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Rating Action Overview

- Empresas Copec (E-Copec) has an ambitious investment plan for about $2.7 billion this year
and $2.1 billion in 2020.

- Since May 2019, pulp prices have sharply fallen and we only expect modest recovery starting in
the fourth quarter of the year. This will take a toll on the group's EBITDA generation.

- We now expect the company to post adjusted debt-to-EBITDA above 3.0x in 2019 and 2020.

- On July 29, S&P Global Ratings revised its outlook on E-Copec and subsidiary Compañía de
Petróleos de Chile Copec S. A. (Copec) to negative from stable and affirmed the 'BBB' long-term
issuer credit ratings on both companies.

- The negative outlook reflects the one-in-three likelihood of a one-notch downgrade over the
next 24 months if E-Copec cannot rapidly reduce leverage once the high investment cycle
comes to an end.

Rating Action Rationale

The outlook revision reflects higher leverage expectations for the next two years following a more
aggressive investment strategy in recent years.

E-Copec (the group) has ambitious investment plans for the next couple of years, especially at its
forest products subsidiary, Celulosa Arauco y Constitución (Arauco; BBB-/Stable/--). Arauco is
investing in a new pulp mill (Project MAPA) with 1.56 million tons of bleached hardwood pulp
capacity for $2.35 billion, to be mostly disbursed during this year and the next. Additionally,
through Alxar S.A. (not rated), the group owns 40% of the Mina Justa copper project in Peru. This
project will demand about $260 million of direct investment between 2019 and 2020 from
E-Copec, while it will raise project finance debt, adding $360 million to the group's debt. These two
large projects add to the already considerable capital expenditures (capex) that the group needs
to maintain operations, for some smaller projects, and to pay $160 million for the panel business
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that Arauco acquired in Mexico.

The group has a good record of successfully executing large expansion projects, which we
positively factor into our ratings, as along with its ability to return leverage levels below 3x after
peak investment periods. When Arauco announced Project MAPA last year, conditions seemed
very favorable, because we expected that pulp prices would remain well above long-term prices
based on balanced supply and demand. However, in the past couple of months, the U.S.-China
trade war and low margins for paper producers slowed demand, while minimal unexpected
downtimes and high inventories also drove down global pulp prices. We expect prices to start
recovering modestly after summer in Northern Hemisphere is over. We don't expect large pulp
capacity expansions until 2021, but given that, for instance, inventories in main Chinese ports are
almost at twice the level they were a year ago, we consider that pulp price increases will be
modest during the last few months of 2019 and beginning of 2020. Based on this, we've lowered
our pulp benchmark prices by about $125 and $50 for 2019 and 2020, respectively, to $875/ton
and $900/ton for bleached hardwood kraft pulp delivered in Europe. We estimate these prices will
reduce EBITDA generation by about $250 million-$300 million in 2019 and about $100 million in
2020.

Furthermore, the fuel and lubricant distribution subsidiary, Copec, which historically has had low
leverage and provided some cushion against a more aggressive leverage profile at Arauco, is
emerging from a period of acquisitions. Between 2016 and 2018, Copec acquired ExxonMobil
Andean Holding LLC (EMal) and Mapco, resulting in a considerable increase in leverage that made
its debt-to-EBITDA ratio peak at 3.0x as of March 31, 2019, compared to 1.8x in 2015. We expect
Copec's debt to EBITDA to remain close to 2.8x in 2019 and then near 2.5x in 2020.

We believe the higher capex, depressed operating cash flow generation amid lower pulp prices,
and higher leverage at Copec will combine to push E-Copec's debt to EBITDA to 3.2x-3.4x in 2019
and 2020.

If the group successfully completes investment projects, the ramp-up of MAPA in 2021 should
provide almost 1 million extra tons of pulp in 2021, which combined with expected dividends from
Mina Justa, could allow the group to rapidly recover to credit metrics consistent with the current
rating in 2021. However, downside risks could cause the group's metrics to deviate for even longer.
Execution risks could result in higher capex needs or delay the ramp-up of the projects, or pulp
prices could be even lower than those in our base case, resulting in larger free cash flow shortfalls.
Downside risks to our pulp price forecast include failure to resolve the trade war between the U.S
and China, lower-than-expected demand for pulp from China, accelerating new pulp global
capacity (for instance, UPM has just announced a 2.1 million ton hardwood expansion in Uruguay),
and greater cash flow needs from Suzano (BBB-/Stable) that could push the Brazilian company to
favor sales volume, which would put pressure on global pulp prices. On the other hand, we believe
E-Copec has additional flexibility in a downside scenario, because it could do prudent divestures
and monetize fixed assets such as forests, land, or infrastructure.

