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Research Update:

Home Appliances Maker Arcelik Outlook Revised
To Negative On Worsening Domestic Credit
Conditions; 'BB+' Affirmed

Overview

e Turkey is currently facing chall engi ng econonm ¢ conditions al ongsi de
weakeni ng of the lira, and prospects for Turkish corporate entities
relative to key macroecononic indicators such as consuner spendi ng, cost
of funding, and inflation remain unclear

e These factors and a spike in interest expenses are eating into Arcelik's
cash fl ow generation and debt-service coverage ratios

 However, we consider that Arcelik can w thstand a sovereign stress
scenario, allowing us to rate it four notches above Turkey.

* W are revising our outlook on Arcelik to negative fromstable and
affirm ng our 'BB+' ratings.

» The negative outl ook indicates that we could |lower the ratings on Arcelik
over the next 12-18 nonths if the group is unable to restore positive
free cash fl ow generation and an adjusted EBI TDA i nterest coverage ratio
of at |east 3.0x.

Rating Action

On Sept. 20, 2018, S&P G obal Ratings revised its outlook on Turkey-based home
appl i ances manufacturer Arcelik A'S. to negative fromstable. At the sane
time, we affirned our 'BB+' long-termissuer credit rating on Arcelik.

We also affirned our 'BB+ issue ratings on Arcelik's $500 mllion senior
unsecured notes due 2023 and €350 nmillion senior unsecured notes due 2021. The
recovery rating is '3", indicating neaningful recovery prospects (50% 70%
rounded estimate 50% in the event of a paynment default.

Rationale

The outl ook revision stems fromour view that the nacroeconomni c environment in
Turkey has deteriorated substantially in recent nonths and has the potential
to weaken Arcelik's credit profile (see "Turkey Long-Term Forei gn Currency
Rating Lowered To 'B+ On Inplications O Extrene Lira Volatility; Qutl ook
Stabl e," published Aug. 17, 2018, on RatingsDirect). In particular, we
consider that the follow ng factors, by order of inportance, are wei ghing on
the group's credit profile:
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The marked deterioration of interest coverage ratios as donestic interest
rates surged while the interest on hard-currency bonds suffered fromthe
steep decline of the Turkish lira.

The weakeni ng of cash flow generation, which we now believe will turn
nore negative than expected in 2018, anmid higher capital expenditure
(capex) and working capital needs, adding to the nounting interest burden

H gher | everage, due to the conversion effect on the hard currency bonds,
al t hough EBI TDA i s boosted by international revenues as the lira
depr eci at es.

The lira | ost about 46% and 44% of its value against the U S. dollar and euro,
respectively, year on year as of Sept. 12, 2018. Gven Arcelik's large share
of debt in these currencies (about 54% of total gross debt as of half-year
2018), this has pushed up the group's financial expenses considerably due to
the negative translation inpact, since alnost all of the debt is at fixed
interest rates. On the domestic side, Turkish authorities' recent decision to
raise interest rates to contain the fall of the lira, and the increased cost
of funding from Turkish banks, are al so wei ghing heavily on the group's cash
flow generation. In addition, Arcelik's donestic borrow ng costs have

i ncreased sonmewhat, with average interest rates rising to about 17% so far
this year, from13% on average in 2017. W expect domestic interest rates to
hit the group even harder next year as Arcelik progressively rolls over its
short-termfacilities.

As a result of these factors, we now project our adjusted EBITDA interest
coverage ratio will fall markedly below 3.0x in 2018 and likely stay bel ow
that level in 2019, conpared with 3.3x in 2017, which is contrary to our

previ ous base case of 4.0x-4.5x for 2018-2019. This is despite our forecasts
of a positive inpact fromthe weaker lira on EBI TDA nmargi ns, supported by the
group' s sizeabl e exports (about 50% of production) fromits Turkish operations
and i nproved cost control

We expect el evated borrow ng costs and sizeabl e working capital needs rel ated
to the group's expansion efforts in international nmarkets to hanper free cash
flow generation. In particular, contrary to our previous base case, we now
expect free operating cash flow (FOCF) to remain deep in negative territory in
2018 and 2019. After a strong 2016, the group's FOCF turned negative in 2017
(about -TRY950 million) due to | arge working capital requirenents caused by an
i ncrease in donestic inventory to neet higher demand. W expect FOCF
generation to be constrained in 2018 by the spill-over effect of investnent
capex in Romania and the Voltbek joint venture in India. Even though we note
that there is no plan to increase investnment capex in 2019, due to sufficient
capacity to serve current nmarket needs, the group's structural net working
capital outflow position will remain a drag on free cash flow generation
despite ongoing cost control and inmproving profitability.

