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Kazakhstan Electricity Grid Operating Co. (JSC)

Business Risk: WEAK

Vulnerable Excellent

Financial Risk: SIGNIFICANT

Highly leveraged Minimal

bb- bb-

bb+

Anchor Modifiers Group/Gov't

Issuer Credit Rating

BB+/Stable/--

Credit Highlights

Overview

Key Strengths Key Risks

Monopoly position in the stable, regulated electricity

transmission business, with low operating risk.

A tariff system that lacks transparency and independence, is exposed to political

intervention, and does not guarantee full or timely cost recovery.

Our expectation of stable EBITDA and positive free

operating cash flow (FOCF).

An aged asset portfolio that requires extensive modernization.

Comfortable long-term maturity profile. Exposure to foreign-currency risks.

High likelihood of extraordinary government support Significant, but manageable, capital expenditure (capex) needs.

Increasing dividend payouts.

Despite the regulator's freeze on 2019 tariffs, we expect Kazakhstan Electricity Grid Operating Co. (KEGOC) will report

healthy EBITDA in 2019-2020. In December 2018, the regulator announced it would freeze KEGOC's transmission

tariffs for 2019, although it previously approved 10% growth for the 2016-2020 regulatory period. We believe the

regulator aims to compensate for increases in electricity prices for end consumers following introduction of the

capacity market in Kazakhstan from Jan. 1, 2019. This supports our view that regulation in Kazakhstan remains

unpredictable and politicized. KEGOC's S&P Global Ratings-adjusted EBITDA for the first six months of 2018

amounted to Kazakhstani tenge (KZT) 46 billion (about €110 million), and we expect the company to generate

EBITDA of about KZT80 billion-KZT85 billion for full-year 2018, versus KZT73.5 billion in 2017. We expect the tariff

freeze will be prolonged until 2020 and forecast moderate EBITDA of KZT70 billion-KZT75 billion in 2019-2020.

KEGOC should be able to cover its increasing dividends and still-high capex with internal sources.We understand that

the dividends appetite of KEGOC's parent, 100% state-owned national welfare fund Samruk-Kazyna, is increasing (up

to 80%-100% of net income compared with moderate 40% payouts on average in the past). This, together with

still-significant capex needs of about KZT100 billion for 2018-2020, will likely have led to negative discretionary cash

flow (DCF) in 2018. However, we expect dividends and capex will be funded by cash flows and available cash

balances, and will not require new debt issuance. We expect the company will maintain financial leverage of about

40% in 2019-2020 and generate positive FOCF.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT MARCH 7, 2019   3



We differentiate our rating on KEGOC from the sovereign rating and factor in high likelihood of receiving extraordinary

government support, if needed. In our view, indirect link between KEGOC and the government complicates the

decision-making process and supportive measures could consequently take longer to materialize, as we observed with

other government-related entities (GREs) in Kazakhstan. Thus, we do not equalize our rating on KEGOC with that on

the sovereign. We apply, however, two notches of uplift to our assessment of the company's stand-alone credit profile

(SACP). After an IPO in 2014, the government of Kazakhstan owns 90% plus one share in KEGOC via the state wealth

fund Samruk-Kazyna, and we do not expect this will change.

Outlook: Stable

The stable outlook on KEGOC reflects S&P Global Ratings' view that the current improvement in KEGOC's

financial performance, with funds from operations (FFO) to debt comfortably above 30%, is sustainable. It also

reflects our view that the company will maintain adequate liquidity, avoid large capex significantly above our

current base case, and that dividend pressure will not materially exceed 100% of net income (maximum per

current dividend policy). Our view of KEGOC as a GRE means we believe it will remain important and

operationally close to Kazakhstan's government. In addition, we anticipate that the company's operations will

continue to benefit from ongoing government support.

Upside scenario

We view rating upside as limited at this stage. Improvements in the company's SACP by one or two notches, which

could result from higher EBITDA generation, will not automatically lead to an upgrade, all else being unchanged.

We view rating upside as unlikely in the next one to two years, since an upgrade would require substantial

improvement in KEGOC's SACP, to 'bbb-' from 'bb-' currently, and no deterioration in the sovereign rating on

Kazakhstan (BBB-/Stable/A-3).

