S&P Global
Ratings

RatingsDirect’

Research Update:

Czech Utility CEZ a.s. Ratings
Affirmed; Outlook Stable; SACP
Revised To 'bbb' On Deteriorating
Credit Metrics

Primary Credit Analyst:
Renata Gottliebova, London +44 20 7176 1257; renata.gottliebova@spglobal.com

Secondary Contact:
Alf Stenqvist, Stockholm (46) 8-440-5925; alf.stenqvist@spglobal.com

Research Contributor:
Julien Bernu, London +442071767137; Julien.Bernu@spglobal.com

Table Of Contents

Overview

Rating Action
Rationale

Outlook

Ratings Score Snapshot
Related Criteria
Related Research

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT NOVEMBER 23, 2017 1

1954953 | 301747872



Research Update:

Czech Utility CEZ a.s. Ratings Affirmed; Outlook
Stable; SACP Revised To 'bbb' On Deteriorating
Credit Metrics

Overview

e W forecast Czech utility CEZ a.s.' (CEZ) EBITDA fromits unregul ated
activities will continue to decline, which, coupled with a
hi gher -t han- expect ed di vi dend payout ratio, will lead to weakening credit
neasur es.

e W are therefore revising to 'bbb' from'bbb+ the stand-al one credit
profile of CEZ

« W are, however, affirmng our 'A-' issuer credit rating on CEZ,
reflecting our view that the group continues to benefit froma noderately
hi gh |ikelihood of extraordinary support fromthe Czech governnent.

* The outl ook renmins stable.

Rating Action

On Nov. 23, 2017, S&P d obal Ratings affirnmed its long-termcorporate credit
rating on Czech utility CEZ a.s. (CEZ) at 'A-'. The outl ook remmins stable.

At the sane time, we affirmed our "A-' long-termissue rating on CEZ's senior
unsecur ed bonds.

Rationale

The affirmation reflects our view of the continued noderately high Iikelihood
of extraordinary support to CEZ fromthe Czech government if needed. This
nmtigates our | ower assessnent of CEZ's stand-alone credit profile (SACP),

whi ch we have revi sed downward to 'bbb'" from ' bbb+, reflecting weakeni ng
credit neasures.

CEZ has been significantly increasing its dividend payout ratio over the
years, reaching around 90%in 2017--agai nst |ess than 80%in our precedent
base case--at the request of its majority sharehol der, the Czech government.
We have revised our expectations accordingly and now expect the group to post
an only slightly positive discretionary cash flow (DCF)-to-debt ratio of 2.1%
on average, in the next two years. This differs fromour previous expectations
of around 5% owing to sizable dividend paynents and capital expenditures
(capex). W expect this level will weaken the group's credit nmeasures and
therefore no longer believe that CEZ benefits from stronger credit netrics
than entities with simlar financial and business profiles.
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Meanwhi |l e, we believe that CEZ has shown only noderate resilience to adverse
power price devel opments over the past five years. Unregul ated activities have
hal ved their contribution to the group's EBI TDA between 2012 and 2016- - now
accounting for 65% (86%in 2012)--owing to the vulnerability of its

tradi tional power production segnent to declining power prices in the Czech
and Gernman electricity markets (which we view as deeply integrated).
Consequently, the group's EBITDA nargin has gradual |y deteriorated over the
sane period and we expect this trend to continue with EBI TDA margi ns hovering
around 25% for 2017 and 2018, down from 41%in 2012. Decreasi ng EBI TDA
mar gi ns, coupled with higher dividends resulted in the deterioration of CEZ s
credit netrics, notably our adjusted funds from operation (FFO)-to-debt ratio.
We now forecast this ratio will decline to about 25% 26% for the next two
years from 30% previ ously.

CEZ continues to sell a sizable portion of its future production to the Czech
power market at a pre-agreed price, which accounted for 81% 57% and 26% of
its production for 2018, 2019 and 2020, respectively, as of Septenber 2017. To
some extent, this hedging strategy has allowed the group to snoboth the
pressure of adverse electricity price devel opnents on its cash flows, while
bol stering their predictability over the past five years. Neverthel ess, we
bel i eve that the agreed price at which the group is currently selling its
producti on--averagi ng €30 per nmegawatt hour (/MA) between 2018 and 2020--wil |
be significantly bel ow nmarket prices for the same period. Those have recovered
froma |low | evel and should remain around their current |evel of €35/ MW ow ng
to, anmong others, the recent global increase of coal prices. W therefore
envision CEZ to benefit only nodestly fromthe forecast uptick of power prices
over the next two years, which will weigh on its financial netrics over this
peri od.

