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Research Update:

AES Panama Downgraded To 'BB-' From 'BB+' On
Weaker Financial Risk Profile; Outlook Negative

Overview

e Panana- based hydropower generation conpany AES Panana's cash fl ow
generation and liquidity has continued to weaken during the past two
quarters because the persistent drought has forced the conpany to
purchase power in the spot nmarket to neet its high |level of power sale
contracts.

« W have lowered the corporate credit rating on AES Pananma to 'BB-' from
"BB+', and revised its stand-alone credit profile (SACP) to 'b+ from
' bb'.

* W are renoving the ratings from CreditWatch with negative inplications,
where we placed themon May 16, 2014.

» The negative outlook reflects our expectation that AES Panana's adjusted
funds from operations (FFO -to-debt and adjusted debt to EBITDA will be
extraordinarily weak in 2014. FFO to debt will be negative and adjusted
debt to EBITDA will be 15.0x-20.0x. We expect these ratios to inprove to
still weak |evels of about 10% and 4x-5x, respectively, in 2015, assum ng
rain levels in Panama return to normal |evels.

Rating Action

On July 17, 2014, Standard & Poor's Ratings Services lowered its corporate
credit rating and the rating on AES Panama S. A 's outstanding $300 nmillion
notes due 2016 to 'BB-' from'BB+'. At the sanme tinme, we revised the conpany's
SACP to '"b+' from'bb'. W also renmoved the ratings from CreditWatch with
negative inplications, where we placed themon May 16, 2014. The outl ook on
the corporate credit rating is negative.

Rationale

Qur ratings on AES Panama reflect our assessnment of its 'b+ SACP. The SACP is
based on the conpany's "fair" business risk profile and "aggressive" financial
risk profile as our criteria define these terns. It also reflects the
conpany's "less than adequate" liquidity.

The rating on AES Panana incorporates our view that there is a "noderately

hi gh" 1ikelihood that the government of Panana woul d provide tinely and
sufficient extraordinary support to AES Pananma in the event of financial

di stress. In accordance with our criteria for government-related entities, our
view i s based on our assessnment of AES Panamm's role as the |argest |ow cost
power generator in Panana and its strong link to the governnent, which has a
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majority stake (50.5% in the conpany. The AES Corp. (BB-/Stable/--) holds 49%
and AES Panana's enpl oyees hold the remaining 0.5%

We placed AES Pananma on CreditWatch negative due to its weaker-than-expected
year-end 2013 financial ratios, and our expectation that the likely El N fio
phenonenon will further |ower rainfall levels in the region during 2014 and
2015, which will weaken EBI TDA generati on.

AES Pananm's adjusted net debt to EBITDA reached an extraordinarily weak | evel
of 15.5x in the last 12 nonths as of March 31, 2014, and FFO to adj usted debt
was negative 2.5% which was considerably weaker than expected. The extrenely
weak hydrol ogy in Panama debilitated AES Panama's excl usively hydropower
generation. Total power generation was 465 gi gawatt hours (GW) from January
to April, conmpared with 823 GM contracted.

AES Panana's high contracted electricity output levels in its power sale
contracts (93%of its 482 megawatt [MA firm capacity for 2014 and 91% f or
2015 consi deri ng AES Changuinola's 175 MW capacity) make it highly vul nerabl e
to hydrological risk. In the first three nonths of 2014, AES Pananma was forced
to purchase about 263 GM in the spot market to fulfill its power sale
contracts, which led to a drop in gross profit margins to 17%in the 12 nonths
ended March 31, 2014, conpared with 52%in the sane period of 2012. This trend

will likely continue through the end of the year and throughout the first
quarter of 2015 due to the high likelihood of an El N fio event during the
fall, which tends to reduce rainfall across the region

We have revised AES Panama's financial risk profile to "aggressive" reflecting
our expectation for weak cash fl ow generation during 2014, which would result
in an annual adjusted EBITDA of only about $20 million (conpared with the $108
mllion average of the past five years) and weak financial netrics. In our
base-case scenario, we assune a weak to noderate El Nifio devel oping in Cctober
and Novenber and |asting through first quarter 2015. However, we expect the
conpany's netrics to inprove relatively rapidly afterward once hydrol ogy
normal i zes. Moreover, we expect AES Panama to announce its investnent in a
fuel oil barge with a total installed capacity of 72 MNVWand power sale
contracts with local electric distribution conmpany, EGESA, which should

i mprove earnings. W expect this new investnment, which would be fully financed
with bank debt, to start generating $40 million - $50 mllion in EBITDA in
2015 and hel p reduce AES Panama's cash flow volatility in the next 12-18

nont hs.

