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Hawaii Airport System; Airport

Credit Profile

US$170.0 mil lse rev certs of part ser 2013 due 08/01/2028

Long Term Rating A-/Stable New

Hawaii

Hawaii Arpt Sys, Hawaii

Hawaii (Hawaii Airport System)

Long Term Rating A/Stable Affirmed

Hawaii (Hawaii Airport System) (AGM) (SEC MKT)

Unenhanced Rating A(SPUR)/Stable Affirmed

Many issues are enhanced by bond insurance.

Rationale

Standard & Poor's Ratings Services assigned its 'A-' long-term rating to Hawaii Airport System's $170 million series

2013 lease revenue subordinate-lien certificates of participation (COPs). Standard & Poor's also affirmed its 'A'

long-term rating and underlying rating (SPUR) on Hawaii Airport System's senior-lien airport system revenue bonds.

The outlook is stable.

The rating reflects our view of the airport system's:

• Historically very strong liquidity position for the rating, including $571 million, or about 853 days of expenditures, in

unrestricted cash as of unaudited fiscal 2013;

• Monopolistic position and very high essentiality for transport within the state, serving a unique travel market with

15 airports throughout Hawaii and with no significant concentration of carriers;

• Strong enplanement growth of 6.3% in fiscal 2013, above the 5.0% growth previously projected, with continued

enplanement growth of about 1.2% a year anticipated through fiscal 2019;

• Low cost per enplanement (CPE) of $8.56 in fiscal 2013, with CPE projected to remain in a range of $8.31 to $12.14

despite a relatively large $2.7 billion capital improvement program;

• Good debt service coverage (DSC) under our methodology of 1.4x in fiscal 2012 and 1.5x in fiscal 2013, when the

funded coverage account balance is excluded; and

• Low leverage combined with a good mix of capital program funding sources.

Partly offsetting the above strengths, in our view, are the airport system's:

• Dependence on a tourism-concentrated economy exposed to downturns associated with U.S. and global economic

events, although we anticipate in light of the system's essentiality that it will maintain a strong base level of demand;

• DSC that we anticipate will decline on an all-in basis when subordinate-lien debt service comes on line in fiscal 2016

(dipping to a low as 1.11x in fiscal 2018), although we project senior-lien DSC to remain at or above 1.25x under our

methodology; and

• Sizable 10-year capital improvement program totaling $2.7 billion, 47% of which will be debt-financed.

The COPs are special limited obligations of the airports division (the department) and represent assignment of a
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proportionate interest in the lease and in the right to receive rent payments under the lease. Lease payments are

secured solely by revenue and aviation fuel taxes, but are junior in priority to the pledge of the revenue securing the

airport system revenue bonds outstanding, which are rated one notch higher at A/Stable.

The COPs are being issued to fund $150 million in costs related to the implementation of an energy performance

contract (EPC) between the department and Johnson Controls Inc. (JCI). We anticipate that net energy savings will

offset the cost of the additional debt and provide substantial savings estimated at $160 million through fiscal 2034 (net

of COP debt), with the majority of savings realized in fiscal years 2030 through 2034, when COP debt has matured.

The project is also referred to as the ESCO (Energy Service Co.) project. The savings could be higher depending on the

rate at which utility costs would otherwise grow had the project not been completed. We anticipate that energy usage

will decrease by 49%, and the project includes proven equipment with a strong track record of generating anticipated

energy efficiencies. Management anticipates that the project will begin in December 2013 and be completed by

December 2015. The agreement with JCI spans 20 years, consisting of a two-year construction period and an 18-year

performance period. JCI will provide an energy savings guarantee at 91.7% of estimated annual energy savings and

will pay shortfall payments to the extent that actual savings are less than the guaranteed amount. JCI is the largest

ESCO in North America, with an 18% market share, and has demonstrated success in projecting and implementing

savings measures, as evidenced by its record of having to make shortfall payments on less than 0.5% of total

guarantees outstanding.