Downside scenario

We could take a negative rating action if the company's creditworthiness deteriorated materially, with FFO to debt

falling below 30% and DCF remaining sustainably negative, or with liquidity weakening to a less-than-adequate

level. This could result, for example, from extremely aggressive dividend pressure from the parent, material tariff

revisions, new large investment projects, or a significant devaluation of the tenge, which is not our base case.

A one-notch downgrade of Kazakhstan, though unlikely, or the possibility of support falling to moderately high,

could also lead to downgrade.

Our Base-Case Scenario
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Assumptions Key Metrics

• Slight decline in transmission volumes to about 42

kilowatt hours in 2018 and flat in 2019-2020, based

on existing customer demands. However, actual

volumes could be higher, for example, depending on

exports. We understand that existing regulation does

not protect KEGOC from volume risk, which is not

the case in many other regulatory regimes.

• Average transmission tariff increases of 11% in 2018,

and tariff freeze for 2019-2020.

• No material tenge devaluations. A year-end tenge to

U.S. dollar exchange rate of 384 in 2018 and our

expectation of 376 in 2019.

• Capex of up to KZT40 billion (about $115 million) in

2018, moderating to about KZT25 billion-KZT30

billion in 2019-2020, with some flexibility in the

capex timelines. Currently, we do not anticipate any

new large investment projects; however, the

company usually makes revisions to the budget by

the end of the year.

• Dividends of up to 80%-100% of net income, in line

with the existing dividend policy.

2017A 2018E 2019E

EBITDA (KZT bil) 73.5 80.0-85.0 70.0-75.0

Adjusted FFO to debt (%) 35.4 40.0-45.0 38.0-43.0

EBITDA interest coverage (%) 5.9 ~6.0 5.5-6.0

A--Actual. E--Estimate. FFO--Funds from operations.

Base-Case Projections

We forecast that despite the tariff freeze, KEGOC will generate positive FOCF in 2019-2020 and fund its capex from

internal sources. In December 2018, KEGOC commissioned high-voltage 500 kV Shulbinskaya HPP (Semey) - Aktogai

- Taldykorgan - Alma transmission lines, the second stage of the large-scale investment project North-East-South 500

kV Electricity Transmission line. The first stage was completed in 2016. The total cost of the project was about KZT

150 billion, of which about half was funded from the company's internal sources. We expect moderate annual capex of

KZT25 billion-KZT30 billion in 2019-2020, which will allow KEGOC to generate positive FOCF.

We expect relatively stable debt leverage in 2019-2020 with FFO to debt at about 40%. We believe the company is able

to finance working capital outflows from large available cash balances. As before, we do not net cash from adjusted

debt when calculating our ratios because of the weaknesses in the business risk profile, including volatile profitability.

We anticipate liquidity management will remain prudent. Although we understand that KEGOC is exposed to a weak

local banking system where it keeps most cash, we assume almost all cash (except restricted amounts) is available to

the company. Additionally, we understand it has no exposure to Tsesna Bank, which announced debt restructuring in

January 2019.
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Company Description

KEGOC is the national operator of electricity transmission grid in Kazakhstan and has the following core activities:

• Electricity transmission;

• Control of technical dispatching; and

• Balancing the electricity production and consumption.

As of Jan. 1, 2018, the grid comprised over 25,000 kilometers of transmission lines and 78 substations. In 2017, the

company reported revenues of KZT152 billion, including KZT95 billion for electricity transmission services.

KEGOC is 90% controlled by the Kazakh government via Samruk-Kazyna.

Business Risk: Weak

We view KEGOC's business risk profile as constrained by country risk in Kazakhstan and the tariff system, which lacks

transparency and does not guarantee full or timely cost recovery. We do not believe that the mechanism allows for full

pass-through of costs. In addition, the regulator's lack of independence from the government aggravates this risk

because the government often uses utilities' tariffs as a social or macroeconomic instrument (as is the case with tariff

caps, for example).

