which will likely lead to improved
system reliability and energy efficiency, but is subject to the financial risks associated with increased
fixed costs.

Reguiation

WAPA seems to have an average relationship with the PSC, which has regulated WAPA's rates since
1971. In April 2004, WAPA petitioned the PSC for a 5% base rate reduction, due to higher-than-
expected net system revenues and.ﬁnancing costs that were lower than originally forecast. After the
base rate increase in April 2003, the PSC increased its level of oversight by having an independent
consultant review the construction process and measure the effectiveness of the projects once they are
completed. Of particular concern to the PSC is the frequency and duration of cutages. However, there
are no historical statistics avatlable for review; there are also no new plans to measure systemn reliability
in the near term because WAPA does not have the equipment to measure the duration and frequency of
custormer outages.

In addition, the PSC has proven reluctant to pass through WAPA's increasing fuel cost, due to higher
oil prices, over a short time frame. For example, WAPA's deferred fuel balance increased from less than
$1 million in fiscal 2002 to more than $10 million in fiscal 2003 and $19 million in 2006. Currently,
WAPA expects to amortize the remaining deferred fuel costs by fiscal year-end 2008. However, the rate
increase changes are still subject to a review by the PSC every six months.

WAPA's revenues consist of base rates, surcharges, and LEAC revenues. The LEAC allows WAPA to
pass fuel costs on to customers. In addition, WAPA collects a variety of surcharges in its rates, which
allow WAPA to collect revenues for specific expenses. For example, these surcharges include payments
in lieu of taxes and the self-insurance surcharge, which is required to maintain Federal Emergency
Management Agency (FEMA) support for WAPA. In May 2007, the PSC approved a 2.2-mill
surcharge to cover debt service on the new heat recovery steam generator, which will be funded with
proceeds of the 2007A subordinate-len bonds.

The PSC consists of nine members, seven with voting rights and two nonvoting. All members are
appointed by the governor with legislature consent and serve three-year terms, which can be extended
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by the governor. PSC mermbership is a part-time position; the PSC uses outside consultants to assist in
reviewing WAPA's operations, as there is minimal full-time staff with industry expertise.

Markets

The U.S. Virgin Islands are an unincorporated territory of the U.S. The islands include St. Croix, 5St.
Thomas, and St. John. The islands are located in the North Atlantic Ocean in the Caribbean Sea,
approximately 60 miles east of Puerto Rico. St. Croix is the largest of the islands, with an area of 84
square miles. It has two main urban centers, Christiansted and Frederiksted. 5t. Thomas is 32 square
miles and has one urban center, Charlotte Amalie. St. John is 20 square miles. About two-thirds of St.
John is preserved as the Virgin Islands National Park.

Average education levels in the Virgin Islands are lower than they are in the mainland U.S., with only
6096 of citizens attaining a high school degree or better, compared with 80% in the U.S. The
population of the Virgin Islands has grown steadily over the past 25 years, to about 112,128 in 2005
from 96,569 in 1990, representing an increase of 16%. Gross territorial product has expanded
consistently over the past five years, averaging 3.6%6 annually to $2.7 billion in 2005.

Excluding the petroleum industry, WAPA generates and distributes virtually all of the eleciric power
consumed in the USVI, serving about 53,000 customers. Compounded annual load growth over the
past five years was 396, led by the large power and residential sectors. Over the next five years, load
growth is conservatively projected at 0.5%-1.0% per year, as high rates are factored in. Its leading
customer is the government of the Virgin Islands; however, each government agency is billed
separately. Virgin Islands governmental entities account for about 12% of sales. The leading
nongovernment customers are mainly hotels and resorts; they are included in the large power customer
classification, which totaled 47% of revenues in fiscal 2006. WAPA also has a stable residential base,
which accounted for 3596 of revenues in fiscal 2006. The commercial sector plays a smaller role,
contributing 1796 of system sales.

