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Research Update:

Corporacion Financiera de Desarrollo Long-Term
Rating Cut To 'BBB' From 'BBB+' And Removed
From UCO, Outlook Negative

Overview

* Peru-based devel opment bank COFlI DE has been experiencing
faster-than-expected asset quality deterioration due to weakening
infrastructure sector |loans. Despite mitigating neasures announced by the
bank and explicit governnent support to buy up to 20% of Corporaci én
Andi na de Fonento (CAF) shares, we don't expect these neasures to fully
conpensate for the provision requirenents for the next two years
affecting the bank's current capital levels. W also see increasing
credit risk inits loans portfolio that could result in further asset
quality deterioration.

e« On the other hand, we're revising our expectations of extraordinary
governnent support based on stronger evidence of governnent conmitnent to
support the bank if financial stress persists.

* W're lowering our long-termissuer credit ratings (ICR) on COFIDE to
'"BBB' from'BBB+ and lowering its SACP to 'bb-' from'bbb-'. W're
affirmng our 'A-2' short-termICR on COFIDE. We're al so rai sing our
subordi nated debt rating to 'BBB-' from'BB+'.

e Additionally, we're renoving the under criteria observation (UCO
designation previously assigned follow ng the application of our new
ri sk-adjusted capital framework mnethodol ogy.

« The negative outlook reflects our view that COFIDE s risk-adjusted
capital (RAC) ratio could weaken below 5% in the next 12 nonths if
expected governnent capitalizations into the bank don't counterbal ance
i ncreasi ng provision expenses. Al though we expect a gradual inflow of
capital based on the bank's proposed mitigating neasures and the stated
intention of the governnent to do so, the governnent can spread it over
time given the bank's still confortable regulatory capital |evels.

Rating Action

On Aug. 17, 2017, S&P d obal Ratings lowered its long-term I CR on Corporacion
Fi nanci era de Desarrollo S.A. (COFIDE) to 'BBB from'BBB+ . The outl ook was
revised to negative. We also affirnmed our 'A-2' short-termICR on the bank. At
the sane tine, we lowered the bank's stand-alone credit profile (SACP) to
"bb-' from'bbb-'. On the other hand, we raised our subordinated notes rating
to "BBB-' from'BB+ . The rating on these notes is one notch |ower than the
bank's ICR, reflecting subordination risk.
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Rationale

The downgrade of COFIDE and SACP review reflect COFIDE s worseni ng asset

qual ity and weakeni ng RAC | evel s. COFIDE s nonperform ng | oans ( NPLS)

i ndi cators spiked in the second quarter of 2017 to 9.1%from2.6%in the first
quarter of the year and 0.3% in Decenber 2016. Infrastructure | oans continue
to contribute to asset quality deterioration, which we account to the further
i ncrease of provision requirenments in the second half of the year and to
projected pressured capitalization |evels throughout 2018. Mreover, the new
management that took over the bank's office in Septenber 2016 identified

m sapplication of regulatory provisioning, which will require additional
wite-downs of current |loan |oss reserves. Thus, we estimate an additiona
$250 million in credit |oss provisions for this year to adjust |oan |oss
reserves to recent portfolio deterioration, and to fully cover the bank's
exposure to Gasoducto Sur Peruano (GSP; a gas pipeline project in Peru),

al though this project's first repaynent isn't due until June 2018. In |ight of
this deterioration, COFl DE announced neasures to support the bank's liquidity
and capital profile:

e On April 29, 2017, a suprene decree (113-2017-EF) established new risk
paraneters to the bank, limting its participation to up to 25% of total
financing for each project. Exceptionally, project financing could reach

up to 50% pendi ng the Fondo Naci onal de Financi ami ento de La Activi dad
Enpresarial del Estado's (FONAFE) board of directors' approval

On May 23, 2017, the governnment released a confort letter confirmng its
commitnent to buy up to 20% of CAF shares. The sal e proceeds woul d anmount
around $210 million, with before-tax profits of roughly $75 mllion. The
commitment has a termof four years.

On July 4, 2017, FONAFE approved the retention of 2016-2018 net incone.

O her counterneasures could be taken if asset quality further jeopardizes
the bank's capitalization

Despite these nmeasures, we view COFIDE s capital and earnings as weaker given
that we don't expect the neasures to fully cover the expected increase in

| oss provisions for the next 18 to 24 nmonths. In addition, under the

new capital franmework nethodol ogy, our calculation of COFIDE s 2016 RAC ratio
i s about 30 basis points |lower than before, nobstly because we increased

ri sk-wei ghts charges to the bank's CAF shares. This change reflects our view
of the higher average risk profile of unlisted stocks due to their generally

hi gher

| everage and their illiquidity. W forecast the RACratio to average

5.0% 5. 5% over the next two years. However, we continue to believe that the
governnment will provide capital in exchange for the CAF shares to cover
unexpect ed | osses, which could boost capitalization netrics if financial
difficulties persist.

base-case scenari o assunes:

* Peru's GDP growth of 2.8%for 2017 and 3.5% for 2018.

