
S&P changes in criteria downgrades bonds across the nation, 
including Guam 
 
Dec. 27, 2018

 A new criteria has caused a downgrade in Guam bonds along with other state and local 
governments across the nation.

On October 22, 2018, Standard & Poor’s Global Ratings (S&P) announced that they were going 
to change the criteria for rating priority-lien tax revenue debt issued by U.S. municipal 
governments where the pledged revenue stream was typically treated as limited obligations.  
The new methodology for evaluating these credits, previously treated as stand-alone credits, 
would now be linked to the “Obligor’s Creditworthiness”.  They further announced that this 
new criteria would affect over 800 different bond credits in the market.

Jay Rojas, GEDA’s Chief Executive Officer and Administrator, expressed disappointment in S&P’s 
new criteria, which negatively impacted Guam’s ratings in spite of the government’s efforts to 
reduce the deficit and improve transparency: “We question the reliability of this new ratings 
criteria as what was once seen as a financially strong credit has been reclassified based on 
their new criteria.”

S&P reviewed the affected Guam credits and took the following action:
·      GovGuam Limited Obligation (Section 30) Bond rating lowered from “BBB+” to “BB”
·      Hotel Occupancy Tax (HOT) Revenue Bond credit lowered from “A-” to “BB”
·      Business Privilege Tax (Bond) credit lowered from “A” to “BB”

The reports state that although coverage and liquidity of these individual credits are very 
strong, S&P believes the “pledged revenues could have exposure to operating risk of the 
government in the event of a distress situation” by the Government of Guam.

“Although they recognize our improving economic activity and strong tourism industry, they 
are still concerned about the Governments ability to fully fund all its operational needs and 
required reserves,” Rojas stated.

 



This extreme drop in credit has frustrated many municipalities and caused confusion for 
investors.  A number of municipal governments’ credits were lowered — some by up to 5 
steps.  Illinois’s sales-tax bonds were downgraded from “AA-“ to a “BBB-”.

Since the housing crisis occurred almost 10 years ago — in part because credit rating agencies 
such as S&P gave high investment grade ratings to mortgaged-backed securities that eventually 
turned into junk bonds — ratings criteria have seen a number of changes. 

The new rating will not have any immediate affects on Guam’s outstanding HOT, Section 30 or 
BPT bonds as those bond interest rates were locked in at the time of the sale.  The new rating 
will only affect future borrowing efforts pledged by these revenues by the Government of 
Guam.

What can we do to improve the ratings?

Because the ratings are tied to the General Government, it is recommended that our leaders 
take a consolidated effort to strengthen the core of the government.  This includes 
commitments to pay off the deficit, creating necessary reserves to insulate the government 
from revenue shortfalls or deficits, continue to pay down debt and to fund future CIP’s.

We ask for the patience of the people of Guam as we continue to strive for financial stability for 
the Government of Guam.
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Guam SALESTAX

Long Term Rating BB/Stable Downgraded

Guam SALESTAX

Long Term Rating BB/Stable Downgraded

Rationale

S&P Global Ratings lowered its long-term rating to 'BB' from 'A' on the Government of Guam's (GovGuam) series

2011A, 2012B, and 2015D business privilege tax (BPT) bonds upon implementation of our recently released

priority-lien tax revenue debt criteria. The outlook is stable.

The downgrade follows the application of our "Priority-Lien Tax Revenue Debt" criteria, published Oct. 22, 2018,

which factors in both the strength and stability of the pledged revenues, as well as the general creditworthiness of the

territory as issuing obligor. The priority-lien rating on the bonds is limited to one notch above our view of the

Government of Guam's creditworthiness (general obligation [GO] rating: BB-/Stable) and is constrained from going

higher unless there is an improvement in the GO rating on the government. In our view, the bonds do not benefit from

limited scope of operations or extraordinary expenditure flexibility of the obligated entity, despite very strong revenue

coverage of debt service, while we believe pledged revenues could have exposure to the government's operating risk

in the event of a distress situation. Should we raise the GO rating on the territory, we could potentially raise the rating

on the revenue bonds. Likewise, should we lower the GO rating on the territory, we could potentially lower the rating

on the revenue bonds.

The rating action affects $736.4 million in BPT bonds.

Key rating considerations with regard to GovGuam's general creditworthiness include a long history of sizable general

fund imbalances, an extremely high debt burden, limited financial flexibility, weak liquidity, and narrow economic

base, although improving economic activity and generally positive tourism trends partly offset these. For more

information with regard to GovGuam's general creditworthiness, please see our report published on Sept. 7, 2018.

The bonds are limited obligations of Guam payable solely from and secured by revenue from three percentage points'

worth of the total 5% (60% of total BPT revenue) BPT levy on goods, services, and the sale of tangible property

(among other inclusions) on Guam. Bond provisions include what we consider a very strong parity additional bonds

test (ABT) requiring 3x historical revenue coverage of maximum annual debt service (MADS) on issued and proposed

bonds. Debt service payments have a first lien on revenue, and there is no debt service reserve fund.

BPT revenue appears in Guam's financial statements within the general fund. BPT payments are made through the

postal service, directly at the Department of Revenue and Taxation's (DRT) offices, with the treasurer of Guam, or
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online. Pledged BPT revenue is held in a special revenue fund of the treasury once collected, and is not deposited into

the general fund unless the minimum monthly deposit amounts into the bond fund are satisfied. On or before the 25th

of each month, one-sixth of the next interest payment and one-12th of the next principal payment is deposited into the

bond fund. The deposits are accelerated by three months so that 100% of debt service payments is on deposit three

months prior to debt service payment dates. In case pledged BPT revenue exceeds what is needed to satisfy debt

service requirements, the surplus is available for general fund purposes. Bondholders have a first-priority perfected

security interest in such revenue, to the extent that it is required for debt service payments.

