S&P Global
Ratings

RatingsDirect’

Research Update:

Portuguese Gas Network Operator
Galp Gas Natural Distribuicao S.A.
Assigned 'BBB-' Rating; Outlook Stable

Primary Credit Analyst:
Nicole D Martin, London (1) 416-507-2560; nicole.martin@spglobal.com

Secondary Contact:
Vittoria Ferraris, Milan (39) 02-72111-207; vittoria.ferraris@spglobal.com

Table Of Contents

Overview

Rating Action

Rationale

Outlook

Ratings Score Snapshot
Related Criteria And Research

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT OCTOBER 5, 2016 1

1730871 | 300118017



Research Update:
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Natural Distribuicao S.A. Assigned 'BBB-' Rating;
Outlook Stable

Overview

e W are assigning our 'BBB-' corporate credit rating to Portuguese gas
di stribution network operator Galp Gas Natural Distribuicao S.A (GGE\D).

e The rating reflects our review of nmanagenent's signed agreenent to sell a
mnority position (22.5% to a consortiumled by Marubeni Corp. and its
successful €600 million euro mediumtermnote (EMIN) issuance.

» The rating is also linked to our views on the consolidated
creditworthiness of GG\ND and its parent, oil and gas conpany Gal p Energi a
SGPS S. A, as well as our 'BB+ sovereignh credit rating on Portugal

» The stable outlook reflects GGND s | ong-term franchi se agreenent,
supportive operating and regul atory environnent, and managenent's track
record of meeting regul atory expectations.

Rating Action

On Cct. 5, 2016, S&P G obal Ratings assigned its 'BBB-' |ong-term corporate
credit and issue ratings to Portuguese gas distribution network operator Gl p
Gas Natural Distribuicao S.A. (GGND). The outl ook on GG\D i s stable.

These ratings are in line with the prelimnary ratings we assigned on Aug. 25,
2016.

Rationale

The rating reflects our review of managenent's signed agreenent to sell a
mnority position (22.5% to a consortiumled by Marubeni Corp., expected to
close in a nonth or so, and its successful €600 mllion bond issuance | ast
nonth. Galp Energia SGPS S.A. (Galp; not rated) will share control over GGN\D s
board with the mnority sharehol der and the board will have one independent
director, as defined by U K. governance standards.

Stabl e cash flows are supported by a transparent and predictable regulatory
envi ronnent, which provides a capacity-based tariff determi ned through a

cost - of -servi ce-based revenue allowance with a three-year cycle. There is a
wel | -established track record (since 2008) of utilities recovering their
operating and capital costs, as well as debt service obligations under
Portugal 's Energy Services Regulatory Authority (ERSE) regul atory franmework.
ERSE has al so denonstrated its independence within the |egal framework under a
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peri od of financial duress in Portugal

Operating and capital expenses are approved in advance, with the difference
bet ween al |l owed and realized costs recoverable over the next two years of the
regul atory cycle. Managenment has a track record of keeping costs aligned with
t he expenses allowed by the regulator. The return on rate base (RoR) is
updat ed annual ly based on the 10-year Portuguese governnent bonds. To
stabilize returns within the cycle in the event of |arge novenents in yields,
the regul ator sets a cap and a floor for each three-year period (5.7% and 9. 3%
for the current cycle). W believe this approach enhances regul atory
predictability and consistency. The regul ator tracks operating performance but
there are no related nonetary incentives or penalties, or any requirenent to
share efficiencies with custoners. GGND's reliability and safety record are in
line with its peers as well as ERSE s custoner service expectations.

At the sane time, we believe GGND' s credit profile is exposed to continuing
econom ¢ and fiscal constraints for energy conpanies in Portugal, the
conpany's declining rate base--which drives regul ated revenue all ocation--and
its lunmpy capital structure (seven-year bullet maturity). W believe the
franchi se has negligible growth prospects in the near term given the region's
econom ¢ envi ronment and popul ation density. Furthernore, the utility's
customer base is largely industrial, which we view as | ess stable than

resi denti al

Qur base-case assunptions for GG\D have not changed materially since we
assigned the prelimnary rating on Aug. 25, 2016 (see "Portuguese Gas Network
Operator Galp Gas Natural Distribuicao S.A Assigned Prelimnary 'BBB-'
Rating; Qutlook Stable," published on RatingsDirect). Qur base case assunes:
 Portugal's economc recovery will decelerate in 2016, primarily due to a
sl owdown in exports and investnent activity. In Septenber 2016, we
revi sed our forecast of GDP growth downward to 1.2%and 1.3%in 2016 and
2017, respectively;
 Allowed RoR of 6.2%in 2016-2017. W have assumed it will remain at this
level in 2017-2018;
e Fairly stable EBI TDA margi n of 48% thanks to the conpany's ongoing
efficiency efforts and the supportive regul atory framework;
e« Asignificant decline in the average cost of debt in the fourth quarter
of 2016, reflecting a €600 million bond issuance that will repay a €567
ml1ion sharehol der | oan at a hi gher coupon
e Mninmal naintenance capital expenditure (capex) of about €22 nmillion per
year, given its asset base is relatively young (about 20 years); and
 Dividends of about €40 nmillion from 2017 onward.

