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Research Update:

Fortum Downgraded To 'BBB' On Weakening
Credit Metrics After Its Acquisition Of About 47%
Of Uniper; Outlook Negative

Overview

» The first acceptance period for Finnish power generator Fortum s
non- bi ndi ng offer for Uniper's shares ended on Jan. 16, 2018, resulting
i n Fortum now owni ng about 47% of Uniper's share capital.

» Consequently, Fortum s | everage has increased nmaterially, reflected in
our expectation that Fortumi s adjusted funds from operations to debt will
drop to below 25.0%in 2018 from56.1%in 2016 and that its adjusted debt
to EBITDA will junp to about 3.4x in 2018 from 1.4x in 2016.

« W are therefore lowering our rating on Fortumto 'BBB" from' BBB+'.

* The outl ook is negative, pointing to the uncertainty on the steps Fortum
may take to strengthen its bal ance sheet and howit will nanage its
i nvestrment in Uniper, as well as our concerns about the group's
i ndustrial strategy and financial policy given Uniper's negative reaction
to Fortum s investnent.

Rating Action

On Jan. 18, 2018, S&P d obal Ratings lowered its long-term corporate credit
rating on Finnish power generator Fortum Oyj to 'BBB from'BBB+' . The outl ook
is negative. W affirnmed the short-termrating at 'A-2'.

At the sane tinme, we |owered our issue rating on Fortum s senior unsecured
debt to 'BBB from' BBB+'.

We have renmoved all the ratings from CreditWatch with negative inplications,
where we placed themon Sept. 22, 2017 (see "Fortum Oyj 'BBB+/ A-2' Ratings
Pl aced On CreditWatch Negative On Possi bl e Adverse |Inpacts O Planned Uni per
Acqui sition," published on RatingsDirect).

Rationale

The downgrade reflects our expectation of a pronounced weakening in Fortums
credit netrics followi ng the group's Jan. 9, 2018, announcenent of its
acquisition of 46.65%in Gernman energy conpany Uniper SE from Gernman utility
E.ON. This transaction corresponds to a cash outflow of about €3.76 billion,
according to our estimates, that will likely occur in nid-2018, once all the
regul atory approvals are received. W assune that the approximately €1.40
billion of S& 4 obal Ratings-adjusted EBI TDA Fortumw || have generated in
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2017 will junp to about €1.55 billion in 2018. However, we expect Fortums
credit netrics, considering Uniper as an equity affiliate, to weaken
substantially. We project a decrease of adjusted funds from operations to debt
to below 25.0%in 2018, from56.1%in 2016, and an increase in adjusted debt
to EBI TDA to about 3.4x in 2018 from1.4x in 2016. In 2016, Uni per generated
S&P d obal Ratings-adjusted EBI TDA of about €2.1 billion, which we forecast
will decrease to €1.6 billion-€1.9 billion in 2017-2018

On Sept. 20, 2017, Fortum announced its intention to acquire E.ON s 46.65%
stake in Uniper and additional shares tendered by other sharehol ders through
two different acceptance periods. The first acceptance period started Nov. 7,
2017, and ended Jan. 16, 2018; the second will start Jan. 20, 2018, and end
Feb. 2, 2018.

In addition to the weakening credit netrics, we see three nain areas of

uncertainty related to the Uniper deal

e Group industrial and financial policy: It is currently unclear whether or
not Fortumw Il increase its stake in Uniper by 2022 and if nore
investors will ultimately accept the offer by the end of the second
acceptance period (Feb. 2, 2018). Because Uniper's share price remains
above Fortum s offer, we believe the acceptance level will not materially
i ncrease during the remai nder of the acceptance period. W note that,
since the beginning of the tender offer, Uniper has taken neasures to
avert a takeover by Fortum

e Investnent in Uniper: Wth its current stake of about 47% Fortum could
nane one director to Uniper's supervisory board if the regulatory
approval is received before Uniper's annual general neeting on June 6,
2018. If Fortum s stake in Uniper remained at about 50% over the coning
years, Fortum woul d not have the formal power to influence Uniper's
strategi c decisions or dividend policy. In 2022, once Uniper's
supervi sory board is renewed, Fortum given its current stake, could gain
the absolute majority.

* Uncertainty regarding renedies: As of today, Fortum has not announced
plans to significantly strengthen its bal ance sheet. Absent any neasures,
however, we expect the group to remain above its key financial policy
target of comparable net debt to EBITDA of 2.5x, at least until 2020.