The rating reflects our view of:

• A senior pledge of revenue generated from 3% of the gross 5% BPT levy on business receipts--which makes up

about one-third of Guam's general fund revenue--and collected by the DRT;

• Strong bond provisions, including a 3.0x historical revenue ABT, with debt service coverage (DSC) of MADS of 3.1x

in audited fiscal 2017 and 3.2x in unaudited fiscal 2018; and

• Good growth in recent years in BPT revenue, which we believe will improve given the ongoing military buildup on

the island, improving economic growth, and generally positive tourism trends.

Economic fundamentals: Weak

Guam (with an estimated population of 162,896 as of 2017) is the westernmost territory of the U.S., and the island

encompasses 212 square miles. Guam's economic activity is largely based on tourism and military spending. Because

of this, many of the government's economic development initiatives focus on these pillars, especially tourism. Hotel

property owners have invested substantially in hotel renovations and expansions in recent years, with more than 600

new rooms available compared with five years ago. Airline enplanements hit an all-time high of 1.86 million in fiscal

2017, and new airlines are serving additional markets, including China and South Korea, from which management

anticipates continued growth. This has helped offset the weakening tourism trends from Japan, where airlines have

reduced service, although some service has been recently restored.

Visitor arrivals to Guam totaled a record 1.56 million in fiscal 2017, up 3.2%, and Guam achieved its second-best fiscal

year in 2018 with 1.52 million visitors. The decline in fiscal 2018 was partly due to the challenges presented by the

threat of a missile strike from North Korea in the first quarter of the fiscal year. Visitor trends have been strong in

recent years partly as a result of strong attendance at several locally hosted conventions and festivals, but also as a

result of continued growth in the Korean visitor market (which has mitigated a shrinking Japan market). Visitor arrivals

by country continue to diversify and South Korea now has nearly the same market share as Japan at 42% of the visitor

market compared with Japan's 43%. This represents a major shift, as Japan had 50% of the visitor market share in

fiscal 2016 and 78% in fiscal 2004 compared with Korea's 8%. Visitor arrivals from Korea grew 25% in fiscal 2017 to

649,400 after 35% growth in fiscal 2016 and 31% growth in fiscal 2015. While tourism diversification has its merits, we

continue to view the decline in visitors from Japan in recent years as a credit risk given the importance of that market

to Guam. Guam is marketing itself for continued tourism growth and is promoting its Tourism 2020 Plan, with a goal to

add rooms to support increased visitors and activity related to the military buildup. Japan visitor arrivals have shown

signs of a rebound, up 25% in October 2018 versus October 2017.

The U.S. military buildup on Guam is gaining considerable momentum, which we view positively. Approximately 4,700
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active duty personnel, along with family members, support and civilian staff, vendors, and suppliers, are relocating to

Guam from Okinawa, Japan (although down from the originally proposed 9,000). What was once estimated at a $15.0

billion economic impact is now estimated at $8.7 billion. Nevertheless, nine projects have now been completed, valued

at $510 million, with eight projects awarded and under construction totaling $495 million. The National Defense

Authorization Act for Fiscal 2019 was signed into law in August 2018, authorizing $449 million for Guam, and the

denial of H-2B visas to foreign construction workers has been resolved, paving the way for heightened activity. A

13-year period (revised from seven years) of moderate construction followed by a gradual phase-out is planned.

Recent economic trends show improvement, but Guam's economic base is concentrated and the island's lack of

economic diversity is an area of exposure. In addition, we believe that the island's small geography (it is one-seventh

the size of the smallest of the 50 states, Rhode Island), remote location, and limited population base make it especially

susceptible to financial and economic volatility. Nevertheless, we see diversity in the pledged BPT revenue, as

discussed below.

Coverage and liquidity: Very strong

The BPT rate has historically been 4% except for the period from 2003 through 2004, when it was increased to 6%,

and since April 1, 2018, when it was indefinitely increased to 5%. The government has complete authority to increase

the tax rate as it deems necessary, but may neither reduce the 3% pledged portion nor eliminate the transaction

categories to which the pledged portion applies. Each taxpayer that is subject to the BPT levy must file a return and

make its required payment by the 20th of the following month, or else pay a 5% late fee plus interest on the unpaid

portion. Taxpayers have an incentive to keep current on BPT payments in that annual business license renewal

requires one to be current on all taxes due. Delinquencies are typically around 5%, as reported by the government.

Overall BPT revenue (the full levy portion) totaled $267 million in unaudited fiscal 2018, up 14% versus $234 million in

audited fiscal 2017, with fiscal 2017 BPT revenue virtually flat. The increase in BPT revenue in fiscal 2018 was largely

due to the increase in the BPT rate to 5% from 4% (although the 3% portion remains the pledge) that took effect on

April 1, 2018 and will remain in effect indefinitely. The compound annual growth rate in BPT revenue has been 3.2%

since 1990 (through 2018), or 5.2% since the low of $119.3 million in 2002. Using fiscal 2017 audited pledged BPT

revenue (three percentage points of the levy) of $176 million, MADS coverage is 3.1x--very strong, in our view. Using

unaudited fiscal 2018 and projected fiscal 2019 pledged BPT revenue of $178 million and $187 million respectively,

MADS coverage is 3.2x and 3.3x, respectively.

According to data on BPT revenue since 1990, the maximum decline in any given year was 13% (1999, 2002, and

2005), with the maximum increase 31% (1991). The years with the most severe downturns in BPT revenue collections

include the 13.4% decline in 1999 resulting from the Asian financial crisis, the 13.1% decline in 2002 stemming from

two typhoons and the events of Sept. 11, 2001, and the 12.6% decline in 2005 related to the lowering of the BPT tax

rate to 4% after it held at 6% from April 2003 through April 2004. BPT revenue is moderately concentrated by sector,

according to fiscal 2017 data, with retail representing 43%, followed by service (25%) and construction (11%).

