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Research Update:

Corporacion Financiera de Desarrollo S.A.
'BBB+/A-2' Ratings Affirmed, Outlook Remains
Stable

Overview

* Peru-based devel opment bank COFI DE has naintained its significant role in
providing finance for domestic infrastructure projects and to small and
medi um enterprises (SMES) in key sectors for the Peruvian governnent with
ongoi ng capital support fromthe latter

 Nevertheless, we see increasing credit risk due to the hold in
construction of Peru's large infrastructure projects stemring froma
corruption scandal involving construction firms, along with COFlIDE s
increasing risk concentration in the infrastructure |endi ng segnent,
whi ch coul d weaken its asset quality.

e« We're affirming our 'BBB+ A-2' issuer credit ratings on COFl DE and
lowering its stand-alone credit profile (SACP) to 'bbb-' from'bbb'. As a
result of the latter, we're |owering our subordinated debt rating to
'BB+' from'BBB-'.

» The stable outl ook reflects our view that the bank will maintain
risk-adjusted capitalization |levels slightly above 7% for the next two
years and that |ending should gradually rebound in the next year as the
governnment seeks to uproot corruption and to boost infrastructure
spending in order to address delays in Peru's infrastructure program

Rating Action

On April 10, 2017, S&P dobal Ratings affirned its 'BBB+/ A-2' issuer credit
ratings (I CRs) on Corporacion Financiera de Desarrollo S.A (COFIDE). The

outl ook renmins stable. At the sanme tine, we |lowered the bank's SACP to 'bbb-'
from' bbb' and, consequently, |owered our subordinated notes rating to ' BB+
from'BBB-'. The rating on these notes is one notch |ower than the bank's
SACP, reflecting subordination risk.

Rationale

Qur SACP revision stems from COFIDE s increasing credit risk due to the
interruption of large infrastructure projects given the corruption

i nvestigation related to several concessions granted to the Brazilian
construction firm Odebrecht. COFI DE hol ds consi derabl e exposures in Gasoducto
Sur Peruano gas pipeline ($125 nillion) and Chaglla hydro power plant ($100
mllion) that represented around 32% of the bank's total adjusted capita
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(TAC) as of Sept. 30, 2016, which we deemas high. In our view, the default
risk for the oans on these two projects has significantly increased, and we
expect the bank's credit |oss provisions to spike in the foll ow ng years.

COFI DE is exposed to sonme single-nane concentration, given the size of the
infrastructure projects it funds. The bank has expanded its exposures to
infrastructure in the past five years, in line with public policy initiatives
to speed up large projects in order to boost the country's economi c growt h.
Nonet hel ess, the current risk concentration and our expectations for asset
quality indicators are no longer in line with our previous risk position
assessment for COFIDE. In this regard, although its asset quality indicators
remain in line with those of the banking system we expect nonperform ng
assets to deteriorate to in 2018, when the project |oan paynents are schedul ed
to start. Neverthel ess, we expect the bank to nmmintain conservative coverage
policies and to increase | oan-1o0ss reserves throughout the next two years.

The 1 CRs on COFIDE continue to reflect its historically satisfactory business
stability mainly because of its unique role in providing long-termfinancing
to infrastructure projects in Peru. Despite the bank's |low internal capital
generation in the past few years, COFl DE has nmintai ned adequate capita

| evel s thanks to the ongoing support fromits sharehol der and nbdest | oan

di sbursenments in 2016 am d a sl owdown in the pace of the country's
infrastructure investnment program On the other hand, we expect credit
provisions to hit the bank's bottomline results for the next two years. The
ratings al so reflect our expectations that the government woul d provide
extraordinary and tinely support to the bank in the event of a financial
distress, which also results in a favorable debt profile, anple refinancing
flexibility, and healthy liquidity.

