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Research Update:

Open Grid Europe Group Outlook Revised To
Stable From Negative On Increased Visibility After
Regulatory Reset

Overview

e Cermany-based gas transni ssion system operator Qpen Gid Europe G oup
(OGE), which conprises Vier Gas Transport GrbH and its subsidiary Open
Gid Europe GrbH, has increased visibility on regulatory renuneration

* The conpany is still exposed to elevated investnents during the next
regul atory period starting 2018. However, we forecast netrics will be in
line with our expectations for the ratings.

W are affirmng our "A-' long-termand 'A-2' short-termratings on OGE
and revising the outlook to stable from negati ve.

» The stable outlook reflects our viewthat OGE' s credit nmetrics will
gradual Iy recover following a decline in 2018 due to a regul atory period
reset and increasing regulatory asset base (RAB)

Rating Action

On April 30, 2018, S&P G obal Ratings revised its outl ook on Gernany-based gas
transm ssion systemoperator Open Gid Europe Goup (OGE) to stable from
negative. At the sane tine, we affirnmed the "A-/A-2' long- and short-term

i ssuer credit ratings on OGE, which conprises Vier Gas Transport GrbH and its
subsidiary Open Gid Europe GrbH.

We also affirnmed our 'A-' issue ratings on OGE's senior unsecured debt.

Rationale

The outl ook revision reflects increased visibility on the inpact of a

regul atory period reset beginning 2018, and our expectation of the conpany's
ongoi ng solid cash flow generation fromregul ated earnings. Al though we see
limted financial headroomwi thin the rating in the near termdue to el evated
i nvestments, we believe recent devel opnents should be credit supportive for
metrics to recover starting after 2018, somewhat nitigating the inpact of
significant | ower equity renuneration upon regulatory period reset.

We continue to assess OGE's financial risk profile as significant, although we

expect the adjusted funds fromoperations (FFO -to-debt ratio to decline
toward 10%in 2018 from 12. 2% in 2017. The forecast decline is mainly driven
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by the continuation of the extensive investment program as per the Gernan
Net wor k Devel opnent Pl an, of which OGE shoulders the lion's share, and | ower
remuneration.

W& woul d expect the company to keep annual dividends below €80 nillion (about
€55 mllion in 2016/2017) until the FFO-to-debt ratio returns sustainably to
12%

In the coming two years about 70% 80% of the conpany's total capita
expenditures (capex) will fall under the so-called "investnment nmeasures" (IM,
for which we see Iimted execution risk and anticipate full and i medi ate cost
recovery. IMs allow gas and electricity transm ssion system operators to

i ncrease the revenue cap under the German regulatory framework to account for
full coverage of growh and extraordi nary expenditures; nore specifically,

i nvestnments that are deened necessary for energy transition in Germany, grid
stability, and international integration of the German network.

The Bundesnet zagentur, the Gernan regul ator, has reduced the return on equity
to 6.91%5.64% from 9. 05% 7. 39% ( pretax/post-tax on new assets) and to

5.12% 4. 17% from 7. 14% 5. 83% (pr et ax/ post-tax on old assets), which we
consider in our base case. Following the ruling of the H gher Court in

Dussel dorf, Gernmany, the remnuneration was, however, considered too |low. As a
result, the regul ator appeal ed the decision at the Gernman Suprenme Court on
April 25, 2018. A resolution of the dispute could be delayed until 2020, which
then woul d be inplenented retroactively. W understand this could be credit
positive conmpared with the initial determi nation, however this is currently
not included in our base case. Further, we have incorporated in our base case
the regulator's decision to set the general efficiency target to 0.5%from
currently 1.5% and set the conpany's individual efficiency factor at 100% f or
the regulatory period starting in 2018. Cash flow volatility due to

regul atory-account effects should be reduced from 2018 because devi ati ons from
anticipated transport volunes are being conpensated over a period of three
years with a two-year delay as opposed to within one year

We continue to view OGE's business risk profile as excellent, which benefits
fromthe lowrisk environment in the regulated utilities industry, including
our view of the regulatory franmework for the group's gas transni ssion network
being relatively stable and predictable (see "Wy W See Germany's Electricity
And Gas Regul atory Framework As Supportive,” published Nov. 21, 2016, on
RatingsDirect). OGE is Gernany's |argest gas transni ssion network operator
with a grid length of about 12,000 kiloneters, covering about 70% of gas
transport in transm ssion networks. Alnpost all of OGE s operations stemfrom
German regul ated gas transm ssion activities.