JCI will lease the equipment to the department under a lease agreement between JCI, as lessor, and the department,

as lessee. JCI assigns to the trustee the lease and the right to lease revenue, under an assignment agreement, so lease

payments will not flow through JCI. The department will include the lease payments in its annual budget, which is

subject to appropriation by the State Legislature, but this annual appropriation by the State Legislature is the same

process as the department's overall budget which includes revenue bond debt service. Appropriation and payment of

debt service is not contingent on verification of energy savings or receipt of any energy savings shortfall payments,

and the project has strong, unanimous support and approval through a concurrence letter from the signatory airlines,

which have agreed to include lease payments in their rates and charges. The project is also an integral part of the

airport system and the state's clean energy initiatives, and we view the airport system as highly essential to the state

and its economy. The airport system is the third-largest consumer of energy in the state.

The system's total debt (airport system revenue bonds) as of Nov. 1, 2013 was $878 million, all fixed-rate bonds, with

total debt to enplaned passenger a low $53, or an also low $63 when including the $170 million in to-be-issued series

2013 COPs.

Since the 15.2% decline in enplanements in 2009 caused by the Great Recession, the airport system has realized four

consecutive fiscal years of positive enplanement growth: 1.6% in 2010, 0.9% in 2011, 2.5% in 2012, and 6.3% in 2013.

The decline in 2009 was significant, being larger than the 12.2% decline in fiscal 2002 after the terrorist attacks of Sept.

11, 2001. Responsible for the most recent, fiscal 2013 increase was a 6.4% increase in enplanements at Honolulu

International Airport (HNL), generally the result of improving U.S. and overseas economics. Management forecasts

0.9% enplanement growth for fiscal 2014 and 1.3% thereafter through fiscal 2019. This growth rate, although

conservative, is still slightly higher than the compounded annual growth rate of the past 10 years. Systemwide

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT DECEMBER 2, 2013   3

1222886 | 301908238

Hawaii Airport System; Airport



enplanements in fiscal 2013 totaled 16.54 million, which is still 10% off the fiscal 2000 peak of 18.28 million. The

enplaned passengers consisted of 57% overseas passengers and 43% inter-island passengers traveling among the

Hawaiian Islands.

The State of Hawaii owns and operates the system through its Department of Transportation. The system includes all

commercial facilities in the state, which accounts for them as a single integrated enterprise fund. The department has

the authority to levy rates and charges that, along with aviation fuel taxes, are sufficient to comply with the bond

indenture. The extensive 15-airport system includes one large-hub airport, one medium-hub airport, three small-hub

airports, and 10 nonhub or small secondary airports. It is the sole provider of commercial aviation facilities in the state,

and we believe this a key credit strength that few other U.S. airports or systems share. Multiple airports in the system

can accommodate international flights and flights from the mainland U.S., and this helps to diversify system risk. In

2012, Hawaii was the fourth-most-visited state in the U.S. after New York, Florida, and California.

The system's key strengths include its critical support of the tourism industry and its essential position providing

transportation infrastructure within the state. HNL, serving the state's largest population center, has by far the largest

share of systemwide traffic, covering 60% of enplanements in fiscal 2013 with long (12,000-foot) parallel runways and

ample gate capacity, including 29 overseas gate positions, 13 inter-island gate positions, and 11 commuter aircraft

parking positions. HNL was the 27th-largest airport in the U.S. by enplaned passengers in calendar 2012 (according to

the Federal Aviation Administration) and has adequate airline diversity, in our view, with the largest airline -- Hawaiian

Airlines Inc. -- having a 49% market share in fiscal 2013 across the system.

