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Research Update:

Consumer Health Group Reckitt Benckiser
Downgraded To 'A-/A-2' On Agreement To
Acquire Mead Johnson; Outlook Stable

Overview

 Hygi ene and consuner health group Reckitt Benckiser Group PLC (RB) is
acquiring infant nutrition manufacturer Mead Johnson in an all-cash
transaction totaling $17.9 billion.

e In our view, this acquisition will enable RB to diversify in the
hi gh-margi n branded i nfant nutrition business and gai n | eadi ng mar ket
positions in the U S. and Asia.

« W are lowering our long- and short-termcorporate credit ratings on RB
to "A-/A-2" from'A+/ A-1'" and renoving the ratings from CreditWtch

» The stable outlook reflects our view that the strong free cash fl ow
capacity of the conbined entity should enable the group to del everage
continuously in the two years after closing.

Rating Action

On March 15, 2017, S&P d obal Ratings lowered its |long- and short-term
corporate credit ratings and i ssue ratings on hygi ene and consuner health
group Reckitt Benckiser Group PLC (RB) to "A-/A-2'" from'A+H A-1".

At the sane tinme, we renoved the ratings from CreditWatch with negative
i mplications where they were placed on Feb. 3, 2017. The outlook is stable.

We are al so assigning our 'A-' issue rating to the $20 billion acquisition
facilities and a £1 billion revolving credit facility (RCF).
Rationale

The downgrade reflects our view that RB should continue to grow profitably in
hygi ene and consumer heal th products with the addition of Mead Johnson's (M)
infant forrmula and children nutrition businesses. W forecast that M} will
account for about 20% of the combined entity's revenues and EBI TDA in 2018.
The transaction is subject to approval from sharehol ders and regulators and is
expected to close in the third quarter of 2017, according to the conpanies.

The all-cash and fully-debt funded nature of the transaction ($17.9 billion
i ncluding net debt) nmeans that RB will have substantially higher debt |everage
(nmore than 4x) once the transaction is conpleted. That said, we anticipate
that RB will be able to gradually del everage and reach adjusted debt to EBI TDA
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of about 3.5x in the two years after closing, thanks to its strong free cash
flow capacity of about £2 billion annually. Cash flow growth in 2018-2019
shoul d be supported, in our view, by positive revenue growh prospects in

hygi ene and health products despite flat growth at MJ and in the hone products
segnent .

We consider the acquisition to be positive for RB s business because it wll
diversify its product range in consunmer health and increase its exposure to
growi ng energi ng markets such as Asia and Latin Anerica. These markets will
now account for about 40% of revenues with a significant presence in the

| arge, but very conpetitive Chinese consuner nmarket. M)} will bring its gl oba
| eadi ng positions in the large ($46 billion) and grow ng (3% 5% annua
growm h) infant formula and children nutrition product segnments, with notably
strong market shares in the U S. and Asia. M also brings a well-recogni zed
gl obal brand Enfa and operates a hi gh-margi n busi ness (EBI TDA margi n >25%
that is noncyclical, highly cash generative, and has strong pricing power.

In our view, there are integration risks as MJ] will be RB s |argest-ever
acqui sition, however, the conpany has a good track record with previous
conpani es such as SSL International PLC (Durex and Scholl brands) and Boots
Heal thcare International (Nurofen and Strepsils), now core businesses of RB
RB wi |l also operate in new areas of operational risk, notably a changing
regul atory environnent in China with regards to infant fornmula, which is
currently constraining margins. W also note that RB will conpete with

| arger players such as Nestl é, Danone in Asia, and Abott in the US. It wll
al so need to evolve in a fast-changing retail environment in China
(prem um zation of category, the rise of e-commerce and baby stores, ban on
Hong Kong sales), to which M} has been |late to adapt to.

