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Research Update:

Spanish Retailer DIA 'BBB-' Ratings Affirmed
Despite Marked Decline In Profitability; Outlook
Remains Stable

Overview

e Spain-based food retailer DI A faced very tough conpetition in 2017 in its
hone market, causing it to lower its prices in Spain, which resulted in
its reported EBITDA for 2017 falling by 8.9% with a 16%decline in
| beri a.

e DIA previously benefited from sone headroomunder its current ratings
because of its relatively high nmargins by industry standards, and its
noderate | everage. However, the sharp drop in profits in 2017 is testing
our views on the resilience of DIA s business and has absorbed
substantial rating headroom

e The sizable investnent in prices has enabled the group to regain positive
like-for-like sales growh in the last quarter of 2017. W expect this
recovery, conbined with negotiations with suppliers and continui ng cost
cutting, will allow DIA's S& d obal Ratings-adjusted EBI TDA nargins to
exceed 6.5% over 2018.

e Accordingly, we are affirnmng our 'BBB-' ratings.

» The stable outlook reflects our expectation that the group's | eadership
in proximty stores in Spain and established nmarket positions in Brazi
and Argentina, together with active margin nanagenent initiatives, wll
enable DIA to nmaintain an adjusted debt-to-EBI TDA rati o bel ow 2. 5x and an
adjusted funds from operations-to-debt ratio of nore than 35%

Rating Action

On March 26, 2018, S&P d obal Ratings affirned its 'BBB-' |ong-termissuer
credit rating on Spain-based retailer Distribuidora Internacional de
Alinentacién S.A. (DA or the group). The outl ook is stable.

At the sane tinme, we affirned our 'BBB-' issue rating on DIA s senior
unsecured debt.

Rationale

DIA's reported EBI TDA contracted significantly in 2017, dropping by 16%in
I beria and 8.9% across the whole group to €569 million. Its adjusted EBI TDA
margi n al so declined by 60 basis points to 6.7%in 2017. This fall in
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profitability is because DI A had to nake severe price investnents to secure
its price perception in a highly conpetitive market. Like other European food
retailers such as Carrefour and Auchan, DI A faces intense price competition in
t he Spanish market, mainly fromthe nmarket |eader Mercadona, which hol ds
nearly a quarter of the market in ternms of sales. DIA also faces strong
conpetition in Latin Anerica fromthe subsidiaries of Carrefour and Casino,
and, like them has suffered fromfood price deflation in Brazil

Not wi t hst andi ng t he above, we are hereby affirmng the group's ratings, since
DI A has benefited from some headroom under its current rating, a function of
its relatively high operating margins by industry standards and of its
noderate financial |everage. However, we note that the rapid decline in profit
has tested our views on the resilience of DIA's business and has absorbed a
substantial part of this rating headroom

We believe that the Spanish retail market will remain very conpetitive during
2018, particularly in the convenience and proximty store formats in city
centers, where DI A has a strong | eadership position. In particular, we expect
the first part of 2018 to be a difficult period for DI A given significant
restructuring costs, the renodeling of nore than 800 stores in lberia, and the
openi ng of new stores in Latin Anmerica. That said, we expect that DIA s
repricing and cost-cutting initiatives, conmbined with new negotiations with
suppliers, should allow the group to nanage its nargins and mai ntain S&P

d obal Ratings-adjusted EBI TDA margi ns at the higher end of its peer group of
West ern European food retail ers and exceed 6.5% over 2018.

Qur rating affirmation continues to reflect our view of DIA s established
position as one of the |eading hard-di scount food retailers in Spain, with a
growi ng presence in Latin Arerica. DI A s business nodel benefits fromthe
group's focus on the discount and conveni ence segnment, grow ng presence in
Latin America, purchasing partnerships, high private |abel penetration of nore
than 50% and its franchi se-focused operating nodel, which helps it keep costs
| ow.

Over 60% of DIA s stores are franchised and the group has one of the highest
nunbers of franchised stores within the food retail sector across Europe. This
| owers net sales and gross margins, but allows for higher overal

profitability and a nore efficient capital allocation. Despite the drop from
7.3%in 2016, DI A" s adjusted EBI TDA margi ns stood at 6. 7% over 2018. This is
hi gher than several of its rated peers in the food retail sector, such as

Eur ope- based Auchan (5%, Carrefour (5.3%, Casino (5.6%, and Tesco (6.1%,
and U.S. -based Kroger (6.0% and Wegnmans (6.3%.