Tourism

The economy of the islands is centered on tourism, oil refining, and rum production. In recent years,
the local economy has experienced a steady recovery after years of lagging growth and economic
decline in the 1990s, partly due to a series of hurricanes that struck the islands. From 2001 to 2005,
annual visitor expenditures increased nearly 21% to $1.5 billion from $1.2 billion. Hotel occupancy
rates have also increased, to 64% in 2005 from about 57% in 2001. Employment growth remains
healthy, averaging 1.2% annually over the past five years. Unemployment rates are higher than the U.S.
average, at 7.196 in 2005, but compare favorably with unemployment rates in other Caribbean issuers,
including Puerto Rico. Despite the recent trend of consistent improvement, the islands’ economy
maintains siructural limitations. With a population of 112,128 and total estimated gross territorial
product (GTF} of $2.76 billion in 2005, the local economy is small and remains vulnerable to a decline
in tourism or energy prices, and the adverse effects of weather-related events. In addition, per capita
personal income remains low, at just 54% of the U.S. average.

Private sector employment is fueled by tourism and related services. Most of the jobs are in the
service and trade sectors. About 60% of GTP and 30% of employment are tourism related. The
rebound in tourism that began in 2004 continued through the first quarter of 2005. Both visitor
arrivals and cruise ship arrivals have surpassed the levels they reached before Sept. 11, 2001. Total
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visitor arrivals are expected to exceed 2.6 million this year. For the first quarter of 2005, flight seats
were up 14.196, the number of air visitors increased by 13.6%, and cruise ship passenger arrivals
increased by 2.8%. A weak dollar is expected to continue to attract international tourists.

The government employs 29% of the labor force and is the single leading element of the economy.
Both the territorial government and the federal government are the main employers on all three islands.
The government’s perpetual fiscal problems present a downside risk to the economy in that curbing
government spending could lead to a significantly weakened economy. Per capita income and median
household income are significantly lower than U.S. averages. Per capita income is just 54% of the U.5.
level.

Growth in private sector employment has been the main driver of the istands’ recent econcmic
growth. Private sector employment now accounts for approximately 70% of total employment. Most
of the jobs are in the service and trade sectors. About half of GTP and 309 of employment are
tourism-related. Both totat visitor arrivals and cruise ship passenger arrivals have surpassed the levels
they reached before Sept. 11, 2001. In 2005, total visitor arrivals exceeded 2.6 million, and were up
8.7% from 2000. Since 2001, the number of air visitors has increased nearly 50%, and cruise ship
passenger arrivals have increased 1.3%. Approximately 769 of tourists come from the U.S. mainland.

The leading private employers in the island are led by Hovensa LLC. Hovensa operates the third-
leading oil refinery in the western hemisphere, and employs about 1,200 workers and about 800
contractors {roughly 5% of the labor force). Other leading employers in the island include hotels,
resorts, and construction companies. Manufacturing is concentrated in St. Croix, which has space for
industrial development. Manufacturing is focused primarily on the petroleumn-refining industry and a

set of small pharmaceutical, electronics, and assembly businesses.

Operations
The power systemn consists of two separate systems: an interconnected system between St. Thomas and
St. John and a stand-alone system on St. Croix with an aggregate capacity of 320 MW. The 199 MW
of generating capacity for the St. Thomas-St. John system consists of nine oil-fired units, with the
largest at a rated capacity of 39 MW. All but three of the units are at least 20 years old. The 120 MW
of generating capacity for the St. Croix system consists of six oil-fired units, with the largest at a rated
capacity of 24 MW. Two of the smaller steam units are more than 30 years old, but the other four
units were placed in service in the 1980s and 1990s. The two newest units, totaling about 48 MW, are
combustion turbines placed in service in 1994. The series 2007A subordinate-lien bonds wili fund a
variety of improvements to the systermn; one particularly important improvement, from a fuel efficiency
standpoint, is the installation of a heat-recovery steam generator. Another such generator is expected in
the five-year capital improvement plan (CIP), to be funded by a future debt issuance. The generating
system is subject to operational constraints imposed by the need to produce steam for electric
generation and water production. WAPA's desalination units use the steam to provide the Virgin
Islands with most of its potable water. Therefore, the units are not necessarily dispatched on an
economic basis, but on the utility’s need to produce steam, which adds to fuel and operating costs. The
installation of the heat-recovery steam generator is expected to produce annual savings of
approximately $ 10 million.