On a stand-al one basis, RB's nmain strengths continue to be the low cyclicality
and high profitability (EBITDA margin of 27% 28% of its business. It has

| eadi ng market positions in the highly profitable and grow ng segnents of

hygi ene products (41% of revenues in 2016) and consuner health (34%, despite
the latter still being highly fragmented (notably in over-the-counter drugs).
We see the group continuing to expand in energing narkets; particularly in
under penetrat ed devel opi ng markets such as China and India as sales growh
prospects appear subdued in North Anmerica and Europe (especially in Russia).

RB has a portfolio of 19 global brands and a w de product range, although sone
of its product categories are relatively niche and discretionary (such as air
fresheners). Its business has strong operating efficiency with good working
capi tal managenent and | ow capital expenditure (capex) intensity, enabling RB
to reinvest in product innovation and marketing. However, some operationa

ri sks have emerged with a £300 mllion provision and contingent liabilities in
2016, mainly for conpensation to victims who purchased a defective hunidifier
sanitizer product between 2001 and 2011 in Korea.

Qur base case for 2018-2019 for the conbined entity assumes:
e Revenue growth of £13 billion-£14 billion, based on health and hygi ene
products growi ng at 3% 4% honme products growing at 1% 2% and M
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generating flat-to-slightly negative revenues;

* Adjusted EBI TDA margi n of 28% 29% supported by the favorable effect of
rising sales of high-margin products |ike health and hygi ene, an EBI TDA
mar gi n of about 27% for MJ, and linited operating cost savings. W assunme
no further provisions related to |l egal costs in South Korea after those
in 2016;

 Free operating cash flows of about £2.0 billion-£2.2 billion annually,
assum ng some negative working capital novenents and capex of about £350
mllion;

» Discretionary cash flows (DCF) of about £1.0 billion-£1.3 billion
assumi ng about £1.0 billion of annual cash dividend paynents, £150
mllion of annual acquisitions, and no share buybacks; and

e Adjusted net debt of about £14 billion-£15 billion, which includes
borrow ngs, pension deficit, and operating |l ease comitnments. W apply a
10% hai rcut on cash balances to reflect the limted anmount of restricted
cash within the group.

Based on these assunptions, we arrive at the following credit neasures:
 Debt to EBITDA of 3.9x in 2018 and 3.5x in 2019 (two years after closing);
e Funds from operations (FFO to debt of about 15% 20% and

» DCF to debt of about 5% 10%

Liquidity
We assess RB's liquidity as strong, based on our expectation that liquidity
sources shoul d exceed liquidity uses by nore than 1.5x over the next 12-24

nmont hs. W project that RB will have significant headroom (>30% under its
financial covenants on its drawn bank lines. W note that RB has raised $20
billion of fully-underwitten credit lines to fund its acquisition of M} and a

five-year £1 billion RCF for related liquidity needs.

We anticipate the following principal liquidity sources over the next 12

nont hs:

* Cash and cash equivalents and short-terminvestnments of about £885
mllion as of Dec. 31, 2016;

* Undrawn committed credit facilities of £3.5 billion maturing in 2021; and

» Forecast cash FFO of about £2.4 billion-£2.5 billion in 2017 and 2018.

We anticipate the following principal liquidity uses over the same period:
e Short-term debt of about £1.6 billion as of Dec. 31, 2016, which is
mai nly drawn commerci al paper and $500 million in unsecured notes due in

Sept enber 2018;

» Forecast nmaxi mum working capital intrayear novenents of about £150
mllion annually;

* Forecast total capex of about £350 nmillion annually;

e Qur assunption of £150 mllion in annual acquisitions; and

» Forecast cash dividend paynents of about £1.1 billion-£1.2 billion
annual | y and no share buybacks.
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Outlook

The stable outlook on RB reflects our view that the group will continue to
generate solid cash flow generation thanks to the expansion of its highly
profitabl e consunmer health and hygi ene busi nesses. W believe that RB will
focus on investing in energing markets, while gradually integrating Ml and
del everaging its capital structure. Qur base case assunes that RB will
generate a free cash flow base of about £2.0 billion-£2.2 billion annually,
wi th debt | everage decreasing from above 4x post acquisition to 3.5x adjusted
debt to EBITDA at the end of 2019.