Qur view of a high likelihood of government support to COFIDE is based on the

foll owi ng factors:

* Its inportant role for the government given that the bank pronotes and
finances investnents and public and private infrastructure projects in
Peru, which has a significant infrastructure gap

» The bank's very strong link with the governnent, which owns 99% of the
bank t hrough "El Fondo Naci onal de Financiamento de |la Actividad
Enpresarial del Estado" (FONAFE), a fund created in 1999 to oversee the
governnent's corporate activities and equity stakes. The Corporacion
Andi na de Forento (CAF; AA-/Negative/ A-1+) owns the remaining share of
COFI DE t hrough preferred shares. Several capital injections in recent
years and COFIDE s close reputation with the governnment denonstrate the
bank's close link with the latter

Qur bank criteria use our Banking |Industry Country Ri sk Assessnent (Bl CRA)
econom c risk and industry risk scores to determ ne a bank's anchor, the
starting point in assigning an issuer credit rating. The anchor for banks
operating in Peru is 'bbb-'" (please see "Banking Industry Country Risk
Assessnent: Peru," published Sept. 2, 2016, on dobal Credit Portal).

COFI DE' s business position reflects its role in supporting Peru's considerable
i nfrastructure needs as the only devel opment bank in Peru and the
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second-| argest government - owned bank with around 3% of the market share in
ternms of loans and with a 29% nmarket share anong public banks. As of Decenber
2016, the bank's long-termfinancing of infrastructure projects constituted
about 85% of its |ending exposures, while the remai ning exposures are SME

| endi ng i nternedi ated through other financial institutions (banks, municipa
and rural institutions, credit unions, anpong others). W expect the |ending
mx to remain stable for the next two years. However, we expect COFIDE s
bottomline results to be pressured by |ower net interest margi ns and
increasing credit-loss provisions for the next two years. Moreover, we expect
the bank's lending growth this year to be sluggish due to the halt in
construction of large projects. However, |ending growh should resune in the
internedi ate term given the governnent's comritnent to expand and boost Peru's
infrastructure and to increase public infrastructure spending.

The bank's capital and earnings is based on a projected risk-adjusted capita
(RAC) ratio before diversification of 7.0% 7.5%for the next 12-18 nonths and
financial |osses given increasing credit |oss provisions anong somne
infrastructure | oans. The bank's RAC ratio is weaker than the regul atory
capital ratio (currently at 28.8% as of Decenber 2016) mminly because of the
bank's large equity exposure through its investnents in CAF. W view this
exposure as having higher risk weights under our capital nethodol ogy, in
conparison with the regulator's methodol ogy. Qur base-case scenario

i ncorporates the follow ng assunptions:

* Peru's GDP growth of 3.5%for 2017 and 3.8% for 2018.

e Lending contraction of 1.5%for 2016, no growh in 2017, and 5% expansi on
in 2018.

* Net interest margins to continue dropping because of increasing
pre-paynents of project |oans.

e Credit-loss provisions of around PEN710 million distributed between 2016
and 2018 results in order to cover 100% of the exposures to Gasoducto Sur
Peruano and Chaglla hydro power plant. As a result, we expect the bank to
post losses in 2017 and 2018.

« W al so expect the governnent to continue providing capital to the bank

t hrough the purchase of its debt it owes to the nultilateral |ending

entities.

No dividend paynments for the next two years, given the expected net

| osses.

However, we still consider that our RAC overestimates COFIDE s risks relative
to those of its peers, supporting the bank's current risk position assessnent.
Al t hough we believe that the bank's investnents in CAF are an insufficient
buf f er agai nst unexpected | osses, we believe that the governnent woul d provide
capital in exchange to cover potential gaps.

The bank's fundi ng assessnment reflects its stable funding ratio (SFR) of
104. 7% as of Decenber 2016 and averagi ng 102.8% for the past three years,
simlar to that of the mgjority of Peruvian banks. Qur baseline expectation is
that SFR will hover above 100% for the next two years due to | ow funding
needs. Unlike private banks, COFIDE is not allowed to receive deposits.
However, its financial flexibility benefits fromthe governnent's ongoi ng

Stable
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support, allowing COFIDE to refinance its debt, as seen in strong demand for
its issuances. Although the bank receives higher-than-average externa

fundi ng, we believe it has an adequate funding profile, given the [ong-term
nature of the funding required for its |oans. W expect the bank to continue
mat chi ng tenors and currencies on its balance sheet to nmitigate risks. As of
Dec. 31, 2016, its funding consisted mainly of debt issuances in internationa
capital markets (64%, |oans from Peruvi an comerci al banks (16%, |oans from
i nternational commercial banks (6%, debt fromlocal capital markets (10%,
and credit lines fromnmultilateral organizations (4%.