WAPA's level seasonal demand and evenly distributed sector loads cause a high annual system load
factor of about 78%. While this contributes to operating efficiencies, when combined with its healthy
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load growth, it is actually a constraining factor. For example, plant rehabilitation can be difficult to
accomplish due to the lack of shoulder months. Also, reserve margins have to be high, relative to
interconnected systems, to compensate for the balanced loads and WAPA's physical isolation from
other sources of generation. Reserve margins for both subsystems are adequate, and set to withstand a
loss of the two leading generating units of each system, which is about 60 MW for the St. Thomas-St.
John system and about 48 MW for the St. Croix system.

The transmission and distribution system is vulnerable to hurricane activity. However, the systems
are fairly new, given that the predominantly overhead system had to be replaced due to damage caused
by Hurricane Hugo in 1989. Damage was so extensive that it took three to four months before service

was fully restored to customers.

Fuel

All of WAPA's generating units are fueled by oil. Changes in WAPA's fuel costs are directly passed on
to customers via a LEAC on a six-month basis, which should insulate coverage margins from wide
swings. In times of highly fluctuating oil prices, WAPA can request rate relief through an increase in the
fuel price charged in rated from the PSC on an emergency basis. However, the rate increase changes are
still subject to a review by the PSC every six months.

Systern electricity prices can vary significantly, depending on the price of ofl, and were very high in
2005 and 20086. To date, WAPA has taken minimat steps to reduce its reliance on oil, which include an
evaluation of various renewable fuel projects. However, WAPA has begun to hedge its exposure to oil
prices via a PSC-approved hedging program. The goal of the program is to diminish fuel cost volatility
and the resulting rates charged to customers. To date, WAPA has entered a collar for a small portion of

+its ofl usage, and wilt continue to explore hedging options going forward.

WAPA purchases all of its fuel ofl from Hovensa LLC (BBB/Stable), a petroleum refinery on St.
Croix. Hovensa is a joint venture between the Amerada Hess Corp. subsidiary Hess Qil Virgin Islands
Corp. (BBB-/Stable) and Petroleos de Venezuela SA (B/Stable). Hovensa is required to meet WAPA's
fuel needs and those of the Virgin Islands through 2022. Hovensa is required to sell oil to WAPA at the
lower of Hovensa's average landed monthly crude oil costs or the published Exxon New York
Contract Cargo prices per barrel, less $2 per barrel. However, WAPA can purchase oil from other

sources if the alternative price is lower than Hovensa's.

Competitive Position

Cogeneration does not represent a significant rating concerni. WAPA's remoteness, which contributes
to some operational restrictions, somewhat mitigates the risk of losing industrial customers to
alternative power suppliers. However, there are a few commercial entities that seif generate, so
expansion, particularly in the industrial sector, could be vulnerable to some competition. While most of
the large hotels have on-site backup generation facilities, just a few of them self-generate as a primary
source of electricity. However, sustained high oil prices, combined with improving self-generation
technology, could pose an increasing risk over time. WAPA's electric rates are competitive, compared
with its peers. Although the cost of electricity is generally higher in the Virgin Islands than on the
mainland U.S., costs are generally lower than they are in other Caribbean islands and countries.
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Management

A nine-member board governs WAPA. Six are nongovernmental members, appointed by the governor
with legislative consent, who serve three-year terms. The other three are appointed from executive level
governmental positions by the governor and serve for terms set by the governor. WAPA was created in
1964 to supply all the electric and water needs of the U.S. Virgin Islands. As such, it can charge and
collect reasonable rates for the use of its facilities and for services rendered. WAPA's rates are subject to
regulation and approval by the PSC.

