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Research Update:

Neoenergia S.A. 'BB' Ratings Affirmed; Outlook
Still Negative

Overview

« W expect Neoenergia to post weaker credit netrics in the next few years,
as a result of a conbination of sizable investnents and chal |l engi ng
nmacr oeconom ¢ condi ti ons.

« W are affirnming our 'BB global scale and 'brAA-' national scale
corporate credit ratings on Neoenergia. W are also affirm ng our 'brA-1'
short-termnational scale rating. W revised Neoenergia's stand-al one
credit profile (SACP) to 'bb+ from'bbb-".

e The negative outl ook on Neoenergia mrrors that of the sovereign

Rating Action

On March, 30, 2016, Standard & Poor's Rating Services affirned its 'BB gl oba
scal e and 'brAA-' national scale corporate credit ratings on Neoenergia S. A
and its core subsidiaries, Conpanhia de Eletrici dade do Estado da Bahia

(Coel ba), Conpanhi a Energetica de Pernanbuco (CELPE), and Conpanhi a Energetica
do Rio Grande do Norte (Cosern). The outl ook renains negative. W also
affirmed our 'brA-1' short-termnational scale rating.

At the sane tinme, we affirned our 'brA+ issue-level ratings on Neoenergia's
subsi diaries, NC Energia S. A, Ternopernanbuco S.A. and |tapebi Geracéo de
Energia S. A, based on the parent conpany's unconditional and irrevocable
guarantee of these entities' notes.

Rationale

The SACP revision reflects our belief that Neoenergia's credit metrics wll
weaken rel ative to our previous expectations, as a result of the nore
chal | engi ng nacroeconom ¢ environnent and hi gher debt to fund the group’s

si zeabl e capex plan, as well as the additional debt stemming from proportiona
guarantees to the Belo Monte and Teles Pires projects. In our view, Brazilian
electricity distributors are vulnerable to the weakeni ng of economic activity
because it depresses electricity consunption, may |l ead to power surpluses, and
hi gher delinquenci es from end-users.

The ratings on Neoenergia are limted by the foreign currency rating on
Brazil. In our view, Brazil's electricity sector is highly regul ated,
especially the distribution and transm ssion segnents, because the regul ator
Agenci a Naci onal de Energia Eletrica (ANEEL) sets the rates. W believe that
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Neoenergia, as other regulated utilities in Brazil, could be subject to
governnent interference under a sovereign default scenario, based on what
we've seen with other countries in the region

W& wi t hdrew our recovery ratings based on our understandi ng that Neoenergi a,
as a regulated electric utility, is not subject to Brazil's insolvency regi ne
in case of default, unless after the concession expires, according with Law
12,767/ 2012. Despite of our view that, in general, a debt restructuring could
maxi m ze recoveries for the creditors, this | aw reduces the predictability in
a default scenario for the regulated electric utilities. Issue-level ratings
remai n unchanged and we now use our traditional issue rating notching

gui del i nes. Sone of the group's senior unsecured debt issued at smaller
subsi di ari es but guaranteed by Neoenergia S.A is rated a notch |ower than the
corporate credit rating, because of structural subordination, but this is
somewhat mtigated by the existence of assets at the issuer |evel.

We anal yze Neoenergia on a consolidated basis because we believe that it
adopts an integrated financial strategy and the group's active managenent of
the subsidiaries' operations. In 2015, Neoenergi a posted debt to EBI TDA of
3.3x and funds from operations (FFO to debt of 25% However, we expect credit
netrics to weaken as a result of the nmore chall engi ng nmacroeconom c

envi ronnent and hi gher debt to fund the group”s sizeabl e capex, including the
proportional debt guarantees for the Belo Monte and Tel es Pires projects.
Under our base-case scenario, we expect debt to EBITDA to peak at around 4.5x
in 2016 and FFO to debt to be about 13%

In our base-case scenario for Neoenergia, we assunmed the foll ow ng:

» Electricity consunption growth to slow to about 2% in 2016 and 3%in 2017
as a result of weaker econom c activity;

e Tariff readjustnents based on inflation

e Capex of about R$2.3 billion in 2016 and 2017.

e« Dividend payout of 25% of previous year net incone until 2018.

Neoenergi a's satisfactory business risk profile reflects the group's strong
conpetitive position, due to its nonopoly rights in large electricity

di stribution areas, which contributed around 80% of the consolidated EBI TDA in
2015, and a proven and favorable regulatory framework, which we assess as
adequate. The offsetting factor is Neoenergia' s weaker operating efficiency
relative to regul atory standards. Although Neoenergia's distribution conpanies
have been investing in network nai ntenance to inprove their operating
performance, quality indicators and energy | osses are consistently above the
regul atory mni mum

Liquidity

We consider Neoenergia's liquidity as adequate. W expect sources of liquidity
to exceed uses by at least 1.1x for the next 12 nonths, and the conpany shoul d
be able to conply with its financial covenants.