Outlook

The negative outlook on E-Copec reflects our expectation that the group will post weaker credit
metrics than previously expected for 2019 and 2020. There's at least one-in-three chance that we
could downgrade E-Copec in the next two years if the company does not manage to rapidly reduce
leverage after the investment cycle. The negative outlook on Copec reflects the negative outlook
on its parent.
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Downside scenario

We would downgrade E-Copec if we expect its adjusted debt-to-EBITDA to remain persistently
close to or above 3.5x and funds from operations (FFO) debt to be about or below 25%. This could
happen if the group faces execution risks in its investment projects, if pulp prices fall beyond
those in our base case, or if the group incurs further capex than what we contemplated in our
projections. A drop in pulp prices of about $40 to $60 per ton against our base case in 2019 and
2020 could trigger a downgrade. Additionally, a delay in the ramp up of the new Arauco mill and/or
lower dividends than those expected from Mina Justa, which could result in EBITDA falling by over
$300 million against our base case in 2021, could push leverage above that consistent with the
current rating. Any negative rating action on E-Copec would result in a similar rating action on
Copec.

Additionally, we could downwardly revise Copec's (stand-alone credit profile) SACP and
downgrade the company in the next two years if Copec's performance deteriorates, or if it
undertakes a more aggressive financial or dividend policy. A downward revision would be
associated with net debt to EBITDA consistently above 3.0x or FFO to net debt lower than 30%,
which would reflect EBITDA margins consistently below 3.7% or investments for internal and
acquisition-based growth of about $200 million higher than in our base-case scenario.

Upside scenario

We could revise our outlook on E-Copec and Copec back to stable in the next 24 months if there's a
faster and higher rebound in pulp prices than we currently predict, which could result in EBITDA
about $150 million-$200 million higher than our base case. This scenario would be consistent with
average realized pulp prices at about $50/ton-$75/ton higher in 2019 and 2020. Additionally, we
could revise outlook back to stable if E-Copec is able to complete and ramp-up all investments on
time, rapidly pushing the debt-to-EBITDA ratio to near or below 3.0x in 2021.

Company Description

E-Copec is one of the largest private industrial holding companies in Chile, with revenue of about
$24 billion in 2018. It has pulp, wood products, forestry, energy, fuel distribution, fishing, and
mining businesses. The group holds important market shares and benefits from favorable cost
positions in most of its subsidiaries.

The company's main operating assets are:

- Arauco (BBB-/Stable/--, SACP: 'bbb-'): The company focuses on forest management and
producing and selling market pulp and wood products. Arauco is one of the world's largest pulp
producers, with a capacity of almost 4 million tons of bleached and unbleached kraft pulp (on
an attributable basis). Arauco's activities are divided into three main businesses: pulp, wood
products (panels and solid wood) and forestry, and a complementary business of energy.
Currently, the company generates between 60% and 65% of group's total EBITDA.

- Copec (BBB/Negative/--, SACP: 'bbb'): the largest Chilean gas and fuel distribution company.
Copec has an indirect controlling stake of 58.5% in Organizacion Terpel S.A. (Terpel; not rated),
which is the leader in the Colombian fuel and lubricant distribution market, and has presence in
the fuel and lubricants distribution markets of Panama, Ecuador, Chile, and Peru through a
network of 2,278 fuel stations. Copec recently acquired a 100% stake in Mapco, a U.S.-based
fuel operator of service stations in seven states and 348 service stations. Copec accounts for
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about 25% of the group's EBITDA generation.

- Abastible (not rated): One of the largest liquefied petroleum gas (LPG) distributor in South
America. It operates in Chile, Colombia (through Inversiones del Nordeste with a 51% stake),
Peru (under the Solgas brand), and Ecuador through Duragas. Abastible, together with its
assets, represents about 7% of the group's total EBITDA.