Unli ke other European retailers such as Auchan and Carrefour, DI A does not
have naterial exposure to the difficult superstore and hypernarket segnent,

whi ch has experienced a huge structural shift as custonmers opt for snaller
basket sizes and conveni ence-based shopping. W view favorably DI A s distinct
busi ness nodel, which is primarily based on a substantial market presence of
proxinmty stores in urban areas. The highly fragmented and conpetitive narkets
in which DI A operates sonewhat offset these strengths. DIA is also a nuch
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snal l er and | ess diversified business than its peers--it generates close to
80% of EBITDA in |beria.

We expect that DI A s balanced financial policy should support its relatively
noderate | everage, including adjusted debt to EBI TDA of |ess than 2.5x and
adj usted FFO to debt above 35%in 2018 and 2019. W view DI A's operating

| eases as artificially short, relative to the length of expected use of the

| eased assets. W therefore nake an anal ytical adjustnent to reflect a nore
economi cal |y appropriate depiction of the |ease obligation on a going concern
basis. That said, the short-notice exit options in DIA's | ong-term operating
| eases increase its operating flexibility, which supports its overal

financial risk profile.

The foll owi ng assunptions underpin our base-case scenario for DI A

e Spain's GDP growth of nore than 3% over the past three years (2015-2017)
is forecast to reduce to 2. 7%in 2018 and 2.1%in 2019. W expect the
consumer price index (CPl) will be 1.5%2.0% w th unenpl oynent gradually
trendi ng down to about 15.6%in 2018 and 14.5%in 2019.

» Portugal's GDP to rise by 2.0% 2.5% over the next two years due to strong
exports and inproving investnents in the country. W expect CPl will
increase to 1.5%due to a rise in food, clothing, and fuel prices.

« Argentina's GDP to grow by 2.8%in 2018 and 3.0%in 2019. However, the
very high expected inflation level of 22.6%in 2018 will hanper the
recovery.

Continued turnaround in Brazil, with real GDP growth of about 2.2%in
2018 and 2.4%in 2019. That said, a high debt burden and | ow | evel of
investment will continue to constrain growth prospects. Despite CPl of
about 3.5%in 2017, food prices fell in 2017, triggered by a record
agricultural harvest. W expect food price inflation will pick up
somewhat in 2018 and 2019 while the econony strengthens.

* Ongoing focus of the group on proximty and multi-banner store formats to
appeal to a diverse custoner base. DI A continues to focus on its
proxinmty stores. The group actively nmanages its store network with
refurbi shment and the renodeling of nore than 800 stores in Iberia, while
continuing its rent negotiations. It should also continue to expand its
presence in Latin America by opening approxi mately 150 net stores per
year, bringing it closer to its target of 2,600 stores by 2020 in
energi ng markets.

 These macroeconomnmi c conditions, together with the store devel opnent pl an
above, should broadly support nobderate topline growh of up to 2% in
constant currency. However, reported revenue growh will remain closely
linked to foreign exchange rates, in particular the Brazilian real and
Argenti ne peso.

e W also expect the topline will benefit as the positive inpact of store
upgrade activity will set in, food price inflation will see a gradua
return, and the group expects it will recover store space growh. For
| beria, we forecast 0.6%decline for financial year (FY) 2018 in revenues
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mar ked by cl osure of underperforning stores, store upgrading activity,
reduced store selling space, and |ower food price inflation. In the
energi ng markets of Argentina and Brazil, we expect revenue grow h of
approxi mnately 8% from 2018, given positive like-for-I1ike growh, inproved
space contribution, and continued efficiency inprovenment.

e W expect the EBI TDA nmargin should stabilize in the range of 6.7% 6.8% on
t he back of higher focus on managi ng nargins, through buying terns with
suppliers, inproved store productivity, and cost efficiency neasures.

» W& expect working capital requirenent will be €80 nmillion-€100 nmillion in
forecast years.

e Capital expenditure (capex) in line with managenent's gui dance of €315
mllion-€350 nillion for 2018, which anbunts to 3.5% 4. 0% sal es.

e A dividend payout of €128 nmillion in 2018, increasing by 2% a year
thereafter. This is inline with the historical distribution of the
group's net profits of 40% 50%

* Acredit-supportive financial policy conmitnent to investnent-grade
ratings that bal ances capex, sharehol der returns, and nerger and
acquisition activity.

Based on these assunptions, we arrive at the following credit neasures:
 Adjusted debt to EBITDA close to 2.3x in 2018 and 2.2x in 2019.

* Adjusted FFO to debt close to 35%in 2018 and 2019.
e Adjusted FOCF to debt at about 18%in 2018 and about 15% 20% i n 2019.

* Adjusted discretionary cash flow (DCF) to debt at about 9% in 2018 and
about 5% 10% i n 2019.

Liquidity

W view DIA's liquidity as adequate. W base our opinion on our estinmate that
liquidity sources will exceed funding needs by about 1.2x in the next 12

nont hs.