Our view is supported by a recent tariff freeze within a current five-year period (2016-2020). Still, historically achieved

10% annual increase for 2016-2018 enabled the company to generate cash flows sufficient to cover operating costs

and capex, to gradually repay its debt and reduce leverage, and to materially increase EBITDA from KZT55 billion in

2016 to an estimate KZT80 billion-KZT85 billion in 2018. Factoring in the tariff freeze, we forecast the company will

generate moderate EBITDA of KZT70 billion-KZT75 billion in 2019-2020.
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Chart 1

With the introduction of a capacity market in Kazakhstan in 2019, KEGOC undertook additional responsibilities related

to zero-profit operations, which would add similar amounts to both revenues and costs, and reduce its EBITDA margin

to about 20%-25% from the current 43%-48%. But we view this as largely irrelevant and focus on EBITDA growth in

absolute terms.

Peer comparison
Table 1

Kazakhstan Electricity Grid Operating Co. (JSC) -- Peer Comparison

Industry Sector: Electric

Kazakhstan Electricity Grid

Operating Co. (JSC)

Federal Grid Co. of the Unified

Energy System

Kazakhstan Temir

Zholy Fingrid Oyj

Rating as of March 7, 2019 BB+/Stable/-- BBB-/Stable/-- BB-/Stable/-- AA-/Stable/A-1+

--Fiscal year ended Dec. 31, 2017--

(Mil. €)

Revenues 381.4 3,222.8 2,285.5 674.9

EBITDA 184.0 1,826.4 543.6 277.2

Funds from operations

(FFO)

143.4 1,484.7 321.4 214.8

Net income from cont.

oper.

82.3 1,053.6 27.9 130.8

Cash flow from operations 142.1 1,535.6 451.9 233.5

Capital expenditures 123.5 1,272.7 577.6 106.2

Free operating cash flow 18.6 262.9 (125.7) 127.4

Discretionary cash flow (31.2) (17.1) (129.1) 29.4
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Table 1

Kazakhstan Electricity Grid Operating Co. (JSC) -- Peer Comparison (cont.)

Cash and short-term

investments

119.1 615.3 158.9 83.8

Debt 405.0 3,480.0 3,148.7 1,039.1

Equity 936.5 11,598.4 3,150.3 798.1

Adjusted ratios

EBITDA margin (%) 48.2 56.7 23.8 41.1

Return on capital (%) 9.2 6.9 4.2 9.1

EBITDA interest coverage

(x)

5.9 7.0 2.3 11.8

FFO cash int. cov. (x) 3.9 6.6 2.8 12.6

Debt/EBITDA (x) 2.2 1.9 5.8 3.7

FFO/debt (%) 35.4 42.7 10.2 20.7

Cash flow from

operations/debt (%)

35.1 44.1 14.4 22.5

Free operating cash

flow/debt (%)

4.6 7.5 (4.0) 12.3

Discretionary cash

flow/debt (%)

(7.7) (0.5) (4.1) 2.8

Both KEGOC and Federal Grid Co (FGC) face higher country risk and less predictable regulation than Western

European utility peers, such as Finnish TSO Fingrid. Typically to achieve a similar rating level, stronger financial

metrics are needed to offset these qualitative risks.

Our ratings on KEGOC and KTZ include a two-notch uplift for our expectation of extraordinary state support,

compared with one notch for Russian FGC and European Fingrid.

Financial Risk: Significant

We expect KEGOC to report FFO to debt of 40%-45% for 2018, then declining slightly to 38%-43% from 2019 on the

back of the announce tariff freeze.

KEGOC continues to gradually change the structure of its debt portfolio by repaying old U.S. dollar- and

euro-denominated loans with tenge instruments issued in the local market. As of June 30, 2018, 44% of the debt

portfolio was denominated in dollars and euros, versus 46% at end-2017 and 100% at end-2015. We view this as a

positive trend that reduces the company's exposure to foreign currency fluctuation, even if it doesn't remove it

completely.

Financial summary
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Table 2

Kazakhstan Electricity Grid Operating Co. (JSC) -- Financial Summary

Industry Sector: Electric

--Fiscal year ended 31--

2017 2016 2015 2014 2013

(Mil. KZT)

Revenues 152,379.8 130,001.4 110,061.5 93,519.8 73,811.7

EBITDA 73,510.2 54,166.4 46,168.9 27,481.5 20,182.7

Funds from operations (FFO) 57,297.8 45,805.1 45,867.6 25,570.4 18,727.9

Net income from continuing operations 32,881.3 27,590.2 (7,779.6) 8,616.0 (14,500.3)