However, the leading 10 BPT accounts represented a diverse 15% of BPT revenue in 2017. In our view, the island's

isolation and lack of competing BPT producers in nearby jurisdictions somewhat mitigate the sector and taxpayer

concentration. As opposed to a U.S. state, Guam cannot undergo sales tax leakage as a result of people crossing its

borders to another state. As with BPT revenue, visitor trends have been positive, helping to spur on-island spending.
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Despite potential occasional fluctuations in BPT revenue, we anticipate that MADS coverage will remain strong. Using

the low point in BPT revenue from 1991 through 2017 of $119 million (2002), MADS coverage would have been 1.6x.

We believe that the island's exposure to weather- and economy-related events poses some risk to BPT revenue. For

example, BPT revenue fell 35% during the 1997-2002 period because of various events. Guam's BPT revenue is also, in

our view, somewhat exposed to the global economic climate--specifically in Japan and Korea, which together account

for 85% of total visitors to the island--and exchange rate risk. Despite this exposure, the 3x ABT provides substantial

credit cushion.

Revenue volatility: moderate

We assess the volatility of revenue to determine the likelihood of the availability of revenue during different economic

cycles. We have two levels of volatility assessment: macro and micro.

Our macro volatility assessment begins with an assessment of the historical volatility of the economic activity being

taxed, and includes an analysis of societal, demographic, political, and other factors that could affect these activities.

To inform our expectations of volatility, we use the variance of national economic activity that we believe most closely

represents the taxing base over multiple economic cycles. To determine our view of the volatility of BPT, we used total

retail and food service sales from the U.S. Census Bureau, which we assess as low.

Our micro volatility assessment of the territory's volatility of business privilege taxes is moderate and takes into

account structural features, include a 3x historical ABT, offset by exposure to global economic, terrorism-related,

epidemic, and weather-related events, which has significantly impaired BPT revenue in some years--including three

years when revenue declined by at least 12% (1999, 2002, and 2005).

Obligor linkage: close

Because the government collects the pledged revenues, we view the rating on the revenue bonds as linked to Guam's

creditworthiness. In our establishment of a one-notch upward limitation on the revenue bond rating compared with the

GO rating on the territory, we factored in our view that the government provides critical public services into our

analysis. While we consider the legal restrictions on the use of pledged revenues and the flow of funds as providing

some uplift, in our view, the collection and distribution of pledged revenues by the government itself exposes the

revenues to operating risk. For this reason, under our priority-lien criteria, we consider the linkage between the

priority-lien pledge and government close.

Outlook

The stable outlook reflects that of the GO rating on Gov Guam. The stable outlook reflects our anticipation that, during

the next two years, the government will exercise fiscal discipline and control spending it deems necessary to better

align revenue with expenditures and improve cash flow, especially given a reduced revenue outlook, rising debt

service requirements, and uncertain revenue growth.

Upside scenario

We could raise the ratings if the government is able to materially reduce the deficit position in its total and unassigned

fund balance without the use of bond proceeds or other sources we deem nonrecurring or nonstructural, or if it
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consistently exceeds its financial forecast.

Downside scenario

We could lower the ratings if economic trends worsen materially or other factors lead to inadequate financial

performance, including financial performance materially short of budgeted levels or the inability to meet cash flow

obligations, whether or not this includes debt service. If we were to raise or lower the GO rating on the territory, we

would in turn move our rating on the priority-lien debt, all else being equal.

Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors,

have specific meanings ascribed to them in our criteria, and should therefore be read in conjunction with such criteria.

Please see Ratings Criteria at www.standardandpoors.com for further information. Complete ratings information is

available to subscribers of RatingsDirect at www.capitaliq.com. All ratings affected by this rating action can be found

on S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search box located in the left

column.
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Guam MISCTAX

Long Term Rating BB/Stable Downgraded

Rationale

S&P Global Ratings lowered its long-term rating to 'BB' from 'A-' on the Government of Guam's (GovGuam) series

2011A hotel occupancy tax (HOT) revenue bonds upon the implementation of our priority-lien tax revenue debt

criteria, published Oct. 22, 2018. The outlook is stable.

The rating action reflects our view of the territory's general creditworthiness, which, under the new criteria, limits the

final ratings on priority-lien tax revenue debt. The priority lien rating on the bonds is limited to one notch above our

view of the Government of Guam's creditworthiness (general obligation rating [GO]: BB-/Stable) and is constrained

from going higher unless there is an improvement in the government's GO rating. In our view, the bonds do not benefit

from limited scope of operations or extraordinary expenditure flexibility of the obligated entity, despite very strong

revenue coverage of debt service, while we believe pledged revenues could have exposure to operating risk of the

government in the event of a distress situation. Should we raise the territory's GO rating, we could potentially raise the

rating on the revenue bonds. Likewise, should we lower the territory's GO rating, we could potentially lower the rating

on the revenue bonds.

The rating action affects $75.4 million in existing HOT revenue bonds.

Key rating considerations with regard to GovGuam's general creditworthiness include a long history of sizeable general

fund imbalances, an extremely high debt burden, limited financial flexibility, weak liquidity, and narrow economic

base, although partially offset by improving economic activity and generally positive tourism trends. For more

information with regard to GovGuam's general creditworthiness, please see our report published on Sept. 7, 2018 on

RatingsDirect.

The bonds are limited obligations of Guam, and are payable and secured by all or any part of the HOT revenue. Bond

provisions include a debt service reserve (DSR) funded at maximum annual debt service (MADS), a 1.25x rate

covenant, and what we consider a strong parity additional bonds test (ABT), requiring 1.8x historical revenue coverage

of MADS on issued and proposed bonds. Debt service payments have a first lien on revenue.

HOT revenue appears in Guam's financial statements in a special revenue fund, outside of the general fund. The Guam

Dept. of Revenue and Taxation (DRT) collects the HOT revenue, which is immediately pledged to bondholders (sent

directly on a monthly basis to the revenue fund held by the trustee). In case HOT revenue exceeds what is needed to

satisfy debt service requirements or replenish the reserve fund, the surplus goes toward the budget of the Guam

Visitors Bureau, and then to the Tourist Attraction Fund. In accordance with the authorization and indenture, the HOT
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revenue may not be (and historically has not been) commingled with general fund money. Bondholders have a

first-priority security interest in such revenue, to the extent that it is required for debt service payments or used to

replenish the reserve fund.