WAPA operates the electric systemn and water system as separate businesses, maintaining separate
accounts and financial statements. The two systerns are also separately financed, with revenues from
the electric system being pledged to the repayment of electric system indebtedness and revenues from
the water system being pledged to the repayment of water system indebtedness. However, the two
systems share common administrative and operating personnel. Most of the common costs are first
incurred by the electric systemn, which then bills the water system for its share. In addition, the two
systems share dual-purpose plants for the production of electricity and water; expenses for these
facilities are allocated based on a PSC-approved independent engineering study,

WAPA's executive director, who manages the daily operations, recently announced his retirement
effective May 31, 2007. WAPA''s current CFO, Nellon Bowry, has been appointed as interim executive

director until a successor is named.

Financial Profile

From a cash flow perspective, WAPA's finances are adequate. Coverage of electric revenue bonds and
WAPA's line of credit has consistently exceeded 1.75x through fiscal 2006. WAPA's projected debt
service coverage ratios should remain sound at about 1.5x to 1.6x over the next five years, taking into
consideration the 2007 new money bonds and future bond issues in 2009 and 201 1. WAPA expects to
subrnit a rate case to the PSC later in 2007, to be effective in either late fiscal 2008 or at the beginning
of fiscal 2009, to offset the rising debt service.

Accounts receivable remain a concern, with accounts receivable as of June 30, 2006, increasing to
$25.8 million, or 39% of operating revenues. Liquidity is adequate when including bank lines of credit.
Days’ cash and investments (unrestricted) are a low 19 days as of June 30, 2006, but are about 30 days
when including other available liquidity on the balance sheet. A $25 million bank line has been fully
tapped, but will be partially restored with a portion of the series 2007A subordinate-lien bond
proceeds. Despite an assumed base rate increase, WAPA's revenues are projected to grow 0.7%
annually through fiscal 2011, due to elasticity of demand, and through a lower fuel charge passed
through to customers, given WAPA's expected lower oil usage with the installation of more efficient

generation equipment.

Legal Provisions Under A New Indenture

WAPA's electric revenue bonds are secured by a first lien on electric system net revenues. The system
rate covenant calls for WAPA to maintain rates equal to at least 125% of the next year's debt service.
Historically, this level has been more than 1.8x. By strategic plan and agreement with the PSC, WAPA
seeks to maintain coverage in excess of 1.75x. A bond reserve account is maintained that approximates
one year's debt service. In addition, payments in lieu of taxes are subordinate to debt payments, as
stated in the bond resolution and in accordance to an agreement with the government. A change in the
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agreement would require legislative approval. Additional debt may be issued on a subordinate-lien
basis while meeting a 1.00x coverage test; 1.25x coverage was required under the original indenture.
WAPA's ability to issue long-term debt is capped by governmental statute at $350 million for the

aggregate water and electric system.

Ratings Detail (As Of 29-May-2007)

Bk

Many fssues are enhanced oy bond insurarce.
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Fitch Rates Virgin Islands Water & Power Authority 2007A & 2008A 'BBB’; Outlook Stable Ratings
25 May 2007 11:38 AM (EDT)

Fitch Ratings-New York-25 May 2007: Fitch Ratings assigns a 'BBB' rating to the Virgin Islands Water and Power Authority
(WAPA) $15.3 million electric system revenue refunding bonds, series 2007A and $26 million electric system revenue refunding
bonds series, 2008A (forward delivery). In addition, Fitch assigns a 'BBB-' rating to WAPA's $58.5 miillion electric system
subordinated revenue bonds, series 2007B. Fitch affirms the 'BBB' rating on WAPA's cutstanding senior electric system revenue
bonds. The Rating Watch Negative is removed; the Rating Outlook is Stable. Both series are expected to be insured and will
price during the week of June 6, 2007 with Citi as sole manager.

Proceeds from the 2007A issuance will advance refund a portion of WAPA's ouistanding series 1998 bonds. Proceeds from the
2007B issuance will fund system upgrades and expansions, including the installation of a waste heat recovery boiler (WHRB) on
8t Croix on Units 16 and 20, and will pay down a portion of WAPA's line of credit {$10 million) used for capital additions. Once
constructed, the WHRB is expected to improve WAPA's overall operaticnal efficiency and generate $10 million in annual fuet
savings (assuming that oil prices remain above $60 per barrel).