Based on these assunptions, we arrive at the followng credit neasures for

2016- 2019:

* Wi ght ed- average forward-|ooking S& G obal Ratings-adjusted funds from
operations (FFO to debt of 11% 12% and

 Positive discretionary cash flow given mnimal capex.

The current sharehol ders' agreement has structural and governance provisions
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that we believe should preserve GG\D s creditworthi ness one notch above the
parent. These include a dividend | ockup, financial covenants, a step-up nargin
on the bond, and a ratings test for acquisitions and disposals. W also view
Gal p's reputational risk as nodest if GGND s creditworthiness were to suffer.
As part of the sharehol der agreenent, GGND wi || have an i ndependent board
nmenber, as defined by U K governance standards, with veto powers to stop

di vi dends--subject to a ratings test and financial covenants. Additionally,
executive board nenbers will not be enpl oyees of the sharehol ders. Structural
protections are also in the debt documentation and there is a meani ngful
step-up margin on the debt, subject to a rating trigger.

Based on our stress test of the long-termrating on GG\ND, we concl ude that
there is a neasureable likelihood that the issuer would withstand a sovereign
default. We therefore believe the utility's current ability to service and
repay debt is one notch superior to that on the sovereign.

Liquidity

We anticipate liquidity sources for GGND in the 12 nonths from June 30, 2016,
to be:

* FFO of about €76 mllion;

e Cash position of €34 nmillion; and

* New public debt of €600 million.

W estimate that GGND s uses of liquidity over the same period will be:
* Repaynment of a €567 nillion sharehol der | oan;

 Short-termdebt maturity of about €12 mllion;

» Capex of €23 million; and

e Dividend distributions increasing to about €30 million.

Outlook

The stable outlook reflects our expectation that the regul atory environment
will continue to support stable cash flow, GGND s operating environment will
remain relatively low risk, and nmanagenent will continue to manage its costs
and nmeet regul atory expectations. W therefore anticipate stable credit
metrics with adjusted FFO to debt of 11% 12% over the next three years.

Upside scenario

We vi ew an upgrade of GGN\D over our two-year outl ook horizon as highly

i mprobabl e because it would likely require a material change in the utility's
financial policy (wwth an FFOto-debt ratio of about 13% on a sustai ned
basis), an inprovenent in the credit quality of the parent, and an upgrade of
t he sovereign.

Downside scenario
Al t hough we do not anticipate a downgrade during our outl ook horizon, a
deterioration in the parent's credit profile or the sovereign credit rating on
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Portugal would likely result in a simlar action on GGND. W could al so | ower
the rating follow ng an unexpected and sustained deterioration in GG\D s
stand-al one credit profile due, for exanple, to a change in financial policy,
| eading to an FFO-to-debt ratio sustai ned below 9% Al else being equal, we
could also lower the rating by one notch if there was a change in governance
or the signed sharehol ders' agreenent, which could weaken the factors
insulating GG\ND fromits parent, Galp.

Ratings Score Snapshot

Corporate Credit Rating: BBB-/Stable/--

Busi ness risk: Excell ent

e Country risk: Internediate

* Industry risk: Very |ow

« Conpetitive position: Strong

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

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)

e« Managenent and governance: Fair (no inmpact)

* Conparable rating anal ysis: Negative (-1 notch)

St and-al one credit profile: bbb-

e GGoup credit profile: bb+

e Entity status within group: Nonstrategic, one notch of insulation (no
i mpact on SACP)

 Rel ated governnent rating: BB+

Related Criteria And Research

Related Criteria

 Met hodol ogy And Assunptions: Liquidity Descriptors For d obal Corporate
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e Corporate Methodol ogy, Nov. 19, 2013
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e Country Ri sk Assessnent Methodol ogy And Assunptions, Nov. 19, 2013

e Group Rating Methodol ogy, Nov. 19, 2013

e Key Credit Factors For The Regulated Utilities Industry, Nov. 19, 2013

 Met hodol ogy: Industry Risk, Nov. 19, 2013

 Ratings Above The Sovereign--Corporate And Government Rati ngs:
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Ratings List

New Rati ng

Galp Gas Natural Distribuicéo, S A
Corporate Credit Rating BBB-/ St abl e/ - -
Seni or Unsecured BBB-

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. st andardandpoors.com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitalig.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
in the left colum. Alternatively, call one of the followi ng S& G 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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