Our Base-Case Scenario

- Trade war uncertainties, high pulp inventories, and low margins among paper producers have
been dragging down pulp prices since May. We expect to them to start recovering towards the
end of the year, but average prices will be much lower than last year. We assume average
realized prices close to $630 per ton in 2019, and between $670 and $690 per ton in 2020 and
2021.

- We also consider about 18% growth in panel production in 2019, 4% growth in 2020, and 2% in
2021. This includes capacity additions from the gradual ramp-up at the Grayling plant in the
U.S., and around 500,000 cubic meters (m3) from recently acquired Mexican operations.

- As a result, Arauco's EBITDA should fall to about $1.4 billion in 2019 from about $1.8 in 2018
and then recover to almost $1.6 in 2020, amid better prices and higher panel volumes. EBITDA
to increase to about $1.8 billion in 2021 following ramp-up of new mill.

- Fuel volume growth tied to consolidation of acquired assets and GDP growth of each market,
apart from industrial sales channel in Chile, which we expect to grow about 3% in 2019 and
2020, recovering volumes lost in the past three years. Overall volumes year-over-year to
increase about 6% this year (affected by acquiring EMal) and 3% in 2020

- Fuel price variation linked to the oil price changes and currency depreciations. We expect a 3%
and 2% fall in fuel prices for Copec and Terpel, respectively, in 2019 (mainly due to lower oil
prices) and less than 1% recovery for both companies in 2020 following minor domestic
currencies depreciation.

- Copec's EBITDA of about $670 million in 2019 and close to $700 million in 2020 and 2021

- Abastible's revenues and EBITDA to grow about 3% annually.

- Dividends from subsidiaries (Metrogas and AGESA, not rated) registered under the equity
method at about $88 million per year. Mina Justa to start paying about $150 million in
dividends in 2021

- Total dividend payout ratio of 40%.

- Capex assumptions follow each subsidiary's investment plan, plus capex for the Mina Justa
project. Capex expect to total $2.7 billion in 2019, $2.1 billion in 2020, and to fall to about $1.3
billion in 2021.

Based on these assumptions, we arrive at the following credit metrics for E-Copec:

- Total consolidated EBITDA to range between $2.4 billion and $2.5 billion in 2019 and to improve
to $2.6 billion-$2.7 billion in 2020 and $2.9 billion-$3.1 billion in 2021.

- Debt to EBITDA between 3.2x and 3.4x in the next two years and between 2.5x and 2.8x in 2021;
and

- FFO to debt of between 20% and 25% in the next two years and between 28% and 30% in 2021.
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We base our ratings on Copec on our SACP on the company and our view that it's a highly strategic
subsidiary to its parent, E-Copec. We don't believe the parent would sell Copec because the
latter's operations are integral to the overall group's strategy, reputation, and brand. In addition,
we believe that senior management has demonstrated a long-term commitment of support, for
example through several intercompany loans granted to Copec and a planned capital infusion to
partly finance Copec's recent acquisitions. Thus, the negative outlook on Copec mirrors the one on
its parent.

Liquidity

We assess the liquidity of E-Copec and Copec as adequate because we expect sources of cash at
both companies to cover uses by about 1.2x in the next 12 months. Also, the group and its main
subsidiaries were able to maintain a sound liquidity position amid heavy investments and
acquisitions without facing short-term pressure or limited flexibility to access refinancing, which
underscore their sound relationship with banks and ample access to capital markets. We also
believe the companies can absorb high-impact, low-probability events with limited need for
refinancing, given that capex and dividends are flexible. We believe that Copec has some financial
flexibility thanks to support from its parent, which has provided capital injections and financing in
the recent past. The group's companies also enjoy generally prudent risk management due to their
record of anticipating potential setbacks and taking necessary actions. Finally, we expect E-Copec
and Copec to maintain very comfortable cushions under their financial covenants on local bonds
(E-Copec) and bank loans (Copec) in the next two years. Financial covenants for Copec include
keeping net debt to equity below 1.4x and EBITDA interest coverage above 2.0x, and for E-Copec to
maintain net debt to equity below 1.2x, EBITDA interest coverage above 2.0x, and net debt to total
assets below 0.75x.