On the other hand, the bank continues to naintain adequate |iquidity cushion
to cope with unexpected cash outfl ows over the next 12 nonths. Its broad
liquid assets covered 1.7x its short-term whol esal e funding. This provides the
bank sufficient tine to manage its liquidity risk. Mreover, COFlDE has an

i nvestment of PEN2.3 billion in CAF, which we consider illiquid because this
type of share is only governnent-owned. However, we expect the governnent of
Peru to purchase these shares in case COFlI DE requires support.

Outlook

The stable outl ook on COFIDE for the next 18-24 nmonths reflects that on the
soverei gn and our expectation that the bank will maintain its RAC slightly
above 7% for the next two years and rel atively sound business stability amd
chal I engi ng conditions in the country's infrastructure investnment plan. Qur
stabl e outl ook al so reflects our view that the governnent woul d provide
extraordinary and tinely support to the bank in the event of financial

di stress.

Upside scenario

An upgrade is significantly limted at this point because given the bank's
SACP, it will only occur if we were to raise the sovereign local currency
rating by three notches, which is extrenely unlikely in the next two years, in
our view. On the other hand, if COFIDE disposes its investnments in CAF' s
shares that would bolster its capital position, we could raise the ratings on
COFI DE' s subordi nat ed not es.

Downside scenario

We could lower the ratings in the next 18-24 nonths if its RAC drops
consistently below 7% or its business stability deteriorates further than we
expect due to difficulties in accelerating the infrastructure projects in
Peru. In addition, we could lower the ratings if there's a sinmlar action on
t he sovereign ratings.
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Ratings Score Snapshot

| ssuer Credit Rating BBB+/ St abl e/ A- 2

SACP bbb-

Anchor bbb-

Busi ness Position Adequat e (0)

Capital and Earnings Adequat e (0)

Ri sk Position Adequat e (0)

Fundi ng and Liquidity Aver age and Adequate (0)
Suppor t 0

GRE Support +2

Addi tional Factors 0

Related Criteria

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

e« Criteria - Financial Institutions - Banks: Bank Hybrid Capital And
Nondef errabl e Subordi nat ed Debt Methodol ogy And Assunptions, Jan. 29,
2015

e CGeneral Criteria: Group Rating Methodol ogy, Nov. 19, 2013

e Criteria - Financial Institutions - Banks: Quantitative Metrics For
Rati ng Banks d obal ly: Methodol ogy And Assunptions, July 17, 2013

e Criteria - Financial Institutions - Banks: Revised Market Ri sk Charges
For Banks In Qur Ri sk-Adjusted Capital Franework, June 22, 2012

e Criteria - Financial Institutions - Banks: Banking Industry Country Ri sk
Assessnment Met hodol ogy And Assunptions, Nov. 09, 2011

e Criteria - Financial Institutions - Banks: Banks: Rating Methodol ogy And
Assunptions, Nov. 09, 2011

e« Criteria - Financial Institutions - Banks: Bank Capital Methodol ogy And
Assunptions, Dec. 06, 2010

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

e Criteria - Financial Institutions - Banks: Comercial Paper |: Banks,
March 23, 2004

Ratings List

Downgr aded

To From
Cor poraci on Financi era de Desarrollo S. A
Subor di nat ed BB+ BBB-

Rati ngs Affirned

Cor por aci on Fi nanci era de Desarrollo S. A
Counterparty Credit Rating BBB+/ St abl e/ A- 2
Seni or Unsecured BBB+
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Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further
information. Conplete ratings information is available to subscribers of

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