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Research Update:

Environmental Services Group Veolia Outlook To
Stable On Stronger Credit Metrics And Profit;
'BBB/A-2' Ratings Affirmed

Overview

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

e In our view, the turnaround in profitability and credit netrics is
sustai nabl e, and risks to our base case have subsi ded.

e W are therefore revising our outlook on Veolia to stable fromnegative
and affirmng our 'BBB/A-2' ratings.

« The stable outlook reflects our anticipation that the group wll
consolidate its profitability and credit nmetrics in the com ng years
while self-financing its capital expenditures and divi dends.

Rating Action

On May 6, 2015, Standard & Poor's Ratings Services revised its outlook to
stabl e from negative on French environmental services group Veolia

Envi ronnerment S.A. At the sane tine, we affirnmed the 'BBB' |ong-termand 'A-2'
short-termcorporate credit ratings.

Rationale

The outl ook revision reflects our view that the turnaround in Veolia's
profitability and credit netrics is sustainable. In 2014, Veolia posted
stronger earnings and credit netrics than we anticipated in our previous
base-case scenario. In a still very challenging and uncertain business
environnent, Veolia's Standard & Poor's-adjusted funds from operations (FFO
i ncreased by nore than 10% (pro forma for the consolidation of Dalkia

I nternational and deconsolidation of Dal kia France). Despite significant
adverse currency effects, adjusted debt remained flat and credit netrics

i nproved. In particular, the adjusted FFO-to-debt ratio strengthened to about
18. 4% from 16.5% in 2013, a level consistent with our 'BBB rating.

We believe this inprovenent is chiefly due to the successful execution of the
conpany's maj or 2012-2015 transformation plan (and marginally fromm | der

macr oeconom ¢ conditions). W see very renote risks to our updated base-case
scenario, which largely reflects managenent's indications for the nediumterm
Veolia will formally announce its guidance at a forthcom ng investor day.

In our view, the inprovenent over the past year is structural and sustainabl e,
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due to:

« Veolia's recent and nunerous conmercial successes, notably in strategic
growm h narkets (oil and gas, circular econony, hazardous pollution
di smantling, and innovative solutions for cities) that accounted for
about €700 million of new revenues in 2014. This gives credit to the
conmpany's grow h strategy and pipelines and supports its forecast of 3%
organi ¢ annual revenue grow h;

* Veolia's execution of its anbitious cost-cutting plan, ahead of schedul e
and on target. The cost savings totalled €582 nillion at year-end 2014,
of which €232 million was realized in 2014, neki ng nanagenent highly
confident to reach its €750 mllion target in 2015. Veolia has so far
focused mainly on cutting overheads. W believe nanagenent has
significant roomfor further efficiencies and savings now that the group
is |eaner and nore centralized, and Dal kia International has been fully
integrated. This gives credence to the conpany's target of 5% in organic
EBI TDA growt h per year, which we understand includes retained savings of
about €75 nmillion annually;

« More vigorous growth in Europe, where Veolia generates about half its
revenues, conpared with our previous base case. This could al so boost the
recovery at Veolia's nore cyclical operations, including industrial waste
or recycled material, given our growh forecasts (see "Cheap G| And An
Expansi ve QE Program Underpi n The Eurozone Recovery," published April 2,
2015, on RatingsDirect). W understand that Veolia's managenent does not
assune a turnaround in economc activity in Europe; and

e Qur visibility on Veolia's financial trajectory, despite uncertainty
regarding the timng and outcone of Veolia's plan to dispose of its stake
i n Transdev, which owns 66% of ferry conpany SNCM |n our updated
base-case scenari o, we have not assuned any proceeds fromthe sale of the
stake in Transdev, which had a book value of €382 million at year-end
2014, or fromthe repaynent of €465 nmillion in sharehol der |oans. Should
the exit from Transdev succeed, we believe nanagenent would likely use
the proceeds to repay the €1.47 billion hybrid issue callable in 2018. W
continue to regard the hybrid notes as having internediate equity content
because we consider that their call is contingent on the disposal of the
Transdev stake, and the overall inpact on Veolia's adjusted debt and
credit netrics would therefore be al nost neutral

Veolia's "strong" business risk profile, in our opinion, continues to be
under pi nned by the group's |eading worldw de positions in water and waste,
recurring revenues fromlong-term nunicipal contracts that pose mninal vol une
and performance risk, and wide diversification in terms of custoners,
contracts, and geography. The strong structural growth drivers for

envi ronnental services globally provide additional support. Ofsetting factors
are |local authorities' strong bargaining powers, which have structurally
impaired Veolia's historically high nmargins in core narkets, such as water in
France; the waste business' exposure to econonic cycles, fuel, and raw
material price volatility; and the energy busi ness' exposure to weather

condi tions and energy prices. Together, these constraints create sone
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volatility in the group's earnings. In addition, we believe Veolia's strategic
shift toward energing markets and industrial clients somewhat dilutes its

busi ness risk profile.

We continue to assess Veolia's financial risk profile as "significant,"” based
on the group's structurally negative cash fl ows before disposals, which have
led to subpar credit nmetrics in recent years. Furthernore, disposals have
hardly curbed debt accunul ation stemm ng from sizabl e capital expenditures and
di vi dends. Managenent's financial discipline and the group's prudent and
proactive liability managenent tenper the weaknesses of Veolia's financial

risk profile, in our view. W benchrmark Veolia's financial risk profile

against the nedial volatility table in our criteria, because we believe
Veolia's core activities have nedial volatility characteristics: Mre than 50%
of the group's activities are regulated utility or environmental services.