Principal Liquidity Sources:
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e Cash position of R$2.6 billion as of Dec. 31, 2015.

* Expected FFO generation of around R$1.8 billion.

e Committed credit |ines from devel opnent banks including the Brazilian
Devel oprment Bank (BNDES) to fund approximately 50% of the group's
i nvest ment s.

e Existing R$1 billion in bank | oans has al ready been refinanced.

Principal Liquidity Uses:

e Debt maturities of around R$2.9 billion in the next 12 nonths.

o Capex of up to R$2.3 billion in 2016, nore than 60% of which is for
electricity distribution

e Dividend payout of 25% of net incone until 2018.

In our view, the group has adequate financial flexibility with proven access
to the capital and bank markets, including attractive |ong-term financing from
BNDES.

Outlook

The negative outl ook on Neoenergia mirrors the sovereign rating outl ook.

Downside scenario

If we were to downgrade Brazil, we could take the sane rating action on the
conpany. W coul d al so downgrade Neoenergia if its credit metrics deteriorate
in the next years, leading to FFO to debt consistently bel ow 13% and adj usted
debt to EBITDA consistently above 4.5x, coupled with a weaker liquidity

posi tion.

Upside scenario

The sovereign rating currently caps the rating on Neoenergia, and we don't
foresee an upgrade potential in the short term If we were to upgrade Brazil,
we coul d take the sane rating action on Neoenergia, if all else remins equal.

Ratings Score Snapshot

Corporate Credit Rating
d obal Scal e BB/ Negati ve/ - -
Nati onal Scal e br AA-/ Negati ve/ br A-1

Busi ness risk: Satisfactory
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e Country risk: Mderately High
e Industry risk: Low Risk
 Competitive position: Satisfactory

Fi nancial risk: Significant
e Cash flow Leverage: Significant
Anchor: bb+

Modi fiers

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

 Liquidity: Adequate (no inpact)

e Financial policy: Neutral (no inpact)

 Managenent and governance: Fair (no inpact)
 Conparable rating anal ysis: Neutral (no inpact)

St and-al one credit profile: bb+

Related Criteria And Research

Related Criteria

« Standard & Poor's National And Regional Scal e Mappi ng Tabl es,
2016

e Key Credit Factors For The Unregul ated Power And Gas Industry,
2014

e Met hodol ogy And Assunptions: Liquidity Descriptors for d obal
| ssuers, Dec. 16, 2014

* Ceneral Criteria: National And Regional Scale Credit Ratings,
2014

» Key Credit Factors For The Regulated Utilities Industry, Nov.

e Group Rating Methodol ogy, Nov. 19, 2013

e Corporate Methodol ogy, Nov. 19, 2013

 Ratings Above The Soverei gn--Corporate And Governnment Rati ngs:
Met hodol ogy And Assunptions, Nov. 19, 2013

19,
March 28,

Cor por at e

22,

19, 2013

o« Stand-Alone Credit Profiles: One Conponent O A Rating, Cct. 01, 2010

e 2008 Corporate Criteria: Rating Each |Issue, April 15, 2008

Ratings List

Rati ngs Affirned

Neoenergia S. A
Corporate Credit Rating
d obal Scal e BB/ Negati ve/ - -
Brazil National Scale br AA-/ Negati ve/ brA-1
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Conmrer ci al Paper brA-1

Conpanhi a Energetica de Pernambuco (CELPE)

Conpanhi a de Eletrici dade do Estado da Bahi a

Conpanhi a Energetica do Rio Grande do Norte

Corporate Credit Rating
d obal Scal e BB/ Negati ve/ - -
Brazil National Scale br AA-/ Negati ve/ - -

Conpanhi a Energetica de Pernanbuco (CELPE)
Seni or Unsecured
Local Currency br AA-
Recovery Rating NR 3H

NC Energia S. A
Seni or Unsecured
Local Currency br A+
Recovery Rating NR 4H

Conpanhi a de El etrici dade do Estado da Bahi a
Seni or Unsecured BB

|t apebi Geracao de Energia S. A
Subor di nat ed br A+

Ter moper nambuco S. A
Seni or Unsecur ed br A+

Certain terns 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

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

Rati ngsDi rect at www. gl obal creditportal.comand at www. spcapitaliqg.com All
ratings affected by this rating action can be found on Standard & Poor's
public Wb site at www standar dandpoors.com Use the Ratings search box

| ocated in the left colum.
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