Because we treat Fortum s stake of about 47%in Uniper as a financial

i nvestnment, in our base-case scenario, we have consolidated Uniper in Fortums
bal ance sheet using the equity nethod. In addition to the purchase of E ON s
46.65% Fortum s offer of €22 per share was accepted only by a minority of

Uni per's ot her sharehol ders. We also note that 10 sharehol ders, including
Elli ot Mangenent (with a stake of about 7% and Monaco-based hedge fund Kni ght
W nke (about 5%, currently control about 23% of Uniper's share capital. This
could be a blocking mnority sharehol der base at the annual general neeting in
June if they agree to work together. As per German | aw governing the Frankfurt
stock exchange, Fortum would only have full control if it achieves 75% of the
share capital or voting rights in Uniper
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We believe the details regarding the aforenentioned areas of uncertainty nay
continue to evolve, and that our view could change as well, depending on the
ultimate percentage of ownership, as well as Fortumis ultimate influence on
Uni per and the overall strategy. G ven these uncertainties, we have reassessed
Fortum s managenent and governance as fair versus satisfactory previously.
Furthernore, we would proportionally consolidate Uniper in Fortum s accounts
shoul d the group increase its stake in Uniper narkedly above 50% and we woul d
fully consolidate Uni per should Fortumincrease its stake above 75% Yet, we
do not expect our potential change in the consolidation approach to lead to
different rating conclusions. W recogni ze, however, that a higher ownership
would likely inmply nore | everage and t herefore weaker credit netrics,
ultimately constraining the rating further

In our base case for Fortum for 2018-2020, we assume:

Finland' s average CGDP growth rate to be 1.4%

Finland's CPlI growmh rate, in line with GOP growth of 1.3% on average.
Approximately €3.8 billion for the Uniper deal to be fully funded by
cash, with the cash outflow expected in md-2018, once all the regulatory
approval s are received.

Consol i dation of Uniper in Fortum s accounts under the equity nethod.
Revenue growt h of about 23% 16% and 5% in 2017, 2018 and 2019,
respectively. Strong revenue growh nmainly due to higher power prices,

| arger vol unes, and a strengthened Russian ruble.

The generation segnment's Nordi c generation hedges: approximately 50%
hedged at €28 per negawatt hour (/MM) for 2018 and approxi mately 30%
hedged at €24/ MM for 2019, with EBITDA margins in the 30% 35% range.
Average capital expenditures of €520 mllion

Di vi dends received from equity-associ ated conpani es to gradually increase
to nore than €250 million in 2021 from about €150 million in 2018.
Proceeds from sal es of subsidiaries during third-quarter 2017, include
the sale of the Polish gas infrastructure conpany DUON Dystrybucja S. A
for €53 mllion.

Proceeds from sal es of associ ated conpani es and joint ventures during the
same period, including the sale of Hafslund ASA shares for €687 mllion

Based on these assunptions, we arrive at the follow ng adjusted credit
nmeasures over 2018-2019:

FFO to debt of 23% 24%
Debt to EBI TDA of 3.3x-3.4x.
FOCF to debt of 13% on average.

Qur rating on Fortumcontinues to incorporate a one-notch uplift for our view
of a nmoderate |ikelihood of extraordinary government support if needed, based
on Fortum s

Strong link with the governnment, given Finland s 50.8% ownership of the
conpany. W believe that the governnent is likely to retain its majority
stake in Fortum because the governnent has categorized the group as a
strategically inportant entity; and

Limted role for the governnment. Notwi thstanding Fortum s position as the
owner and operator of a sizable share of Finland s nuclear power
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capacity, we consider that the group operates in a liberalized
electricity nmarket, and that many of its services could be provided by a
private-sector entity or another GRE

Liquidity

We view Fortumis liquidity as strong. This is based on our estimate that its
liquidity resources, including cash, FFO and facility availability, wll

cover expected cash outflows by at least 1.5x in the next 12 nonths and nore
than 1.0x in the following 12 nonths. Fortumis liquidity continues to be
supported by the group's strong standing in capital markets and sound banki ng
relationships. Its debt docunents do not contain any financial covenants. Wth
regard to the Uniper acquisition, we note Fortunis conmitnent to the current
l[iquidity level, with its negotiation of a €12 billion liquidity facility with
10 international banks.

Principal liquidity sources:
Reported cash and equival ents of around €3.9 billion as of Sept. 30, 2017;
Access to an undrawn long-termconmitted facility of €1.75 billion
maturing in July 2021, which contains no financial covenants;
Positive cash FFO which we estimate will near €1.2 billion in the next

12 mont hs; and
€187 mllion of proceeds from asset disposals.

Principal liquidity uses:

Debt of about €0.8 billion maturing in the next 12 nonths, and about €0.8
billion in the followi ng 12 nont hs;

Negati ve working capital evolution of about €50 million in the next 12
nmont hs;

Annual capital expenditures of about €0.7 billion in the next 12 nonths
and €0.6 billion in the subsequent 12 nonths;

Di vi dends of about €1 billion in the next 12 nonths; and

A cash outlay of about €3.8 billion linked to the Uniper acquisition

likely to occur in mid-2018, once all the regulatory approvals are
recei ved.