The system largely handles origin-and-destination passengers, with such passengers representing 98% of enplaned

passengers in 2012. HNL serves as the hub of Hawaiian Airlines, is the largest of the system's five primary airports, and

is classified as a large hub. In fiscal 2013 it enplaned 9.9 million passengers, up 6.4% from 2012. In fiscal 2013, the

system's other four other primary airports enplaned 6.7 million passengers, up 6% from fiscal 2012, accounting for 40%

of systemwide passenger traffic. As the visitor infrastructure continues to rebound from the Great Recession, these

airports have seen an increase in direct overseas flights. Several new destinations have been added in 2013, with a

total of 516,207 direct flight air seats added as of September 2013. Scheduled air seats for 2013 are projected at 10.768

million, and this number, if achieved, would eclipse the previous peak in 2006 of 10.361 million. Management

anticipates that Air China will begin service from Beijing to HNL in January 2014, with Hawaiian Airlines to follow in

April 2014. In addition, China Eastern is expanding its service to Shanghai to 5x weekly in December 2013. Hawaiian

Airlines also began direct service to Taipei in 2013.

In terms of visitor activity, westbound visitors from the U.S. accounted for 62.0% of total visitors in the 12 months

through September 2013, with 19.0% from Japan and 6.3% from Canada. Visitors from Taiwan accounted for just 0.2%

of the total during this period, but management anticipates an increasing number of Taiwanese visitors given the visa

waiver program that began on Nov. 1, 2012. Following visitor arrival declines of 10.6% in 2008 and 4.5% in 2009,

visitor arrivals have rebounded well, increasing 7.7% in calendar 2010, 4.0% in 2011, and 10.0% in 2012 and projected

to increase 4.2% in 2013 to 8.4 million.

For 2012, the state reports total population growth of 1.0%, above the 0.8% growth in 2011; a surge in visitor spending

of 18.2%; and personal income growth of 3.9%. Continued upward momentum is projected for 2013, with 1.1%
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population growth, a 5.3% increase in visitor expenditures, and a 4.5% increase in personal income. Occupancy

reached 85% for 2012, and total wage and salary jobs are also growing, by 0.9% in 2011 and 1.9% in 2012 and a

forecast 1.8% in 2013 and 2014. Through the first eight months of 2013, the state's unemployment rate was just 4.8%,

which was the fifth-lowest in the U.S.

Despite its essential role, the system and the state it serves remain exposed to cyclicality associated with the tourism

industry. In our view, the system has performed better than the U.S. in recent good periods and worse during recent

bad periods. The system has historically experienced larger passenger volume swings because of U.S. and international

economic fluctuations; security, weather, and geological events such as the March 2011 earthquake and tsunami in

Japan; health concerns (e.g., H1N1 and SARS); and airline service-level decisions.

The system's financial performance has been good in recent years, with DSC ranging from 1.3x to 1.7x per our

calculations during fiscal years 2010 to 2013, improving from just 1.08x in 2008 and 0.96x in 2009. Financial

performance has generally mirrored operational performance, with generally good margins before rate mitigation

offsets and extremely strong liquidity during the growth years of 2005 through 2008, but with some erosion in both

metrics in 2009 as operations weakened and as the system spent down cash on capital. Indenture-based DSC includes

the funded coverage account as revenue and includes rate mitigation, available passenger facility charge (PFC)

revenue, and airline-contributed interest as offsets to debt service. Indenture-based DSC was 1.75x in 2013, up slightly

from 1.67x in 2012. Indenture-based coverage is forecast at 1.5x to 1.8x through fiscal 2019, or 1.4x to 1.7x for

subordinate-lien debt. We forecast coverage at 1.3x to 1.5x for senior-lien debt, or 1.1x to 1.4x for subordinate-lien

debt, and our calculation excludes the funded coverage account. Although low, this subordinate-lien DSC range is less

of a concern when liquidity is very strong. But it could become more of a concern if the system spends down liquidity.

System liquidity has improved significantly since 2009, when it dipped to $337 million, or 526 days' cash. Since then,

cash balances have risen by $234 million to $571 million, equal to 853 days' cash, as of fiscal 2013. Management plans

to maintain unrestricted cash near current levels, which we consider extremely strong.

