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Research Update:

Swedish Electricity Distributor Ellevio's Senior
Secured Debt Affirmed At 'BBB'; Outlook Stable

Overview

e Ellevio AB continues to post solid operating results, benefitting froma
supportive regul atory franework

e W forecast stable credit neasures as increasing funds from operations
are likely to be offset by high capital expenditures and sharehol der
returns.

W are affirming our 'BBB' issue credit rating on Ellevio's senior
secured debt.

» The stable outlook reflects our forecast that Ellevio will continue to
generate steady, predictable earnings, and naintain credit neasures in
line with the current rating, including funds from operations to senior
secured debt of at |east 6%

Rating Action

On Aug. 25, 2017, S&P d obal Ratings affirmed its 'BBB issue credit rating on
the seni or secured debt issued by Swedish electricity distribution system
operator Ellevio AB. The outlook is stable.

Rationale

The affirnmation reflects Ellevio's continued solid operating results, which
benefit fromwhat we view as a strong regul atory framework for electricity

di stribution networks in Sweden. Ellevio (formerly Fortum Di stribution Sweden)
is the second largest electricity distribution network operator in Sweden,
operating in four regions, and it has an 18% market share. In 2016, the
conpany reported EBI TDA of about Swedish krona (SEK) 3.9 billion (about €0.4
billion).

We anticipate growth in EBITDA and funds from operations (FFO over the next
few years, relating to price increases, a grow ng asset base, and the

acqui sition of Nyndshamm Energi (a regulated distribution network) in late
2016 that Ellevio has consolidated in 2017. W expect, however, that FFO to
debt will stay at 7.5%8.0%t hrough 2019 because we anticipate Ellevio wll
continue investing heavily in its network, as well as returning substanti al
cash to shareholders, prinmarily through paynents on sharehol der | oans.

We al so view the ongoing | egal dispute between the regul ator and the
di stribution system operators (DSGCs) about the weighted average cost of
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capital (WACC) for the current regulatory period 2016-2019 as a source of sone
uncertainty. However, during the |ast court proceedings regarding the WACC for
the regul atory period 2012-2015, the court ruled in favor of the DSGs. On Dec.
14, 2016, the adnministrative court decided the WACC shoul d be set at 5.85%

whi ch the regul ator has appeal ed because it believes this is an unfair return
in such a lowrisk environnent. That said, Ellevio has the ability to raise
tariffs on the back of deficits fromthe previous regul atory period, which
adds to stability of cash flows.

The "BBB' rating on the debt reflects our assessnent of Ellevio' s 'bbb-'
stand-al one credit profile (SACP) plus one notch of uplift for structura
enhancenent s.

In our view, Ellevio's business risk profile benefits fromfully regul ated
electricity distribution operations, with natural nonopoly positions in its
service areas. W view the Swedi sh regulatory framework for electricity
distribution as stable, transparent, and predictable, with a long track
record. This is despite sone nodifications in nmethodol ogy between regul atory
peri ods, and ni nor weaknesses relating to custoner conpensation in the event
of | onger unpl anned out ages.

We view as positive the preset regulatory allowed rate of return on capital
(that is, the WACC rate) for the full four-year regulatory period, as well as
operators' ability to adjust tariffs at any tinme and carry over regul atory
surpluses or deficits to the next regulatory period, which supports stable
cash flows. W also believe the allowed return adequately covers operating and
capital costs. W recognize that the negative effect on capital conpensation
due to the transition to an age-adjusted nodel for regulatory asset val ue for
the regul atory period 2016-2019, will be partly nitigated by the introduction
of an age-floor for old assets.

We see potentially high custoner conpensation in case of outages for nore than
12 hours as a minor regul atory weakness. However, due to high cabling and

weat herproofing rates, Ellevio's exposure is very limted. W al so recogni ze
that the regulatory framework does not cover capital expenditures (capex)
during construction, but only once the assets are in operation. Neverthel ess,
because the regul ated asset base (RAB) is updated every six nonths, there is
no major time lag before assets becone part of the RAB

Al though Ellevio is one of the largest DSCs in Sweden, it is smaller than
several of its international peers. Ellevio has good custoner and geographic
di versity, which reduces risks related to unplanned outages, due for exanple
to weat her conditions. We also believe that Ellevio's operating efficiency and
profitability are broadly in line with its major peers'.

