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Research Update:

National Rural Utilities Cooperative Finance
Corp. Outlook Revised To Negative; 'A/A-1'
Rating Affirmed

Overview
• Although CFC remains one of the premier lenders to rural utilities, it
still relies heavily on short-term wholesale funding, long-term leverage
has increased significantly, and it is exposed to interest rate risk.

• We are revising the outlook to negative from stable, while affirming our
'A/A-1' counterparty credit ratings on the company.

• We could revise the outlook to stable if the company meaningfully reduces
its leverage and dependence on short-term funding.

Rating Action
On Aug. 24, 2009, Standard & Poor's Ratings Services revised its outlook on
National Rural Utilities Cooperative Finance Corp. (CFC) to negative from
stable. At the same time, we affirmed our 'A/A-1' counterparty credit ratings
on the company.

Rationale
The rating affirmation recognizes our view of CFC's continued strong market
position as one of the premier lenders to the rural utility sector, the
important role it plays in providing financing to the otherwise underserved
rural electric and telephone industries, and its continued support from
members. We believe these strengths are somewhat offset, however, by its
long-term increase in leverage and potential exposure to interest rate risk.
Given market dislocations, in our view, reliance on wholesale funding presents
an additional risk for CFC, and its high dependence on these markets is an
incremental risk factor. We acknowledge that it may be difficult and
challenging for CFC to further reduce its dependency on wholesale short-term
funding over the next few years, while reducing its leverage.

While management has reduced the company's short-term funding exposure
since May 31, 2008 (its fiscal 2008 year-end), short-term funding still
accounts for a high 25% of total funding. We see this as a significant portion
of the funding profile, especially given the volatility and confidence
sensitivity of wholesale markets. On the positive side, CFC's members continue
to increase their investments in the firm. Indeed, member investments account
for 36% of its outstanding $4.8 billion short-term debt.

CFC's long-term leverage, as measured by its debt-to-equity ratio, has
increased significantly. CFC reported that total debt increased by $1.4
billion--mainly long-term debt, reflecting a 25% increase in this type of debt
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from one year earlier. In our opinion, there is little cushion in capital
ratios under CFC's revolving bank lines covenants. It is important to note
that, while reported leverage has increased, we adjust for subordinated
deferrable debt and members' subordinated certificates as part of equity.
Adjusted this way, the debt-to-leverage ratio has also increased in the past
few years to 6.84x as of May 31, 2009 (its fiscal year-end) from 5.62x in
2005. We view CFC's ability to borrow through private debt issuances and
revolving credit facilities as a positive ratings factor.

Management reported that CFC terminated several interest rate swaps
during fiscal 2009. This accelerated the future economic benefit the company
would have realized in future periods. By doing this, we believe the company
has increased its exposure to interest rate movements.

Management has recently taken what we see as positive steps to rebuild
the company's capital base to preserve equity for a longer period. CFC issued
more than $300 million in member capital shares, and the board of directors
has extended its guidelines for retiring member patronage capital. Also,
management has established internal goals for improving leverage by fiscal
year-end 2014, with a target debt-to-equity ratio of 5.57x. Finally, while we
believe CFC's credit risk is not great at this time, we think there's little
flexibility for any rising credit losses should they arise in the context of
the firm's existing loan loss reserves and in relation to equity.

Outlook
The outlook is negative. We believe that CFC's continued high exposure to
short-term wholesale funding, increased leverage, potential credit quality
problems with its limited existing loan loss reserves, and potential exposure
to interest rate movements could lead us to lower the ratings. The outlook
could be reviewed for a revision to stable if management succeeds in reducing
leverage and the company's dependence on short-term funding.

Related Research
• "Rating Finance Companies," March 18, 2004

Ratings List

National Rural Utilities Cooperative Finance Corp

Ratings Affirmed; Outlook Action
To From

Counterparty Credit Rating A/Negative/A-1 A/Stable/A-1

Ratings Affirmed
Senior Secured A+
Senior Unsecured A
Subordinated BBB+
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Preferred Stock BBB
Commercial Paper A-1

Complete ratings information is available to RatingsDirect subscribers at
www.ratingsdirect.com. All ratings affected by this rating action can be found
on Standard & Poor's public Web site at www.standardandpoors.com; select your
preferred country or region, then Ratings in the left navigation bar, followed
by Find a Rating.
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