That said, CEZ benefits froman unrivalled position in the Czech Republic as a
vertically-integrated utility with al nbst 70% and 30% of donestic narket
shares for its generation and supply segnents, respectively. In particular

the group benefits fromits diverse and relatively fuel and em ssion-efficient
generation fleet along the |load curve, spread across lignhite and hard coa
(52% of total generation), nuclear assets power (39%, hydro and renewabl es
(6%, and conbi ned cycle gas turbines (3%.

In addition, CEZ is the sole Czech utility conpany able to generate power from
nucl ear sources and its nuclear assets conprise the relatively new Czech- based
Temel i n and Dukovany nucl ear plants. In this respect, we believe that
pressures on the group's operating performance stemm ng from past-unpl anned
nucl ear outages over the last three years--due to prol onged weld checks and

i cense renewal s--have abated. W now expect a gradual recovery of nuclear
generation volunes, reaching their 2014 |level by 2019. This will further
support the group's operating performance in reducing the use of |ess cost
efficient lignite and hard coal sources as a substitute of nuclear sources for
power generation. W understand that tal ks are ongoi ng between CEZ and the
government-run Standing Committee for Nuclear Energy regarding the devel oprment
of a new nuclear project in Czech Republic. Onvng to the significant
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uncertainty surroundi ng the outcone of such tal ks, we have not incorporated it
in our ratings. W nonethel ess understand that the decision regarding the

sel ection of the financial nodel for this project will be announced in 2018.
The final investnent decision and potential comrencenment of construction is
expected to take place around 2028.

CEZ derives the rest of its EBITDA (35%in 2016) fromits regul ated
activities, predom nantly power distribution networks in Czech Republic. W
assess the Czech regulatory franmework as strong, supported by an independent
regulator with a relatively established track record, sufficient clarity on
key inputs, good predictability under the three yearly regulatory period
(2016-2018), and fairly supportive of new investnents. This has contributed to
enhanced stability and predictability of earnings that CEZ derives fromits
regul ated activities and will support the group's business risk profile
overall. W expect CEZ to continue to increase its EBI TDA from regul at ed
activities in the coning years on the back of increased capex. This will |ead
to a gradual increase in the conmpany's regul ated asset base. W understand
that the current regulatory period nay be extended by two years to 2020 as
proposed by the national regulator through a public consultation process in
August 2017, with a final decision expected ahead of year-end. Al beit not
ruling out the likelihood of such extension, we have not yet factored it in
our base case.

In our base case, we assune:

e Moderate growth in electricity consunption in the Czech Republic;

» Czech power prices and carbon di oxi de (CO2) assunptions continue to be
linked to the German power nmarket. Relatively stable forward power
prices, remaining above €35/ MM for the next two-three years. Actua
power prices are applied to hedged out put;

e CO2 allowance price expected not to differ significantly fromtheir
current level of 7.40 (euro/negaton);

e Current regulatory period to end in 2018;

e Profit margins strengthening in the long run, due to CEZ's increasing
ability to produce electricity fromnore cost-efficient sources (nuclear
and renewabl es) coupled with a prol onged recovery of power prices at
current level of around €35 per MM;

e Due to lack of investnent projects, we forecast slightly positive
di scretionary cash flows, which are used for debt repaynent;

« Capex to remain at about Czech koruna (CZK) 33 billion yearly;

« No material nergers and acquisitions transactions; and

 Dividend payout ratio not to exceed 100%

We consider CEZ to be a government-related entity, and believe there is a
noderately high |likelihood that the Czech government woul d provide

extraordi nary support to CEZ in the event of financial distress. CQur
assessment is not affected by the current political uncertainty surrounding
the formati on of the next Czech governnment follow ng the recent parlianentary
el ections in October 2017.

