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Introduction
Role of financial reporting in corporate ratings

Corporate Criteria Framework
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Source: Criteria | Corporates | General: Corporate Methodology, November 19, 2013
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Introduction
Analytical adjustments

« Better align financial data with our view of underlying economics of
specific transactions and continuing operations.

« Improve global comparability between companies, industries and
geographies.

« Adjust the consolidation approach to better reflect our opinion of an
entity’s business, economic and financial ties to other members of the

group.

Source: Criteria | Corporates | Request for Comment: Ratios And Adjustments January 3, 2019
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Introduction
Debt principle

In general, items that we add to reported debt include:

* Incurred liabilities that provide no future offsetting operating benefit (such
as unfunded postretirement employee benefits and asset retirement
obligations);

« On- and off-balance-sheet commitments for the purchase or use of long-
life assets (such as lease obligations) or businesses (such as deferred
purchase consideration) where the benefits of ownership are accruing to
the company; and

« Amounts relating to certain instances when a company accelerates the

monetization of assets in lieu of borrowing (such as through
securitization, sale, or factoring of accounts receivable).

Source: Criteria | Corporates | Request for Comment: Ratios And Adjustments January 3, 2019
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Leases
Current methodology

 We view the accounting distinction of finance and operating lease as
substantially artificial. Therefore we capitalize operating leases to
achieve comparability.

« Our starting point is the minimum lease payment disclosure as provided
In the reported financial statements. We use a fixed 7% discount rate to
calculate a net present value.

CY, million Y1l Y2-Y5 Y5« NPV @ 7%
Reported 110 118 60 195
Source: Criteria | Corporates | General: Corporate Methodology: Ratios And Adjustments November 19, 2013
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Leases
Current methodology

However, if we view the term of the lease as ‘artificially short’ relative to the
length of expected use of the leased assets, we may make further
adjustments to reflect a more economically appropriate depiction of the

lease obligation.

‘We view Company A’s operating leases as artificially short, relative to the length of expected use of
the leased assets and, hence, make an analytical adjustment to reflect a more economically
appropriate depiction of the lease obligation on a going concern basis. Still, we view Company A's
operating flexibility as a result of its long-term operating leases with short notice exit options as a
positive to the overall financial risk profile.’ [Retail]

CY, million Y1 Y2-Y5 Y5< NPV @ 7%
Reported 110 118 60 195
S&P incremental 236
S&P adjusted 110 354 60 443
O 0 O
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Leases
Proposed methodology

 The accounting treatment under IFRS 16 is largely in line with our
current view, with a more accurate calculation using precise discount
rates and exact lease payment profiles.

« Therefore, we generally accept the reported balance sheet, income
statement and cash flow (note, that we always view interest paid as
operating cash flow) reporting.

 However, we will have to retain analytical adjustments to
« US GAAP reporters,
» those who do not capitalize all leases,

« and where we believe the lease leverage is not appropriately reflected
In the reported metrics.

Source: Criteria | Corporates | Request for Comment: Ratios And Adjustments January 3, 2019
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Leases
Proposed methodology

IFRS 16

» Accept Balance Sheet, Income Statement and
Cash Flow treatment

US GAAP ASC 842

» Accept Balance Sheet treatment

» Adjust Income Statement and Cash Flow
measures to eliminate distinction between
finance and operating leases

No lease capitalization

« Continue with current methodology
* Adjust all relevant measures

Source: Criteria | Corporates | Request for Comment: Ratios And Adjustments January 3, 2019
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Leases
Proposed methodology

Credit metrics, cash flow leverage impact:
 Known
« Discount rate (7% vs. company specific)
» Future cash flows
« Unknown
» Definition of lease (scope)
« Optional exemptions (small value assets and short leases)
« Structuring opportunities (lease vs. service)
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Leases
Proposed methodology

* In certain circumstances we may adjust the reported lease liability to
better reflect the lease leverage. Our expectation is that, in most cases,
the liability should be at least 3 times the next 12 month’s lease
commitments. The 3 times multiple is not a hard measure, the rating
committee applies analytical judgment.

* Inrare cases, we also adjust lease liabilities (such as when companies
characterize lease contracts as service contracts) because we believe
the reported amounts do not adequately capture the transaction’s
underlying economics.

Source: Criteria | Corporates | Request for Comment: Ratios And Adjustments January 3, 2019
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Leases
Proposed methodology

Practical issues
« Staggered implementation
« Comparative information
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Rating impact

« Our opinion of a company's underlying creditworthiness will generally not
change because

e accounting does not affect the fundamental strengths and weaknesses
of a company's business.

« underlying cash flows will not change.

* Most ratios will be impacted by lease accounting changes and some
components of the rating may change.

* However, to the extent that we identify new information that we consider
to be relevant to our opinion of a company's underlying creditworthiness,
It will be incorporated in our analysis.

Source: Criteria | Corporates | Request for Comment: Ratios And Adjustments January 3, 2019
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No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be modified, reverse
engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of Standard & Poor’s Financial Services LLC or
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MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING WILL
BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Parties be liable to any party for any
direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits
and opportunity costs or losses caused by negligence) in connection with any use of the Content even if advised of the possibility of such damages.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and not statements of fact. S&P’s opinions,
analyses and rating acknowledgment decisions (described below) are not recommendations to purchase, hold, or sell any securities or to make any investment decisions, and do not address the
suitability of any security. S&P assumes no obligation to update the Content following publication in any form or format. The Content should not be relied on and is not a substitute for the skill,
judgment and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. S&P does not act as a fiduciary or an
investment advisor except where registered as such. While S&P has obtained information from sources it believes to be reliable, S&P does not perform an audit and undertakes no duty of due
diligence or independent verification of any information it receives.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain regulatory purposes, S&P reserves the right to
assign, withdraw or suspend such acknowledgement at any time and in its sole discretion. S&P Parties disclaim any duty whatsoever arising out of the assignment, withdrawal or suspension of
an acknowledgment as well as any liability for any damage alleged to have been suffered on account thereof.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective activities. As a result, certain business units of
S&P may have information that is not available to other S&P business units. S&P has established policies and procedures to maintain the confidentiality of certain non-public information received
in connection with each analytical process.

S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P reserves the right to disseminate its opinions and
analyses. S&P's public ratings and analyses are made available on its Web sites, www.standardandpoors.com (free of charge), and www.ratingsdirect.com and www.globalcreditportal.com
(subscription), and may be distributed through other means, including via S&P publications and third-party redistributors. Additional information about our ratings fees is available at
www.standardandpoors.com/usratingsfees.

Australia
Standard & Poor's (Australia) Pty. Ltd. holds Australian financial services license number 337565 under the Corporations Act 2001. Standard & Poor’s credit ratings and related research are not
intended for and must not be distributed to any person in Australia other than a wholesale client (as defined in Chapter 7 of the Corporations Act).

STANDARD & POOR'’S, S&P and RATINGSDIRECT are registered trademarks of Standard & Poor’s Financial Services LLC.
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