Outlook
The negative outl ook on Fortumchiefly reflects our viewthat, following its
acquisition of a stake of about 47%in Uniper for around €3.8 billion, the

possi bl e renedi es to strengthen the bal ance sheet renain unclear and the tine
to i nplenment them m ght extend beyond our two-year outlook horizon. Al things
remai ni ng equal, Fortum s credit netrics are already tight at the current

"BBB' rating level, with adjusted FFO to debt bel ow 25% over 2018-2019.

The negative outlook also reflects the unclear strategy with respect to how
Fortumwi |l manage its investnment in Uniper. Notably, this will depend on
whet her or not the group wants to increase its Uni per stake over the next two
years or leave it at the current level in the longer term wth Uniper
accounted for as a financial investnment in its balance sheet. Finally, the
negative outl ook reflects our uncertainty about the group's industria
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strategy and financial policy, given the so far negative reaction of Uniper's
managenment to a change of control.

Downside scenario

We could lower the ratings further if Fortum s credit metrics weaken further,
notably with FFO to debt declining and remai ni ng bel ow the threshold of about
25% over the next two years. In particular, this could stemfrom Fortum
materially increasing its stake in Uniper to above 75% which would markedly
i ncrease Fortum s | everage, absent any significant financial renedies.
Furthernore, a negative reassessnent of the Iikelihood of tinely and
sufficient state support in the event of financial distress could |ead us
downgrade Fortum This could occur if the government of Finland reduces its
st ake bel ow 50.1% (currently being at 50.8%, which we consider unlikely at
this stage.

Upside scenario

We could revise the outlook on Fortumto stable if we expect the group's FFO
to debt to steady at about 25% over the next two years. In particular, this
could arise if Fortum does not increase its stake in Uniper to well above 50%
over the next two years, it increases its industrial cooperation with Uniper,
or it provides clarity on the strategy and future profile of the conbined
entity.

Ratings Score Snapshot

Corporate Credit Rating: BBB/Negative/A-2

Busi ness risk: Satisfactory

e Country risk: Internediate

* Industry risk: Moderately H gh R sk
e Conpetitive position: Strong

Fi nancial risk: Significant
e Cash flow Leverage: Significant

Anchor: bbb-

Modi fiers

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

e Liquidity: Strong (no inpact)

 Financial policy: Neutral (no inpact)

e« Managenent and governance: Fair (no inpact)
 Conparable ratings anal ysis: Neutral (no inpact)

St and-al one credit profile: bbb-
 Sovereign rating: AA+/ Stable/A 1+
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e Likelihood of governnent support: Moderate (+1 notch from SACP)

Issue Ratings
Subordination risk analysis

Capital structure
Fortum s capital structure consists of senior unsecured debt issued at the
parent |evel.

Analytical conclusions

The issue rating on Fortum's senior unsecured debt is "BBB', inline with the
corporate credit rating, as no significant el enents of subordination risk are
present in the capital structure.

Related Criteria

e Criteria - Corporates - General: Reflecting Subordination Risk In
Corporate |Issue Ratings, Sept. 21, 2017

e Ceneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e CGeneral Criteria: Rating Government-Related Entities: Methodol ogy And
Assunptions, March 25, 2015

e Criteria - Corporates - Ceneral: Mthodol ogy And Assunptions: Liquidity
Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

e Criteria - Corporates - Industrials: Key Credit Factors For The
Unregul ated Power And Gas I ndustry, March 28, 2014

e CGeneral Criteria: Methodology: Industry Risk, Nov. 19, 2013

e CGeneral Criteria: Country Ri sk Assessment Met hodol ogy And Assunpti ons,
Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And
Adj ustments, Nov. 19, 2013

e Criteria - Corporates - Ceneral: Corporate Mthodol ogy, Nov. 19, 2013

* CGeneral Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e General Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e Ceneral Criteria: Stand-Alone Credit Profiles: One Conmponent OF A Rating,
Cct. 1, 2010

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Related Research

e CGerman Energy Conpany Uni per Ratings Unchanged Fol | owi ng Conpl et ed
Di sposal O Yuzhno- Russkoye Gas Field, Dec. 1, 2017

e Fortum Oyj 'BBB+/ A-2' Ratings Placed On CreditWatch Negative On Possible
Adverse |Inpacts O Planned Uni per Acquisition, Sept. 22, 2017

 German Energy Conpany Uni per 'BBB-' Ratings Affirnmed; Qutl ook Renains
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Positive Despite Potential Acquisition By Fortum Sept. 22, 2017

Ratings List

Downgr aded; CreditWatch/ Qutl ook Action; Ratings Affirnmed

To From
Fortum Oyj
Corporate Credit Rating BBB/ Negat i ve/ A- 2 BBB+/ Wt ch Neg/ A- 2
Seni or Unsecured BBB BBB+/ 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. standardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at ww. capitaliqg.com Al ratings affected by this rating action
can be found on the S& G obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box |ocated in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (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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