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Research Update:

Norway-Based Norges Statsbaner Downgraded To
'A-/A-2' On Weaker Credit Ratios After Rail
Reform; Outlook Negative

Overview

« Norway transportati on group Norges Statsbaner AS (NSB) has conpleted a
denmerger of its real estate conpany, and the maintenance, ticketing and
sal es operations, which were all transferred to, and are directly or
indirectly owned by, the country's Mnistry of Transport and
Conmmuni cation. The rolling stock used by NSB and nost of NSB's debt has
been transferred to Norske Tog AS, a newy created rolling stock conpany
al so owned by the Mnistry of Transport and Conmuni cation

* In our view, NSB's stand-alone credit quality has deteriorated. The
conmpany's cash flow coverage rati os have weakened as NSB wi || continue
reporting operating lease liabilities conparable to the debt liabilities
pre-reformlevels, while its earnings generation capacity has decreased.

« W are revising down NSB' s stand-alone credit profile to 'bbb-" from
' bbb+ and consequently |l owering the long- and short-term corporate
credit ratings on the NSBto 'A-/A-2' from'A+H A1

e The negative outlook reflects the risk of a one-notch downgrade if the
conpany adopts nore aggressive financial policies that result in funds
fromoperations to debt falling sustainably bel ow 20%

Rating Action

On May 5, 2017, S&P d obal Ratings lowered its |ong- and short-term corporate
credit ratings on Nordic transportation group Norges Statsbaner AS (NSB) to
"A-/A-2" from'A+/A-1'. The outlook is negative.

Rationale

The downgrade reflects our view that NSB' s cash flow coverage ratios and
ear ni ngs generation capacity have weakened as a result of the recently

i mpl emented rail reform This led to the | oss of what we saw as relatively | ow
ri sk, higher-margin earnings fromthe real estate conpany, ROM Ei endom AS. The
reformalso resulted in NSB transferring its rolling stock and nost of its
debt in Decenber 2016 to Norske Tog AS, a newy created rolling stock company.
VWil e NSB beconmes a pure train and bus operator, it will also need to | ease
its rolling stock to support its operations. In our analysis, we treat the
operating | eases as debt-like obligations of NSB and assume that their
contribution to debt | everage will be conparable to the |evel of debt
transferred. Qur base case indicates that NSB's ratios will remain at 22% 24%
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interns of S&P G obal Ratings-adjusted funds from operations (FFO to debt
once NSB settles the last remaining maturity of Swiss franc (CHF) 325 million
i n Novenber 2017. Gven the increased exposure to nore volatile earnings, this
corresponds to our assessnent of a significant financial risk profile.

We assume the credits nmetrics will continue to be supported by significant
cash bal ances. As of March 31, 2017, NSB had Norwegi an krone (NOK) 7.7 billion
of cash and undrawn facilities, including a NOK5.7 billion contribution

agai nst an interconpany |oan by ROM Ei endomthat was repaid in January 2017.

If NSB adopted nore aggressive financial policies following a review due in
fall 2017, this could Iead to weakening in the financial mnetrics.

Di sposal of the real estate assets, which in our view supported the passenger
train operations, has led to a higher share of the conpany's earni ngs being
generated from what we consider as non-infrastructure activities. W now
expect about 40% of NSB's EBITDA to originate fromthe potentially nore

vol atile and | ess profitable bus, freight, and tourism businesses, conpared
with about 30%pre reform To arrive at the same view of the credit quality
when assessi ng busi nesses with a one third or higher share of nore volatile
cash flows, we woul d expect stronger financial netrics, in particular higher
cash flow coverage ratios. The spin-out of ROM Ei endom has al so reduced NSB' s
financial flexibility as it no longer has the opportunity to nonetize rea
estate assets to service its debt. That said, NSB's obligations will now
consist primarily of operating | eases for the rolling stock from Norske Tog,
and to a lower extent, pension liabilities.

We continue to view NSB's business risk profile as satisfactory. The

i ntroduction under the rail reformof the conpetitive tenders for provision of
passenger rail services on the Southern and Northern |ines from June 2019 and
Decenber 2019, respectively, will expose about 25% of NSB AS's revenue (12% of

NSB Group's revenue) to conpetition. However, in addition to still operating
passenger trains in at |east six out of the eight geographical service areas
in Norway, we believe NSB will be well positioned to conpete for the first two

tenders, and could remain a nonopoly until around 2030. NSB has pre-qualified

for the first tender. Qur opinion is also supported by NSB's role as
operator of last resort,’

an
whi ch woul d be expected to take over from anot her

operator if it defaults or is otherw se underperform ng under the tendered
contracts.

