S&P Global
Ratings

RatingsDirect’

Research Update:

Environmental Services Group Veolia
Affirmed At 'BBB/A-2' On Improving
Profitability And Credit Metrics;
Outlook Stable

Primary Credit Analyst:
Pierre Georges, Paris (33) 1-4420-6735; pierre.georges@spglobal.com

Secondary Contact:
Beatrice de Taisne, CFA, London (44) 20-7176-3938; beatrice.de.taisne@spglobal.com

Table Of Contents

Overview

Rating Action

Rationale

Outlook

Ratings Score Snapshot
Related Criteria And Research

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT MAY 26, 2016 1

1644223 | 302298878



Research Update:

Environmental Services Group Veolia Affirmed At
'BBB/A-2' On Improving Profitability And Credit
Metrics; Outlook Stable

Overview

« W forecast that Veolia Environnenent's profitability will continue to
strengt hen, supported by cost cutting and organi c grow h.

e W believe the group's 2016-2018 strategic plan is well on track and
supports the group's credit quality.

e« W are therefore affirmng our 'BBB/ A-2' ratings on Veolia.

« W are also raising our Greater China regional scale issue rating to
"cnA" from'cnA-', correcting an error in the application of our criteria.

e The stable outlook reflects our anticipation that the group wll
consolidate its profitability and credit metrics in the conming years
while self-financing its capital expenditures and divi dends.

Rating Action

On May 26, 2016, S&P dobal Ratings affirned its 'BBB/ A-2' |ong- and
short-termcorporate credit ratings on environnental services group Veolia
Envi ronnenent S. A. The outl ook is stable.

We also affirned the 'BB+ rating on Veolia's junior subordinated debt.

In addition, we have raised our Greater China regional scale issue rating on
the CNY500 million bond due June 2017 to 'cnA" from'cnA-'. This corrects an
error in the application of our criteria, "Standard & Poor's National and
Regi onal Scal e Mappi ng Tabl es,” published Jan. 19, 2016.

Rationale

The rating affirmation reflects our view that Veolia will continue to inprove
its earnings and profitability. Veolia has significantly inproved its
financial position, cost base, and group structure over recent years, thanks
to significant asset disposals and nore than €800 mllion of cost cutting over
2012-2015. The group continues to have a strong focus on operating efficiency
for the conming three years, with a new plan to cut costs for at |east €600
mllion by 2018. W believe Veolia' s nmanagenent's favorable track record in
carrying out such plans is supportive. In addition, we believe Veolia's |eaner
group structure and nanagenent organi zation allows for better control of

busi ness units and cash flow circulation within the group. Veolia's strategy
is nowto increase the contribution of its industrial custoners and to nove
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toward nore high-value services and products, while privileging asset-1light
nodel s in certain circunstances to preserve cash flows and better share risks.
Veolia's nunerous comerci al successes, notably in strategic growh markets
(oil and gas, circular econony, hazardous pollution, dismantling, and

i nnovati ve solutions for cities), give credit to the conpany's growh strategy
and pi pelines and supports our expectations of 2% 3% organi ¢ annual revenue
growth. We al so expect growh to be enhanced by bolt-on acquisitions to

conpl ement the geographic footprint and/or the range of expertise, as is the
case with U S. -based nucl ear service provider Kurion in 2016.

Veolia's strong business risk profile continues to be underpinned by the
group's | eading worldwi de positions in water and waste, recurring revenues
fromlong-termnunicipal contracts that pose mninmal volunme and perfornmance

ri sk, and wide diversification in terms of custoners, contracts, and

geogr aphy. The strong structural growth drivers for environnental services

gl obal ly provi de additional support. W notably believe that circular econony
and energy efficiency efforts fromboth municipal and industrial clients are
negatrends that Veolia is well positioned to capture. W al so believe that the
group's positioning toward nore conpl ex and hi gher added-val ue services all ows
for inmproved margins, better resource allocation, and | ess conpetition. Qur
expectation of inmproving profitability thanks to cost cutting al so supports
our strong business risk profile assessnment, although we recognize that a
large part of the efficiencies will need to be passed through to custoners.

O fsetting factors are: local authorities' increasing bargaini ng powers, which
have structurally inpaired Veolia's historically high margins in core narkets,
such as water in France; the waste business' exposure to economnic cycles,

fuel, and raw material price volatility; and the energy business' exposure to
weat her conditions and energy prices.