W estimate that DIA's liquidity sources over the 12 nmonths from Dec. 31, 2017
i ncl ude:
 Ongoi ng cash and short-terminvestnents of about €340 mllion

e €525 mllion of undrawn credit facilities; and

e About €400 mllion of cash FFO

We estimate DIA's liquidity uses over the sanme period include:
e About €270 million of debt coming to maturity in 2018;

e €315 million to €350 mllion of capex;

e €300 million of seasonal working capital variation, which traditionally
peaks at m dyear; and
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e About €130 mllion of cash dividends.

We forecast that DIA will maintain adequate headroom under its financial
covenant on its syndicated |oans, with total net debt to EBI TDA renai ning
bel ow 3. 5x.

Outlook
The stable outlook reflects our expectation that, despite a highly chall enging
tradi ng environment, the group will inplement its turnaround plan to stemthe

decline in its profitability, in particular with regard to its operations in
Spain. W anticipate that the group's adjusted EBI TDA nargi ns should stabilize
in 2018, near the 2017 levels of 6.7% and that it will inplement a financial
policy that bal ances investnent and divi dends, consequently naintaining

adj usted debt to EBI TDA at about 2.2x-2.3x and adjusted FFO to debt at about
35%in 2018 and 2019.

Downside scenario

Fol | owi ng the sharp decline in nmargins, we see |inited headroom under the
current ratings. Further material decline in profitability over the next few
nont hs--which is not in our base case--could pronpt us to | ower our assessment
of the strength of the group's business and conpetitive position

More specifically, we could see rating pressure if the group's adjusted EBI TDA
mar gi n conti nues to decline and drops bel ow 6. 5% over 2018, or its market
share in Spain and topline performance continue to erode over tine. This could
arise due to continuing aggressive price tactics fromconpetitors in Spain, or
DIA's inability to cut costs or obtain favorable price terns with suppliers.

If such a margin decline were not mtigated by capex or dividend noderation
we could see the group's credit netrics weaken considerably, with FFO to debt
falling bel ow 30% acconpani ed by weak FOCF generation

Upside scenario

Owing to the recent sharp decline in margins, continued price conpetition in
Spai n, and ongoi ng i nvestnent in stores, which constrains FOCF generation, we
consi der an upgrade unlikely over the next two years.

However, we could consider a positive rating action if D A's sales and
profitability increase materially nore than we currently anticipate, and if,
as a result of this, there is a very strong inmprovenent in the group's DCF on
a sustainabl e basis. This would have to be supported by our adjusted FFO to
debt approachi ng 45% on a sustai nabl e basis.
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Ratings Score Snapshot

| ssuer Credit Rating: BBB-/Stable
Busi ness risk: Satisfactory

e Country risk: Internediate

* Industry risk: Internediate

 Competitive position: Satisfactory

Financial risk: Internedi ate
e Cash flow Leverage: Internediate

Anchor: bbb-

Modi fiers

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

e Financial policy: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

 Managenent and governance: Satisfactory (no inpact)

 Conparable rating analysis: Neutral (no inpact)

Issue Ratings--Subordination Risk Analysis

Capital structure

DIA's capital structure consists of €1.2 billion senior unsecured debt, in a
conbi nati on of bonds and bank debt issued nostly at the parent level. O the
total debt, approxinmately €126 million of unrated bank debt is at subsidiary
| evel .

Analytical conclusions

DIA's debt is rated 'BBB-', mrroring the issuer credit rating, because no
significant elenments of subordination risk are present in the capital
structure.

Related Criteria

 Ceneral: Reflecting Subordination Risk In Corporate |Issue Ratings, Sept.
21, 2017

e CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017
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e Ceneral : Methodol ogy And Assunptions: Liquidity Descriptors For d obal
Corporate |ssuers, Dec. 16, 2014

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

* Industrials: Key Credit Factors For The Retail And Restaurants |ndustry,
Nov. 19, 2013

e Ceneral: Corporate Methodol ogy: Ratios And Adjustnents, Nov. 19, 2013
e General: Corporate Methodol ogy, Nov. 19, 2013

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

e Ceneral Criteria: Methodology: Industry Risk, Nov. 19, 2013

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

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Ratings List

Rati ngs Affirned

Di stri bui dora | nternaci onal de Alinentacion S. A
Corporate Credit Rating BBB-/ St abl e/ - -
Seni or Unsecur ed BBB-

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 neani ngs ascribed
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
information. Conplete ratings information is available to subscribers of
RatingsDirect at ww. capitalig.com Al ratings affected by this rating action
can be found on the S& d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings nunbers:
Cient 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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