AES Panana is struggling with extraordinarily |ow hydrology, significantly |ow
power generation of its fully hydro capacity, high power sale contracts, and
skyrocketing spot electricity prices. In the past 12 nonths,

| ower-than-historic average rainfall has resulted in spot prices of nore than
$280 per nmegawatt hour (MM) compared with AES Pananm's average contracted
sale price of about $87/ MM (considering capacity charges). Spot prices have
remai ned very high in Panama during the first six nmonths of 2014, conpelling
the governnent to inplenent strategies to avoid electricity shortages. On
March 31, 2014, the conpany reached an agreenent with the Mnistry of Finance
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t hat conpensates AES Panama for the government's delay in investnent in the
country's third transmi ssion line. The governnment decided to reinburse the
hi gh cost of AES Panama's purchases in the spot nmarket for up to $40 mllion
in 2014 and $30 nmillion in 2015 and 2016, each. This conpensation will partly
of fset the high cost of its purchases in the spot market resenbling a hedge on
the spot narket for 70 MW up to these anpunts.

We adj ust our debt figures to include the present value of the future stream
of capacity paynents under AES Panama's and AES Changui nol a's power purchase
agreenment (PPA). The adjustnent pushes up debt to $109.9 million with a
depreciation adjustnent of $3.1 mllion and an interest equivalent of $7.1
mllion.

AES Panana owns and operates four hydroelectric plants totaling 482 MN of
installed capacity. In addition, AES Panama has a PPA wi th hydropower
generator, AES Changui nola, fromwhich it buys 175 MNor 100% of the
generator's firmcapacity until 2030 at a fixed price. The AES Corp. holds a
majority stake in AES Changui nol a.

Liquidity
We view AES Panana's liquidity as "l ess than adequate," as defined under our
criteria. In our view, the conpany's liquidity sources will barely be

sufficient to cover its uses for the next 12 nonths.

Principal liquidity sources:
e Cash and short-terminvestnents for $48.3 nmillion as of March 31, 2014;
e Positive FFO of about $30 million (including a $40 nillion conpensation

fromthe national governnent); and
» Conmitted bank financing of $57 million for the barge purchase.

Principal liquidity uses:

e Bank debt maturities for $50 nillion;

e Working capital requirenments for about $15 nillion; and

» Capital expenditures (capex) for about $62 nmillion nainly for the barge's
acqui sition.

Outlook

The negative outl ook reflects our expectation that AES Panana's adjusted FFO
to debt and adjusted debt to EBITDA will be extraordinarily weak in 2014. W
expect FFO to debt to be negative and adjusted debt to EBI TDA will be 15x-20x.
W& expect these ratios to inprove but to still weak |levels of about 10% and
4x-5x, respectively, in 2015, assuming rainfall in Panama returns to normal

| evel s. Because AES Panama's is a governnent-related entity (GRE), we would
have to revise its SACP downward nmore than one notch to trigger a downgrade on
t he conpany.
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Downside scenario

This could result froma prol onged bel ow average hydrol ogy resulting in
liquidity pressures or if the barge's financing falls through, which could
significantly affect the conpany's financial condition.

Upside scenario

An upgrade woul d require the conpany to strengthen significantly its cash flow
generation, resulting in FFO to adjusted debt of nore than 30% and adj ust ed
debt to EBI TDA bel ow 3.0x through the cycle. This could occur if rainfall
returns to normal in Panama in conjunction with the additional 72 MVWfromthe
acqui red barge, allow ng the company to reduce its total outstandi ng debt.

Ratings Score Snapshot

| ssuer Credit Rating: BB-/Negative/--

Busi ness risk: Fair

e Country risk: Mderately Hi gh risk
e Industry risk: Moderately Hi gh risk
 Conpetitive position: Fair

Fi nanci al risk: Aggressive
 Cash flow | everage: Aggressive

Anchor: bb-

Modi fiers

« Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

e Liquidity: Less than Adequate (-1 notch)

e Financial policy: Neutral (no inpact)

 Managenent and governance: Fair (no inpact)

* Conmparable rating anal ysis: Neutral (no inpact)

St and-al one credit profile: b+
Rel at ed governnent rating: BBB
Li kel i hood of governnent support: Mderately high (+1 notch)

Related Criteria And Research

Related Criteria

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

e Corporate Methodol ogy, Nov. 19, 2013

e Corporate Methodol ogy: Ratios And Adjustnments, Nov. 19, 2013

e CGeneral Criteria: Rating Governnent-Related Entities: Methodol ogy And
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Assunptions, Dec. 9, 2010

Ratings List

Downgr aded; CreditWatch/ Qutl ook Action

To From
AES Panama S. A
Corporate Credit Rating BB-/ Negat i ve/ - - BB+/ WAt ch Neg/ - -
Seni or Unsecured BB- BB+/ WAt ch Neg

Conplete ratings information is available to subscribers of RatingsDirect at
www. gl obal credi tportal.com and at www. 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 |ocated in the |eft

col umm.
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