S&P Global
Ratings

RatingsDirect’

Research Update:

Lietuvos Energija Outlook Revised To
Negative On Weak 2018 Results;
'BBB+' Rating Affirmed

Primary Credit Analyst:
Renata Gottliebova, Dublin +353 1 568 0608; renata.gottliebova@spglobal.com

Secondary Contact:
Elena Anankina, CFA, Moscow (7) 495-783-4130; elena.anankina@spglobal.com

Table Of Contents

Rating Action Overview

Rating Action Rationale

Outlook

Company Description

Our Base-Case Scenario

Liquidity

Covenants

Environmental, Social, And Governance
Issue Ratings - Subordination Risk Analysis
Ratings Score Snapshot

Related Criteria

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT MAY 31,2019 1



Table Of Contents (cont.)

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT MAY 31,2019 2



Research Update:

Lietuvos Energija Outlook Revised To Negative
On Weak 2018 Results; 'BBB+' Rating Affirmed

Rating Action Overview

e Lithuanian state-owned energy utility Lietuvos Energija UAB (LE) posted
weaker credit nmetrics for 2018 than we had anticipated. Funds from
operations (FFO to debt fell to 17%from 46%in 2017, due to a weaker
operating performance than we expected and a peak in the conpany's
i nvest ment cycl e.

* W continue to assune that LE will nmaintain its inportant role to the
Li t huani an governnment as by far the country's |argest power conpany.

« W are therefore revising our outlook on LE to negative fromstable and
affirmng our 'BBB+ ratings on the conpany. We also affirned the ' BBB+
long-termrating on LE s senior unsecured bonds.

» The negative outl ook indicates the possibility of a downgrade over the
next two years if there is no recovery in credit netrics, in particular
FFO to debt rising back above 23%

Rating Action Rationale

The outl ook revision reflects the deterioration in LE s stand-al one financi al
performance. In 2018, the conpany's financial metrics were weaker than we had
anticipated, prinmarily because of higher-than-expected purchased electricity
prices, |ower generation volunes, higher capital expenditure (capex) on green
energy and grids, and small acquisitions in wind farns. Because LE is
currently going through a heavy investnent period, we expect FFO to debt to
stay bel ow 23%in 2019 (debt to EBITDA close to 5x) which is threshold for
BBB+ rati ng.

We affirned the rating because, under our current base case, we project LE s
credit netrics will deteriorate only tenmporarily in 2018-2019 and rebound in
subsequent years. The rating affirmation takes into account our expectation of
noderately high Iikelihood of extraordinary support fromthe conpany's 100%
owner, the Lithuani an governnent. Currently, it provides one notch uplift
above LE's stand-al one credit profile (SACP), which we have revised down to
"bbb' from ' bbb+ . The rebound in credit nmetrics assunmes that two conbi ned
heat and power (CHP) plants under construction will be conm ssioned on tine
and on budget, that LE s capex will decline closer to historical |evels of
bel ow €300 million after 2020, and that the conpany will be successful in
selling up to 49% of the Vilnius-based CHP plant, in line with current plans.

Al t hough we already anticipated a certain weakening in LE s credit nmetrics in
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2018- 2019 due to a peak in investnents, the actual deterioration was nore

significant than expected. This reflected a conbination of factors:

e A sharp increase in electricity purchase prices, which resulted in a
substantially higher cost of electricity purchased (€49 per negawatt hour
[/ MAh] conpared with €35/ MM in 2017). LE purchases all of its
electricity on the market, on the Nordpool

 Lower volumes of generated electricity mainly due to unfavorabl e weat her
conditions (1.01 terawatt hours [TWh] in 2018 down from 1.28 TW in
2017).