Key credit factors include:

Strengths

--Historically sound financial performance;

--tmproved Island economy and the government's fiscal palicies (general obligation (GO) - Rated 'BBB-");
~-Autonomy from Virgin Istand Government;

--Improved willingness of the Public Service Commission fo provide timely recovery of fuel costs.

Concerns
~~-Tourism- based economy;

{ xposure to oil as sole fuel source;

" WAPA's relationship with the government and PSC while improved remains a key credit factor;
—Weather event (hurricanes) can disrupt service.

Fitch placed WAPA on Watch Negative on July 19, 2004, due to the potentially adverse credit impact of rising oil prices, an issue
compounded by a Public Service Commission (PSC) decision to delay WAPA's recovery of fuel expenses (over 2 years), and
concerns that this cost pressure could put increased pressure on the government's ability to meet its WAPA cbligations. Since
then, the PSC has taken explicit action io help WAPA address this uncertainty, primarily, by authorizing WAPA tfo recover its fuel
expenses in its rates on a timelier basis while recovering its deferred costs over two years. At present, WAPA has recovered
most if its deferrals and the PSG returned WAPA's fuel recovery to the historical six-month true-up (LEAC). Consequently, Fitch
believes that WAPA's financial performance has stabilized and is supportive of the rating.

The Electric System Subordinate Bond Resolution has been established to preserve the senior lien minimum debt service
coverage target of 1.75 times (x), provide WAPA with the financial flexibility to fund its capital plan prior to submitting a rate case
o the PSC and offered investors with adequate debt service coverage of at least 1.50x on the subordinate bonds (PSC
approved). The subordinate lien structure is not anticipated to materially affect the margins available for the general resolution
bonds (senior bonds) or the 'BBB' rating. Given material differences between the senior and subordinate lien coverage levels,
security provisions, and considering that WAPA is regulated by the PSC and does not have the ability to raise base rates
quickly, Fitch feels a notching in ratings is warranted. It should also be noted that the senior lien and the subordinate lien remain
open, and that while WAPA does not have current plans for addition debt in the near term, it is highly likely that given
management's plans to improve its aging generation fleet, which has been historically dependable, that they will need {o access
the bond market in about five years.

WAPA's financial projections anticipate a $7 million rate increase in 2010. As a result, for the five year period of 2007 through
2011, projected senior debt service coverage ranges between 1.70x to 2.28x, combined senior and subordinate coverage
ranges between 1.55x to 1.88x, and combined coverage including WAPA's LOC is between 1.41x to 1.81x. WAPA's ability 1o
mest or exceed its current financial coverage (both senior and subordinate) and liquidity targets will remain essential to

) K intaining its credit ratings.

WAPA is the primary electricity provider for the U.S. Virgin Islands. WAPA's power system serves approximately 50,000

customers with sales consisting of 33% residential, 20% commercial, 43% industrial, and 4% other.

Contact: Karl Pfeil +1-212-908-0516 or Alan Spen +1-212-908-0594, New York.
http:/fwww fitchratings.com/creditdesk/press_releases/detail.cfim?print=1&pr id=356137 5/30/2007
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Media Relations: Cindy Stoller, New York, Tel: +1 212 908 0526.

Fitch's rating definitions and the terms of use of such ratings are available on the agency's public site, ‘www.fitchratings.com’.
Published ratings, criteria and methodologies are available from this site, at all times. Fitch's code of conduct, confidentiality,
ronflicts of interest, affiliate firewall, compliance and other relevant policies and procedures are also available from the 'Code of

{  nduct section of this site.
A Copyright © 2007 by Fitch, Inc., Fitch Rafings Ltd. and its subsidiaries.

http:/fwww.fitchratings.com/creditdesk/press_releases/detail.cfm?print=1&pr_id=356137 5/30/2007
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