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Research Update:

McMaster University 'AA' Ratings Affirmed,;
Outlook Stable

Overview

« W are affirnmng our ' AA" long-termissuer credit and senior unsecured
debt ratings on McMaster University.

e The ratings reflect our assessnent of the university's stand-al one credit
profile, which reflects our conbi ned assessnent of MMaster's very strong
enterprise and financial profiles.

« The stable outlook reflects our expectations that, within our two-year
outl ook horizon, the university will maintain a robust market position
and denmand, excellent |levels of unrestricted financial resources, and a
manageabl e debt burden; and the Iikelihood of extraordinary governnent
support will not change.

Rating Action

On May 26, 2017, S&P dobal Ratings affirned its 'AA" long-termissuer credit
and senior unsecured debt ratings on McMaster University, in Hamilton, Ont.
The outl ook is stable.

Rationale

The ratings on McMaster reflect the university's stand-alone credit profile
(SACP), which S&P d obal Ratings assesses at 'aa' based on the university's
very strong enterprise and financial profiles. The ratings also reflect our
opi nion of a nmoderately high likelihood that the Ontario government woul d
provi de extraordi nary support in the event of financial distress. MMaster's
strong financial resilience and i ndependence allow the ratings on the
university to exceed those on the Province of Ontario under our
governnent-related entities (GRE) criteria.

Founded in 1887, MMaster is a research-intense, nedical-doctoral university,
dedi cated to teaching, research, and service. Its main canpus (95% of student
popul ation) is in Hamilton, the fifth-largest city in Ontario. The university
of fers a variety of undergraduate and graduate degrees across its six
faculties (engineering, humanities, sciences, business, health sciences, and
soci al sciences). McMaster also has four small, regional canpuses in Ham|ton
Burlington, Waterloo, and St. Catharines, Ont. The university is a nmenber of
the Ul5, a group of |eading research-intensive universities in Canada. In
fiscal 2016, it received C$196.7 million in research-related grants and
contracts, which have been slowy increasing in the past several years.
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We assessed McMaster's enterprise profile as very strong. Supporting our
opinion is our view of the higher education sector's low industry risk,
characterized by counter cyclicality and | ow conpetitive risk and growth. In
addition, with 92. 1% of its students conming fromOntario, the university
benefits from excell ent econom c fundamentals, neasured by the province' s GDP
per capita of US$48,200 in 2015, its good incone indicators, and noderate
enpl oyment and popul ati on growt h projections.

McMast er' s robust narket position and stable student demand and enrol | nent

al so strengthen its enterprise profile. The university's full-tine equival ent
students (FTEs) totaled 29,130 in fall 2016, or 4.5% above the previous year's
| evel . Except for fall 2015, MMaster's enrollment increased steadily over the
past 10 years, supported by both graduate and undergraduate enrollnment. In our
opi nion, student quality netrics continue to be strong and conpare well with
those of simlarly rated Canadian peers. This is primarily reflected in
McMaster's historically high retention and average entry grade rates of 90.9%
and 87.6% respectively. The university's selectivity rate
(offers-to-applicants) was 56.4%in fall 2016, while the six-year graduation
rate, at 77.5% renmained close to its historical levels. In our opinion, the
university benefits fromrobust fundraising capabilities, and has exceeded its
of ficial campaign and annual fundraising targets in past years.

Managenent experti se and governance practices, as well as financial managenent
policies, are strong in our view MMaster has a strategic plan, updated every
three-to-five years, that guides its long-termstrategi es based on its

nm ssi on. Managenent reviews plan perfornmance annual ly, tracks progress agai nst
specific activity indicators, and nonitors identified risks. The university
has an enterprise risk franework that guides its identification and managenent
of risks. Overall, we view McMaster's transparency and di scl osure to be good,
with policies and procedures in place to adequately mtigate risks. The

uni versity conducts its activities according to a three-year operating budget
that is aligned with its strategic plan and contai ns what we view as
reasonabl e assunptions. MMaster prepares externally audited financial
statenments, which have been unqualified, and it has formal policies in place,
i ncludi ng i nvestnment and debt policies.

