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Sanepar's first tariff review to boost future
cash flow generation profile
Companhia do Saneamento do Parana - Sanepar

Last Wednesday Agepar, the state of Parana´s regulator for infrastructure services, including
water and sewage, concluded the tariff review for the Companhia de Saneamento do Parana
(Sanepar, Ba3/A1.br stable). The review provides the company with a new tariff setting
mechanism based on a transparent return on asset model that will remunerate future capital
investments.

Sanepar will receive a 25.63% tariff increase over the next 8 years starting in May 2017 with
a 8.53%, followed by annual increases of 2.1% in each of the following 7 years. In addition,
every year from 2018 until 2024 the company will receive an incremental increase that will
be based on the difference between revenues projected during the tariff review and actual
revenues billed by the company. The new tariff also lowers the minimum consumption level
that Sanepar can charge to its customers to 5 cubic meter (m3) down from 10 m3 previously.

The tariff review is credit positive for Sanepar because the immediate 8.53% tariff increase
will support a higher free cash flow generation and will have a positive impact on the
company’s credit metrics. Based on the company’s projections of an average year on year
growth in water and sewage volumes of 1.7%, we expect Sanepar’s FFO to Net debt ratio will
reach a range of 35-37% in 2017, compared to around 31-33% under the previous inflation
pass-through model. This compares to a ratio of 43% reported in 2016 and reflect our
expectation that the company's investment program will absorb a large portion of free cash
flows in 2017.

The tariff review also brings transparency and visibility to the tariff setting mechanism
which will support more predictable cash flow generation for Sanepar in future. Prior to
this review Sanepar’s tariffs were adjusted through an inflation pass-through model which
did not consider the remuneration of capital investments. Tariffs were also regulated by a
department of the state of Parana which was exposed to political influence, evidenced by
the absence of any tariff adjustments during the years 2006-2010 (see exhibit 1 below). In
December 2016, the responsibility to regulate Sanepar's activities were transferred to Agepar,
an entity financially independent from the state's governments, in charge of infrastructure
activities within the state.

https://www.moodys.com/credit-ratings/Companhia-de-Saneamento-do-Parana-SANEPAR-credit-rating-600060194
https://www.moodys.com/credit-ratings/Companhia-de-Saneamento-do-Parana-SANEPAR-credit-rating-600060194
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Exhibit 1

Not always consistent in the past, Sanepar’s tariff increases will be more predictable going forward
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Sanepar's future investments will now be partly covered by front-loaded tariff adjustments which will ease the company’s free cash
flow generation and liquidity profile. Sanepar has planned an ambitious BRL 4.4 billion capital expenditure program from 2017 through
2021 to reduce current water losses and increase its sewage services to the population in its concession area. 2017 will be particularly
capital intensive for the company with a planned BRL 1.1 billion (around 30% of revenues, compared to BRL 0.7 billion/20% of revenues
reported in 2016) in investments mainly on the expansion of the sewage treatment unit serving the municipalities of Curitiba and Sao
Jose dos Pinhais and the expansion of sewage collections on the coastal region of the state of Parana.

The unusually long period of eight years covering the new tariff increase leaves some room for politically-charged decision that could
affect the execution of the tariff increase. Although financially independent from the state government we do not see Agepar as
completely immune from political influence towards the setting of tariff going forward. The regulator's executive board members are
appointed by the state's government. We also note that unlike more experienced water regulatory agencies in the states of Sao Paulo
and Minas Gerais, Agepar started to operate in 2012 to regulate the state’s toll roads and therefore lacks track record in regulating the
water and sewage sector.

The ratings of Sanepar are currently constrained by the ratings of the state of Parana (Ba3, A1.br stable) and reflects our view that the
state, as majority shareholder can exert significant influence over Sanepar's strategic decisions and dividend policy, which in turn can
have material impact on the company's credit profile. We also note that a significant portion of the company's revenue is driven by
tariff review decisions from the regulator AGEPAR whose members are appointed by the state government.

Headquartered in Curitiba, Brazil and founded in 1963, Sanepar is a water and sewage utility company operating in the Brazilian
state of Parana. As of December 31, 2016, Sanepar had more than 3 million water connections and more than 1.9 million sewage
connections and provided treatment and distribution of water to more than 10 million consumers and sewage service to 345
municipalities accounting for approximately 86% of the total municipalities in the state of Paraná, and one municipality in the state
of Santa Catarina (unrated). Sanepar is controlled by the state of Paraná which owns 89.8% of Sanepar's voting shares and by Domino
Holdings S.A. (not rated) which owns 9.7%.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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Moody's Related Research
Credit Opinion: Companhia de Saneamento do Parana - SANEPAR: Update following rating outlook change to stable from negative
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