When we | owered our ratings on Turkey on Aug. 17, 2018, we al so revised our
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transfer and convertibility assessment on Turkey down to 'BB-' from'BB+ to
reflect our view of the likelihood that Turkey would restrict access to
foreign exchange liquidity for Turkish conmpani es. Neverthel ess, we continue to
rate Arcelik at 'BB+', which is three notches higher than the foreign currency
credit rating on Turkey. This is because Arcelik passes our hypothetica
sovereign default stress test, which, anmong other factors, assunes a 50%

deval uation of the lira against hard currencies and a 15% 20% decline in
Arcelik's organic EBI TDA. Because of this, we currently assess that our rating
on Arcelik can exceed the sovereign rating by up to four notches.

W bel i eve the conpany can withstand a hypothetical sovereign default because
of the large share of earnings in hard currency. Therefore, in the

hypot heti cal case of further depreciation of the lira, we think the

appreci ation of deposits abroad would offset the increase in Arcelik's
short-termforeign currency debt-service burden and capex related to the
ongoi ng expansi on efforts outside Turkey.

Failure to pass this test would |l ead us to equalize our rating on Arcelik with
the foreign currency sovereign ratings on Turkey (unsolicited; B+/ Stable/B),
which would inply a three-notch downgrade

We continue to assess Arcelik's business risk profile as satisfactory,
reflecting its | eading nmarket position in the Turkish hone appliances narket
and increasing international presence in Europe and Asia. It also reflects its
above-average profitability supported by production | ocated entirely in

| owcost jurisdictions. Arcelik has enjoyed a robust track record of vol une
growt h through | ocal brands and its gl obal brand, Beko, w th good

i nternational recognition over the past several years. These strengths are
count er bal anced by what we view as a still-fragmented and conpetitive market
environnent in the group's key markets, the cyclical nature of demand (partly
di scretionary), and volatility in profitability metrics, since approxi mately
65% 70% of Arcelik's operating costs are raw materials, nostly plastics and
net al s.

We al so continue to de-link our ratings on Arcelik fromthose on Arcelik's

maj ority sharehol der Koc Holding A.S. (BB-/Stable/B). This is because there is
a track record of good corporate governance, independent and consi stent
strategy, policy-setting, and execution at Arcelik, as well as |ower dividends
in periods of |ower cash-flow generation. Any evidence to the contrary woul d
cause us to reevaluate this assessnent.

In our base case, we assune:

Turkey's real GDP growth will slow down to 3.9%in 2018 and -0.5%in
2019, conpared with 7.4%in 2017.

Arcelik's revenue base will likely increase considerably in 2018 and
2019, owing to the lira's weakness versus hard currencies, and the
group's sizeable foreign-currency earnings base (about 64% of sales as of
first-half 2018).

The adjusted EBI TDA nmargin will strengthen in 2018 and 2019, conpared
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with 2017 when it was 9.6% supported by the positive inpact of a weaker
Turkish lira and production being predomnminantly |ocated in | ow cost
countries.

S&P d obal Ratings-projected working capital outflow of TRY1.6
billion-TRY1.4 billion in 2018 and 2019 refl ecting forecast sales grow h.

Smal | bolt-on acquisitions of TRY500 million in 2018 and TRY300 nmillion
per annumt hereafter.

Annual capex requirenents of 5.0%5.5%of total sales in 2018, including
i nvest ment capex related to expansion in Romania and India, followed by a
decrease to about 4% of total sales in 2019, owing to reduced investnment
capex.

A decrease in annual dividend distribution to shareholders to 20% 22% of
net distributable income from about 50% (historical average), in line
with the track record of support frommajority sharehol der Koc Holding in
previ ous periods of nacroeconom c turbul ence.

Based on these assunptions, we arrive at the following credit neasures:

S&P d obal Ratings-adjusted net debt to EBI TDA of 3.3x-3.6x in 2018 and
2.8x-3.1x in 2019, conpared with 2.7x in 2017.

Adj usted cash funds fromoperations to debt of 15% 20%in 2018 and 2019,
conpared with 23%in 2017.

Adj usted EBI TDA i nterest coverage of 2.5x-3.0x in 2018 and 2.0x-2.5x in
2019, conpared with 3.3x in 2017.

Liquidity
We assess Arcelik's liquidity position as | ess than adequate because, in our
liquidity calculation, we exclude about TRY11l.6 billion of uncomm tted undrawn

credit lines. However, we understand that having uncomrtted credit facilities
is standard market practice in Turkey and we note that Arcelik has
consistently been able to draw on these credit lines to neet its short-term
fundi ng needs.