The rating reflects our view of:

• A senior pledge of gross HOT revenue from approximately 34 hotels on the island and collected by the DRT;

• Strong bond provisions, including a 1.25x rate covenant, a DSR funded at MADS, and a 1.8x historical revenue ABT,

although we believe that Guam is reasonably likely to issue parity bonds resulting in coverage erosion; and

• New hotel construction and ongoing or planned renovation projects at several hotels that will result in additional

room inventory to help meet rising demand.

Economic fundamentals: Weak

Guam, with an estimated population of 162,896 as of 2017, is the westernmost territory of the U.S., and the island

encompasses 212 square miles. Economic activity depends largely on tourism and military spending. Because of this,

many of the government's economic development initiatives focus on these pillars, especially tourism. Hotel property

owners have invested substantially in renovations and expansions in recent years, with more than 600 new rooms

available compared with five years ago. Airline enplanements hit an all-time high of 1.86 million in fiscal 2017, and

new airlines are serving additional markets, including China and South Korea, from which management anticipates

continued growth. This has helped offset the continued weakening tourism trends from Japan, where airlines have

reduced service, although some service has been recently restored. The hotel occupancy rate was 85% for 2017 and

2018; during peak months occupancy rates approach 100%, indicating the need to continue to increase room capacity.

The average room rate was $203 in 2017 and $210 in 2018, up significantly from $144 in 2011. While hotel rooms are

expanding, the leading 10 hotels are responsible for 57.8% of total room inventory in September 2018.

Visitor arrivals to Guam totaled a record 1.56 million in fiscal 2017, and Guam achieved its second-best fiscal year in

2018 with 1.52 million visitors. The decline in fiscal 2018 was partially due to the challenges presented by the threat of

a missile strike by North Korea in the first quarter of the fiscal year. Visitor trends have been strong in recent years

partly as a result of strong attendance at several locally hosted conventions and festivals, but also as a result of

continued growth in the Korean visitor market (which has mitigated a shrinking Japan market). Visitor arrivals by

country continue to diversify and South Korea now has nearly the same market share as Japan at 42% of the visitor

market compared with Japan's 43%. This represents a major shift, as Japan had 50% of the visitor market share in

fiscal 2016, and 78% in fiscal 2004 compared with Korea's 8%. Visitor arrivals from Korea grew 25% in fiscal 2017 to

649,400 after 35% growth in fiscal 2016 and 31% growth in fiscal 2015. While tourism diversification has its merits, we

continue to view the decline in visitors from Japan in recent years as a credit risk given the importance of that market

to Guam. Guam is marketing itself for continued tourism growth and promoting its Tourism 2020 Plan, with a goal to

add rooms to support increased visitors and activity related to the military buildup. Japan visitor arrivals have shown

signs of a rebound, up 25% in October 2018 versus October 2017.

The U.S. military buildup on Guam is gaining considerable momentum which we view positively. Approximately 4,700

active duty personnel, along with family members, support and civilian staff, vendors, and suppliers, are relocating to

Guam from Okinawa, Japan (although down from the originally proposed 9,000). What was once estimated at a $15.0
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billion economic impact is now estimated at $8.7 billion. Nevertheless, nine projects have now been completed, valued

at $510 million, with eight projects awarded and under construction totaling $495 million. The National Defense

Authorization Act for Fiscal 2019 was signed into law in August 2018, authorizing $449 million for Guam, and the

denial of H-2B visas to foreign construction workers has been resolved, paving the way for heightened activity. A

13-year period (revised from seven years) of moderate construction followed by a gradual phase-out is planned.

Recent economic trends show improvement, but Guam's economic base is concentrated and the island's lack of

economic diversity is an area of exposure. In addition, we believe that the island's small geography (it is one-seventh

the size of the smallest of the 50 states, Rhode Island), remote location, and limited population base make it especially

susceptible to financial and economic volatility.

Coverage and liquidity: Strong

Guam has collected and enforced the collection of HOT revenue for more than 40 years, and about 35 hotels are in

operation on the island, with a total room inventory of 9,244 as of September 2017.

The HOT rate has been 11% since April 1995. It has historically varied, but has been no less than 10% since 1972. The

government has complete authority to make changes, as it believes necessary, to the tax rate. The hotel visitor pays

HOT to the operator/owner of the hotel, and the DRT collects the taxes on or before the 20th of the month following

the month in which the sale occurred. The DRT imposes and enforces the tax under Chapter 30, Sections 30101-30106

of Title 11 of the Guam Annotated Code. The DRT is committed to aggressive enforcement of the collection of HOT,

with late payments subject to penalties. Hotels also have an incentive to pay the HOT, because hotels are subject to

gross receipt taxes that are net of HOT. In addition, for a hotel to be able to renew its business license each year, it

must have no HOT due.

Given audited fiscal 2017 HOT revenue of $44 million, up 20.3% from fiscal 2015, MADS coverage grew to 6.3x, which

we view as extraordinarily strong. Estimated HOT revenue for fiscal 2017 indicated an additional strong year of

growth, up 7.7% to $44 million, providing 6.3x MADS coverage. Where additional debt issuance could erode DSC,

given very strong DSC and limited room under the government's debt ceiling, we don't anticipate that Guam will issue

additional bonds to the fullest extent permitted by the 1.8x ABT.

Revenue volatility: Moderate

We assess the volatility of revenue to determine the likelihood of the availability of revenue during different economic

cycles. We have two levels of volatility assessment: macro and micro.

Our macro volatility assessment begins with an assessment of the historical volatility of the economic activity being

taxed, and includes an analysis of societal, demographic, political, and other factors that could affect these activities.