We view as negative that a significant portion of the sharehol der funds in the
capital structure is in the form of sharehol der | oans. However, we exclude
these |l oans fromdebt in our ratio calculations, reflecting their equity-1like
features, such as deep subordination, |onger tenors than all other debt, and
the possibility to accrue interest. W also acknow edge, however, that
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Ellevio's credit nmeasures are at the weaker end of the range for the financial
ri sk category.

In our base case, we assune:

* Price increases during the current regulatory period (2016-2019) to
reduce Ellevio's regulatory deficit in 2012-2015. W al so note that,
foll owi ng an appeal fromthe Swedi sh DSCs, the Swedish adnministrative
court set the WACC at 5.85% for the current regulatory period, which is
above the regulator's predeternm ned WACC of 4.53% The court's judgenent
i s pendi ng appeal s.

e Capex of about SEK2.4 billion-SEK2.7 billion annually over the next two
years.

e Sharehol der returns of about SEK1.2 billion in the next few years, which
we assunme will be flexible if needed to sustain credit measures.

Based on these assunptions, we arrive at the followi ng credit measures, based
on Ellevio' s senior secured debt:

« FFO to debt of 7.5%8.0%

» Debt to EBITDA of 8.5x-9.0x.

We al so note that covenants, both for |ock-up and default events, would all ow
hi gher | everage than we currently forecast in our base case. At the sane tineg,
we note that capex should be added to the RAB and therefore increase the

all owed regul atory return. W al so understand that the company's sharehol der
returns are flexible and can be reduced if needed to preserve credit ratios
(before reaching dividend | ock-up |evels).

Liquidity
W& now assess liquidity as strong, based on Ellevio's adequate headroom under
all its financial covenants and available liquidity sources |likely being well

in excess of 1.5x liquidity uses over the next 12 nonths. We assume that
sources will continue to cover uses even if EBITDA declines by 30% from our
base case

We al so acknowl edge Ellevio's track record in the capital narkets over the
past year, which leads us to regard its market access as high rather than

sati sfactory, and bank rel ationships as solid rather than sound. W do not see
Ellevio's liquidity position as exceptional because we believe that headroom
under its capex facility will gradually reduce as the expansionary investnent
program progr esses.

Principal liquidity sources as of June 30, 2017, incl ude:

» Cash of about SEK55 million

e FFO of SEK2.5 billion-SEK2.7 billion over the next 12 nonths; and

* About SEK8.3 billion available under bank |ines of about SEK9.3 billion
conprising a SEK8.1 billion capex facility and SEKL1.2 billion working
capital facility, both maturing in May 2020.

Ell evio al so has a super senior liquidity facility of SEKL.5 billion, which is
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i ntended for use only during a potential 12-nonth standstill period. W
therefore do not include this facility in liquidity sources for ongoing
out f | ows.

The principal liquidity uses consist of:

e Anortizing debt maturities of about SEKO.9 billion over the next 12
nont hs;

e Annual capex of SEK2.4 billion-SEK2.7 billion; and

* Roughly SEK1.2 billion of sharehol der returns annually.

Financial covenants

The credit facility contains covenants for | ock-up and default stipulating
debt to EBITDA of 10.75x and 12.0x, respectively, and interest cover of 1.7x
and 1.2x. Ellevio conplies with the debt-maturity limtations in the
docunent ati on, and has conplied with all of its financial covenants in the
past. Based on our forecasts, we believe Ellevio will have confortable
headroom under its financial covenants over the next few years.

