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Research Update:

Utility Company Saudi Electric Co. 'A-' Ratings
Affirmed; Outlook Negative

Overview

• We are affirming the ratings on Saudi Electric Co. (SEC) at 'A-' based on
our current view of an almost certain likelihood of government support
for the company.

• We are assigning a stand-alone credit profile of 'bb-', based on SEC's
dominant market position but high leverage.

• The negative outlook on SEC continues to reflect a one-in-three chance of
a downgrade over the next 12-24 months based on our expectation of broad
structural changes to the utilities sector in Saudi Arabia. In our view,
these may result in SEC operating more as an independent, commercially
based enterprise.

• As a result, we could lower our assessment of the likelihood for
government extraordinary support.

Rating Action

On June 28, 2018, S&P Global Ratings affirmed its 'A-' long-term issuer credit
rating on Saudi Electric Co. (SEC). The outlook is negative.

We also affirmed our 'A-' issue ratings on the sukuk issued by SEC's three
financing vehicles: Saudi Electricity Global SUKUK Co., Saudi Electricity
Global SUKUK Co. 2, and Saudi Electricity Global SUKUK Co. 3.

Rationale

The negative outlook on SEC reflects a one-in-three chance of a downgrade in
the next 12-24 months. We base this on our view that broad structural changes
to the utilities sector in Saudi Arabia could lower the likelihood of
extraordinary government support to SEC in times of financial distress. As a
result, SEC may operate more as an independent, commercially based enterprise,
which could weaken SEC's integral link to the government. These changes also
include broad plans to privatize the utilities sector in Saudi Arabia, which
could result in SEC's role as the dominant electricity generation company
changing over time.

We will take into consideration the government's involvement in long-term
strategy for SEC, the tariff-setting mechanism, and how the government would
address the long-term, interest-free government loans and fuel liabilities to
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the Ministry of Finance and Saudi Aramco.

We understand that the Public Investment Fund is no longer considering a sale
of its stake in SEC to the SoftBank Vision Fund. Our current rating reflects
our opinion of the almost certain likelihood that the Saudi Arabian government
would provide timely and sufficient extraordinary support to SEC in the event
of financial distress. We base this on our assessment of SEC's:
• Critical role in providing essential power generation, transmission, and
distribution services in Saudi Arabia, and its central role in meeting
the government's key economic and social objectives; and

• Integral link with the government, which maintains a very tight control
over SEC's strategy. Furthermore, the government has a track record of
providing ongoing financial support to SEC in the form of long-term,
interest-free loans.

Given our view of an almost certain likelihood of government support, and the
equalization of our long-term rating on SEC with that on the sovereign, our
assessment of SEC's stand-alone credit profile (SACP) is not a rating driver.
However, the company's underlying credit quality, absent any extraordinary
government support, is 'bb-'.

SEC's business risk profile reflects the dominant position of the company as a
provider of power in Saudi Arabia, with a generation capacity representing 70%
of the supply, and it has a monopoly in electricity transmission and
distribution. However, we understand that the government is striving for
increasing efficiency and liberalization in the electricity sector, the first
step of which included a gradual convergence to cost-reflective tariffs, as
shown by tariff increases at the beginning of 2016 and 2018.

Despite the rollout of cost-reflective tariffs, we understand there is
currently no incremental benefit accruing to SEC because the difference
between the old subsidized tariffs and the new cost-reflective tariffs is
passed to the government. However, we understand that the government will
continue to allow SEC to defer fuel costs and benefit from ongoing support
from the government through soft loans.

SEC's financial risk profile reflects our expectation that cash flow coverage
measures, such as funds from operations (FFO) cash interest coverage, will
remain at 2x-4x (7.3x as of Dec. 31, 2017), and EBITDA interest cover at more
than 2x (3.7x as of Dec. 31, 2017). All the debt-related ratios are weaker
compared with cash flow coverage ratios since debt includes government
interest-free loans. We anticipate annual capital expenditure (capex) of
approximately Saudi riyal (SAR) 40 billion (including discretionary and
nondiscretionary items) during 2018-2019.

Assumptions

• Annual revenue growth of about 30% in 2018, reflecting the rollout of
cost-reflective tariffs, mainly to the residential segment. However, we
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expect that this will lead to a decline in consumption because consumers
will use power more efficiently. We expect therefore that revenue will
grow by 0%-1% over 2019-2020, despite factoring in population growth of
1%-2% and real GDP growth forecast of 2.0%-2.2% over 2018-2020.

• EBITDA margins of 30%-32% including proportionate consolidation of joint
ventures as per International Financial Reporting Standards (IFRS). We
adjust EBITDA for a government fee, which is the difference between the
old subsidized tariffs and the new tariffs.

• Total capex of approximately SAR40 billion per year in 2018-2019,
decreasing in 2020 because SEC plans to complete committed projects and
not undertake any new generation projects while demand growth
marginalizes.

• SEC will have continued access to government loans to fund expansionary
capex. SEC's debt totaled SAR147 billion in 2017, including about SAR44
billion of interest-free government loans.

• Exclusion from debt of long-term government payables, which amounted to
SAR79.7 billion in 2017, because SEC's liabilities to the Ministry of
Finance have no maturity date and carry no finance costs, and SEC has a
critical role for, and integral link with, the government. We also assume
that SEC will settle current payables of SAR8.3 billion to the fuel
supplier Saudi Aramco in a similar way as previously, and that SEC would
not have to pay for fuel.