To inform our opinion on expectations of future volatility, we use the variance of national economic activity that we

believe most closely represents the taxing base over multiple economic cycles. To determine our view of the volatility

of hotel taxes, we used U.S. Census Bureau-provided estimated sales of U.S accommodation firms, which we assess as

moderate.

Our micro volatility assessment of the territory's moderate volatility of hotel tax revenue takes into account structural

features. These include a pledge to maintain a 1.25x rate covenant and micro volatility given exposure to global
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economic, terrorism-related, epidemic, and weather-related events (e.g., the Japanese earthquake and tsunami and

local typhoons), which have significantly impaired HOT revenue in previous years--including years when revenue

declined by at least 12% (2009) or by as much as 26% (2002).

Obligor linkage: Close

Because the government collects the pledged revenues, we view the rating on the revenue bonds as linked to Guam's

creditworthiness. In our establishment of a one-notch upward limitation on the revenue bond rating compared with the

GO rating on the territory, we factored our view that the government provides critical public services into our analysis.

While we consider the legal restrictions on the use of pledged revenues and the flow of funds as providing some uplift,

in our view, the collection and distribution of pledged revenues by the government itself exposes the revenues to

operating risk. For this reason, under our priority-lien criteria, we consider the linkage between the priority-lien pledge

and government close.

Outlook

The stable outlook reflects that of the GO rating on the Government of Guam. The stable outlook reflects our

anticipation that, during the next two years, the government will exercise fiscal discipline and control spending it

deems necessary to better align revenue with expenditures and improve cash flow, especially given a reduced revenue

outlook, rising debt service requirements, and uncertain revenue growth.

Upside scenario

We could raise the ratings if the government is able to materially reduce the deficit position in its total and unassigned

fund balance without the use of bond proceeds or other sources we deem nonrecurring or nonstructural, or if it

consistently exceeds its financial forecast.

Downside scenario

We could lower the ratings if economic trends worsen materially or other factors lead to inadequate financial

performance, including financial performance materially short of budgeted levels or the inability to meet cash flow

obligations, whether or not this includes debt service. If we were to raise or lower the GO rating on the territory, we

would in turn move our rating on the priority-lien debt, all else being equal.

Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors,

have specific meanings ascribed to them in our criteria, and should therefore be read in conjunction with such criteria.

Please see Ratings Criteria at www.standardandpoors.com for further information. Complete ratings information is

available to subscribers of RatingsDirect at www.capitaliq.com. All ratings affected by this rating action can be found

on S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search box located in the left

column.
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Credit Profile

Guam limited ob (sec 30) rev bnds ser 2016A due 12/01/2046

Long Term Rating BB/Stable Downgraded

Rationale

S&P Global Ratings lowered its long-term rating to 'BB' from 'BBB+' on the Government of Guam's (GovGuam) series

2016A limited obligation (Section 30) bonds upon the implementation of our recently released priority-lien tax revenue

debt criteria. The outlook on the series 2016A bonds is stable.

The downgrade follows the application of our Priority-Lien Tax Revenue Debt criteria published Oct. 22, 2018, which

factors in both the strength and stability of the pledged revenues, as well as the general creditworthiness of the

territory as issuing obligor. The priority-lien rating on the bonds is limited to one-notch above our view of the

Government of Guam's creditworthiness (general obligation rating [GO]: BB-/Stable) and is constrained from going

higher unless there is an improvement in the government's GO rating. In our view, the bonds do not benefit from

limited scope of operations or extraordinary expenditure flexibility of the obligated entity, despite strong revenue

coverage of debt service, while we believe pledged revenues could have exposure to operating risk of the government

in the event of a distress situation. Should we raise the territory's GO rating, we could potentially raise the rating on the

revenue bonds. Likewise, should we lower the territory's GO rating, we could potentially lower the rating on the

revenue bonds.

The rating action affects $227.2 million in limited obligation (Section 30) bonds.

The rating reflects the application of both our priority-lien tax revenue debt criteria, which supersedes our "Special Tax

Bonds" criteria, and our "U.S. Federal Future Flow Securitization Methodology" criteria (USFFFS; published March 12,

2012).

Key rating considerations with regard to GovGuam's general creditworthiness include a long history of sizable general

fund imbalances, an extremely high debt burden, limited financial flexibility, weak liquidity, and narrow economic

base, although improving economic activity and generally positive tourism trends partly offset these. For more

information with regard to GovGuam's general creditworthiness, please see our report published on Sept. 7, 2018.

We also analyze the bonds under the USFFFS criteria because the bonds are secured by Section 30 revenue that a

department of the U.S. government appropriates annually. Under the USFFFS criteria, the debt's profile receives an

overall score of '1.8' on a four-point scale on which '1' is the strongest. The score implies that the highest achievable

rating is A/Stable, with the upper limit established in relation to the U.S. sovereign issuer credit rating. The USFFFS

criteria provide a consistent framework for determining the maximum possible rating that various types of federal

revenue securitizations may obtain. The application of the priority-lien tax revenue debt criteria results in the final
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issue rating of 'BB'.

The bonds are special limited obligations of Guam payable solely from and secured by Section 30 revenue. Section 30

revenue includes federal income tax revenue derived from military personnel and federal civil service employees who

are on Guam, or who indicate Guam as their state of legal residence. There is a statutory lien on pledged revenue, and

pledged revenue is received in a lump sum in advance of the following year's debt service. GovGuam has made an

irrevocable request, contained within the trust indenture, that the U.S. Secretary of the Interior remit pledged revenue

directly to the trustee. GovGuam has covenanted to not attempt to revoke that request or otherwise interfere with such

deposits. The U.S. Secretary of the Interior (Office of Insular Affairs, or OIA) has provided a signed letter that it will,

but is not obligated to, remit pledged revenue as requested (directly to the trustee). In our opinion, however, in a

distressed situation these funds could be redirected to other purposes or needs of GovGuam. Other bond provisions

include a cash-funded reserve fund sized at the least of 125% of average annual debt service, maximum annual debt

service (MADS), or 10% of par, and a 2x historical additional bonds test (ABT).