Under a scenario in which energy savings are less than forecast and JCI is unable to provide guarantee payments, we

believe the airport system has the financial capacity to maintain coverage of more than 1x. Assuming energy savings at

just 50% of the forecast level and assuming no guarantee payment, DSC is no less than 1.19x on a senior-lien basis

through fiscal 2019, or no less than 1.05x on a subordinate-lien basis.

The system has taken steps to control expenditure growth, and anticipates that the overall cost structure will increase

gradually as it addresses capital needs and as airline-generated revenue from increased rates becomes a larger

proportion of the total. Despite the steady income stream from the division's mix of operational revenue sources,

reduced passenger traffic resulting from the downturn has required the system to implement increases in signatory

airline fees to sustain decreases in concession revenue, interest income, and federal operating grants. Management

has, however, been instrumental in implementing operational cost savings measures relating mainly to personnel,

security, and utilities.

In the face of enplanements that are still 10% below peak levels of fiscal 2000 (18.3 million), the system is undertaking

a number of improvement and modernization projects totaling $2.7 billion, including the energy efficiencies project.

We have cautioned in previous reports that these projects are exposed to potential cost increases that could pressure
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the system's cost structure. However, despite its projected large capital improvement plan (CIP), and given revised

cost estimates and enplanement forecasts, management projects that CPE will rise to only $8.74 by 2016, well below

the previous forecast of $9.99, which was also revised downward from a forecast of $14.50. Nevertheless, among our

rating concerns is an increasing debt burden with plans to issue more than $870 million in bonds through fiscal 2019.

Airlines serving the airport system operate either under an airline agreement (28 signatory airlines) or in accordance

with state administrative rules (nonsignatory airlines). In light of the economic slowdown and operating challenges of

the airline tenants, the system took action to substantially reduce airline rates and charges through fiscal 2010 by

applying cash to reducing debt service requirements. This reduces rates such as landing and terminal rental fees. We

had previously taken a positive view of the new airline lease agreements for the system as of Jan. 1, 2008 because the

adoption of industry-accepted standards relative to rate-setting and cost recovery methodologies were likely to

produce more predictable financial results. The system reports that it did not provide rate mitigation in 2011 and 2012

and that it has no plans to do so.

Outlook

The stable outlook reflects our anticipation that the capital program will not pressure the cost structure significantly

more than forecast, that liquidity will remain at or near currently very strong levels, that DSC will be maintained at

adequate levels, and that demand will not significantly deteriorate. We do not anticipate raising the rating during the

next two years, given the system's large CIP and additional bond issuance plans that will increase the system's overall

cost structure and debt ratios. At the same time, given the system's robust cash position and improving enplanement

and tourism trends, we are unlikely to lower the rating during the next two years.

Capital Plan

The airport system's CIP totals $2.7 billion through fiscal 2018, but the system has already expended $567 million as of

June 2013. That leaves a balance of about $2.2 billion, of which $2.0 billion is subject to airline review, including the

$150 million for energy savings projects (which the 2013 COP proceeds will fund). Approximately $722 million of the

CIP will be funded by customer facility charges (CFCs) for the planned construction of a consolidated rental car

facility. The airport plans to issue $250 million in bonds to fund that project in the summer of 2014. Management

anticipates that airport bond proceeds will fund about $1.26 billion, or 63%, of the $2 billion CIP that does not include

the CFC-funded project, and this is consistent with previous CIP estimates. The next airport system revenue bond

issue is estimated at $252 million and is tentatively scheduled for late 2014 or early 2015. Other funding sources for the

$2 billion CIP net of the CFC-funded project include federal grants (18%), PFC revenue (11%), and cash on hand (7%).