* Increase in gross capex (including government grants and subsidies) to
€439.5 million in 2018 from€233 nmillion in 2017. This was nmainly due to
hi gher investnents in the two CHP plants, the acquisition of three w nd
farns, and one devel opnent project, and noderni zation of the distribution
systens operator (DSO network. The capex was nostly funded by new
debt--€300 mllion of green bonds issued in July 2018 and extensi on of
the existing credit line with Swedbank

As a result, FFOto debt fell to about 17%in 2018 from 46% in 2017 and debt
to EBI TDA increased to 5.2x from 2.0x. Under the Lithuanian regul atory
framework, LE will recover the tenporary regul atory differences caused by the
gap between actual and projected electricity prices in 2020, adding €34
mllion to EBI TDA. W expect the conpany's ratios to remain under pressure in
2019, with FFO to debt just below 20% as LE will continue high capex in

buil ding two waste- and bi omass-fired plants: Vilnius CHP Plant (VKJ) and
Kaunas CHP Pl ant (KKJ). The new plants will increase the conpany's (and the
country's) energy self-sufficiency, reduce dependency on electricity inports,
and have a positive environnental inpact. W forecast adjusted debt wll

i ncrease to about €1 billion by the end of 2019 from €760 million currently.
We expect both plants to be fully operational by 2020, but we can't rule out
construction risks. W also expect both CHP plants to be very conpetitive, as
they will nostly burn waste and provi de about 40% of district heat demand in
Lithuania's two largest cities, Vilnius and Kaunas. As agreed with the

Eur opean Conmi ssion, the Lithuanian government has confirmed that a tender to
sell up to 49% of VKJ will be organized within 180 days of the conpletion of
t he project.

Al t hough we forecast discretionary cash flows to debt to be significantly
negative until the end of 2019 (around -40%, from 2020 we forecast a recovery
once the CHP plants are constructed and fully operational. This should al so
lead to a recovery in credit neasures, and we assune FFO to debt will rebound
back to 23%in 2020 and close to 30%in 2021. Prospects for a recovery in
nmetrics are further supported by our expectation of:
A boost to EBITDA from conpensation for the differences between projected
and actual electricity prices;

» The end of the heavy investnent cycle, after the two CHP plants are
conpl et ed;

e The di vest nent of noncore assets;
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e The sale of up to 49% of VKJ; and

e Gowh in EBITDA on the back of growth in the regulatory asset base (RAB)
resulting fromheavy investnment in the distribution network.

A supportive and predictable regulatory framework remains the key credit
factor supporting our assessnent of LE's satisfactory business risk profile.
The current five-year regulatory period ends in 2020 for electricity
distribution (73%of the group's RAB) and in 2023 for gas distribution (10% of
the RAB). Although the bul k of the conpany's assets and growth opportunities
are within its electricity distribution network, the tariffs for gas

di stribution, public supply, and regul ated generation are al so transparent and
based on the traditional RAB npodel. Only guaranteed supply is based on the
market price plus 25% As for LE s unregul ated generation and supply busi ness
(about 20% of EBITDA), we see it as nore credit-dilutive. This is because of
its inherent exposure to power prices, demand risk, and--to sone

extent --hydrol ogy risk. That said, we understand that wind farns benefit from
long-termfeed-in tariffs, which support cash flow visibility and stability.

We continue to view LE as a government-related entity (GRE). In accordance

wi th our nethodology for rating GREs, our rating on LE incorporates our

assessnent of a noderately high Iikelihood that Lithuania would provide tinely

and sufficient extraordinary support to LE in the event of financial distress,
refl ecting our assessnent of LE's:

e Inportant role: LE is essential to the Lithuanian governnent and the
country's energy security with market shares of 86%in electricity
distribution and 31%in generation. Al though the household supply narket
will open for conpetition in 2020, we expect LE will remain the biggest
mar ket partici pant.

» The conpany's link to the Lithuanian governnent is strong since it is a
100% owned entity of the governnent via the Mnistry of Finance. There is
ongoi ng support fromthe governnent, including the gradual repaynent of a
| arge receivable resulting fromthe sale of LE s transm ssion system
operator to the governnent in 2012.

Outlook

The negative outl ook reflects our belief that we could | ower the ratings
during the next two years if the current deterioration in financial netrics
does not reverse and FFO to debt stays bel ow 23% with no visible prospects of
recovery. W expect LE s financial performance to remain weak in 2019, with
FFO to debt tenporarily falling bel ow 20% due to sizable debt-financed
investnments, mainly related to the construction of the CHP plants, and only
gradual EBITDA growh. It also factors in project execution risks and further
potential snmall acquisitions. For the current rating, we expect that the
regul atory and operating environment will continue to be supportive and the

majority of cash flows will mainly come fromlowrisk distribution business
and supportive financial policy. W also assume that the conpany's liquidity
will remain adequate, with no issues related to covenant waivers or
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renegoti ation.

