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Research Update:
Ratings On Espirito Santo Centrais Elétricas

Affirmed, Outlook Stable

Overview

 Energy overcontracted costs hurt the Escelsa's operational nmargin | ast
year; despite this, we expect Escelsa to nmintain good cash generation
and adequate liquidity.

e Standard & Poor's is affirmng the 'BB+' global scale and 'brAA+
nati onal scale ratings on Escel sa.

» The stable outlook reflects our expectation that the conmpany will
maintain its credit netrics and cash generation during the realization of
its investment program and the distribution of its dividends.

Rating Action

On April 30, 2012, Standard and Poor's Ratings Services affirnmed its ' BB+
gl obal scal e and ' br AA+ national scale ratings on Espirito Santo Centrais
Eletricas S. A (Escelsa). The outlook is stable.

Rationale

The ratings on Brazilian power distributor Escelsa reflect the stable

regul atory framework in Brazil, greater GDP expansion in its concession area,
in conparison with Brazilian average GDP, and better operational indicators
relative to its peers. In contrast, risk factors include: the challenge to
inmprove its credit netrics and cash generation after the third tariff cycle
(schedul ed for August 2013), sone debt concentration, and sone
(over-contracted) energy excess that the conmpany needs to sell in the
short-term

We expect that, despite last year's reduction in its operational margins,
which refl ected | ess-than-expected denand in that region (resulting in
over-contracted energy), the company will nonethel ess maintain good cash fl ow
generation. W also believe that its credit nmetrics will remain quite strong.
It will maintain these nmetrics by prudently managing its existing debt and
capital investnment needs. However, the conpany has limted headroomto inprove
its credit nmetrics--considering the | ower renuneration on regulatory assets
after the third tariff cycle and constant pressure from operational costs.

W see Escelsa's business risk profile as satisfactory, reflecting inprovenent
inits operational indicators, with a decrease in energy |osses and

i mprovenent in its service quality indicators, such as frequency and duration
of power outages (DEC/ FEC), which are in conpliance with regul atory standards.
Escel sa covers alnmost all of the nmunicipalities in the state of Espirito
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Santo, which has a population of 3.3 mllion inhabitants. In 2011, the denmand
was | ower than expected, especially during the fourth quarter, led the
conpany's energy offerings to be over-contracted. Industrial and residentia
demand were far |ess than the conmpany expected. This, conbined with increased
energy costs, lead to a | ower EBITDA margin. The conpany reported EBI TDA of
14% during 2011, in conmparison with 22.1%in 2010. W expect that the nargins
wWill return to historical |evels of about 20% considering that the conmpany
will adjust its energy purchases in line with expected energy denmand for the
next two years.

Al t hough uncertainties about the tariff review cycle have di m nished follow ng
the final ruling by the regulator, the inpact on conpany's tariff will be
visible from Cctober 2013 on. Therefore, we projected decreased profitability
of about 15% of EBITDA nmargin starts during 2014 and thereafter

We view Escelsa's financial risk profile as significant. The reduction in its
operational results deteriorated the conmpany's credit netrics to FFO to

adj usted debt of 41% and total adjusted debt to EBI TDA of 3.8x during 2011
from50% and 2.5x in the previous year. Qur base case scenari o assunes
improvenent inits credit netrics, reflecting better management of its energy
purchases and operational costs, thereby resulting in a recovery in its credit
metrics. W expect FFO to adjusted debt to remmin at about 40% 45% and tota
adj usted debt to EBI TDA of about 2.5x-3.0x. . W adjusted the conpany's tota
debt by including renegotiated taxes and pension fund liabilities

Escelsa is controlled by its holding conpany EDP Energias dos Brasil, which is
maj ority-controll ed by EDP Portugal (BB+/ Negative/B). EDP s hol di ng conpany
controls others power assets in Brazil, including power generation and
trading. It also controls Bandeirante Energia S. A. (brAA+).

Liquidity

Escelsa's liquidity is adequate. As of Decenmber 2011, the conpany had cash
avail abl e of Brazilian real (R$) 105 million and free operating cash flow
(FOCF) of R$217 million, which it used mainly to distribute dividends and
reduce debt. Its short termdebt maturities amobunt to R$146 million. W expect
a strong FOCF of about R$200 million during 2012 and 2013 and R$130 nillion
during 2014, when the third tariff revieww ||l take effect. Despite sone
concentration in its upconmi ng debt maturities during the next two years--of R$
289 million--the conpany has strong financial flexibility with good access to
credit markets and long termfunding for its investnent needs, such as Banco
Naci onal de Desenvol vi mnento Economico e Soci al (BNDES—foreign currency:
BBB/ St abl e; | ocal currency: A-/Stable) and European Investnment Bank (ElB--
(AAA Negativel A-1+).

Qur liquidity assessnent includes the followi ng expectations and assunpti ons:
» W expect liquidity sources (including cash, FFO and conmitted |ines
avail abl e) to exceed the uses (capital expenditures and debt
anortization) by about 1.50x and 1.73x during fiscal 2012 and 2013,
respectively.
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e Its cash uses will include capital expenditures of about R$150 million
per year for maintenance and the expansion of the network.

« W assune dividends distribution of 50% with a byl aw nmi ni nrum of 25% and
50% after the conmitted approval.

 Covenant headroomis sufficient to wi thstand EBI TDA declines of 45%

Outlook

The stable outlook reflects our expectation that Escelsa will maintain its
credit netrics by managing its contracted energy and operational costs and

exi sting debt, while realizing capital investments and distributing dividends.
W& expect Escelsa to return to its historical levels of total debt to EBI TDA
of about 2.5x-3.0x and FFO to total debt of nore than 40% during the next two
years. W could raise the ratings if the conpany reports consistently adjusted
total debt to EBITDA of |ess than 2.0x and FFO to debt of nmore than 50% W
could take a negative rating action if the conmpany fails to nmmintain adequate
cash generation and financial netrics, and if liquidity deteriorates, |eading
to FFO to adjusted total debt of |ess than 30% and total debt to EBI TDA of
nore than 3.0x, or if there is further pressure to distribute dividends to its
control I i ng conpany.

Related Criteria And Research

* 2008 Corporate Criteria: Analytical Methodology, April 15, 2008

e Criteria Methodol ogy: Business Risk/Financial Risk Matrix Expanded, My
27, 2009

e Met hodol ogy and Assunptions: Standard & Poor's Standardizes Liquidity
Descriptors For d obal Corporate |Issuers, Sept. 28, 2011

Ratings List

Rati ngs Affirned

Espirito Santo Centrais Eletricas S. A
Corporate credit rating

G obal Scal e BB+/ St abl e
Nat i onal Scal e br AA+/ St abl e

Conplete ratings information is avail able to subscribers of RatingsDirect on
the @ obal Credit Portal at www gl obal creditportal.com All 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 umm.
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