Upside scenario

We could raise the ratings if RBis able to del everage faster than expected in
2018 due to hi gher-than-expected earnings and cash flow growh. This could be
the result of a rebound in European sales, a strong increase in profitability
in emerging markets, and additional financial measures such as noncore asset
di sposals. W would view positively RB reachi ng adj usted debt to EBI TDA of
2x-3x and DCF to debt of 10% 15%

Downside scenario

We woul d consider lowering the ratings if we saw a |lasting deterioration in
operating performance, with the EBI TDA nmargi n declining to bel ow 25% on a
sustai ned basis. This could arise froma | oss of market share in health and
hygi ene products due to increased conpetition, lower growh in Asia, and a

l ack of successful new product |aunches. We could al so consider a downgrade if
debt | everage was likely to remain above 4x at the end of 2018, signalling a
| ower -t han- expect ed del everaging path and difficulties to renedy it over the
mediumterm We would al so view negatively a significant increase in

shar ehol der renuneration--conpared to our base-case scenario--after the
transaction cl oses.

Ratings Score Snapshot

Corporate Credit Rating: A-/Stable/A-2

Busi ness risk: Excell ent

e Country risk: Internediate risk
* Industry risk: Low risk
 Conpetitive position: Excellent

Financial risk: Significant
e Cash flow Leverage: Significant

Anchor: a-

Modi fiers
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e Diversification/portfolio effect: Neutral (no inpact)

e Capital structure: Neutral (no inpact)

e« Liquidity: Strong (no inpact)

 Financial policy: Neutral (no inpact)

 Managenent and governance: Satisfactory (no inpact)
e Conparable rating analysis: Neutral (no inpact)

Related Criteria

e Ceneral Criteria: Quarantee Criteria, Cct. 21, 2016

Mead Johnson; Outlook Stable

e Criteria - Corporates - Industrials: Key Credit Factors For The Branded

Nondur abl es | ndustry, May 07, 2015

e Criteria - Corporates - Ceneral: Mthodol ogy And Assunptions: Liquidity

Descriptors For d obal Corporate |ssuers, Dec. 16, 2014

e Criteria - Corporates - Ceneral: Corporate Methodol ogy: Ratios And

Adj ust nents, Nov. 19, 2013

e« Criteria - Corporates - Ceneral: Corporate Mthodol ogy,

Nov. 19, 2013

e CGeneral Criteria: Country Ri sk Assessment Met hodol ogy And Assunpti ons,

Nov. 19, 2013
* General Criteria: Methodol ogy: Industry Risk, Nov.

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

 General Criteria: Methodol ogy For Linking Short-Term And Long- Term

Rati ngs For Corporate, |Insurance, And Sovereign |ssuers,

May 07, 2013

« Managenent And Governance Credit Factors For Corporate Entities And

Insurers, Nov. 13, 2012

e General Criteria: Stand-Alone Credit Profiles: One Conponent OF A Rating,

Cct. 01, 2010
e Ceneral Criteria: Use O CreditWatch And Qutl ooks,

e Criteria - Corporates - Ceneral: 2008 Corporate Criteria:

| ssue, April 15, 2008

Ratings List

Downgr aded; CreditWatch/ Qutl ook Action

To
Reckitt Benckiser G oup PLC
Reckitt Benckiser PLC
Corporate Credit Rating A-/ Stabl e/ A-2
Reckitt Bencki ser Treasury Services PLC
Seni or Unsecured A-
Conmrer ci al Paper A-2
New Rat i ng
Reckitt Benckiser G oup PLC
Seni or Unsecured A-
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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 neanings 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

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

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitalig.com All
ratings affected by this rating action can be found on the S& @ obal Ratings'
public website at www. st andardandpoors.com Use the Ratings search box | ocated
in the left colum. Alternatively, call one of the followi ng S& G obal

Rati ngs nunbers: Cient Support Europe (44) 20-7176-7176; London Press O fice
(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-4009.
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