Economic Rebound Continues

Although the state is exposed to risk given its concentration in tourism, some economic metrics during the recent

recession indicate that the state was relatively more resilient than the national economy. Job counts fell 0.4% in 2008

and 3.9% in 2009, but grew 1.8% in both 2010 and 2011 before a slight dip of 0.2% in 2012. The projection for job
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growth in both 2013 and 2014 is 1.8%. Unemployment, at 4.4% in October 2013, was still well below the national rate

of 7.3% for that month. Since 2003, Hawaii's unemployment rate has generally been 2% to 3% below the national rate.

Where Hawaii's economy remains most vulnerable, and perhaps where it has been most affected, is tourism, an

industry that is vulnerable to reduced consumer spending, job losses, events in Japan, and competitive marketing

campaigns from multiple tourism destinations (e.g., Las Vegas). However, tourism has rebounded in recent years, and,

according to management, the visitor industry will likely set new records in 2013 for arrivals, spending, hotel

occupancy, and revenue per available room. After visitor arrivals declined 10.6% in 2008 (versus 12.2% for the U.S.)

and 4.5% in 2009, they rebounded by a moderate 7.7% in 2010, 4.0% in 2011, and 10.0% in 2012. Hotel occupancy fell

to 64.8% in 2009 from 70.4% in 2008, but rebounded to 70.7% in 2010, 73.2% in 2011, and 76.9% in 2012, the highest

level since 2006. Visitor spending, after declining 12.3% in 2009, rose 16.0% in 2010, 11.0% in 2011, and 18.0% in

2012.

Bond And Certificate Provisions

Certificate provisions include a debt service reserve fund funded at the least of 10% of par, 125% of average annual

debt service, or maximum annual debt service (MADS). COP interest will be capitalized until Aug 1, 2015. The COPs

are structured to be retired after 13 years of the 18-year "performance period" (15 years from date of issuance), and

this reduces financing costs and results in substantial cost savings in the final years of the performance period, while

remaining compliant with Hawaii Revised Statute 36-41.

The senior-lien airport revenue bonds are secured by senior-lien system revenue and aviation fuel tax revenue after

operations and maintenance costs. The COP payments are junior to revenue bond debt service; to payments to the

maintenance, renewal, and replacement account; and to transfers to the state's general fund for reimbursable GO

bonds, improvements to the system, and transfers to special reserves. PFC revenue is excluded from revenue unless

explicitly identified in a supplemental certificate.

Bond provisions for the recently issued series 2010 bonds are, in our view, weaker than the industry standard, mostly

because of the system's ability to add to operating revenue and reduce the debt service requirements to satisfy the rate

covenant. In our view, these modifications, in combination with existing certificate provisions, reduce the system's

cash flow from rates and charges.

The senior-lien bond rate covenant requirement is set to 1.25x annual adjusted debt service requirements for the next

12 months and allows for the use of unencumbered funds to meet the test, and we consider these provisions

permissive. Although the 1.25x rate covenant does not include COP debt service in the calculation of the annual

adjustment debt service requirement, the signatory airlines have consented to the ESCO project, and payments under

the lease are included in the department's expenses for purposes of the rate covenant. The use of certain

unencumbered funds to satisfy the rate covenant calculation occurred in fiscal years 2009 and 2010, when the system

deposited $17.5 million and $16.8 million, respectively, to the interest account to mitigate airline rates. The system

does not anticipate any further rate mitigation. The additional bonds test is industry standard and is a two-part

historical or prospective test. The historical test requires that net revenue and taxes -- plus unencumbered funds in the
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airport revenue fund not exceeding 25% of the adjusted MADS requirement -- are not less than 125% of the total

adjusted MADS requirement for issued and proposed debt. The prospective test requires both satisfaction of the rate

covenant and a consulting engineer's projections of 125% coverage of annual adjusted debt service by net revenue and

tax revenue for three years after construction of the financed projects.

Related Criteria And Research

Related Criteria

General Criteria: Airport Revenue Bonds In The U.S. And Canada, Nov. 15, 2013
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