In our opinion, the university has a very strong financial profile, with a
hi story of robust financial performance, excellent |evels of available
resources, and a noderate debt burden

McMast er expects to achieve an operating surplus in fiscal 2017, versus a
C$17.9 million budgeted deficit, primarily as result of higher-than-expected
tuition income. Although the university does not prepare consolidated
forecasts, we expect that, including ancillary operations (which tend to
generate positive cash flow), it will nmaintain consolidated surpluses in the
near term MMaster's adjusted operating margin was 3.8%in fiscal 2016, which
was bel ow the previous years' |evels due to exceptionally weak investnent

i ncone.

Simlar to that of Canadi an peers, the university's limted flexibility to
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i ncrease its student-generated revenues, somewhat offsets its financial
performance strength. This is primarily because Ontario nonitors and guides
tuition rates and student aid (through the tuition franmework), and enrol | nent
expansi on (through operating grants). However, universities decide these
matters and their [ong-term strategies.

Al t hough McMaster is contenplating different financing strategies for its
capital projects that could include new debt, it currently has no approved
plan to issue nore debt in the next year. As of fiscal 2016, MMaster's debt
out standi ng was C$279.2 million. It includes two fixed-rate bullet bonds
(representing 86% of total debt), an anortizing bank |oan, a snall nortgage,
and guaranteed debt of C$22.7 nmillion on behalf of the First Longwood

I nnovation Trust. As of March 31, 2016, the university held C$24.4 million in
sinking funds to repay its two bullet debentures outstanding, which we include
in our neasure of internally restricted net assets. It also has a long-term
obligation for a nuclear reactor decomm ssioning, which equaled C$12 mllion
in fiscal 2016. Trust funds of C$10.87 million have been accunul ated to offset
this obligation. McMaster's estimted pro forma naxi rum annual debt burden
represented 2.4%of its adjusted fiscal 2016 expenses. W view this as a
noderate debt burden for the current rating especially in light of the healthy
| evel of available resources at the end of fiscal 2016, at 160.2% of total pro
forma debt.

We believe that postenploynent liabilities continue to offset McMaster's
financial profile strengths, despite the steps both the province and

uni versity have taken to address the solvency deficit. MMaster's two defined
benefits plans had a goi ng-concern sal ari ed pension plan deficit of about
C$253 million, while solvency deficit totaled C$197 mllion as of the nost
recent actuarial valuation (July 1, 2014). The university qualified for
tenporary solvency funding relief program under which it has elected to defer
sol vency deficit paynments for another three years, until fiscal 2019. In the
nmeantine, it will continue to make goi ng-concern deficit special paynents of
C$30.4 million in fiscal 2017 and slightly higher thereafter. MMaster
estimates that its initiatives to manage its pension deficit, including

i ncreased enpl oyee and enpl oyer contributions, will allowit to cover rising
speci al goi ng-concern and sol vency pension deficit payments in the upcom ng
years.

Liquidity
W believe McMaster benefits froman exceptional liquidity. At fiscal year-end
2016, consolidated cash and investnments totaled C$1.2 billion, or 4.4x tota

debt. Unrestricted financial resources available for debt service stood at
C$447.4 mllion, significantly above the previous year's level of C$322.1
mllion due to an increase in the central reserve related to the new borrow ng
earmarked for new capital projects. This equal ed 47.6% of adjusted operating
expenses, and covered 160% of debt. We expect these ratios to decrease in the
near term as the university will draw on these resources to fund its capita
projects. However, we believe they will remain fairly strong and in line with
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historical levels in the next two years.

McMaster's endownent had a fair value of C$541 million at April 30, 2016, down
6% fromthe previous year, primarily due to weak investnent returns. The

uni versity has a conservative endowrent draw, in our view, with a long-term
payout target rate of about 4% of the endowrent's market value. In fisca

2016, the endownent paid out was C$18.7 mllion or 7.4% nore than the previous
year's spendi ng.

