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Research Update:

Slovak Utility Zapadoslovenska Energetika 'A-'
Ratings Affirmed After Successful Refinancing;
Outlook Stable

Overview

 Slovak electricity utility Zapadosl ovenska energeti ka a.s. (ZSE)
successfully executed the refinancing of its €315 million debut bonds
maturing in Cctober 2018.

e At the sane tine, we expect that ZSE will continue to post solid
financial performance over the next three years, fueled by strong
econom ¢ prospects for Western Sl ovaki a.

e Qur view of ZSE s stand-al one creditworthiness has strengthened as a
result.

* W are affirming our "A-' issuer credit rating on ZSE. The likelihood of
extraordi nary support fromthe Sl ovak government to ZSE remains
noderately high, but this no longer grants any rating uplift to ZSE

e The outl ook renmi ns stable.

Rating Action

On March 14, 2018, S&P G obal Ratings affirned its long-termissuer credit
rati ng on Sl ovaki a-based electricity distribution and supply conpany

Zapadosl ovenska energetika a.s. (ZSE) at 'A-'. The outl ook renmains stable.
We also affirned our 'A-' issue rating on ZSE' s senior unsecured debt.
Rationale

The affirmation follows ZSE s successful refinancing of its €315 million debut
bond maturing in Cctober 2018, which has |owered the group's total debt costs.
This refinancing, coupled with the strong prospects for ZSE' s activities in
its area of operation, will enhance the conpany's financial performance, in
our view As a result, we have revised upward our assessnment of the conpany's
stand-al one credit profile (SACP) to "a-' from'bbb+' . W continue to view the
i keli hood of extraordinary support to ZSE from Sl ovakia (A+/ Stable/A-1) if
needed as noderately high, but this no |onger grants any rating uplift to ZSE
given its higher SACP. W therefore affirmed the rating.

We consider that the refinancing of the €315 nmillion bond illustrates ZSE' s
ability to tap the bond market at nore favorable financing conditions. As a
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result, ZSE has nmanaged to create a nore confortable debt maturity profile,

wi th the wei ghted-average maturity of its debt instrunents shifting to nore
than 7 years from3.5. Wile the refinancing in itself has no significant

i mpact on the conpany's financial risk profile, in our view, it allays our
previ ous concerns regarding ZSE' s | arge refinancing needs for Cctober 2018
(about 50% of the previous total outstanding debt) agai nst the backdrop of the
execution risks that an untested refinancing process could carry.

Meanwhi | e, ZSE continues to benefit fromits nonopoly position as the
electricity distribution system operator and a dom nant position as the
electricity supplier in the relatively wealthy service area of Wstern

Sl ovakia. In 2017, ZSE derived around 94% of its EBITDA fromits regul ated
activities (predomnantly electricity distribution along with electricity and
gas supply to households and snmall and midsize enterprises). The renaining 6%
came fromunregul ated electricity and gas supply activities to mdsize and

| arge enterprises. W view the significant proportion of regulated revenues in
ZSE's business mix as a supportive element for its financial netrics,
generating a reliable source of stable and predictable cash flows. At year-end
2017, ZSE posted an adjusted EBI TDA of €203 million and adjusted net debt of
€554 mllion, which coincides with an adjusted FFO to-debt rati o above 26%

We have not materially revised our expectations conpared to our previous base
case. W continue to forecast that ZSE s distributed volumes will increase
through to the end of the current regulatory period on the back of strong
organi ¢ grow h prospects and i ncreased electricity consunption in Wstern

Sl ovaki a.

Qur base case assunes:

e Continued regulatory visibility and high predictability of earnings from
ZSE's distribution activities until the end of the current regulatory
peri od (Decenber 2021).

e Pretax weighted-average cost of capital (WACC) set at 6.27%for 2018 and
reset every year.

« Stable EBITDA till the end of the current regulatory period; 2018 EBI TDA
at the same |evel as 2017.

» The renewabl e support deficit is expected to be shifted to a dedicated
central payer (OKTE), which will nitigate cash flow volatility. W assune
no renewabl e support after 2019.

* Investnent plan, supported by organic growh (mainly network enhancenent
projects), to increase fromcurrently low |l evels of around €100 mllion

* Substantial increase in dividend payout, although we understand there
will be an elenment of discretion in order to naintain credit quality.

Based on our assunptions, we forecast the following credit neasures:

* Funds from operations (FFO to debt of 25% on average for the next
two-to-three years;
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e Positive free operating cash flow to debt to renmin around 8%
 Marginally negative discretionary cash flow to debt; and

« Debt to EBITDA of 2.8x-3.2x for the next two-to-three years.

Qur view of the noderately high likelihood of extraordinary government support
fromSlovakia to ZSE if needed is based on our assessnent of ZSE's:

e Inportant role as the nonopoly provider of electricity distribution
services and as the supplier of last resort in its service area of
Western Sl ovaki a; and

e Strong link with the Sl ovak governnent, which owns 51% of ZSE' s shares

We base our view on our understanding that the government has no plans to
privatize ZSE in the mediumtermand will continue to exercise control over
ZSE' s key strategic decisions on investnments and financial policies.