Net custoner |loans to contract about 16%in 2017 and 3% in 2018 due to
i ncreasing |oan | oss reserves.

interest margins (NIM to remain weak, around 0.7% as the bank faces
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poor interest collection given increasing delinquency |evels.

» W estimate that credit |oss provisions could add up to $350 nmillion
taking into account the annual financial results for 2017-2018. Such
| evel s coul d decrease dependi ng on renegoti ati ons, new bi ddi ngs, asset
sal es and pre-paynents.

* W're incorporating a CAF shares sale of $50 nillion to the governnent
this year that should generate an $18 nmillion profit.

« In 2018, we expect the governnent to buy the transferred $104 mllion of
sover ei gn- guar ant eed debt booked to the bank

* W& consider the recapitalization of dividends paid in 2017 (referring to
2016's net incone) and we expect retention of 100% of net income in the
next two years.

Qur view of COFIDE s business position has al so worsened, reflecting its weak
ri sk and financial managenent controls conpared to the industry average.

COFI DE has increased its participation in investnment financing over the |ast
five years to support the country's infrastructure needs, mainly in energy and
transportation projects. In our view, higher credit exposure and concentration
to conpl ex corporate and | egal structures have contributed to the recent
financial and operational performance deterioration. Despite senior
managenment's neasures to address aggressive risk tolerances and poor interna
controls, we believe that the controlling ownership may still negatively

i nfluence strategic decisions driven by COFIDE's role to pronote
infrastructure investnents in the country amid increasing structura

rigidities and private investnent scrutiny.

However, we're increasing our expectation of the |ikelihood of extraordinary
government support to very high fromhigh, stenming fromthe increasing role
COFI DE has in neeting governnent's key econom c objectives, and greater

evi dence of government support. Infrastructure is one of the main governnent
priorities to boost economc growh and productivity for the next few years,
and COFIDE is an inportant tool in restarting the new projects pipeline and
restoring private investnments in the country. The government's explicit
commitment to support the bank corroborates our review of this assessnent.

We're raising COFIDE s subordinated debt notes to 'BBB-' from'BB+',

refl ecting increasing governnent support towards the entity. W now believe
such support would also extend to the bank's subordi nated notes, preventing
the bank fromany regulatory intervention or surveillance that could
potentially trigger the use of these instruments to absorb | osses. Thus, the
rating on the notes is one notch |lower than the bank's ICR reflecting
contractual subordination risk.

Outlook

The negative outl ook reflects our view that credit risks remain high for the
next 12 to 24 nonths. Faster-than-expected asset quality deterioration and

hi gher -t han-expected credit [oss provisions could translate into | ower capita
levels if they're not offset by additional capital injections. W believe that
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restarting the infrastructure projects agenda and recovery of Peru's long-term
i nvestnments are key to the bank resum ng revenue generation going forward.

Downside scenario

We could lower the ratings in the next 12 to 24 nonths if COFIDE's RAC ratio
drops consistently below 5% or its business stability deteriorates nore than
we expect due to difficulties in accelerating infrastructure projects in Peru.
Hi gher risk could stem from faster—than-expected asset quality deterioration
or increasing structural rigidities on infrastructure investnents because of
ongoi ng corruption investigations.

Upside scenario

An upgrade is linmted at this point: it will only occur if we were to raise
COFI DE's SACP by two notches, which we deemvery unlikely in the next 12 to 24
nont hs.

Ratings Score Snapshot

To From
| ssuer Credit Rating BBB/ Negat i ve/ A- 2 BBB+/ St abl e/ A- 2
SACP bb- bbb-
Anchor bbb- bbb-
Busi ness Position Moderate (-1) Adequat e (0)
Capital and Earnings Moderate (-1) Adequat e (0)
Ri sk Position Moderate (-1) Adequat e (0)
Funding and Liquidity Average and Adequate (0) Average and Adequate (0)
Suppor t 0 0
CGRE Support +4 +2
Addi tional Factors 0 0

Related Criteria

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

* CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

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

e Criteria - Financial Institutions - Banks: Bank Hybrid Capital And
Nondef err abl e Subordi nat ed Debt Mt hodol ogy And Assunptions, Jan. 29,
2015

* CGeneral Criteria: Goup 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: Banking Industry Country Ri sk
Assessnent Met hodol ogy And Assunptions, Nov. 9, 2011
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e Criteria - Financial Institutions - Banks: Banks: Rating Methodol ogy And
Assunptions, Nov. 9, 2011
e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Ratings List

Downgr aded; CreditWatch/Qutl ook Action; Ratings Affirned

To From
Cor por aci on Financi era de Desarrollo S. A
Counterparty Credit Rating BBB/ Negat i ve/ A- 2 BBB+/ St abl e/ A- 2
Downgr aded
To From
Cor poraci on Financiera de Desarrollo S A
Seni or Unsecured BBB BBB+
Upgr aded
To From
Cor poraci on Financiera de Desarrollo S A
Subor di nat ed BBB- BB+

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