Cash flow from operations 56,760.5 61,081.6 49,975.5 18,060.4 13,410.4

Capital expenditures 49,330.1 28,688.9 24,062.5 22,552.9 22,710.4

Free operating cash flow 7,430.4 32,392.7 25,913.1 (4,492.5) (9,300.0)

Discretionary cash flow (12,467.2) 23,711.2 17,055.1 (4,492.5) (11,382.3)

Cash and short-term investments 47,577.8 32,055.4 74,603.0 42,826.8 30,720.0

Debt 161,801.8 175,099.0 171,230.5 107,596.4 92,541.3

Equity 374,167.6 362,084.1 340,976.6 359,777.5 221,181.5

Adjusted ratios

EBITDA margin (%) 48.2 41.7 41.9 29.4 27.3

Return on capital (%) 9.2 6.4 5.0 2.3 4.7

EBITDA interest coverage (x) 5.9 4.8 11.2 7.3 6.6

FFO cash int. cov. (x) 3.9 5.1 12.2 7.4 5.5

Debt/EBITDA (x) 2.2 3.2 3.7 3.9 4.6

FFO/debt (%) 35.4 26.2 26.8 23.8 20.2

Cash flow from operations/debt (%) 35.1 34.9 29.2 16.8 14.5

Free operating cash flow/debt (%) 4.6 18.5 15.1 (4.2) (10.0)

Discretionary cash flow/debt (%) (7.7) 13.5 10.0 (4.2) (12.3)

KZT--Kazakgstani tenge.

Liquidity: Adequate

We assess KEGOC's liquidity position as adequate. We estimate that the company's liquidity sources will comfortably

exceed its funding needs by more than 1.6x in the next 12 months and that sources will exceed uses, even if EBITDA

declines by 15%. We believe that KEGOC has adequate access to financing from local banks and highlight that the

company keeps cash in local banks. We view the local banking system as relatively weak, even if we believe KEGOC

keeps most cash with the largest local institutions and has no exposure to Tsesna Bank, which has recently announced

debt restructuring. As for other midsize emerging market issuers, KEGOC's access to international capital markets may

fluctuate, in our view. As such, despite solid metrics, we view liquidity as adequate and not strong.

Below, our estimate of KEGOC's principal liquidity sources and uses for the 12 months started Sept. 30, 2018.
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Principal Liquidity Sources Principal Liquidity Uses

• About KZT52 billion in available cash and deposits;

and

• Cash flow from operations of KZT55 billion-KZT60

billion.

• Capex of about KZT25 billion-KZT30 billion;

• Maturing bank debt of about KZT12 billion, although

the company could decide to make additional early

repayments; and

• Dividends of up to 80%-100% of net income,

matching the dividend policy.

Covenant Analysis

KEGOC is subject to certain financial covenants contained in loan facilities from the European Bank for Reconstruction

and Development and the International European Bank for Reconstruction and Development, notably a net

debt-to-EBITDA ratio of below 4.0x. We expect KEGOC will comply with all covenants in 2018-2019.

Environmental, Social, And Governance

The company's long-term development strategy is aimed at reliable operations of the power system of Kazakhstan,

stable cash flow generation for shareholders, and sustainable development. At this stage, environmental and social

factors a have limited impact on our credit ratings on KEGOC. Kazakhstan's electricity generation is heavily

skewed toward coal, with a low and only slightly increasing share of renewable generation. This implies limited

calls for additional capex in KEGOC's electricity grid infrastructure. KEGOC is involved in the government program

for development of renewable energy in Kazakhstan by purchasing renewable electricity, but the impact on

financial risk profile is immaterial. On the governance side, KEGOC's position as a GRE exposes it to sometimes

unpredictable and politicized decision-making, but also provides the rationale for government support.

