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Research Update:

Gaz Metro Inc. Affirmed At 'A' After Change To
Downside Trigger; Outlook Stable

Overview

« W are affirmng our "A'" long-termcorporate credit rating and ' A+
seni or secured first nortgage bond ratings on Quebec-based regul at ed
utility Gaz Metro Inc. (GM).

W are also affirmng our 'A-1'" global scale and '"A-1 (Md)' Canada scal e
commer ci al paper ratings on the conpany.

e W are revising our downside trigger on GM to 13% adj usted funds from
operation (AFFO) -to-debt from 16% as the conpany noves to U. S. generally
accepted accounting principles (GAAP) reporting from Canadi an GAAP

» The stable outlook reflects our assessnent of the conpany's predictable
and stable cash flows fromits lowrisk, regulated gas and electricity
busi ness i n Quebec and Vernont.

Rating Action

On Dec. 13, 2016, S&P d obal Ratings affirmed its 'A" |ong-term corporate
credit rating, 'A+ senior secured first nortgage bond rating, and 'A- 1

gl obal scale and 'A-1(Md)' Canada scal e conmerci al paper ratings on
Quebec- based regul ated utility Gaz Metro Inc. (GM). The outlook is stable

Rationale

The affirnmation foll ows S& G obal Ratings revising its downside trigger on
the conpany to 13% adj usted funds from operati on (AFFO) -to-debt from 16% as
the conpany noved to U S. generally accepted accounting principles (USGAAP)
reporting from Canadi an general |y accepted accounting principles (CGAAP). GM
made t he change starting in fiscal 2016, which has resulted in |ower credit
netrics; however, credit nmetrics are still consistent with the internediate
financial risk profile (FRP). In addition, the underlying business nodel is
unchanged, as our business risk profile (BRP) assessnent reflects. Because
credit netrics presented under USGAAP are | ower, we have revised our downside
trigger on the conpany. The nmin inmpact of USGAAP on credit metrics includes
the foll ow ng:
« Using the equity nethod of consolidation instead of the proportionate
nmet hod for joint ventures. This reduces debt outstanding, although
decreases in cash and AFFO offset this; and
 Reclassification of deferral charges, resulting in |ower adjustments to
AFFO rel ated to cost of energy.

For fiscal 2016, the net resulting inpact on GM's AFFO-to-debt is about
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13.8% During our 24-nonth outl ook period, we forecast the conpany's

AFFO-t o-debt to be 14% 15% W continue to use the low volatility cash flow
tabl e when assessing GM's cash flow | everage to reflect the generally
supportive regulatory regi me that underpins the conpany's stable and

predi ctable cash flow stream and that vast majority of GM's operating cash
flows are fromthe |ow end of the utility risk spectrum

We continue to exclude the C$892.8 mllion of non-comon equity financing from
Noverco Inc. provided to GM from our |everage and coverage cal cul ati ons as
per our "Non-Conmmon Equity Financing In Nonfinancial Corporate Entities”
criteria, published April 29, 2014, on RatingsDirect. The notes have nore than
10 years remmining, and we believe that the conpany intends to extend the
maturity date to at | east 30 days after all other debt matures. When the bonds
have | ess than 10 years, or (while unlikely) should we no | onger believe G
intends to extend the maturity, we mght include the notes in our |everage and
coverage cal cul ati ons.

Qur assessnment of GM's business risk profile (BRP) is unchanged at excellent.
There is no change to the conpany's fundanmental s and underlyi ng busi ness nodel
as a result of the accounting change. GM continues to benefit fromits
stable, lowrisk, regulated utilities operations. Tariff structures are
general |y supportive, allow ng recovery of prudently incurred operational and
capital expenses in a tinmely manner that supports the stable cash flow
Moreover, GM's exposure to comodity input price is limted as electricity
and natural gas input costs renmain a pass-through to rate-payers, which we
view as a credit strength.

In Quebec, which accounts for 65% 70% of the cash flow, the conpany can
recover revenue shortfall from weather-related inpacts in subsequent years,

whi ch reduces its volunme risk exposure. Furthernore, key rate base paraneters
including return on equity (ROE) and equity thickness approved by the Regie de
| "energie, regulator for Quebec, is supportive and in line with those of other
regulated utilities across other jurisdictions. For 2017, approved ROEs are
8.90% for the Regie, 8.50%for the Alberta Uilities Comm ssion (AUC), and
8.78% for the Ontario Energy Board (OEB). For the equity thickness in the
deened capital structure for 2017, the Regie approved 38.5% the AUC 37% 41%
and the CEB 36% 40% for gas distribution conpanies.

GM also operates in multiple service territories primarily in Quebec and
Vernont, through its wholly owned subsidiary G een Muntain Power Corp.
provi di ng some degree of regul atory, geographic, and market diversification

Further supporting the business risk profile is GM's overall diverse customer
base, primarily consisting of residential and small-to-nmedi um comercia
custonmers that are |less sensitive to economic cycles. Although in Quebec, GM
has a relatively large industrial user base that contributes a materi al
portion of the conmpany's cash flow, however, these industrial users' gas
consunption | argely depends on the price of natural gas. Gven that natura
gas is relatively cheap conpared with other fuel sources, we do not expect
fuel switching anong industrial users to be a concern at present.
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GM al so owns and operates a renewabl e energy wind farm an unregul ated
busi ness, but its cash flow contribution to GM is mniml and is i muateri al
to our rating on the conpany.

