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Research Update:

Espirito Santo Centrais Elétricas S.A. 'BB+' Global
Scale And 'brAA+' National Scale Ratings
Affirmed, Outlook Stable

Overview

 Despite Escelsa's lower profitability due to exceptional events in the
Brazilian electric sector, the conpany is expected to maintain efficient
operating netrics and generate higher EBITDA in the next few years.

W are affirnming our 'BB+ global scale and 'br AA+' national scale
rati ngs on Escel sa.

« The stable outlook reflects our expectation that Escelsa will inprove its
debt to EBITDA to |l ess than 3.0x and funds from operations to debt to
nore than 30%in the next two years.

Rating Action

On June 5, 2013, Standard & Poor's Ratings Services affirmed its 'BB+' gl oba
scal e and ' br AA+' national scale ratings on Espirito Santo Centrais Eletricas
S. A (Escelsa). The outlook is stable.

Rationale

The ratings on Escel sa reflect our assessnent of the conpany's business risk
profile as "satisfactory,"” its financial risk profile as "internediate," and
its liquidity as "adequate." We view the conpany's credit quality as
integrally linked with that of its parent conpany, EDP Energias do Brasil S A
(EDP; not rated), which is in turn linked to its controlling sharehol der, EDP
- Energias de Portugal S. A (BB+/ Stable/B). The |inkage between Escel sa and
EDP is based on our view that EDP nanages its subsidiaries under an integrated
financial strategy and it is actively engaged in nmanagi ng each of their
operations.

Despite nore aggressive credit netrics in 2012 and the first quarter of 2013,
we expect debt to EBITDA to remain | ess than 3.0x and funds from operations
(FFO to debt of nmore than 30%in the next two years. The conpany has
consistently applied a noderate financial policy by financing about 35%of its
capi tal expenditures via Banco Naci onal de Desenvol vi mento Econom co e
Social's (BNDES; foreign currency: BBB/ Stable/--; local currency:
A-/Stable/--) loans at very attractive rates and by maintaining debt |evels at
about R$700 million (not adjusted) in the past few years. In our view, this
policy, together with a noderate growth in cash flows with FFO of nore than
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R$300 million and free operating cash flow (FOCF) of nore than R$150 million
in the next two years, reflects Escelsa's "internediate" financial risk
profile.

In the last quarter of 2012 and the first quarter of 2013, all electricity

di stribution conpanies in Brazil faced higher energy costs because of a higher
electricity dispatch by thermal power, due to a drought. Energy costs, as
stated in the Brazilian regul ation, are passed through to end-users through
the tariff adjustnent nechani sns. Neverthel ess, Escelsa would only be able to
pass through such costs following its August 2013 tariff review This tine

m smat ch, coupled with the sharply higher energy costs, reduced EBITDA in 2012
and the first quarter of 2013. W expect Escelsa's EBITDA to return to
historical |evels thanks to the recent governnent decree that allows the use
of a sector reserve account (Conta de Desenvol vinento de Energia [CDE]) to
return part of the extraordinary costs to distributors on a nonthly basis and
the upconming tariff review, which should increase tariffs by 1% 2% according
to our base case. As of May 2013, Escelsa has received R$95 million fromthe
CDE account, which should of fset energy costs and boost EBITDA. As such, we
view the recently reported credit nmetrics as extraordi nary and we expect them
to inprove to the aforenentioned | evels by year-end

We view Escel sa's business risk profile as "satisfactory” based on its sound
conpetitive position due to a rising energy denand concession area, an

i mproving regulatory framework, and efficient operating nmetrics. About 60% of
Escel sa's energy denmand cones fromresidential and commercial clients, which
nmake EBI TDA nore stable and predictable. Additionally, we view that the

regul atory framework has shown positive signs follow ng the introduction of
decree 7.945, which allowed for a nore tinmely conpensation of extraordinary
cost increases. Al so, the conpany's healthy operating netrics, with DEC
(duration of interruption) and FEC (frequency of interruption) indicators
conpliant with regulatory standards and energy | osses at 13.5% support the
rating. Sonmewhat mtigating these strengths are sonme uncertainties regarding
the third tariff review Nevertheless, our base case assunmes a 1% 2%rise in
tariffs, which should lead to EBI TDA | evel s of R$360 mllion - R$380 mllion
in 2013.

Escel sa's concession area is conposed of 70 of the 78 nunicipalities of the
state of Espirito Santo, with about 1,286 clients and 3.3 nmillion people.

Liquidity

We assess Escelsa's liquidity as "adequate" based on the foll ow ng

expectati ons and assunptions:

e Liquidity sources (including cash, FFO and committed lines available) to
exceed the uses (capital expenditures and debt anortization) by nore than
1.3x in the next two years;

* Its cash uses will include annual capital expenditures of about R$150
mllion for maintenance and the expansi on of the network;

» Dividends payout of 25%in 2013 and 90% aft er war ds;

« BNDES to finance 35% of the conpany's total capital expenditure; and
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e Covenant headroomis sufficient to withstand EBI TDA declines of at |east
20%

As of March 2013, the conmpany had cash avail able of R$178 million and FOCF of
R$150 mllion, which will be used mainly to distribute dividends and reduce
debt. Its short-termdebt maturities total R$153 nmillion. W expect a FOCF to
remai n above R$150 million during 2013 and 2014. Escel sa's adequate financi al
flexibility, with good access to credit nmarkets and long-termfunding for its
i nvest ment needs mainly from BNDES and | ocal capital markets, partially

of fsets its aggressive dividend policy, high capital expenditure needs of
around R$150 nmillion per year, and sonmewhat high debt nmaturities in the next
two years of R$418 nillion.

Outlook

The stable outlook reflects our expectation that Escelsa will inprove its
credit netrics to historical levels of debt to EBI TDA bel ow 3.0x and FFO to
debt above 30% by the end of 2013 and afterwards and will continue show ng
sound operating netrics, with DEC and FEC | evel s bel ow the m ni mum required by
ANEEL. This expectation is mainly based on an inprovenent in EBITDA for 2013
and 2014 to R$360 million — R$380 million due to additional funds com ng from
the CDE account and a positive tariff review of 1% 2% in August 2013, as well
as a dividend policy that doesn't conprom se the "adequate" liquidity. W
could raise the ratings if we perceive that the credit quality of its

control I i ng sharehol ders, EDP and EDP Energi as de Portugal S.A., inmproves. W
could take a negative rating action if the conpany fails to nmaintain adequate
cash generation and credit netrics in line with our expectation due to a
negative inpact of the third tariff review, an overly aggressive dividend
policy that conpromises its liquidity or an increase in |everage that
deteriorates debt to EBITDA to above 3.5x and FFO to debt to |l ess than 30%
consi stently over tine.

Related Criteria And Research

e Criteria Methodol ogy: Business Risk/Financial Ri sk Matrix Expanded, Sept.
18, 2012

» Met hodol ogy And Assunptions: Liquidity Descriptors For d obal Corporate
| ssuers, Sept. 28, 2011

2008 Corporate Criteria: Analytical Methodol ogy, April 15, 2008

Ratings List

Rati ngs Affirned

Espirito Santo Centrais Eletricas S. A

Corporate Credit Rating BB+/ St abl e/ - -
Brazil National Scale br AA+/ St abl e/ - -
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Bandei rante Energia S. A
Corporate Credit Rating
Brazil National Scale br AA+/ St abl e/ - -

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.comand at ww. spcapitalig.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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