Based on these assumptions, we arrive at the following credit measures:
• EBITDA interest cover to be more than 2x compared with 3.7x reported in
2017.

• FFO cash interest cover of 2x-4x compared with 7.3x in 2017.

Liquidity

We view SEC's liquidity as adequate because we expect that the company's
sources of liquidity will exceed its uses by more than 1.2x. We have included
the undrawn amounts (SAR46 billion available as of December 2017) under SEC's
interest-free government facilities, which were put in place in 2011 and 2014,
as a liquidity source in our short-term liquidity analysis. We understand that
SEC will continue to utilize a variety of financing solutions to address its
funding needs as required over the medium and long term. We consider SEC to
have good bank relations and prudent risk management.

Principal liquidity sources for the 12 months from March 31, 2018 are:
• A cash balance of SAR1.1 billion.

• Our expectation of funds from operations of SAR17 billion-SAR18 billion.

• About SAR46 billion in available under government soft loans.

Principal liquidity uses over the same period are:
• Short-term debt of about SAR28.5 billion. However, this also includes a
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bridge to bond, which we expect SEC will place soon.

• Capex of SAR40 billion-SAR45 billion.

• Dividend payments of SAR0.5 billion to minority shareholders.

Covenant Analysis

SEC has no financial covenants.

Outlook

Our negative outlook on SEC reflects a one-in-three chance of a downgrade over
the next 12-24 months. We base this on our expectations of broad structural
changes to the utilities sector in Saudi Arabia that may result in SEC
operating more as an independent, commercially based enterprise, with reduced
likelihood for extraordinary government support. We currently equalize our
long-term rating on SEC with that on Saudi Arabia because we consider that
there is an almost certain likelihood of government support for SEC, although
this could weaken.

Downside scenario

We could lower the rating by one notch if we reassessed the likelihood of
extraordinary government support to SEC to extremely high from almost certain,
all else being equal. This could happen if we believed that the link between
SEC and the government was not as integral as we currently believe, reducing
the predictability of timely and sufficient support under all circumstances.
We would also take into consideration the government's involvement in SEC's
long-term strategy, the tariff-setting mechanism, and how the government would
address the long-term interest-free government loans and the fuel payables to
Ministry of Finance and Saudi Aramco.

Upside scenario

We would consider revising the outlook on SEC to stable if we believed that,
despite the potential changes expected to the company and the utilities
sector, the government would continue to provide timely and sufficient
extraordinary support to SEC under all circumstances. We would also consider
revising the outlook to stable if we thought that the contemplated reforms may
be delayed or implemented over a very long time horizon, or if we believed
that SEC could warrant an SACP of 'a-' or higher.

Ratings Score Snapshot

Issuer Credit Rating: A-/Negative

Business risk: Fair
• Country risk: Moderately High
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• Industry risk: Very Low

• Competitive position: Fair

Financial risk: Aggressive
• Cash flow/leverage: Aggressive

Anchor: bb-

Modifiers
• Diversification/portfolio effect: Neutral (No impact)

• Capital structure: Neutral (No impact)

• Liquidity: Adequate (No impact)

• Financial policy: Neutral (No impact)

• Management and governance: Fair (No impact)

• Comparable rating analysis: Neutral (No impact)

Stand-alone credit profile: bb-
• Sovereign rating: A-/Stable/A-2

• Likelihood of government support: Almost Certain (+6 notches)

Related Criteria

• General: Reflecting Subordination Risk In Corporate Issue Ratings, March
28, 2018

• General Criteria: Rating Government-Related Entities: Methodology And
Assumptions, March 25, 2015

• General Criteria: Methodology For Rating Sukuk, Jan. 19, 2015

• General: Methodology And Assumptions: Liquidity Descriptors For Global
Corporate Issuers, Dec. 16, 2014

• General: The Treatment Of Non-Common Equity Financing In Nonfinancial
Corporate Entities, April 29, 2014

• General Criteria: Methodology: Industry Risk, Nov. 19, 2013

• General Criteria: Group Rating Methodology, Nov. 19, 2013

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

• General: Corporate Methodology: Ratios And Adjustments, Nov. 19, 2013

• General: Corporate Methodology, Nov. 19, 2013

• General Criteria: Country Risk Assessment Methodology And Assumptions,
Nov. 19, 2013
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• General Criteria: Methodology: Management And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

• General Criteria: Stand-Alone Credit Profiles: One Component Of A Rating,
Oct. 1, 2010

• General Criteria: Use Of CreditWatch And Outlooks, Sept. 14, 2009

Related Research

• Utility Company Saudi Electric Outlook Revised To Negative On Potential
Sale Of An Equity Stake; 'A-' Ratings Affirmed, Oct 30, 2017

Ratings List

Ratings Affirmed

Saudi Electric Co.
Issuer Credit Rating A-/Negative/--

Saudi Electricity Global SUKUK Co.
Senior Unsecured A-

Saudi Electricity Global SUKUK Co. 2
Senior Unsecured A-

Saudi Electricity Global SUKUK Co. 3
Senior Unsecured A-

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific meanings ascribed
to them in our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at www.standardandpoors.com for further
information. Complete ratings information is available to subscribers of
RatingsDirect at www.capitaliq.com. All ratings affected by this rating action
can be found on S&P Global Ratings' public website at
www.standardandpoors.com. Use the Ratings search box located in the left
column. Alternatively, call one of the following S&P Global Ratings numbers:
Client Support Europe (44) 20-7176-7176; London Press Office (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Moscow 7 (495) 783-4009.
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