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Research Update:

Espirito Santo Centrais Eletricas 'BB' And 'brAA-'

Ratings And Bandeirante Energia 'brAA-' Ratings
Affirmed

Overview

« W expect EDP Brasil to maintain confortable credit netrics over the next
few years thanks to the recent equity injection, while its subsidiaries,
power distributors Bandeirante and Escel sa, continue to benefit fromthe
nmoneti zation of regulatory assets throughout 2016.

e We're affirming our 'BB'" global scale and 'brAA-' Brazil national scale
rati ngs on Escel sa and our 'brAA-' rating on Bandeirante.

» The negative outl ook on both conpanies reflects that of the sovereign
rating on Brazil, indicating that we will downgrade Bandeirante and
Escelsa if there is a sinmlar rating action on Brazil.

Rating Action

On Sept. 23, 2016, S&° dobal Ratings affirned its 'BB gl obal scale and
"brAA-' Brazil national scale ratings on Espirito Santo Centrais Eletricas
S.A. (Escelsa). The outlook on both ratings renmains negative. Escelsa's 'bb+
stand-al one credit profile (SACP) renmi ns unchanged. At the sane tinme, we
affirmed our 'brAA-' rating on the sister conpany, Bandeirante Energia S. A
(Bandeirante). The outl ook al so remains negati ve.

Rationale

The affirmation reflects Bandeirante and Escelsa's ratings linitation to the
sovereign credit rating on the Federative Republic of Brazil (global scale:
BB/ Negati ve/ B; national scale: brAA-/Negative/--), where they operate. As
regulated utilities, in our view, they could be subject to intervention from
t he governnent, such as rate freezes, which could jeopardize their ability to
continue generating cash, as already happened in other countries.

W anal yze Bandeirante and Escel sa based on EDP Energias do Brasil S.A's (EDP
Brasil) consolidated figures, given our view that the group adopts an
integrated financial strategy and actively manages its subsidiaries
operations. Therefore, we take into consideration the inportance of the

di stribution conpanies to EDP Brasil and the Brazilian operations to the
ultimate control ling sharehol der, EDP - Energi as de Portugal S. A (EDP

BB+/ Positivel/ B).

EDP Brasil's main cash flow contributor is its power generation segnent. The
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|atter consists of 2,726 nmegawatts (MAN of installed capacity, about 74% of
which is hydro based. Pecem a coal plant in which the group acquired the
remai ning stake that it didn't already own | ast year, generates the renaining
portion of EDP Brasil's electricity. Gven the severe drought in Brazil during
2015, domestic hydro plants' operating and financial performance suffered
because they were forced to purchase energy in the spot markets at high prices
to conpensate for energy shortfalls. But the group adhered to the Law 13, 203--
whi ch deternines the insurance categories for hydrology risk-- for its hydro
pl ants with power purchase agreenents in the regul ated nmarket, which works as
an insurance for higher spot prices when hydrol ogy weakens, helping to
stabilize the group's cash flows fromthis segnent. EDP Brasil also has stakes
in three hydro plants, two of which were recently constructed and are al ready
operating, while the third one, the Sdo Manoel plant, is still under
construction. The construction and startup of the Santo Anténio do Jari and
Cachoeira Cal deirédo plants was w thin budget and original schedul e,
respectively, which underscores the group's proven ability to plan and execute
its investnents to expand capacity, in our view

The group al so operates in the distribution segrment through Bandeirante, which
serves 28 cities in the state of Sao Paul o, and through Escel sa, which serves
70 nunicipalities in the state of Espirito Santo. In our view, the Brazilian
di stribution segnment benefits froma regulatory franework that seeks to

m nimze the nismatches between electricity rates and the costs effectively

i ncurred, including power purchases and transm ssion. However, tenporary

m smat ches can occur, as seen in the R$734.8 nmillion in net regulatory assets
t hat Bandeirante and Escel sa accumul ated in 2015. Both conpanies were able to
fully convert these assets into cash at the end of the first half of 2016 as a
result of lower electricity costs and proceeds fromthe rate flag nmechani sm
By that time, Escelsa reported R$164.4 million of net regulatory assets while
Bandei rante presented R$173.1 million in net regulatory liabilities,
indicating that the latter collected excess cash that it will have to return
toits clients upon the Cctober 2016 rate readjustnent.

Overal |, Bandeirante and Escelsa are in conpliance with the regul atory
indicators for the quality of their services, except for Bandeirante's system
average interruption duration index (DEC), which is slightly higher than the
regul atory standards due to severe climate conditions. In the next few years,
we believe the group will target its investnments in the distribution segnment
to i nprove both subsidiaries' DEC and the system average frequency
interruption index (FEC), and to reduce electricity losses, which increased on
a percentage basis due to Brazil's recession

Escel sa recently had its seventh rate review, which we view as positive for

t he conpany because of the recognition of higher electricity losses inits
rates, which will be flat at 11.45% for the next three years. In addition, the
revi ew reeval uated Escel sa's regul atory asset base that increased its

regul atory EBI TDA by R$102 million, which should strengthen its cash flow
generation in the next few years.