Downside scenario

We could lower the ratings if LE s financial and operating performance

materially deviates fromour base case, leading us to revise down its SACP

This could result from

 Weaker and nore volatile cash flows, such that FFO to debt deteriorates
significantly bel ow 23% wi t hout any prospects for rapid recovery;

e LE being unable to sell 49% of VKJ in 2020;

* LE engaging in a large debt-financed acquisition while its heavy
i nvestnent programis still underway; or

 Liquidity cones under pressure.

We could also lower the rating if there is a reduction in the likelihood of
extraordi nary support fromthe Lithuanian governnent, which we currently do
not expect. Finally, we could consider a downgrade if LE receives no working
capital inflow fromthe EPSO G group of state-owned energy transm ssion and
exchange conpanies in 2019 (LE sold its transmission grid operator to EPSO G
in 2012 and is expecting gradual repaynents).

Upside scenario

We see ratings upside as limted in the next two years, due to the conpany's
significant capex program W would revise our outlook to stable if we

bel i eved the conpany's credit netrics are set to recover, with FFO to debt at
above 23% which could happen in case of stronger EBI TDA generation, capex
savi ngs, lower |everage, or the pronpt receipt of the EPSO G receivabl e.

Company Description

Li etuvos Energija UAB is one of the |argest energy conpanies in Lithuania,
operating in electricity and gas distribution and electricity generation and
supply busi nesses. LE generated revenue of €1.25 billion in 2018 under
International Financial Reporting Standards (I1FRS). In 2018, the conpany has
distributed 9.6 TWh of electricity to 1.6 nmillion custoners across Lithuania
and it accounts for 86% of market share.

Our Base-Case Scenario

e Electricity demand will increase by about 2% annual |y, supported by CGDP
gr owt h.

e The wei ght ed-average cost of capital (WACC) will renmain stable for the
electricity segnent at about 5% in 2019-2021. WACC for gas segnent has
lowered to 3.6% from7.1% w th the begi nning of a new regul atory period
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in 2019. W expect the WACC to be stable going forward.
 Power prices will be €44/ MMh-€46/ MM in the Baltic region over 2019-2020.

 Capex to be €360 million in 2019, higher than historical average mainly
due to construction works on KKJ and VKJ and expansi on of investnents
i nto DSO network. From 2020, we expect capex of below €300 million, with
nost of this being invested in the distribution network.

e Lower dividend payout in 2019 foll owi ng weaker 2018 results as confirnmed
by the Mnistry of Finance. From 2020, a dividend payout of about 70% of
retai ned earnings, depending on the level of LE' s return on equity.

e Qur forecast EBITDA figure includes tenporary regulatory differences;
historically, these have been generated and returned to customers in
subsequent years.

e The successful sale of up to 49% of VKJ within 180 days of the conpletion
of the project.

e« Stabl e generation volunes going forward at about 1.1 TWh.

Liquidity

We assess the conpany's liquidity as adequate, with the ratio of liquidity
sources to liquidity uses at 1.2x. The supportive qualitative factors include
strong bank support and the conpany's standing in credit markets, the ongoing
benefit of its state ownership, and the expectation of near-termfinancing
plans to offset the heavy capital spending plans. On this basis, we expect
annual cash fl ow generation, the group's cash flow position, and conmitted
credit facilities will cover expected cash outlays (mainly capex and debt
maturities) by nore than 1.2x over the 12 nonths from March 31, 2019.

LE's principal liquidity sources for the 12 nonths from March 31, 2019, are:
e €150 million of unrestricted cash and cash equival ents;

e €103 million of undrawn committed bank lines maturing in My, 2020;

* €196.3 nillion of cash FFOQO and

« €70.7 million of governnent grants to be received

LE's principal liquidity uses for the same period are:
e €62.3 million of debt maturities;

e €125.5 of working capital outflow,
« €260 nmillion of maintenance capital expenditures; and

e €23.7 mllion of dividends.