Qur base-case scenario assunptions include the follow ng:
* Popul ation growth of about 0.8%in 2017 and 2018 in the Province of Quebec
e Real GDP growth of about 1.6%in 2017 and 2018 in Quebec
« GM will continue to focus on regulated utility operations wth
unregul at ed energy-rel ated and non-energy-related activities |ess than
10% of its total unconsolidated assets
» The conpany will not experience any adverse and nmaterial regulatory
decisions, and the regulatory regines in Quebec and Vernont will be
stabl e and transparent

Based on these assunptions, we arrive at the followi ng credit measures:
e AFFO- to-debt of 14% 15%in 2017 and 2018
* Debt-to-EBITDA of 5x-6x in 2017 and 2018

Liquidity

Qur viewon GM's liquidity is adequate. W expect that liquidity sources wll
be adequate to cover uses of about 1.4x in the next 12 nonths. W further
expect that, in the event of a 10% EBI TDA decline, the company's sources of
funds would still exceed its uses. In our view, GM has sound rel ati onshi ps
with its banks and generally prudent financial risk managenent. In an
unexpected financial stress situation, we believe the utility would scal e back
on its capital expenditures and have the flexibility to suspend dividend
paynments to preserve credit netrics.

Principal liquidity sources include:

e Cash FFO of about C$560 million over the next 12 nonths

e Committed credit facilities availability of about C$530 nmillion as of
Sept. 30, 2016, maturing in 2021

e Proceeds of about C$125 nmillion from debt issuance in Cctober 2016

Principal liquidity uses include:
e Capital expenditure of about C$470 million over the next 12 nonths
 Dividends of about C$170 mllion over the next 12 nonths

Outlook

The stable outlook reflects S& d obal Ratings' expectation that, on a

consol i dated basis, GM will continue generating stable and predictable cash
flow fromits lowrisk regul ated operations in Quebec and Vernont during our
24-mont h outl ook horizon. The outl ook also reflects our expectation that
managenment will continue to focus on its core regul ated busi ness and that the
conpany will not experience any adverse regul atory decisions during our

out l ook hori zon.
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Downside scenario

We could take a negative rating action on GM if the conpany's credit netrics
deteriorate, with AFFOto-debt falling to and staying bel ow 13% This could
happen as a result of adverse regulatory decision, a nmaterial debt-financed
acquisition, or if the conpany encountered significant operating challenges.

Upside scenario

We coul d take a positive rating action if the conpany denopnstrates |long-term
conmtment to inprove its credit netrics resulting in sustained AFFG-t o-debt
about 23% However, we do not expect this to happen during our outl ook period,
gi ven the conpany's current capital plan and strategy. In addition, the
allowed return on a regulated utility such as Gaz Metro is set by the

regul ator with earnings sharing mechanisnms to split excessive over-earnings
with ratepayers, which can Iinmt the conpany's ability to reach the upside

t hreshol d.

Ratings Score Snapshot

Corporate Credit Rating: A/ Stable/--

Busi ness risk: Excellent

e Country risk: Very |ow

e Industry risk: Very | ow
 Conpetitive position: Excellent

Fi nancial risk: Intermnediate
 Cash flow Leverage: Internediate

Anchor: a

Modi fiers

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

 Financial policy: Neutral (no inpact)

e Liquidity: Adequate (no inpact)

* Managenent and governance: Satisfactory (no inpact)

e Conparable rating analysis: Neutral (no inpact)

Recovery Analysis

GM has secured utility bonds (first nortgage bonds [FMBs]) outstanding with
maturities of 2017-2045. These FMBs are secured under trust deeds that contain
a hypothec on GM's assets. A first i movable hypothec on Gaz Metro L.P.'s

pi pelines and gas distribution systemal so covers creditors. W estinate that
the regul ated capital value at GM is greater than 1.5x the secured utility
bonds outstanding. This results in a '1+ recovery rating, and an 'A+' rating
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on the FMBs.

Related Criteria

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

e Criteria - Corporates - Ceneral: The Treatment O Non- Conmon Equity
Fi nanci ng I n Nonfinancial Corporate Entities, April 29, 2014

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

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

e Criteria - Corporates - Utilities: Key Credit Factors For The Regul ated
Uilities Industry, Nov. 19, 2013

* General Criteria: Methodol ogy: Industry Risk, Nov. 19, 2013

e Ceneral Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e CGeneral Criteria: Country R sk Assessment Methodol ogy And Assunpti ons,
Nov. 19, 2013

e General Criteria: Methodol ogy For Linking Short-Term And Long- Term
Rati ngs For Corporate, |Insurance, And Sovereign |ssuers, My 7, 2013

e Criteria - Corporates - Uilities: Collateral Coverage And |Issue Notching
Rules For ‘1+ And ‘1" Recovery Ratings On Senior Bonds Secured By
Uility Real Property, Feb. 14, 2013

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

e General Criteria: Use O Credi tWatch And Qutl ooks, Sept. 14, 2009

e Criteria - Corporates - Ceneral: 2008 Corporate Criteria: Rating Each
| ssue, April 15, 2008

Ratings List

Ratings Affirned

Gaz Metro Inc.

Gaz Metro L.P.

Corporate credit rating A St abl e/ - -

Rati ngs Affirned; Recovery Rating Unchanged

Gaz Metro Inc.

Seni or secured A+
Recovery rating 1+
Commer ci al paper

d obal scale A1l
Canada scal e A-1(Md)

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
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criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at www. spcapitaliq.com All
ratings affected by this rating action can be found on the S& d obal Ratings'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
inthe left colum.
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