Unlike in the past few years, the electricity consunption has sl owed since the
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second hal f of 2015, which |led to the oversupply of power contracts because
the distributors' purchases of electricity are surpassing their concession
areas' electricity demand. According to the Brazilian regulation, distributors
can incorporate an oversupply cost of up to 5% into their rates. W expect the
ongoi ng di scussi ons between the distributors and the regul ator, ANEEL, will
help to mtigate the inmpact of the power glut. It affects Bandeirante, while
Escel sa's electricity purchase is closer to the 105%threshol d.

Qur base-case scenario for EDP Brasil considers the follow ng factors:

* Hydrol ogy shoul dn't weaken the group's generation segnent.

e The Pecemcoal plant to reach availability ratios of at |east 90% of the
regul atory requirenent.

e Conbined electricity consunption in areas that the distributor
subsidiaries serve will decrease by about 5% in 2016 (about 2% for
Bandeirante and close to 9% for Escelsa) and to grow 2.0% 2.5% (no grow h
for Bandeirante and about a 5% growth for Escelsa) in 2017.

* A negative rate adjustnent for Bandeirante in Cctober 2016 to incorporate
the lower electricity costs and sectorial charges in 2016.

 Bandeirante's power oversupply will be above the regulatory threshold in
the next few years, which can be nmitigated depending on the discussions
bet ween the conpani es and t he ANEEL.

* Annual investnents of around R$650 nmillion, nostly to inmprove the
distributors' operating efficiency.

 Dividend payout of about 75% of previous-year net incone.

* No increnental debt, following the R$1.5 billion capital injection

Based on these assunptions, we expect EDP Brasil to post the follow ng
adjusted credit netrics:

2014A 2015A 2016E 2017E

FFO to debt (%) 91 160 3540 25-30
Debt to EBITDA (x) 5.4 38 1520 2.0-2.5
FOCEF to debt (%) 63 164 20-25 10-15

A. Actual; E Expected

* Adjusted netrics do not consider the regulatory accounts flowing to the

i ncome statenent, but we incorporate themin our projections based on our
expectation of nonetization, in case it is an asset, or as cash outflow, in
case it is aliability.

We expect EDP Brasil to keep recovering its regulatory assets in 2016, as it
did inthe first half of the year when its distributors generated strong cash
flows. As Bandeirante's rates currently incorporate higher power costs and
contributions to sector-specific funds, we expect a negative rate adjustnent
in Cctober, follow ng the August 2.97% rate reduction for Escelsa. For the
next few years, working capital needs should stabilize, with rates better

refl ecting costs.
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The hydrology risk for the group's generation segnent is mtigated by EDP
Brasil's policy not to sell 100% of its generation capacity, which provides a
cushion for its plants with contracts in the free market, while the Law 13, 203
protects the ones dedicated to the regul ated narket.

Liquidity

We expect the group's liquidity sources to exceed its uses by at least 1.2x in
the next 12 nonths, especially after the recent capital injection of R$1.5
billion. EDP Brasil has been managing its liabilities well, as seen in its
cash position of R$2.6 billion as of June 30, 2016, which is nore than enough
to cover debt naturities until the end of 2017. Even if EBITDA were to fall by
15% we expect the group's sources of liquidity to continue exceeding its
uses. We believe that, in case of stress periods, the group has some
flexibility to postpone its investnents and reduce dividend payout to the

m nimum as required by the Brazilian | aw.

We also view that EDP Brasil has financial flexibility, as seen in its access
to the capital markets, the recent debenture issuances at both the hol ding and
operating conpany |levels, and in the subsidized funding from BNDES (the
Brazilian Devel opment Bank), which we expect to remamin in the next years.

Principal Liquidity Sources:

* Cash position of R$2.6 billion as of June 30, 2016, which incorporates
the recent R$1.5 billion equity.

+ Expected cash flow generation of about R$1.6 billion in the next 12
nont hs.

Principal Liquidity Uses:

e Debt nmaturities of around R$1.6 billion in the next 12 nonths,
considering the prepaynents partly fromthe capital injection proceeds.

* Investnments of R$600 million - $650 million in the next 12 nonths.

 Dividend payout of at |east 50%in the next 12 nonths, in line with EDP
Brasil's mininumstatutory requirenent.

Sone of Bandeirante and Escel sa's debt require conpliance with financi al
covenants, which are nmeasured at the operating conmpany |evel:
 Bandeirante: Debt to EBITDA up to 3.5x on every June 30 and Decenber 31

for the fourth issuance and only on Decenber 31 for the fifth issuance.
 Escelsa: Debt to EBITDA up to 3.5x on every Decenber 31

As of June 30, 2016, both conpanies were in conpliance with their financial
covenants, and we expect this to be so for the next 12 nonths, considering
their relatively low | everage netrics.