Covenants

The conpany has a | oan agreenent with the European |nvestnent Bank (ElIB) that
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i ncl udes a nunber of covenants, including net debt to adjusted EBI TDA, which
shoul d not be higher than 4.0x. As of Dec. 31, 2018, LE was conpliant with
this covenant (based on the EIB s cal culation of EBITDA). That said, we
understand that LE received a waiver fromthe EIB for 2019 and 2020. LE has
sufficient cash and cash-equival ent reserves and undrawn committed credit
lines to serve its debt obligations in full. Therefore, we continue to view
liquidity as adequate.

Environmental, Social, And Governance

The rating on LE incorporates both social and governance factors, whereas
environnental factors are |less rel evant.

From an environnental point of view, LE s business risk benefits from
prevailing network assets in the electricity DSO segnent having zero net

em ssions. Most of the conpany's electricity generation cones fromrenewabl es
(hydro power plants and wind farns) with two bi omass or waste-fired plants
expected to cone on-streamin 2020. The conpany's gas-fired (prevailing) and
oil-fired (marginal) power plants are only operating to balance the output if
necessary. We understand that LE nonitors the risks gas | eakage from

di stribution networks or fromthe LNG term nal (owned by Kl ai pedos nafta),
where LE is sole operator and is in full conpliance with applicable

envi ronnental regul ations.

Social factors are highly inportant for LE because naintaining a reliable,
safe, and viable econonic network is key to managing regulatory risk and
public opinion. The conpany used to have solid track record of conpliance with
all regulatory requirenents, but in 2017 LE failed a regul atory requirenent
for its gas distribution segnment, SAID (the System Average Interruption
Duration Index). Since 2018, it is in conpliance with all regulatory

requi renents and we expect this to continue.

From t he governance standpoint, the conpany is fully owned by the Lithuanian
government and its activities are strongly aligned with governnent's policy of
energy sel f-sufficiency. The extraordi nary government support provi des one
notch of uplift to the conpany's SACP

Issue Ratings - Subordination Risk Analysis

Capital structure

LE' s capital structure conprises €600 nmillion senior unsecured debt issued at
the parent |evel together with unrated debt of €156.9 million and €88.1
mllion issued by its subsidiaries.

Analytical conclusions

LE's debt is rated 'BBB+', the sanme |level as the issuer credit rating, because
no significant elenments of subordination risk are present in the capital
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structure.

Ratings Score Snapshot

| ssuer credit rating: BBB+/ Negative/--
Busi ness risk: Satisfactory

e Country risk: Internediate risk

e Industry risk: Low

 Conpetitive position: Satisfactory

Financial risk: Internediate
e Cash flow Leverage: Internediate

Anchor: bbb

Modi fiers

e Diversification: Neutral (no inpact)

e Capital structure: Neutral (no inpact)

 Financial policy: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

 Managenent and governance: Satisfactory (no inpact)

e Conparable rating anal ysis: Neutral (no inpact)

St and-al one credit profile: bbb
* Sovereign rating: A/ Stable/ A1

» Likelihood of governnent support: Mbderately High

Related Criteria

e Criteria | Corporates | Ceneral: Corporate Methodol ogy: Ratios And
Adj ustments, April 1, 2019

e CGeneral Criteria: Rating Government-Related Entities: Methodol ogy And
Assunpti ons, March 25, 2015

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

e Criteria - Corporates - Industrials: Key Credit Factors For The
Unregul ated Power And Gas Industry, March 28, 2014

 General Criteria: Methodol ogy: Industry Risk, Nov. 19, 2013
e Ceneral Criteria: Group Rating Methodol ogy, Nov. 19, 2013
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e Criteria | Corporates | Utilities: Key Credit Factors For The Regul at ed
Uilities Industry, Nov. 19, 2013

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

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

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

e General Criteria: Use O Credi tWatch And Qutl ooks, Sept. 14, 2009

Ratings List

Ratings Affirmed; Qutl ook Action

To From
Li etuvos Energija UAB
| ssuer Credit Rating BBB+/ Negati ve/ - - BBB+/ St abl e/ - -
Seni or Unsecured BBB+ BBB+

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. standardandpoors. 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 S&P d 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 Mscow 7 (495) 783-4009.
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