The rating reflects our view of:

• A first-lien pledge of Section 30 revenue, which makes up about 13% Guam's general fund revenue and provided

4.4x senior MADS coverage in fiscal 2017, or 3.9x when including other GovGuam obligations where the identified

repayment source is Section 30 revenue;

• Strong bond provisions, including a 2x historical revenue ABT;

• The possibility that Guam may not necessarily issue additional bonds to the fullest extent permitted by the ABT

given limited additional debt issuance capacity under the government's debt ceiling and very strong coverage; and

• Good growth prospects for Section 30 revenue given the ongoing military buildup and improving economic growth

on the island.

Based on the analytic factors we evaluate for projects funded by future federal cash flows under our USFFFS criteria,

we have assigned an average entity- and program-specific score of '1.8' on a four-point scale on which '1' is the

strongest. Under our criteria, an average score of '1.8' limits a rating on debt secured by federal flows to four notches

below the U.S. sovereign rating of 'AA+', or a rating of 'A'.

Federal entity-specific factors are:

• Creation and duration (strong): The Department of the Interior manages the conservation of most federal land and

natural resources and the administration of programs relating to Native Americans, Alaska Natives, Native

Hawaiians, territorial affairs, and insular areas of the U.S. The Secretary of the Interior heads the department as a

member of the cabinet. A bill authorizing the creation of the department passed the House of Representatives on

Feb. 15, 1849, and the department began on March 3, 1849.

• Funding history (moderate): The DOI's OIA has received generally stable overall funding from the U.S. Congress

over at least the past several years.

Program-specific factors are:

• Program establishment and approval (strong): GovGuam has been collecting Section 30 revenue since 1978, with
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the Organic Act of Guam (Title 48, Section 1421h) granting its right to receive such revenue. The Office of

Management and Budget reviews estimated payments as part of reviewing its overall budget. More a feature of law

than a "program," it is a permanent and indefinite appropriation that requires the federal government to return to

Guam all income taxes derived from there. According to the DOI, Congress is very unlikely to change this law given

that doing so would upend Guam's financial capacity.

• Authorization for contractual obligation (strong): The program's life spans 38 years, and three series of bonds have

been issued (2001A, 2009A, and 2016A limited obligation bonds). However, only the series 2016A bonds are

outstanding.

• Project or program funding specification (moderate): The authorizing act has a specified dollar amount of funds

within the department's budget that is allocated for this program. Thus, it appears as a line item in the department's

budget.

• Renewal and reauthorization risk (moderate): Guam's right to receive Section 30 revenue depends on Section 30 of

the Organic Act, which is subject to amendment or revocation by an act of the U.S. Congress. Although there is no

known effort by Congress to amend or revoke Guam's rights to receive Section 30 revenue, there can be no

assurance that Congress will not take action during the term of the 2016A bonds that would have the effect of

reducing or eliminating such revenue.

• Essentiality: geographic concentration and population impact (weak). The funds affect less than 15% of the U.S.

population (only Guam), but they do serve important funding needs for Guam.

• Local control (strong): Section 30 revenue is pledged first for debt repayment and flows directly to the trustee.

GovGuam has, by letter, authorized and directed the OIA to wire all Section 30 revenue directly to the trustee of the

Section 30 revenue fund (although the OIA is not obligated to do so). Per the indenture, GovGuam covenants to

take no action to revoke the direction of funds to the trustee or otherwise interfere with the deposit of Section 30

revenue with the trustee. Any such attempt by the government constitutes an event of default under the indenture.

• Allotment risk (weak): Economic, geopolitical, and other influences that are beyond GovGuam's control could result

in the U.S. military's decision to reduce its presence on Guam or cancel some or all of the planned enhancements

(military buildup) to its presence there. If the U.S. military changes its plans with respect to staffing and other

strategic improvements on Guam, expected benefits may not be realized and Section 30 revenue could be adversely

affected. In addition, as personal incomes of those subject to the income tax pledged fluctuate, so will the taxes and

pledged revenue. There is also moderate uncertainty related to historical variances--sometimes large--between the

requested amount of Section 30 revenue related to income taxes versus the granted amount (e.g., 89% of requested

in fiscal 2011), with variations largely stemming from untimely certifications and retroactive adjustments related to

overpayments or underpayments. (However, the process by which such revenue is reconciled continues to

improve.)

The application of the priority-lien tax revenue debt criteria results in the final issue rating of 'BB'.

Economic fundamentals: weak

Guam (with an estimated population of 162,896 as of 2017) is the westernmost territory of the U.S., and the island

encompasses 212 square miles. Guam's economic activity is largely based on tourism and military spending. Because

of this, many of the government's economic development initiatives focus on these pillars, especially tourism. Hotel

property owners have invested substantially in hotel renovations and expansions in recent years, with more than 600

new rooms available compared with five years ago. Airline enplanements hit an all-time high of 1.86 million in fiscal
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2017, and new airlines are serving additional markets, including China and South Korea, from which management

anticipates continued growth. This has helped offset the weakening tourism trends from Japan, where airlines have

reduced service, although some service has been recently restored.