We estimate that Arcelik's principal liquidity sources for the 12 nmonths from
June 30, 2018, include:

* Reported unrestricted cash bal ances of about TRY2.96 billion; and

e Cash funds from operations that we forecast at about TRY2.0 billion

For the sane period, we estimate that principal liquidity uses include:

Debt maturities of about TRY4.3 billion;
Qur forecast of capex of TRYL.5 billion-TRY1.6 billion

Qur forecast of negative working capital requirenents of TRY1.6
billion-TRY1.7 billion; and

D vidend distribution of TRY250 million-TRY350 mllion
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Outlook

The negative outl ook reflects the substantial increase of the group's interest
burden, as donestic interest rates have surged while the lira's steep

depreci ation has strongly inflated the interest payable on Arcelik's euro and
dol I ar bonds.

Addi tionally, the persistence of substantial working capital needs makes free
cash flows structurally negative, which further increases debt and interest
expenses.

Downside scenario

We could |l ower our rating on Arcelik over the next 12 months if we see that
the group is unable to restore positive FOCF generation and achi eve an

adj usted EBI TDA interest coverage ratio of at l|east 3.0x. W could also | ower
the ratings should debt to EBITDA increase to nore than 4x, but we foresee
this as a nore renpte scenari o because we anticipate an increase in EBI TDA
The conpany's | arge share of earnings in hard currencies mitigates the
unfavorabl e currency novenents that affect its debt and the cost of raw
mat eri al s.

Upside scenario

We could revise the outlook to stable if we saw a marked i nprovenent of
refinancing conditions in Turkey and robust EBI TDA growth at Arcelik, spurred
by an increase in volumes in Western European markets, which provide
hard-currency infl ows.

The group's ability to restore positive free cash flows in the mediumtermis
a key factor in our consideration of a positive rating action, as is EBI TDA
i nterest coverage close to 3.0x.

Ratings Score Snapshot

| ssuer Credit Rating: BB+/ Negative/--

Busi ness risk: Satisfactory
e Country risk: Mderately High

* Industry risk: Internediate

« Conpetitive position: Satisfactory

Financial risk: Significant
e Cash flow Leverage: Significant

Anchor: bbb-
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Modi fiers
» Diversification/Portfolio effect: Neutral (no inpact)

e Capital structure: Neutral (no inpact)

e Liquidity: Less than adequate (-1 notch)

« Financial policy: Neutral (no inpact)

* Managenent and governance: Fair (no inpact)

e Conparable rating analysis: Neutral (no inpact)

St and-al one credit profile: bb+

Issue Ratings--Recovery Analysis

Key Analytical Factors

e The $500 mllion senior unsecured notes and €350 mllion senior unsecured
notes have an issue rating of 'BB+ and a recovery rating of '3 to
refl ect our expectations of neaningful recovery (50% 70% rounded
estimate 50% in a default scenario. The recovery ratings are constrained
by the notes' unsecured nature and a significant anmount of outstanding
debt .

e The | ower rounded estinmate of recovery conpared with that in our previous
base case (60% stens fromthe higher anount of debt in the group's
capital structure. This is due to the negative translation effects of the
weaker Turkish lira versus hard currencies (U S. dollar and euro), which
nore than offset the positive inpact of higher interest expense on our
EBI TDA at energence figure, and the linmted anount of priority
liabilities.

e In our hypothetical default scenario, we assume an increase in price
conpetition in the md-price segnments, conbined with sharp cuts in
consumer spending stemm ng fromuncertainty in the Turkish econony.
Additionally, liquidity pressures fromvolatile working capital novenents
and a strong deterioration of the Turkish lira could accel erate a paynent
defaul t.

* Qur going-concern valuation reflects the group’'s well-known brands in
| ocal and international markets.

Simulated Default Assumptions
Year of default: 2023
Jurisdiction: Turkey

Simplified Waterfall

« EBI TDA at energence: TRY1366.6 million (capex represents 2.5% of
proj ected sal es revenues)
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e Cyclicality adjustnment is 5% in line with the specific industry
subsegnent, and there is no operational adjustnent.

e Multiple: 5.0x in line with the standard multiple for the specific
i ndustry subsegnent.

* Net enterprise value at default (after adm n. expenses 5%: TRY6,491.5
mllion.

* Unsecured debt clainms: TRY10,720.7 mllion.
e Recovery expectation: 50% 70% (rounded estinate; 50%.

* --Recovery rating: '3
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Ratings Affirmed; Qutl ook Action

To From
Arcelik A S
| ssuer Credit Rating BB+/ Negat i ve/ - - BB+/ St abl e/ - -
Ratings Affirmed
Arcelik A S
Seni or Unsecured BB+
Recovery Rati ng 3(50%

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 meani ngs ascri bed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further

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

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d 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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