Liquidity

We assess the conpany's liquidity as adequate. Qualitative factors that
support this assessnent include ZSE' s solid relationships with banks; the
conpany's high standing in credit markets; the ongoing benefit of its state
owner shi p; and prudent financial policy. On this basis, we expect annual cash
fl ow generation, the group's cash position, and conmitted credit facilities
wi I | cover expected cash outlays--nmainly capital expenditure and dividends- - by
approximately 1.3x over the next 12 nonths. We al so forecast that sources
woul d cover uses even if EBITDA declined by 10%

We anticipate the conmpany will have the followi ng principal liquidity sources
over the next 12 nonths:
e Access to unrestricted short-termcash of about €95 nillion as of Dec.

31, 2017;

e Undrawn conmmitted credit facilities of €20 mllion and €55 mllion both
maturing in October 2023; and

e Qur forecast that ZSE will generate approximtely €130 nillion of
adj usted FFO

We anticipate the company will have the followi ng principal liquidity uses

over the same period:

* No short-termdebt maturities following the full refinancing of the €315
mllion bond maturing in Cctober 2018;

e About €90 mllion of capital investnents; and

* Dividend paynents of approxinmately €69 million

We understand that the euro mediumterm note program does not contain any
covenants. At the sane tine, we see as a weakness the fact that ZSE s
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liquidity credit facilities are subject to early repaynent
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if the rating on

ZSE is lowered to specul ative grade. That said, we do not anticipate that ZSE
will need to resort to these facilities because its cash flows are normally
and di vidends are discretionary.

nore than adequate to cover investnent

Outlook

The stable outl ook on ZSE refl ects our view of continued stable and
predi ctabl e earnings and cash flows fromwhat we see as ZSE' s rel atively

lowrisk regulated distribution business.

maintain its domnant retail position in its service area

Downside scenario

We al so anticipate that ZSE will

We could lower the rating on ZSE if we took a simlar action on Slovakia and

at the sanme tine revised ZSE' s SACP down by one notch

assum ng our view of

extraordi nary state support for ZSE renai ned unchanged. W coul d al so | ower
the rating if we revised the SACP down by two notches.

ZSE's SACP could come under strain if,

negative changes to the regul atory franework,
paynments to renewabl e energy generators were not conmpensated for
regul atory mechanisnms in a timely manner
capital investnent costs are higher than the regul ator

for exanple,

there were any unexpect ed

if the deficit resulting from

under

if ZSE' s operating costs or

revise down the SACP if ZSE s credit metrics weakened, in particular

adjusted FFO to debt fell below 18% wi t hout any prospects for
could occur if the conpany adopted nore aggressive sharehol der

ternms of |everage tol erance or dividend payouts.

Upside scenario

W see an upgrade as unlikely, at present.

i f

allows. W could al so

recovery. This
policies in

We could raise the rating on ZSE if

we were to upgrade Slovakia, or if ZSE were to post an adjusted FFO to debt
rati o sustai nably above 28% assum ng our view of the |ikelihood of
extraordi nary governnent support remai ned unchanged.

Ratings Score Snapshot

Corporate Credit Rating: A-/Stable/--

Busi ness risk: Strong
e Country risk: Intermediate

e Industry risk: Very Low

 Conpetitive position: Satisfactory

Fi nancial risk: Internediate

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT

MARCH 14, 2018 5

2006763 | 301747872



Research Update: Slovak Utility Zapadoslovenska Energetika 'A-' Ratings Affirmed After Successful Refinancing;
Outlook Stable

e Cash flow Leverage: Internediate

Anchor: a-

Modi fiers

e Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

e Liquidity: Adequate (no inpact)

 Financial policy: Neutral (no inpact)

 Managenent and governance: Satisfactory (no inpact)

e Conmparable rating analysis: Neutral (no inpact)

St and-al one credit profile: a-
* Sovereign rating: A+

* Likelihood of governnent support: Mbdderately high (no inpact)

Issue Ratings--Subordination Risk Analysis

Capital structure
ZSE's financial debt consists of senior unsecured debt at the parent |evel.

Analytical conclusions

The issue rating on ZSE's senior unsecured debt is "A-', inline with the
i ssuer credit rating, as no significant elements of subordination risk are
present in the capital structure.

Related Criteria

e Criteria - Corporates - Ceneral: Reflecting Subordination Risk In
Corporate |Issue Ratings, Sept. 21, 2017

e CGeneral Criteria: Rating Government-Related Entities: Methodol ogy And
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e Criteria - Corporates - Industrials: Key Credit Factors For The
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Ratings Affirned

Zapadosl ovenska energetika a.s.
Corporate Credit Rating A-/ Stabl e/ --
Seni or Unsecured A-

Additional Contact:
Industrial Ratings Europe; Corporate_Admin_London@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at ww. capitalig.com Al ratings affected by this rating action
can be found on the S& G obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the followi ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press O fice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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