Group influence
We believe that electricity distributors, Bandeirante and Escel sa, are the

nost inmportant subsidiaries for EDP Brasil, even considering that the electric
power generation segnent as a whole is still the main cash contributor
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Despite EDP's recent capital injection, in our view, the inportance of the
Brazilian operations hasn't dinminished, accounting for about 17% of the
ultimate parent's consol i dated EBI TDA.

Outlook

The negative outl ook on Bandeirante and Escelsa reflects that on the
sovereign, considering that the Brazilian electricity sector is highly
regul ated, therefore subject to governnent intervention in a scenario of
soverei gn default.

Downside scenario

W coul d downgrade the conpanies following a simlar action on Brazil. For a
downgrade in the next 12 nonths based on their own reasons, EDP Brasil's
operations and credit netrics would need to deteriorate, with funds from
operations (FFO to debt bel ow 20% or debt to EBI TDA above 5.0x, conbined with
a free operating cash flow (FOCF) shortfall and |ess incentives for EDP to
support its Brazilian operations. However, we believe such a scenario is
unlikely in the short to nmediumterm A downgrade is also possible followi ng a
significant debt-financed acquisition.

Upside scenario

As the ratings on Bandeirante and Escel sa are currently capped by the
sovereign ratings, we don't expect an upgrade in the short term But it's
possible if EDP Brasil posts FFO to debt consistently above 30% debt to
EBI TDA close to 2.0x, and FOCF to debt above 25% while EDP Brasil's

i mportance to its parent conpany rises.

Ratings Score Snapshot

Espirito Santo Centrais Eletricas S. A
Corporate Credit Rating
A obal Scal e BB/ Negati ve/ - -
Nati onal Scal e br AA-/ Negati ve/ - -

Busi ness risk profile: Satisfactory
 Country risk: Moderately high

* Industry Risk: Internediate

« Conpetitive position: Satisfactory

Financial risk profile: Significant
* Cash flow | everage: Significant

Anchor: bb+

Modi fiers:
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Diversification/Portfolio effect: Neutral (no inpact)
Capital structure: Neutral (no inpact)

Fi nanci al policy: Neutral (no inpact)

Li quidity: Adequate (no inpact)

Managenment and governance: Neutral (no inpact)
Conparabl e rating anal ysis: Neutral (no inpact)

St and-al one credit profile (SACP): bb+

Group rating met hodol ogy:

Bet ween Escel sa and EDP Brasil: Core
Bet ween EDP Brasil and EDP: Strategically inportant

Bandei rante Energia S. A
Corporate Credit Rating: br AA-/ Negati ve/ - -

Busi ness risk profile: Satisfactory

Country risk: Mderately high
I ndustry Risk: Internediate
Conpetitive position: Satisfactory

Financial risk profile: Significant

Cash flow | everage: Significant

Modi fi ers:

Diversification/Portfolio effect: Neutral
Capital structure: Neutral

Fi nanci al policy: Neutral

Li quidity: Adequate

Managenent and gover nance: Neutral

Conpar abl e rating anal ysis: Neutral

Group rating met hodol ogy:

Bet ween Bandeirante and EDP Brasil: Core
Bet ween EDP Brasil and EDP: Strategically inportant

Related Criteria And Research

Related Criteria

S&P d obal Ratings' National And Regi onal Scal e Mappi ng Tables, June 1,
2016

Met hodol ogy And Assunptions: Liquidity Descriptors For G obal Corporate
| ssuers, Dec. 16, 2014

Criteria: National And Regional Scale Credit Ratings, Sept. 22, 2014
Key Credit Factors For The Unregul ated Power And Gas | ndustry, March 28,
2014

Rati ngs Above the Sovereign — Corporate and Governnent Rati ngs:

Met hodol ogy and Assunptions, Nov. 19, 2013
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e Corporate Methodol ogy, Nov. 19, 2013

e Corporate Methodol ogy: Ratios and Adjustnments, Nov. 19, 2013

e Group Rating Methodol ogy, Nov. 19, 2013

e Country Ri sk Assessnent Methodol ogy And Assunptions, Nov. 19, 2013

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

e Met hodol ogy For Linking Short-Term And Long- Term Rati ngs For Corporate,
I nsurance, And Sovereign |Issuers, My 7, 2013

e Met hodol ogy: Managenent And Governance Credit Factors For Corporate
Entities And Insurers, Nov. 13, 2012

e Use O CreditWatch And Qutl ooks, Sept. 14, 2009

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

Ratings List

Ratings Affirmed

Espirito Santo Centrais Eletricas S. A
Corporate Credit Rating
d obal Scal e BB/ Negati ve/ - -
Brazil National Scale br AA-/ Negati ve/ - -

Bandei rante Energia S. A
Corporate Credit Rating
Brazil National Scale br AA-/ Negati ve/ - -

Certain terms 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
information. Conplete ratings information is available to subscribers of
Rati ngsDi rect at www. gl obal creditportal.comand at www. spcapitalig.com All
ratings affected by this rating action can be found on the S& @ obal Ratings’
public website at www. st andardandpoors.com Use the Ratings search box | ocated
in the left colum.
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