Structural enhancements

Ellevio is the operating conpany in the Ellevio group, which includes four

hol di ng conpani es. The ultimte owners are international investor Borelais,

two Swedi sh national pension funds (AP3 and APl), and Swedi sh nutual insurance
conpany Fol ksam Fol |l owi ng debt refinancing, Ellevio and its inmedi ate hol di ng
conpany Ellevio Holding 4 AB have formed a ring-fenced financing structure,
with Ellevio as the borrower. We rate Ellevio's senior secured debt one notch
hi gher than Ellevio's SACP because of structural features designed to increase
cash flow certainty for the debthol ders. These features include:

* Restrictions on nmergers, acquisitions, and asset disposals, and a share
pl edge over the assets and shares of the operating and hol di ng conpany
(to the extent allowed by legislation). Security over fixed assets, such
as real property, and business nortgages are however not material in
relation to secured debt.

 Dividend- and debt-restricted paynent conditions and a covenant ed
liquidity structure that should, in our opinion, allow Ellevio's
financing group to manage tenporary cash flow shocks.

e An automatic 12-nonth standstill period after an event of default, during
which tine creditors can take control of Ellevio and either aimfor
operational recovery or sell the shares in the operating and i medi ate
hol di ng conpany.

 Prudent managenent of foreign exchange, refinancing, and counterparty
risks.

Outlook

The stable outlook on Ellevio's senior secured debt reflects the conpany's
stabl e and predictabl e earnings, which are supported by a favorable regul atory
framework. We anticipate that Ellevio will maintain credit neasures in line
with the current ratings, including FFO to senior secured debt of at |east 6%
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Upside scenario

We currently see linmted potential for a positive rating action, owing to our
view of Ellevio's financial policy and covenant structures. However, we could
raise the rating if credit neasures pernanently strengthened, reinforced by
the group's financial policy, resulting in a ratio of FFO to debt sustainably
above 8%

Downside scenario

A negative rating action would prinmarily relate to any unexpected adverse
changes to the regulatory framework that coul d cause earnings volatility or
deterioration and weigh on Ellevio's credit measures. Material acquisition
activity or excessive shareholder returns could also lead us to | ower the
rating, for exanple, if this caused FFO to debt to decrease to below 6% for a
prol onged peri od.

Ratings Score Snapshot

Seni or Secured Debt: BBB/ Stable

Busi ness risk: Excellent

e Country risk: Very | ow

* Industry risk: Very |ow
 Conpetitive position: Strong

Fi nanci al risk: Aggressive
e Cash flow Leverage: Aggressive

Anchor: bbb

Modi fiers

e Diversification: Neutral (no inpact)

e Capital Structure: Neutral (no inpact)

 Financial Policy: Neutral (no inpact)

e Liquidity: Strong (no inpact)

 Managenent and governance: Satisfactory (no inpact)
e Conparabl e Rating Anal ysis: Negative (-1 notch)

St and-al one credit profile: bbb-

Related Criteria

e Criteria - Corporates - Uilities: Rating Structurally Enhanced Debt
| ssued By Regulated Utilities And Transportation Infrastructure Businesses
, Feb. 24, 2016

e Criteria - Corporates - Ceneral: Methodol ogy And Assunptions: Liquidity
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Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

e Criteria - Corporates - Project Finance: Project Finance Transaction
Structure Methodol ogy, Sept. 16, 2014

e Criteria - Corporates - Project Finance: Project Finance Framework
Met hodol ogy, Sept. 16, 2014

e Criteria - Corporates - Ceneral: The Treatment O Non- Conmon Equity
Fi nanci ng I n Nonfinancial Corporate Entities, April 29, 2014

e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ust ments, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Mthodol ogy, Nov. 19, 2013

e Criteria - Corporates - Utilities: Key Credit Factors For The Regul ated
Uilities Industry, Nov. 19, 2013

e CGeneral Criteria: Methodology: Industry Risk, Nov. 19, 2013

e CGeneral Criteria: Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 19, 2013

e Criteria - Structured Finance - General: Counterparty Ri sk Framework
Met hodol ogy And Assunptions, June 25, 2013

e CGeneral Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e General Criteria: Stand-Alone Credit Profiles: One Conponent OF A Rating,
Cct. 1, 2010

e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Ratings List
Rati ngs Affirned

Ell evio AB
Seni or Secur ed BBB/ St abl e

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 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 available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitaliqg.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
inthe left colum. Alternatively, call one of the foll owi ng S& d obal

Rati ngs nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice
(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-40009.
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