Moderately high likelihood of extraordinary provincial government support

In accordance with our criteria for GREs, our view of the university's
noderately high Iikelihood of extraordi nary governnment support reflects our
assessnment of its inportant role in the province, given that postsecondary
education is one of Ontario's priorities in both expenditure and nandat e
(after health care and school boards), and that there are no viable private
alternatives. It also reflects the province's oversight, program approval
rights, and tuition regulation over the university, which suggests a strong
link to it. Also supporting this viewis that the province provides
substantial operating grants, which account for 27% of the university's tota
revenue, and it appoints six of 37 board of governors nenbers.

We believe that the province's overall financial support to universities wll
remain relatively stable in the near term given the postsecondary education
sector's vital public policy role. The Ontario governnent has nmade strides in
reducing its annual deficit and budgets to return to bal ance in 2017-2018.
Under the new grant funding fornula, the provincial government is shifting
focus toward measurabl e student outcones and away from a nore enrol nment-based
formula. It has commtted to maintaining the 2016-2017 funding | evel for al
universities stable until 2019-2020. Mreover, in Decenber 2016, the province
announced it would extend its tuition franework for the next two years,

mai nt ai ni ng the annual increases capped to an average of 3% for undergraduate
progranms and 5% for professional and graduate prograns.

W rate McMaster two notches above Ontario. The maxi mumdifferential allowed
is three notches, in accordance with our nethodology for rating GREs that we
bel i eve depend on ongoi ng government support. The difference reflects our view
of the university's substantial financial assets. W believe there is a

neasur eabl e Iikelihood that McMaster's financial resources would nmeet ongoi ng
operational and debt service requirenents should the governnent default and
tenporarily suspend paynents to the university. In addition, the difference
reflects McMaster's ownership structure, in which the governnent is neither an
owner nor sharehol der. W consider the risk of extraordi nary negative
government intervention to be |ow, given the university's operationa

i ndependence, inportant public policy role, and the government's hands-of f
approach to the sector.
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Outlook

The stable outl ook reflects our expectations that, within our two-year outl ook
hori zon, McMaster will naintain a robust narket position and denmand, excellent
| evel s of unrestricted financial resources, and a manageabl e debt burden. W
expect its cash and investnents to stay over 3x total debt; and that
provincial support to the university will not decline beyond our current
estimtes. The outl ook also reflects our expectation that MMaster's
relationship with the province will be stable.

Downside scenario

We coul d revise the outl ook to negative or lower the ratings if the ratio of
cash and investnents to debt were to decrease below 3x. Al else equal, a
negative rating action on Ontario is unlikely to result in a simlar rating
action on McMaster. However, a negative governnent intervention fromthe
province, or a significant reduction in McMaster's resilience to an Ontario
default scenario as our GRE criteria specify could cause us to | ower the
ratings, potentially to on par with or bel ow those on Ontari o, depending on
the severity.

Upside scenario

Conversely, a significantly inproved enterprise profile, with a selectivity
rati o bel ow 50% and i ncreased geographi c diversification of the student body,
wi th out-of-province students accounting for nore than 30% of total FTEs,
could result in a positive revision to the outl ook or the ratings.

McMaster University -- Financial Statistics

Medians for 'AA' U.S. public

--Fiscal year ended April 30-- colleges & universities, 2015**
2017 2016 2015 2014 2013
Enrollment and demand
Headcount 31,746 30,283 30,509 30,113 29,735 MNR
Full-time equivalent 29,130 27,884 28,157 27,796 27,518 32,632
First year acceptance rate (%) 56.4 55.4 58.6 59.3 58.9 71.7
First year matriculation rate (%) 28.6 25.8 26.0 26.1 26.2 MNR
Undergraduates as a % of total 85.5 85.6 85.4 85.5 85.4 77.7
enrollment (%)
First year retention (%) 90.9 90.3 89.9 90.3 88.7 85.5
Graduation rates (six years) 77.5 78.9 76.9 77.4 78.4 MNR
(a)*
Income statement
Adjusted operating revenue N.A. 976,271 974,088 949,026 938,829 MNR
(C$000s)
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--Fiscal year ended April 30--

