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Research Update:
Veolia Environnement Outlook To Negative On

Earnings Pressure; Affirmed At 'BBB+'

Rationale

On March 25, 2009, Standard & Poor's Ratings Services revised its outl ook on
French environnental services group Veolia Environnenent S.A (VE) to negative
fromstable. At the sane tine, we affirmed our 'BBB+/ A-2' |ong- and short-term
corporate credit and debt ratings on VE

We al so revised the outlook on VE's U K. water subsidiary Three Valleys
Water PLC to negative fromstable, reflecting that we are only prepared to
allow for a one-notch rating differential between Three Valleys and its
parent; if we downgrade VE, then we will downgrade Three Valleys. At the sane
time, we affirned the 'A-' long-termcorporate credit and debt ratings on
Three Val |l eys.

In addition, we revised the outl ook on the senior secured notes issued by
Hodgki ns, for which the obligor is Metropolitan Biosolids Managenment LLC, to
negative fromstable, follow ng the outl ook revision on VE, and affirmed the
notes at ' BBB+'.

The outl ook revision reflects that VE s credit nmeasures at the end of
2008 were sonewhat bel ow our expectations for a 'BBB+ long-termrating. In
our view, they are unlikely to inprove neaningfully in 2009, given ongoing
pressures on earnings at the group's |large waste business and VE's limted
ability to generate discretionary cash flow despite its announced steep cut in
capi tal expenditures.

The ratings on VE continue to be underpinned by its |eading positions
worl dwi de in water, which represented 44% of consolidated EBITDA in 2008
focus, except in waste, on public sector clients, fromwhom VE derives about
70% of its consolidated sales, generally under long-termcontracts providing
stabl e and recurring earnings; and extensive diversity by business, contract,
and geography. Specifically, VE has |eading positions worldw de in waste and
energy services; the group's largest contract, the Berlin water contract,
represents | ess than 2% of sal es; and 60% of sal es were generated outside
France in 2008. Also supportive of the ratings is VE s recent shift toward a
| ess capital -intensive and nore credit-protective strategy.

The strengths are, however, partially offset by earnings pressures at the
group's large and nore cyclical waste business (33% of 2008 consol i dated
EBI TDA) given this unit's exposure to industrial and commercial clients, which
represent nore than two-thirds of its sales. In addition, VE s financial
profile is noderate, reflecting the group's primary focus until recently on
growt h and sharehol der value, as well as its willingness to take on sone
hi ghly capital -intensive contracts.

VE's 2008 results were in line with its nuch-revised gui dance, but the
group's 2009 earni ngs gui dance is subdued, w th managenent inplicitly | eaning
toward EBI TDA of €4 billion, or 4% bel ow that of 2008. This reflects the
pressures on Veolia's waste business, which is experiencing an about 10%
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decline in industrial volunes. This may not be fully offset by likely growh
at the group's three other businesses, which derive the bulk of their sales
fromnore stable public sector customers. In this context, Veolia has stepped
up its cost-cutting programwith a view to achi eving savings of €400 million
by 2010.

Veolia has also further enphasised the credit-supportive strategy it
started to inplenment at the end of last year. In particular, the group is
focusing on cash generation, its key objective for 2009 being to achieve
EBI TDA minus capital expenditures of €2 billion. This assumes a substantia
reduction in capital expenditures to €2 billion, net of disposals, conpared to
€3.6 billion in 2008. The group has also reiterated its objective of being
slightly discretionary cash flow positive in 2009; current ratings factor in
no significant acquisitions. W expect the parent conpany's 2008 divi dend,
payable in 2009, to renmain stable conpared to 2007, whereas previously
management's intention was to increase it by 10% Finally, the group has also
increased its disposal programto €3 billion over 2009-2011, of which €1
billion to be conmpleted by the end of this year. These di sposals cone on top
of the €761 mllion already conpleted in 2008.

VWiile we view all these announcenents as credit-supportive, Veolia is, in
our view, only likely to be marginally discretionary cash flow positive in
2009. Conbi ned with earnings pressures, we consider that this neans that the
group's credit neasures are unlikely to recover in 2009. VE s financi al
profile is currently at the | ow end of our expectations for the ratings, with
funds fromoperations (FFO to net debt of 16.8%at the end of 2008. By 2010
at the latest we expect key netrics to have inproved nore neaningfully than we
believe is achievable in 2009.

Short-term credit factors
The short-termrating is "A-2'. W consider VE's liquidity to be adequate for
the ratings with, at the end of 2008, substantial cash bal ances and anounts
avai l abl e under committed bank lines, and |limted debt nmaturities over the
next three years. The group's recent strategic shift, in particular its aimto
be di scretionary cash flow positive in 2009, al so supports liquidity.

At the end of 2008, VE had about €3.2 billion of cash we understand to be
i medi ately avail able, as well as a €4 billion backup line maturing in 2012
(of which €1,110 million is currently drawn), and €925 million of undrawn
conmitted bilateral Iines (of which €450 nmillion matures in 2009 and which VE
is currently seeking to renew, and the balance in 2010). None of VE s bank
lines contain financial covenants or material adverse change (MAC) cl auses, to
our know edge. I n Decenber 2008, VE s debt nmaturing over the follow ng 12
nonths, that is until the end of 2009, stood at €3.6 billion, of which
conmer ci al paper for €922 million, overdrafts for €465 million, and receivable
securitization for €374 mllion

Outlook

The negative outlook reflects VE's Iimted flexibility within the current
ratings at a tine when we consider its earnings and cash flow to be under
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pressure.

We could I ower the long-termratings by one notch if the group's
financial profile weakens further in 2009, nost likely as a result of either a
decline in operating earnings beyond the few percentage points factored into
the current ratings, or |ower disposals than managenent anti ci pates, which
woul d not be offset by further cuts in capital expenditures. If we no |onger
believe in a significant inprovenent in the conpany's financial profile in
2010, we woul d al so consider a downgrade.

Conversely, we could revise the outlook to stable if the group's
financial profile inproves to levels well inline with the ratings, especially
coverage of adjusted net debt by FFO in the upper range of 15% 20% This woul d
likely entail a recovery in the group's operating performance and the pursuit
of a less capital-intensive strategy.

Ratings List
Ratings Affirmed; Qutl ook Action

To From
Veol i a Envi ronnenent S. A
Corporate Credit Rating BBB+/ Negati ve/ A-2 BBB+/ Stabl e/ A-2
Seni or Unsecured BBB+ BBB+
Conmrer ci al Paper A-2 A-2
Three Val |l eys Water PLC
Corporate Credit Rating A-/ Negati ve/ - - A-/ Stabl e/ - -
Seni or Unsecured A- A-
Hodgki ns
Seni or Secur ed* BBB+/ Negat i ve BBB+/ St abl e

*Metropolitan Bi osolids Managenent LLC is the obligor
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