Visitor arrivals to Guam totaled a record 1.56 million in fiscal 2017, up 3.2%, and Guam achieved its second-best fiscal

year in 2018 with 1.52 million visitors. The decline in fiscal 2018 was partly due to the challenges presented by the

threat of a missile strike from North Korea in the first quarter of the fiscal year. Visitor trends have been strong in

recent years partly as a result of strong attendance at several locally hosted conventions and festivals, but also as a

result of continued growth in the Korean visitor market (which has mitigated a shrinking Japan market). Visitor arrivals

by country continue to diversify and South Korea now has nearly the same market share as Japan at 42% of the visitor

market compared with Japan's 43%. This represents a major shift, as Japan had 50% of the visitor market share in

fiscal 2016 and 78% in fiscal 2004 compared with Korea's 8%. Visitor arrivals from Korea grew 25% in fiscal 2017 to

649,400 after 35% growth in fiscal 2016 and 31% growth in fiscal 2015. While tourism diversification has its merits, we

continue to view the decline in visitors from Japan in recent years as a credit risk given the importance of that market

to Guam. Guam is marketing itself for continued tourism growth and is promoting its Tourism 2020 Plan, with a goal to

add rooms to support increased visitors and activity related to the military buildup. Japan visitor arrivals have shown

signs of a rebound, up 25% in October 2018 versus October 2017.

The U.S. military buildup on Guam is gaining considerable momentum, which we view positively. Approximately 4,700

active duty personnel, along with family members, support and civilian staff, vendors, and suppliers, are relocating to

Guam from Okinawa, Japan (although down from the originally proposed 9,000). What was once estimated at a $15.0

billion economic impact is now estimated at $8.7 billion. Nevertheless, nine projects have now been completed, valued

at $510 million, with eight projects awarded and under construction totaling $495 million. The National Defense

Authorization Act for Fiscal 2019 was signed into law in August 2018, authorizing $449 million for Guam, and the

denial of H-2B visas to foreign construction workers has been resolved, paving the way for heightened activity. A

13-year period (revised from seven years) of moderate construction followed by a gradual phase-out is planned.

Recent economic trends show improvement, but Guam's economic base is concentrated and the island's lack of

economic diversity is an area of exposure. In addition, we believe that the island's small geography (it is one-seventh

the size of the smallest of the 50 states, Rhode Island), remote location, and limited population base make it especially

susceptible to financial and economic volatility.

Coverage and liquidity: strong

GovGuam has been collecting Section 30 revenue since 1978, with the Organic Act of Guam (Title 48, Section 1421h)

granting its right to receive such revenue. Section 30 revenue appears in Guam's financial statements within the

general fund. Principal and interest on the bonds are due Dec. 1 of each year, and interest only is due on June 1. The

mechanism by which the income tax portion of Section 30 revenue, 94% of pledged revenue, is paid is as follows:

• Mid-August to early September: The governor of Guam submits advance request to OIA.

• Mid-to-late September: U.S. secretaries of Treasury and Interior review the estimate (estimate is reconciled and

adjusted in future years).

• No later than Oct. 1: OIA transfers amount to GovGuam. (GovGuam usually receives one payment per fiscal year,
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but can file for supplemental payments.)

Given the above payment timing, the bonds are structured such that revenue is received in advance of the next fiscal

year's full debt service payment due date. GovGuam reports that it has always received its advanced payment on or

prior to Oct. 1 of each fiscal year. In case pledged Section 30 revenue exceeds what is needed to satisfy debt service

requirements, the surplus is available for general fund purposes. Bondholders have a first-priority perfected security

interest in such revenue, to the extent that it is required for debt service payments. About 20 federal agencies and

departments (including both uniformed and nonuniformed employees) collect Section 30-related income taxes, but

approximately 67% of total pledged revenue was related to active military personnel, based on the most recent data

available (2014). Federal immigration, naturalization, and passport fees collected from Guam residents account for the

fee portion (6%) of pledged revenue.

We believe pledged revenue has historically been resilient in the face of supertyphoons, economic or financial crises,

and epidemics such as H1N1 or SARS. However, actual annual revenue sometimes exhibits volatility with respect to

variances between Section 30 revenue requested versus that which the OIA ultimately grants, and with respect to the

total actual pledged revenue from year to year. In the past 10 audited fiscal years (including audited fiscal 2017),

pledged revenue has ranged from $43 million to $101 million, for an average of $69 million. With the removal of

supplemental or retroactive payments of $21 million in 2007, $39 million in fiscal 2013, and $9 million in fiscal 2014,

and the removal of all other adjustments for IRS prior-year overpayments or underpayments, the maximum collected

over the past 10 years was $83.2 million in fiscal 2017 and the minimum was $48.7 million in 2010, for a 10-year

average of $64 million, providing 3x coverage of senior MADS (not including any federal subsidies). Including these

same adjustments, the largest one-year decline, of 17%, occurred in 2008. Revenue has reflected either upward or

downward retroactive adjustments nearly every year since 1994, mainly because of untimely certifications and

miscalculations, or because estimated revenue was not realized. In 2008 especially, GovGuam began to allocate more

resources and improved technology and methodologies to better estimate Section 30 revenue related to income taxes.

We also believe future appropriations of pledged revenue could be jeopardized should the U.S. Congress change the

legislation or amend the Organic Act, which granted the distribution of such pledged revenue. Also, GovGuam's

estimates of pledged revenue could be significantly lower than revenue eventually granted. Pledged income tax

revenue declined 18% in 2003 and 28% in 2004 because of military expansions forecast but not realized. Historical

fluctuations resulting from retroactive revenue corrections, as mentioned, also introduce concerns with regard to

pledged revenue predictability and stability. We note, however, that the Department of Defense and the IRS also

signed an agreement in 2012 that ensures Section 30 payments are collected from Marines rotating into Guam.

For audited fiscal 2017, pledged Section 30 revenue was $92.3 million, providing 4.4x senior MADS coverage, or 3.9x

when including subordinate-lien certificates of participation related to Okkodo High School. Senior MADS and all-in

MADS coverage in unaudited fiscal 2018 are 3.8x and 3.3x, respectively, assuming unaudited estimated pledged

revenues of $79.5 million. We believe coverage could increase in the next five to 10 years as a result of the ongoing

military building on Guam. We also note that it is reasonable to assume the government could issue additional debt

secured by Section 30 revenue, given current MADS coverage of more than 3x versus the ABT of just 2x, and given

GovGuam's unfunded mandates, contingent obligations, and capital spending needs. Despite this exposure, the 2x
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ABT provides substantial credit cushion. Nevertheless, given limited room under the government's debt ceiling, Guam

may not issue additional bonds to the fullest extent permitted by the 3x ABT.

