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Research Update:

Slovakia-Based Electricity Network Operator
Zapadoslovenska energetika (ZSE) Assigned
'BBB+' Rating; Outlook Stable

Overview

« W understand that Slovakia-based and najority state-owned electricity
di stribution and supply conpany Zapadosl ovenska energetika (ZSE) is
consi dering accessing the capital narkets.

» W assess ZSE's stand-alone credit profile at 'bbb+ , and believe there
is a "noderately high" |ikelihood that the Republic of Slovakia would
provide tinely and sufficient extraordi nary support to ZSE in the event
of financial distress.

« W are therefore assigning our 'BBB+ |ong-termcorporate credit rating
to ZSE, and our 'BBB+' issue rating to ZSE's €1 billion euro nediumterm
not e program

» The stable outlook reflects our forecast of stable and predictable
earnings fromZSE s relatively lowrisk regul ated distribution business,
as well as financial metrics conmensurate with our assessment of its
"significant" financial risk profile.

Rating Action

On Sept. 25, Standard & Poor's Ratings Services assigned its 'BBB+ |long-term
corporate credit rating to Slovaki a-based, 51% state-owned, electricity

di stribution and supply conmpany Zapadosl ovenska energeti ka (ZSE). The outl ook
is stable.

At the sanme tinme, we assigned our 'BBB+ issue rating to ZSE's €1 billion euro
nmedi umterm note program

Rationale

The rating reflects our assessnent of ZSE s stand-alone credit profile (SACP)
as 'bbb+' . The SACP reflects our view that ZSE has a "strong" business risk
profile and "significant"” financial risk profile, as our criteria define those
terns.

We al so believe that there is a "noderately high" |ikelihood that the Republic
of Sl ovakia would provide tinely and sufficient extraordinary support to ZSE
in the event of financial distress. In accordance with our criteria for
government-rel ated entities (GREs), our view of a "noderately high" Iikelihood
of extraordi nary support reflects our assessnent of ZSE's:
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e "Inmportant” role as the nmonopoly provider of electricity distribution
services and as the supplier of last resort in its service area of
west ern Sl ovaki a.

e "Strong" link with the Sl ovak governnment, which owns, through the
National Property Fund, 51% of ZSE' s shares. W base our view on our
under st andi ng that the government has no plans to privatize ZSE in the
mediumtermand will continue to exercise control over ZSE s key
strategi c decisions on investments and financial policies. W view ZSE' s
direct owner, the National Property Fund, as a government conduit.

Qur assessnment of ZSE' s business risk profile as "strong" reflects the
conpany's nonopoly market position as an electricity distribution operator in
the relatively wealthy service area of Western Slovakia. W believe that the
regul atory framework--supervised by the i ndependent regulator RONI (Sl ovak
Regul atory O fice for Network Industries)--is supportive and transparent,
ensuring high predictability of earnings until the end of the current

regul atory period in 2016.

In our view, ZSE' s cash flow generation is strong, with EBI TDA nargi ns of
about 60% (excl udi ng pass-through costs for renewabl e energy generation). W
view ZSE's profitability as conmparable to its regulated peers in Western
Europe, despite its regulatory framework allowing a relatively | ow cost of
capital. Nevertheless, regulatory reset risk occurs every five years, with the
next reset scheduled for 2017. In addition, the conpany has sone exposure,
albeit l[imted, to volune risk.

We believe short-termcash flow volatility owing to ZSE acting as conduit for
t he pass-through payments for renewabl e generation is a slight weakness,
because it could tenporarily pressure ZSE's liquidity and the conmpany only
recovers the paynments over a two-year period. Neverthel ess, we understand this
volatility is likely to be mtigated by the introduction of a newtariff for
all generators in 2014. A further uncertainty is the size of capita
investments required to install smart meters, which could exceed the company's
estimates of €20 million until 2020.

We view ZSE' s supply business, which contributes about 15% of EBITDA on a
normal i zed basis, as credit-dilutive. This is because of the supply business'

i nherent exposure to sone price and demand risk. W anticipate that
conpetition and, consequently, ZSE's customer switching rates will increase as
the Sl ovaki an nmarket is gradually liberalized and price caps for residentia
custoners and snall and midsize enterprises are eventual |y abolished. That
sai d, ZSE enjoys a dominant market position in its service area, a |large and
di versified custoner base, and is gradually penetrating the gas supply market.

Qur view of ZSE's financial risk profile as "significant” reflects its strong
cash flow generation and limted investnment requirenents, which result in
general ly positive free operating cash flow (FOCF;, after capital expenditure
[capex]). W understand that ZSE' s nmanagenent intends to establish a | everage
target (net debt to EBITDA) of 3.2x. In our base-case scenario, we project
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that ZSE's Standard & Poor's-adjusted funds fromoperations (FFO to debt will
exceed 20%in the mediumterm W forecast that ZSE's FFO to debt will reach
its weakest point in 2014, due to higher paynents to renewabl e energy
generators and the |loss of sone large retail accounts. W project that FFOto
debt should inprove after 2015, mainly owing to a regul atory nmechani smt hat
allows ZSE to recover any overpaynents to renewabl e energy generators with a
two-year tine del ay.

Potential downside to our forecasts could arise from higher customer churn or
a lower profit margin than we anticipate due to fiercer conpetition in
electricity supply. Furthernore, we could see adverse consequences for ZSE' s
FFO to debt if the deficit due to renewabl e paynents support is higher than we
forecast, or is not conpensated under regulatory nechanisns in a tinely
manner .

Liquidity

We assess ZSE's liquidity as "strong" under our criteria. This reflects our
view that ZSE's liquidity sources will exceed its liquidity needs by at |east
1.5x over the next 12 nonths, and by at |east 1.0x over the next 24 nonths.

ZSE's liquidity is supported by our forecast of strongly positive FOCF after
capex. Furthernore, the conmpany has two revolving credit facilities with terms
of five years. W understand that ZSE's dividend policy ains to distribute al
avail abl e cash flows, but has some flexibility to naintain |everage bel ow

3. 2x.

W understand that the new euro nmediumtermnote programw |l not contain any
covenants. At the sane tine, we see as a weakness that the conmpany's liquidity
credit facilities are subject to early repaynent if the rating on ZSE falls to
specul ative grade. That said, we do not anticipate that ZSE will need to
resort to these facilities. This is because in the normal course of its

busi ness, its cash flows nore than adequately cover investnment needs, and

di vidends are discretionary.

Outlook

The stable outl ook reflects our view of continued stable and predictable
earnings and cash flows fromwhat we see as ZSE's relatively |lowrisk

regul ated distribution business. W also anticipate that ZSE will maintain its
dom nant retail position in its service area and continue to acquire gas
customers to offset any loss of electricity custoners. W believe that
adjusted FFO to debt above 20%is conmensurate with the current SACP

According to our methodol ogy for GREs, a one-notch downward revision of the
SACP to 'bbb' would not affect the corporate credit rating, assum ng no change

to our opinion of a "nmoderately high" Iikelihood of extraordinary state
support.
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Pressure on ZSE's SACP could arise if its credit netrics weaken, in particular
if adjusted FFOto debt falls below 20% This could occur if ZSE s actual
operating or capital investnent costs are higher than the regul ator all ows.
Mor e aggressive sharehol der policies in terms of |everage tol erance and/ or

di vi dend payouts could also result in us revising the SACP on ZSE downwar d.

Rating upside could arise if ZSE is able to achi eve and maintain adjusted FFO
to debt of above 23% on a sustainable basis. However, we see this as unlikely
inthe nediumterm in |light of the conpany's |everage target and financi al
pol i ci es.
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