The long-termrating continues to reflect our view of Veolia's stand-al one
credit profile following the neutral inpact of nodifiers: Qur positive

di versification assessnent is offset by our negative view of Veolia under our
conparabl e rating analysis, due to its structurally lower profitability than
peers'.

In our base case for Veolia, we assune:

e Low single-digit adjusted EBITDA growth in 2015, strengthening to about
5% annual |y from 2016, consistent with the conpany's target, supported by
continuous cost-cutting efforts and organic grow h.

* A dividend of €0.70 per share, paid in cash.

 Capital expenditures and acquisitions, net of disposals of about €1.6
billion annually.

* Mai ntenance of €1.47 billion in hybrid bonds with internediate equity
content and no exit from Transdev.

» The pro forma consolidation of Dalkia International, pro forma
deconsol i dati on of Dal kia France for 2014, and reconsolidation of a 30%
stake in a Chinese water concession over 2014-2016.

Based on these assunptions, we forecast that Veolia will generate neutral or
positive discretionary cash flow, and its adjusted debt levels will renain
fairly stable, excluding foreign currency effects. In addition, we forecast
that its adjusted FFO-to-debt ratio will exceed 18% over 2015-2017 and
potentially 20% by the end of this period.

Liquidity

We assess Veolia's liquidity as "strong" under our criteria. According to our
projections, Veolia's sources of funds will exceed uses by nmore than 1.5x over
the next 12 nmonths and by nore than 1.0x in the subsequent 12 nonths. In
addition, we believe that the group's good access to capital markets,
proactive liability managenent, positive discretionary cash flows, and solid
rel ati onships with banks support its liquidity position
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We calculate the following principal liquidity sources:

 About €2.7 billion in available cash or highly liquid noney market funds
at the end of March 2015.

* Nearly €3.3 billion of available conmmitted credit lines maturing beyond
12 nmonths, including a €2.3 billion nulti-currency syndi cated | oan
maturing in 2018.

» Qur forecast of cash flow from operations, including repaynment of
operating financial assets, of about €1.9 billion

» Proceeds from asset sal es of about €300 million, excluding the recently
di vested Israeli operations.

We calculate the followi ng principal liquidity uses:

o Short-term debt of about €3 billion, including €1.3 of outstanding
conmer ci al paper.

o Qur estimate of €1.6 billion in nondiscretionary capital expenditures.

e About €250 million on acquisitions.

+ Dividends of about €520 million

Outlook

The stable outlook reflects our anticipation that the group will consolidate
its profitability levels and credit netrics in the comng years, while
self-financing its capital expenditures and dividends. Mreover, we anticipate
that Veolia will post credit netrics commensurate with our 'BBB' rating on a
sust ai nabl e basis, such as an adjusted FFO-to-debt ratio confortably above 18%
over 2015-2017.

Downside scenario

The rating could come under pressure if Veolia's profitability deteriorated,
credit netrics fell short of our current projections, or financial discipline
| oosened, including regarding debt stabilization

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 atile markets beyond currently announced plans, mdsize acquisitions, or

hi gher sharehol der returns.

Upside scenario

We nay consider raising the ratings should Veolia's nediumterm strategic
update, expected by the end of 2015, reaffirmits financial discipline, and
Veolia's financial risk profile inproves materially beyond our assunptions. W
view positive discretionary cash flows and an adjusted FFO-to-debt ratio
confortably and sustai nably above 20% and cl ose to 23% as consistent with our
"intermedi ate" financial risk profile.

However, we see rating upside as renote because stronger credit nmetrics my
only conpensate for the gradual rebal ancing of Veolia's activities toward
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enmerging countries and industrial clients that dilute its business risk
profile.

Ratings Score Snapshot

Corporate Credit Rating: BBB/ Stable/A-2

Busi ness risk: Strong

e Country risk: Very |ow

* Industry risk: Low

e Conpetitive position: Satisfactory

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

Anchor: bbb

Modi fiers

« Diversification/Portfolio effect: Mderate (+1 notch)
e Capital structure: Neutral (no inpact)

e Liquidity: Strong (no inpact)

 Financial policy: Neutral (no inpact)

e« Managenent and governance: Fair (no inpact)

* Conparable rating analysis: Negative (-1 notch)

Related Criteria And Research

Related Criteria

» Key Credit Factors For The Unregul ated Power And Gas |ndustry, March 28,
2014

» Key Credit Factors For The Environnmental Services |Industry, Feb. 12, 2014

e Met hodol ogy And Assunptions: Liquidity Descriptors For d obal Corporate
I ssuers, Dec. 16, 2014

e Corporate Methodol ogy, Nov. 19, 2013

e Met hodol ogy: Industry Risk, Nov. 19, 2013

» Corporate Methodol ogy: Ratios And Adjustments, Nov. 19, 2013

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

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

* 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 Ceneral: Hybrid Capital Handbook: Septenber 2008 Edition, Sept. 15, 2008

Related research
e Cheap G| And An Expansive QE Program Underpin The Eurozone Recovery,
April 2, 2015
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Ratings List

Qutl ook Action; Ratings Affirnmed

To From
Veol i a Environnenent S. A
Corporate Credit Rating BBB/ St abl e/ A- 2 BBB/ Negat i ve/ A- 2
Seni or Unsecur ed BBB BBB
Seni or Unsecured CnA- CnA-
Juni or Subordi nat ed BB+ BB+
Conmrer ci al Paper A-2 A-2

Additional Contact:
Infrastructure Finance Ratings Europe; InfrastructureEurope@standardandpoors.com

Conpl ete ratings information is avail able to subscribers of RatingsDi rect at
www. gl obal credi tportal.comand at 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
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press O fice (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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