Medians for 'AA' U.S. public

colleges & universities, 2015**

2017 2016 2015 2014 2013
Adjusted operating expense N.A. 940,622 906,700 884,932 867,502 MNR
(C$000s)
Net adjusted operating income N.A. 35,649 67,388 64,094 71,327 MNR
(C$000s)
Net adjusted operating margin N.A. 3.79 7.4 7.2 8.2 2.1
(%)
Provincial grants to revenue N.A. 27.1 27.2 28.2 27.6 21
(V)3
Student dependence (%) N.A. 28.2 26.9 26.1 24.0 42.4
Investment income dependence N.A. 1.3 5.8 6.7 5.0 0.8
(%)
Debt
Debt outstanding (C$000s) N.A. 279,220 159,275 159,092 160,271 646,050
Pro-forma debt N.A. 279,220 278,620 159,092 160,271 MNR
Current debt service burden (%) N.A. 1.12 1.01 1.03 1.11 MNR
Current MADS burden (%) N.A. 2.43 1.45 1.49 1.57 3.70
Pro-forms MADS burden (%) NA. 2.43 2.43 1.49 1.57 MNR
Financial resource ratios
Endowment market value N.A. 541,053 575,033 533,412 480,472 642,929
(C$000s)
Cash and investments (C$000s) N.A. 1,237,853 1,129,633 1,016,536 897,273 612,539
Adjusted UFR (C$000s) N.A. 447,416 322,091 291,795 246,584 MNR
Cash and investments to N.A. 131.6 124.6 114.9 103.4 51.7
operations (%)
Cash and investments to debt N.A. 443.3 709.2 639.0 559.8 162.6
(%)
Cash and investments to N.A. 443.3 405.4 639.0 559.8 MNR
pro-forma debt (%)
Adjusted UFR to operations (%) N.A. 47.6 35.5 33.0 28.4 30.3
Adjusted UFR to debt (%) N.A. 160.2 202.2 183.4 153.9 86.7
Adjusted UFR to pro-forma N.A. 160.2 115.6 183.4 153.9 MNR
debt (%)
Average age of plant (years) N.A. 11.7 13.9 13.8 13.7 12.4
OPERB liability to total liabilities N.A. 13.1 16.1 14.7 16.8 MNR

(%)

*Median figure is five-year graduation rate. §Median figure is state appropriations to revenue. **U.S. median figures are in U.S. dollars. N.A.--Not
available. MNR--Median not reported. MADS--Maximum annual debt service. UFR--Unrestricted financial resources. Average age of plant =
accumulated depreciation/depreciation and amortization expense.

Related Criteria

e General Criteria:
And Uni versities,

Met hodol ogy: Not-For-Profit Public And Private Coll eges
6, 2016

Jan.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT

MAY 26, 2017 7

1857200 | 301760114



Research Update: McMaster University 'AA" Ratings Affirmed; Outlook Stable

e CGeneral Criteria: Rating Governnent-Related Entities: Methodol ogy And
Assunptions, March 25, 2015
e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Related Research

e 2017 Qutl ook For Not-For-Profit Public Universities In Australia, Canada,
Mexi co, And The U K : A Stable Trend For All, Despite Fundi ng Concerns,
Jan. 17, 2017

e U S Public College And University Fiscal 2015 Median Ratios: Sector
Adj usting To The 'New Normal' As Industry Pressure Remmins, July 11, 2016

Ratings List

Rati ngs Affirned

McMast er University
| ssuer Credit Rating AA/ St abl e/ - -
Seni or Unsecured AA

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 avail able to subscribers of

Rati ngsDi rect at www. 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 www. st andardandpoors.com Use the Ratings search box | ocated
in the left colum.
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