In our base case, we assune:
« An efficiency factor of 100% for the regul atory period 2018-2022 (the
third regulatory period).

* An average productivity factor of 0.49% over the third regul atory period.

e An inputed return on equity on new assets of 9.05%for the second
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regul atory period and 6.91% for the third.
e Areturn on excess equity of 3.03%for the third regul atory period.

» Extensive capex of about €1.35 billion over 2018 and 2020, above 70% of
whi ch falls under "investnent measures"”

* I ncreased capex driving the RAB increase.

e High capex relative to expected operating cash flow, |eading to negative
free operating cash flow of about €100 million-€200 mllion in 2018 and
2019.

» Expected dividend outflow of approxinmately €70 nmillion-€80 nmillion
annual | y.

e Significant negative cash flow after capex and di vi dends over the coning
two years.

Based on these assunptions, we arrive at the following credit neasures:
 Adjusted FFO to debt of above 10%in 2018, gradually increasing to about
12% by 2020; and

» Debt to EBI TDA of 6.0x-6.5x.

Liquidity

W view OGE's liquidity as adequate and project that the group's ratio of
l[iquidity sources to uses is above 1.1x for the 12 nmonths ending March 31,
2019.

OCGE's liquidity profile is further supported by its well-established
relationships with its core banks, no financial covenants, and prudent risk
managenent .

We note that the OGE has increased its commtted revolving credit facility
(RCF) to €600 million from€200 mllion, which we view as beneficial to
[iquidity.

The next nmjor debt maturity is the 2020 €750 nmillion bond refinancing.

We calculate the following principal liquidity sources for the 12 nonths from
March 31, 2018:
e Reported access to unrestricted cash and short-term narketable securities

of about €200 million

 Positive operating cash flow generation of above €300 m|lion over the
next 12 nont hs.

 Access to unused RCFs totaling €625 million, of which about €25 mllion
matures in 2019.

We calculate the following principal liquidity uses as of the sane date
 Debt maturities of about €60 mllion
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e Capex of about €500 nillion.
* Expected cash dividends of €70 nmillion-€80 nmillion in 2018.

Outlook

The stable outlook reflects our view that OGE's credit nmetrics will gradually
recover following a decline in 2018 due to |lower renuneration after a

regul atory period reset beginning in 2018, as well as el evated capex as per

t he Network Devel opnent Plan (NDP). We expect adjusted FFO to debt will remain
above 10%in 2018, and thereafter recover to about 12% by 2020 thanks to

i ncreasi ng regul ated earni ngs.

Downside scenario

We will consider a downgrade if we believe that OGE's credit metrics will not
steadily recover post 2018, with FFO to debt set to reach about 12% by 2020.
This could occur due to any of the follow ng reasons, or a conbination

t hereof: lower dividends received fromequity accounted investees; significant
i ncreases of debt-financed i nvestnents, especially non-1M capex, which expose
t he conpany to hi gher execution risk; adverse regul atory decisions; or any
further increase in dividend paynents.

Upside scenario

Rati ng upsi de appears renote currently, but could result froma sustained

i mprovenent in credit metrics, such that the financial risk profile inproved
to internmediate, including adjusted FFO to debt of at |east 15% This could

result fromlower dividend paynents and capex, which would in turn lead to a
significant reduction in adjusted debt.

Ratings Score Snapshot

I ssuer Credit Rating: A-/Stable/A-2

Busi ness risk: Excellent
e Country risk: Very |ow

 Industry risk: Very |ow

» Conpetitive position: Strong

Fi nanci al risk: Significant
* Cash flow Leverage: Significant

Anchor: a-

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

 Financial policy: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

« Managenent and governance: Satisfactory (no inpact)

» Conmparable ratings anal ysis: Neutral (no inpact)

Issue Ratings--Subordination Risk Analysis

Capital structure

Above 90% of financial debt outstanding is at the HoldCo Vier Gas Transport
GrbH.

Analytical conclusions

The issue rating on OGE's senior unsecured debt is "A-', inline with the
i ssuer credit rating, as no significant elements of subordination risk are
present in the capital structure.
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Ratings List

Ratings Affirmed; Qutl ook Action

To From
Open Grid Europe G oup
| ssuer Credit Rating A-/ Stabl e/ A-2 A-/ Negativel/ A-2
Seni or Unsecured A- A-

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 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

i nfornation. Conplete ratings information is available to subscribers of

Rati ngsDirect at www. capitalig.com Al ratings affected by this rating action
can be found on S& d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box |ocated in the |eft
colum. Alternatively, call one of the follow 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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