In our base case for the financial years 2017-2019 (ending Dec. 31) we assune:

NSB wi || continue operating all passenger train services until June 2019
and win tenders one and two thereafter

Aver age EBI TDA nargi n of about 17%

No nore debt after Novenmber 2017;

Debt-1i ke obligations including operating | eases and pension liabilities.
Qperating | eases of NOK9.2 billion each year, calcul ated as net present
val ue of future commitnents in 2017-2028; and

Debt-1i ke obligations netted off by surplus cash of, on average, NOK3.4
billion each year
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Based on our assunptions, we arrive at the follow ng credit neasures:
e S&P d obal Ratings-adjusted FFO to debt of 22% 24% (wei ghted average); and
* Adjusted free operating cash flow to debt of 16% 18% (wei ghted average).

We believe that after the reform NSB will continue to benefit froma high
i kel i hood of extraordinary government support in the event of financial
di stress.

W& base our assessnent on NSB' s:

 Inportant role for the Norwegi an governnent as the dom nant nationw de
transport provider. In our view, NSB fulfils key econonic, social, and
political objectives and benefits froma long track record as the sole
public transport operator; and

* Very strong link with Norway, based on the state's 100% ownership of the
conpany, the governnent's role in appointing NSB's board nenbers and
provi di ng consi derabl e ongoi ng financial support, and our expectation
that NSB will not be privatized over the nediumterm

Liquidity
The short-termcorporate credit rating is 'A-2".

We assess NSB's liquidity as strong, with sources exceedi ng uses by around
3.1x over the 12 nonths to March 31, 2018. Qur liquidity assessnent is
supported by NSB' s sound relationship with banks and generally prudent risk
management. There are no covenants attached to the CHF325 million bond
maturing i n Novenber 2017. The conpany will only decide in fall 2017 how to
utilize the NOK5.7 billion cash received fromthe real estate subsidiary, ROM
Ei endom However, given that there is no "hard" debt (except for NOK12 mllion
in CargoNet) after the repaynent of the only outstanding issue--of CHF325
mllion due Nov. 15, 2017--we believe the conpany will naintain strong
l[iquidity. In our view, NSB would be able to absorb high-inpact,

| owprobability events with no need for a refinancing.

In the 12 nmonths to March 31, 2018, we expect the follow ng sources of cash:

e Cash and cash equivalents totaling about NOK5.7 billion

* Undrawn committed bank |ines of NOK2.05 billion including NOK2 billion
until April 2019 and NOK50 million until GCctober 2020.

« FFO that we forecast at approximately NOKL.1 billion

Over the same period we expect the following principal liquidity uses:
* Debt anortization of about NOK2.0 billion

e Working capital outflows of about NOKO.5 billion

» Capital investnents of about NOKO.2 billion; and

* Acquisitions of about NOK70 million

Outlook

The negative outl ook reflects the risk that we could |ower the ratings if a
change in NSB's financial policies, following a strategy review due in fal
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2017, led to weakening financial netrics.

In our base case we anticipate that NSB will maintain FFO to debt ratios of
22% 24% in 2018-2019 after it settles the last remaining maturity in Novenber
2017. Furthernore, we assume that NSB will win tender one and two due to its
favorabl e position as a current operator

If the conpany fails to win the tenders, we will review the inpact on its
stand-al one credit profile. This would depend on the expected earnings under
contracts for additional activities secured instead, as well as the degree of
credit ratio inprovenent as NSB will no |onger account for operating | eases
under the two contracts. Furthernore, we will review the inpact on the

busi ness profile and financial netrics if NSB were to engage in additiona
rail operations and enter into further operating | eases arrangenents.

Downside scenario

We could lower the ratings by a notch if we expected that the conpany's FFOto
debt ratio could decrease sustainably bel ow 20% This could happen as a result
of nore aggressive dividend policies, or if the current cash bal ances were
used for higher risk investnents.

We could also lower the ratings if assessed that the Iikelihood of

extraordi nary governnent support had weakened. Although, in our view at
present this is unlikely, this could happen if the governnent were disposed of
a substantial stake in NSB, for exanple through an I PO

Upside scenario

We coul d revise the outl ook back to stable if we assessed that NSB's new
strategy and financial policies would not result in a further deterioration of
its credit netrics.

Ratings Score Snapshot

Corporate Credit Rating: A-/Neg/A-2
Busi ness risk: Satisfactory

e Country risk: Very |ow

e Industry risk: Internediate

» Conpetitive position: Satisfactory

Financial risk: Significant
* Cash flow Leverage: Significant

Anchor: bbb-

Modi fiers
« Diversification/portfolio effect: Neutral/undiversified (no inpact)
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e Capital structure: Neutral (no inpact)

 Financial Policy: Neutral (no inpact)

e« Liquidity: Strong (no inpact)

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

St and-al one credit profile (SACP): bbb-

e Group credit profile: bbb-

* Likelihood of governnment support: High (+3 notches from SACP)
* GRE Link: Very strong

e GRE Rol e: Inportant
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Seni or Unsecured A- A+/ Wat ch Neg

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 ngsDi rect at www. gl obal creditportal.comand at spcapitalig.com All

ratings affected by this rating action can be found on the S& d obal Rati ngs'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
inthe left colum. Alternatively, call one of the foll owi ng S& @ 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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