We continue to assess Veolia's financial risk profile as significant, based on
the group's credit netrics, notably adjusted funds from operations (FFO to
debt of 21.2% at year-end 2015, including the internediate equity content we
assigned to the junior subordinated debt in 2015. W believe the group's
financial discipline, particularly with regards to free cash fl ow generation,
is positive. This includes self-funding of investnents and divi dends.
Managenent's prudent and proactive liability management al so support our view
on the group's financial risk profile. W now benchmark Veolia's financial
risk profile against the standard volatility table, conpared with nedial
previously, because we believe the contribution of Veolia's |ong-term
concessions fromFrench water activities and heating businesses will continue
to decline so that they represent |less than half of revenues, while
environnental services to industrials will grow and rebal ance the custoner
portfolio equally between nunicipalities and industrials.

In our base case for Veolia, we assune:

* Revenue growt h of 2% 3% over 2016-2018, driven by internationa
activities and growh in industrials.

 EBITDA margi n i nprovi ng by 100-150 basis points over the period, driven
by cost-cutting efforts of about €200 million per year

* Investnents of nore than €1.6 billion per year
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e The acquisition of Kurion in 2016.

e A €345 nillion loan repaynment from Transdev in 2016.

e Mnimal equity content from 2016 for the hybrid bonds, conpared wth
i nternedi ate previously.

Based on these assunptions, we forecast that over 2016-2018, Veolia wll
generate neutral or positive discretionary cash flow, and its adjusted debt
level will remain fairly stable, excluding foreign currency effects. In
addition, we forecast that its adjusted FFOto-debt ratio will exceed 20% over
2016-2018.

We have revised our assessnent of the equity content of the hybrid bonds to
mnimal frominternediate from 2016 to reflect a lack of clarity about
managenent's intention to replace the instrunent or not. In our base case, we
see credit netrics inproving above the targets we set for the 'BBB rating and
therefore believe there is little incentive for the conpany to replace the
instrument after the first call date in April 2018.

Liquidity

We assess Veolia's liquidity as strong. According to our projections, sources
of funds will exceed uses by nore 1.5x over the next 12 nonths and by nore
than 1.0x in the subsequent 12-24 nonths. In addition, we believe that the
group's good access to capital markets, proactive liability nmanagenent, and
solid relationships with banks support its liquidity position

Based on our estimates as of Dec. 31, 2015, we factor into our liquidity

assessment for the next 12 nmonths the followi ng principal liquidity sources:

e About €3.9 billion in available cash or highly liquid noney market funds.

* Nearly €3.9 billion of available conmitted credit lines maturing beyond
12 nonths, including a €3 billion nmulti-currency syndicated | oan maturing
in 2020.

e Qur forecast of cash flow fromoperations of about €2.5 billion

e €345 nmillion in proceeds from Transdev.
e €700 mllion fromissuance of a convertible bond in March 2016.

This conmpares with principal liquidity uses as foll ows:
» Debt repaynent of about €4.3 billion
e Qur estimate of €1.7 billion in nondiscretionary capital expenditures.

e Acquisitions anobunting to €365 mllion
 Dividends of about €611 million

Outlook

The stable outl ook reflects our anticipation that the group will continue
inmproving its profitability and credit netrics in the comng years while
self-financing its capital expenditures and dividends. It reflects our view
that Veolia will boast credit nmetrics comensurate with its 'BBB rating on a
sust ai nabl e basis, such as an adjusted FFO to-debt ratio confortably above 20%
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over 2016-2018.

Downside scenario

The rating on Veolia could cone under pressure if the conpany's profitability
deteriorated, if credit nmetrics fell short of our current expectations, or if
managenent departed fromits financial discipline including its

debt - stabilization objective.

A negative rating action could result from unexpected and far-reachi ng adverse
changes in Veolia's market and regulatory environment, expansion into nore

vol atil e markets beyond currently announced plans, midsize acquisitions, or

hi gher sharehol der returns than in our base case.

Upside scenario

We may consider raising the ratings if Veolia generates substantial positive
di scretionary cash flows, if the adjusted FFO-to-debt ratio sustainably rises
above 25% and if its business mx does not materially differ fromits
announced strategic targets.

Ratings Score Snapshot

Corporate Credit Rating: BBB/ Stable/A-2

Busi ness risk: Strong

» Country risk: Low

e Industry risk: Low
 Conpetitive position: Strong

Financial risk: Significant
* Cash flow Leverage: Significant

Anchor: bbb

Modi fiers

« Diversification/Portfolio effect: Neutral

e Capital structure: Neutral (no inpact)
 Financial policy: Neutral (no inpact)

e Liquidity: Strong (no inpact)

« Managenent and governance: Fair (no inpact)
 Conmparable rating anal ysis: Neutral (no inpact)

St and-al one credit profile: bbb
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Additional Contact:
Industrial Ratings Europe; Corporate_Admin_London@standardandpoors.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
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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 nformati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at 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. Alternatively, call one of the follow ng S& G obal

Rati ngs nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice

(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-4009.
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