Revenue volatility: high

We assess the volatility of revenue to determine the likelihood of the availability of revenue during different economic

cycles. We have two levels of volatility assessment: macro and micro.

Our macro volatility assessment begins with an assessment of the historical volatility of the economic activity being

taxed, and includes an analysis of societal, demographic, political, and other factors that could affect these activities.

To inform our expectations of volatility, we use the variance of national economic activity that we believe most closely

represents the taxing base over multiple economic cycles. To determine our view of the volatility of business privilege

taxes, we used Bureau of Economic Analysis-provided total personal income (income tax), which we assess as very

low.

Our micro volatility assessment of the territory's volatility of Section 30 revenue takes into account structural features,

including a 2x historical ABT and strong flow of funds, offset by actual annual revenue that sometimes exhibits high

volatility with respect to variances between Section 30 revenue requested and that which the OIA ultimately grants, or

actual pledged revenues from year to year.

Obligor Linkage: Close

In our opinion, Section 30 revenue allocation under the flow of funds is not sufficiently removed from GovGuam's

control so as to substantially mitigate operating risk. Because of this, we view the rating on the revenue bonds as

linked to Guam's creditworthiness. In our establishment of a one-notch upward limitation on the revenue bond rating

compared to the territory's GO rating, we factored in our view that the government provides critical public services

into our analysis. While we consider the legal restrictions on the use of pledged revenues and the flow of funds as

providing some uplift, in our view, the potential for distribution of pledged revenues by the government itself in a

distressed situation exposes the revenues to operating risk. For this reason, under our priority-lien criteria, we consider

the linkage between the priority-lien pledge and government close.

Outlook

The stable outlook reflects that on the GovGuam general obligation rating. The stable outlook reflects our anticipation

that, during the next two years, the government will exercise fiscal discipline and control spending it deems necessary

to better align revenue with expenditures and improve cash flow, especially given a reduced revenue outlook, rising

debt service requirements, and uncertain revenue growth.

Upside scenario

We could raise the ratings if the government is able to materially reduce the deficit position in its total and unassigned

fund balance without the use of bond proceeds or other sources we deem nonrecurring or nonstructural, or if it

consistently exceeds its financial forecast.
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Downside scenario

We could lower the ratings if economic trends worsen materially or other factors lead to inadequate financial

performance, including financial performance materially short of budgeted levels or the inability to meet cash flow

obligations, whether or not this includes debt service. If we were to raise or lower the territory general obligation

rating, we would in turn move our rating on the priority-lien debt, all else being equal.

Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors,

have specific meanings ascribed to them in our criteria, and should therefore be read in conjunction with such criteria.

Please see Ratings Criteria at www.standardandpoors.com for further information. Complete ratings information is

available to subscribers of RatingsDirect at www.capitaliq.com. All ratings affected by this rating action can be found

on S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search box located in the left

column.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT DECEMBER 26, 2018   8

Summary: Guam; Miscellaneous Tax



WWW.STANDARDANDPOORS.COM/RATINGSDIRECT DECEMBER 26, 2018   9

STANDARD & POOR’S, S&P and RATINGSDIRECT are registered trademarks of Standard & Poor’s Financial Services LLC.

S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P reserves the right to disseminate
its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites, www.standardandpoors.com (free of charge), and www.ratingsdirect.com
and www.globalcreditportal.com (subscription), and may be distributed through other means, including via S&P publications and third-party redistributors. Additional
information about our ratings fees is available at www.standardandpoors.com/usratingsfees.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective activities. As a result,
certain business units of S&P may have information that is not available to other S&P business units. S&P has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain regulatory purposes, S&P
reserves the right to assign, withdraw or suspend such acknowledgment at any time and in its sole discretion. S&P Parties disclaim any duty whatsoever arising out of the
assignment, withdrawal or suspension of an acknowledgment as well as any liability for any damage alleged to have been suffered on account thereof.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and not statements of fact.
S&P’s opinions, analyses and rating acknowledgment decisions (described below) are not recommendations to purchase, hold, or sell any securities or to make any
investment decisions, and do not address the suitability of any security. S&P assumes no obligation to update the Content following publication in any form or format. The
Content should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making
investment and other business decisions. S&P does not act as a fiduciary or an investment advisor except where registered as such. While S&P has obtained information from
sources it believes to be reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives. Rating-
related publications may be published for a variety of reasons that are not necessarily dependent on action by rating committees, including, but not limited to, the publication
of a periodic update on a credit rating and related analyses.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be
modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of
Standard & Poor’s Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be used for any unlawful or unauthorized purposes. S&P and any third-party
providers, as well as their directors, officers, shareholders, employees or agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or
availability of the Content. S&P Parties are not responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use
of the Content, or for the security or maintenance of any data input by the user. The Content is provided on an “as is” basis. S&P PARTIES DISCLAIM ANY AND ALL EXPRESS
OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM
FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY
SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive,
special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs or losses caused by
negligence) in connection with any use of the Content even if advised of the possibility of such damages.

Copyright © 2018 by Standard & Poor’s Financial Services LLC. All rights reserved.


	Research:
	Rationale
	Economic fundamentals: Weak
	Coverage and liquidity: Very strong
	Revenue volatility: moderate
	Obligor linkage: close

	Outlook
	Upside scenario
	Downside scenario

	Rationale (1)
	Economic fundamentals: Weak
	Coverage and liquidity: Strong
	Revenue volatility: Moderate
	Obligor linkage: Close

	Outlook (1)
	Upside scenario
	Downside scenario

	Rationale (2)
	Economic fundamentals: weak
	Coverage and liquidity: strong
	Revenue volatility: high
	Obligor Linkage: Close

	Outlook (2)
	Upside scenario
	Downside scenario



