Rating Action: Moody's downgrades Orkuveita Reykjavikur to B1; negative outlook
Global Credit Research - 08 Jul 2011
London, 08 July 2011 -- Moody's Investors Service has today downgraded to B1 from Ba1 the long-term senior unsecured issuer rating of
Orkuveita Reykjavikur ("OR", also known as "Reykjavik Energy"), the Icelandic utility 93.5% owned by the City of Reykjavik, Iceland's capital and
principal municipality. The outlook on the rating remains negative.
RATINGS RATIONALE
The downgrade to B1 was prompted by the reduction in the level of support that Moody's incorporates in OR's rating, which follows instances of
default by municipalities in Iceland. Moody's continues to recognise the strategic importance of OR -- which provides essential utility services to
more than 50% of Iceland's population -- not only to its owners but also to the Government of Iceland (rated Baa3, negative outlook). However,
Moody's has considered that in light of municipal defaults, there is now a lower probability that extraordinary support would be forthcoming from
the central government in the event that OR were to face financial distress.
Moody's notes the five-year plan announced by OR on 24 March 2011. This has been designed by management to allow the company to
continue to provide its services as a public utility without the need to seek additional funding from the capital markets or credit institutions until
2016. In broad terms, the plan includes a number of measures to be undertaken during this period, including postponement of investments,
increase in tariffs, reduction of operational expenses and sale of non-core assets. These measures will be combined with the funding provided
by OR's owners in the form of subordinated loans totalling ISK12 billion. Moody's notes that ISK8 billion has been already disbursed and the
remaining amount will be made available in 2013. However, Moody's highlights that OR's ability to achieve the financial position envisaged under
its five-year plan remains exposed to a number of key risks, including interest rate, currency and commodity price risks. Moody's cautions that if
any of the aforementioned risks were to materialise, the company may not be able to obtain further support either directly from its owners or
ultimately from the central government, should the funds available to it in the financial markets be insufficient. There is also some execution risk
with regard to the management plan as some of its elements are dependent on the market conditions (e.g. sale of non-core assets).
OR is a partnership and under its governing act the partners -- the City of Reykjavik, which owns 93.5% of OR as well as two other
municipalities, the Municipality of Akranes and the Municipality of Borgabbygd, which have stakes of 5.5% and 1% respectively -- are
responsible for all the liabilities of OR in proportion to their shareholding ("guarantee of collection"). OR's rating is assigned under Moody's rating
methodology for Government Related Issuers (GRI). OR's baseline credit assessment (BCA) remains unchanged at 16 (equivalent to B3)
reflecting the highly leveraged financial profile of the company (funds from operations (FFO)/debt was 4% at FYE 2010), areas of potential
volatility in its operational performance and its limited access to liquidity. Whilst at present about 60% of OR's revenues and 66% of EBITDA are
regulated, the share of the higher-risk unregulated cash flows will increase as the new generation capacity fully comes on stream in 2012.
Moody's highlights the risks associated with OR's operations and its exposure to increase in the cost of debt, weakening of the Icelandic krona
that would raise the cost of servicing the company's foreign currency debt. Furthermore, the company has an exposure to volatility in aluminium
prices under its long-term take-or-pay contracts with the aluminium smelters.
The negative outlook on OR's rating reflects the negative outlook on the Government of Iceland, which is based on the high level of uncertainty
over the economic, financial and banking sector outlook and still existing legal risks.
OR's rating could be downgraded if it appears likely that the currently available bank lines are not sufficient to cover the market risks in particular
in relation to exchange rate, interest rates or aluminium price. The rating would also come under downward pressure if there were delays in the
execution of the five-year plan, which would result in increased funding requirements and the company were not able to raise debt in the
domestic or international markets.
The principal methodology used in rating OR was "Government Related Issuers: Methodology Update", published July 2010.
OR is the largest multi-utility in Iceland providing electricity, hot water, heating, cold water and waste services to more than 50% of the Icelandic
population. It is Iceland's second-largest electric utility after Landsvirkjun. As at FYE 2010, the company had revenues of ISK28 billion.
REGULATORY DISCLOSURES
For ratings issued on a program, series or category/class of debt, this announcement provides relevant regulatory disclosures in relation to
each rating of a subsequently issued bond or note of the same series or category/class of debt or pursuant to a program for which the ratings
are derived exclusively from existing ratings in accordance with Moody's rating practices. For ratings issued on a support provider, this
announcement provides relevant regulatory disclosures in relation to the rating action on the support provider and in relation to each particular
rating action for securities that derive their credit ratings from the support provider's credit rating. For provisional ratings, this announcement
provides relevant regulatory disclosures in relation to the provisional rating assigned, and in relation to a definitive rating that may be assigned
subsequent to the final issuance of the debt, in each case where the transaction structure and terms have not changed prior to the assignment
of the definitive rating in a manner that would have affected the rating. For further information please see the ratings tab on the issuer/entity
page for the respective issuer on www.moodys.com.
The rating has been disclosed to the rated entity or its designated agents and issued with no amendment resulting from that disclosure.
Information sources used to prepare the rating are the following: parties involved in the ratings, parties not involved in the ratings, public
information, confidential and proprietary Moody's Investors Service information, and confidential and proprietary Moody's Analytics information.
Moody's considers the quality of information available on the rated entity, obligation or credit satisfactory for the purposes of issuing a rating.
Moody's adopts all necessary measures so that the information it uses in assigning a rating is of sufficient quality and from sources Moody's
considers to be reliable including, when appropriate, independent third-party sources. However, Moody's is not an auditor and cannot in every
instance independently verify or validate information received in the rating process.

Moody's Investors Service may have provided Ancillary or Other Permissible Service(s) to the rated entity or its related third parties within the
three years preceding the credit rating action. Please see the ratings disclosure page on our website www.moodys.com for further information.
Please see Moody's Rating Symbols and Definitions on the Rating Process page on www.moodys.com for further information on the meaning
of each rating category and the definition of default and recovery.
Please see ratings tab on the issuer/entity page on www.moodys.com for the last rating action and the rating history.
The date on which some ratings were first released goes back to a time before Moody's ratings were fully digitized and accurate data may not
be available. Consequently, Moody's provides a date that it believes is the most reliable and accurate based on the information that is available
to it. Please see the ratings disclosure page on our website www.moodys.com for further information.
Please see www.moodys.com for any updates on changes to the lead rating analyst and to the Moody's legal entity that has issued the rating.
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