Copec:

Principal Liquidity Sources:

- Cash and cash equivalent of CLP257 billion as of March 2019;

- Cash FFO ranging from CLP310 billion-CLP330 billion; and

- cash from the sale of real estate of about CLP20 billion already cashed in.

Principal Liquidity Uses:

- Short-term maturities of CLP147 billion as of March 2019;

- Minimum capex of about CLP190 billion for 2019;

- Working capital of about CLP20 billion; and

- Dividend payment of about CLP120 billion in the next twelve months.

E-Copec:

Principal Liquidity Sources:

- $1.59 billion cash holdings as of March 2019;

- Cash FFO of $1.8 billion-$1.9 billion;
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- Financing acquired by Arauco for $1.0 billion, through issuing notes in April; and

- Cash from asset sales for about $117 million.

Principal Liquidity Uses:

- Short-term maturities of $1.26 billion as of March 2019;

- Minimum capex of about $1.4 billion in the next twelve months;

- Working capital of about $200 million; and

- Dividend payment of about $400 million-$450 million in the next twelve months.

Ratings Score Snapshot

E-Copec

Issuer Credit Rating

BBB/Negative/--

Business risk: Satisfactory

- Country risk: Intermediate

- Industry risk: Moderately high

- Competitive position: Satisfactory

Financial risk: Intermediate

- Cash flow/Leverage: Intermediate

Anchor: bbb

Modifiers

- Diversification/Portfolio effect: Neutral (no impact)

- Capital structure: Neutral (no impact)

- Financial policy: Neutral (no impact)

- Liquidity: Adequate (no impact)

- Management and governance: Satisfactory (no impact)

- Comparable rating analysis: Neutral (no impact)

Copec

Issuer Credit Rating

BBB/Negative/--

Business risk: Satisfactory

- Country risk: Intermediate
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- Industry risk: Intermediate

- Competitive position: Satisfactory

Financial risk: Intermediate

- Cash flow/Leverage: Intermediate

Anchor: bbb

Modifiers

- Diversification/Portfolio effect: Neutral (no impact)

- Capital structure: Neutral (no impact)

- Financial policy: Neutral (no impact)

- Liquidity: Adequate (no impact)

- Management and governance: Satisfactory (no impact)

Comparable rating analysis: Neutral (no impact)

Related Criteria

- Guidance | General Criteria: Group Rating Methodology, July 1, 2019

- Criteria | Corporates | General: Corporate Methodology: Ratios And Adjustments, April 1, 2019

- Criteria | Corporates | General: Methodology And Assumptions: Liquidity Descriptors For Global
Corporate Issuers, Dec. 16, 2014

- Criteria | Corporates | Industrials: Key Credit Factors For The Forest And Paper Products
Industry, Feb. 12, 2014

- General Criteria: Methodology: Industry Risk, Nov. 19, 2013

- Criteria | Corporates | Industrials: Key Credit Factors For The Retail And Restaurants Industry,
Nov. 19, 2013

- Criteria | Corporates | General: Corporate Methodology, Nov. 19, 2013

- General Criteria: Country Risk Assessment Methodology And Assumptions, Nov. 19, 2013

- General Criteria: Ratings Above The Sovereign--Corporate And Government Ratings:
Methodology And Assumptions, Nov. 19, 2013

- General Criteria: Methodology: Management And Governance Credit Factors For Corporate
Entities, Nov. 13, 2012

- General Criteria: Use Of CreditWatch And Outlooks, Sept. 14, 2009

Ratings List
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Ratings Affirmed; CreditWatch/Outlook Action

To From

Empresas Copec S.A.

Compania de Petroleos de Chile COPEC S.A.

Issuer Credit Rating BBB/Negative/-- BBB/Stable/--

Certain terms used in this report, particularly certain adjectives used to express our view on rating relevant factors,
have specific meanings ascribed to them in our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at www.standardandpoors.com for further information. Complete ratings
information is available to subscribers of RatingsDirect at www.capitaliq.com. All ratings affected by this rating
action can be found on S&P Global Ratings' public website at www.standardandpoors.com. Use the Ratings search
box located in the left column.
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