Group Influence

We regard KEGOC as a GRE, not a subsidiary of Samruk-Kazyna. This is because, in our view, the government is an

ultimate decision-maker. We believe there is a high likelihood that the government provides extraordinary support, if

needed. KEGOC continues to play a very important role for Kazakhstan's government, given the company's strategic

importance as the monopoly provider of essential electricity infrastructure and its status as a system operator. Still, we

think the Kazakh government generally tolerates relatively high leverage at its various GREs. Moreover, support

mechanisms via Samruk-Kazyna are relatively complex and time consuming, as we have seen with other Kazakh

GREs, and we cannot rule out negative intervention from higher-than-expected dividends or regulatory pressures.
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Ratings Score Snapshot

Issuer Credit Rating

BB+/Stable/--

Business risk: Weak

• Country risk: High

• Industry risk: Very low

• Competitive position: Weak

Financial risk: Significant

• Cash flow/Leverage: Significant

Anchor: bb-

Modifiers

• Diversification/Portfolio effect: Neutral (no impact)

• Capital structure: Neutral (no impact)

• Financial policy: Neutral (no impact)

• Liquidity: Adequate (no impact)

• Management and governance: Fair (no impact)

• Comparable rating analysis: Neutral (no impact)

Stand-alone credit profile : bb-

• Related government rating: BBB-

• Likelihood of government support: High (+2 notches from SACP)

Reconciliation

Table 3

Reconciliation Of Kazakhstan Electricity Grid Operating Co. (JSC) Reported Amounts With S&P Global
Ratings' Adjusted Amounts (Mil. KZT)

Kazakhstan Electricity Grid Operating Co. (JSC) reported amounts

EBITDA

Operating

income

Interest

expense EBITDA

Cash flow from

operations

Capital

expenditures

Reported 72,466 49,394 7,435 72,466 61,841 54,410

S&P Global Ratings' adjustments

Interest expense

(reported)

-- -- -- (7,435) -- --

Interest income

(reported)

-- -- -- 6,205 -- --

Current tax expense

(reported)

-- -- -- (9,903) -- --
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Table 3

Reconciliation Of Kazakhstan Electricity Grid Operating Co. (JSC) Reported Amounts With S&P Global
Ratings' Adjusted Amounts (Mil. KZT) (cont.)

Capitalized interest -- -- 5,080 (5,080) (5,080) (5,080)

Non-operating income

(expense)

-- 4,948 -- -- -- --

EBITDA - Valuation

gains/(losses)

1,044 1,044 -- 1,044 -- --

Total adjustments 1,044 5,992 5,080 (15,168) (5,080) (5,080)

S&P Global Ratings' adjusted amounts

EBITDA EBIT

Interest

expense

Funds from

operations

Cash flow from

operations

Capital

expenditures

Adjusted 73,510 55,387 12,515 57,298 56,760 49,330

Related Criteria

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

• General Criteria: Methodology For Linking Long-Term And Short-Term Ratings, April 7, 2017 General Criteria:

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

• Criteria - Corporates - General: Methodology And Assumptions: Liquidity Descriptors For Global Corporate Issuers,

Dec. 16, 2014

• General Criteria: Country Risk Assessment Methodology And Assumptions, Nov. 19, 2013

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

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

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

• Criteria - Corporates - General: Corporate Methodology, Nov. 19, 2013

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

• 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
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Business And Financial Risk Matrix

Business Risk Profile

Financial Risk Profile

Minimal Modest Intermediate Significant Aggressive Highly leveraged

Excellent aaa/aa+ aa a+/a a- bbb bbb-/bb+

Strong aa/aa- a+/a a-/bbb+ bbb bb+ bb

Satisfactory a/a- bbb+ bbb/bbb- bbb-/bb+ bb b+

Fair bbb/bbb- bbb- bb+ bb bb- b

Weak bb+ bb+ bb bb- b+ b/b-

Vulnerable bb- bb- bb-/b+ b+ b b-

Ratings Detail (As Of March 7, 2019)

Kazakhstan Electricity Grid Operating Co. (JSC)

Issuer Credit Rating BB+/Stable/--

Senior Unsecured BB+

Issuer Credit Ratings History

29-May-2018 BB+/Stable/--

23-Nov-2017 BB/Positive/--

12-Sep-2017 BB/Stable/--

19-Feb-2016 BB/Negative/--

20-Feb-2015 BB+/Negative/--

07-Nov-2014 BB+/Positive/--

*Unless otherwise noted, all ratings in this report are global scale ratings. S&P Global Ratings’ credit ratings on the global scale are comparable

across countries. S&P Global Ratings’ credit ratings on a national scale are relative to obligors or obligations within that specific country. Issue and

debt ratings could include debt guaranteed by another entity, and rated debt that an entity guarantees.

Additional Contact:

Industrial Ratings Europe; Corporate_Admin_London@spglobal.com
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