Qur assessnent is based on CEZ' s:
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e Inportant role for the Czech governnent as both a provider of an
essential service and a key player in the inplenmentation of state energy
policies. The company produces around 70% of the donestic power
out put--sufficient to cover donestic consunption requirenents--and
distributes nore than 65% of electricity in the Czech Republic; and

e Strong link with the Czech governnent, as the latter is actively involved
in key strategic decisions through its representation on CEZ's
supervi sory board. The finance ministry owns about 70% of CEZ, and the
remai ni ng shares are publicly held. W anticipate that the state wll
retain its strategic control over CEZ and will remain a supportive
shar ehol der by avoi di ng negative interventions, such as significantly
rai sing the dividend payout ratio or inplenmenting windfall taxes on power
conpani es.

Liquidity

We view CEZ's liquidity position as adequate based on our expectation that
available liquidity resources will cover expected cash outflows by nore than
1.2x in the next 12 nonths. W also forecast that liquidity sources will cover
uses even if EBITDA declines by 15%

W believe that CEZ has a solid relationship with its banks, a high standing
in the credit markets, and prudent risk nmanagenment. W al so understand that
CEZ's credit facilities are free fromonerous financial covenants. The conpany
has various commtted undrawn |ines naturing between 2018 and 2020. Refl ecting
significant cash and credit facilities, the group should have the ability to
absorb, w thout refinancing, high inpact, |ow probability events.

As of Sept. 30, 2017, CEZ had the following liquidity sources:

e Unrestricted cash and securities of CZK20.8 billion, according to
managenent dat a.
* Avail abl e headroom of about CZK16.8 billion under various conm tted

back-up facilities maturing after 12 nonths.
* FFO of about CZK49 billion

As of Sept. 30, 2017, CEZ had the following liquidity uses:

o Debt maturities of about CZK21.5 billion over the next 12 nonths.

* Annual capex of about CZK31 billion in the next 12 nonths as per the
conmpany' s gui dance

 Dividend payout ratio of 90% about CzZK17 billion in the next 12 nonths.

Outlook

The stable outlook reflects S& 4 obal Ratings' viewthat CEZ will be able to
maintain its strong market position in the Czech Republic and maintain
adequate credit netrics, despite earnings pressure in the current weak market
environnent. We consider a ratio of S& d obal Ratings-adjusted FFO to debt
above 25% and positive discretionary cash flows as being conmensurate with
CEZ's current SACP of 'bbb'. Qur stable outlook also reflects our unchanged
view of a noderately high likelihood of extraordinary support fromthe Czech
Republic.
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Downside scenario
We could lower the ratings on CEZ if its SACP falls by one notch or nore. This
could stem from
» Mich weaker power prices and electricity generation spreads than we
currently anticipate or free CO2 all owances unexpectedly not being
granted by the Czech governnent, eventually leading to an adjusted
FFO-to-debt ratio for CEZ falling bel ow 25% for a prol onged peri od.
« Signs of increased political risk--for exanple, policies that aimto
extract cash frompower utilities in the Czech Republic, either through
i ncreased dividends or windfall taxes--having adverse inplications for
CEZ's financial metrics and |leading for instance to a negative
DCF-t o-debt ratio.
I ncreased political uncertainty and evi dence of negative government
i ntervention could al so underm ne our current assessnent of the likelihood of
extraordi nary support to CEZ fromthe Czech governnent, which could pronpt us
to lower the ratings on CEZ

We could also lower the ratings on CEZ if the local currency rating on the
Czech Republic were | owered.

Upside scenario

We see upside potential for the ratings as currently limted as it would
require a substantial inprovenent in CEZ's SACP by two notches, a higher
assessnment of the likelihood of extraordi nary support to CEZ fromthe Czech
government, or an upgrade of the sovereign rating.

Ratings Score Snapshot

Corporate Credit Rating: A-/Stable/--

Busi ness risk: Strong

e Country risk: Internediate

* Industry risk: Internediate
e Conpetitive position: Strong

Financial risk: Significant
* Cash flow Leverage: Significant

Anchor: bbb

Modi fiers

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

 Liquidity: Adequate (no inpact)

 Financial policy: Neutral (no inpact)
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« Managenent and governance: Satisfactory (no inpact)
 Conparable rating analysis: Neutral (no inpact)

St and-al one credit profile: bbb
 Sovereign rating: AA/ Stable/A-1+
e Likelihood of governnent support: Moderately high (+2 notches)
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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. st andardandpoors. 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

ww. 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 Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Moscow 7 (495) 783-4009.
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