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Research Update:

Lupatech Outlook Revised To Negative From
Stable, On High Refinancing Risk; 'B-' Global
Scale Corporate Rating Affirmed

Overview

 Lupatech has nmanaged to inprove profitability and is taking actions to
inmprove liquidity, but its refinancing risk remains high and its overal
financial profile is highly |everaged.

« W are revising our outl ooks on the conpany to negative, from stable,
while affirmng our ratings, including the 'B-' global scale and 'brBB
nati onal scale corporate credit ratings.

W might lower the rating if Lupatech doesn't keep inproving its
profitability in the next few quarters or increase its liquidity by
reduci ng refinancing risks.

Rating Action

On Cct. 11, 2011, Standard & Poor's Ratings Services revised its outl ooks on
Brazil -based industrial and oil and gas val ve manufacturer Lupatech S. A At
the sane tine, we affirmed our ratings, including the 'B-' global scale and
"brBB Brazilian national scale corporate credit ratings, on the conpany.

Rationale

The ratings on Lupatech reflect the conpany's weak business profile and highly
| everaged financial profile. Relevant risks include weak liquidity; very high
debt stemming fromits historically aggressive, acquisition-based growth
strategy; and a high, dollar-denomi nated interest burden that exposes the
conmpany to currency msmatches. Partially mtigating these risks are the

conpany's |l eading position in valves in Brazil, the long-termprofile of the
majority of its debt, and the strong grow h prospects that supply contracts to
Brazilian national oil conpany Petrdleo Brasileiro S.A — Petrobras support.

Lupatech's business profile is weak, reflecting operating challenges to
integrate, streamine, and inprove the efficiency of its acquired businesses
and to expand production. Industry fundanentals are favorable for Lupatech
because investnents in the oil and gas sector in Brazil will likely be sizable
in the next several years, in particular in the exploratory and production
(E&P) segment, in which Lupatech operates. Petrobras' E&P investnents are
ranpi ng up, and Lupatech's backlog is robust, with orders totaling $2.5
billion for the next several years. However, the conpany has to cope with its
hi gh-fi xed-cost structure, based on still |ow capacity utilization, and |arge
wor ki ng capital requirements to increase production in the com ng nonths,
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whi ch is sonewhat chall enging given its already | everaged financial profile.
Several initiatives to inprove operations are under way, and we expect these
will result in stronger margins over the next few quarters. Indeed, Lupatech's
EBI TDA nargin inproved to 14%in second-quarter 2011, conpared with 10% as of
year-end 2010

Lupatch's financial profile is highly |leveraged. Debt is sizable and cones
fromseveral acquisitions it undertook in previous years. The bulk of its
Brazilian reais (R$) 1.1 billion debt is long term w th about R$440 mllion
consi sting of perpetual notes and R$340 nmillion of debentures, with
anortization from 2014 t hrough 2018. However, refinancing risk is high because
of Lupatech's significant debt maturities in the next 12 nonths conpared wth
weak liquidity and | ow cash generation. Under our base-case projections, we
expect credit nmetrics to recover nodestly in the next few quarters but

| everage to remain high. W assune stronger sales and an EBI TDA margin of 17%
in 2012, for a total debt to EBITDA of about 8.0x and FFO to total debt of

| ess than 10% by year-end 2012.

Currency mismatch risk is also significant for Lupatech, considering that the
conpany doesn't hedge exchange risk for the interest paynents on its perpetua
notes and that exchange rates have becone nore volatile recently. The conpany
pays about $25 million annually to bondhol ders, which is partially mtigated
by sone dollar-linked or dollar-pegged revenues.

Liquidity

The conpany's liquidity is weak. Cash reserves anpbunted to R$60.7 mllion as
of June 2011, conpared with short-termdebt maturities of R$180 mllion for
the next 12 nonths. Free operating cash flow (FOCF) in the 12 nonths ended
June 2011 ampunted to R$50 mllion, but the current trend is negative as

wor ki ng capital needs to ranp up production are increasing. So far, Lupatech
has used its credit |lines under the Progredir program collateralized by
nonperform ng receivables to Petrobras, to fund working capital requirenents.
As of June 2011, it had about R$170 million in bank | oans under this program
but these are short-term bank |l oans that will cone due in 2012 and Lupatech
will need to roll themover as well. Because of the conmpany's |ow cash
reserves and projected negative FOCF, we believe that Lupatech faces
significant refinancing risks in the next 12 nonths. W project the conmpany's
refinanci ng needs through June 2012 at about R$200 nmillion, including R$170
mllion of bank | oans under the Progredir program

Lupat ech has recently anended the nost restrictive covenants under its
donestic debentures. As our base case, ability to conmply with the anended
covenants by Decenber 2011, when they will be neasured, is tight. However, we
assume the conpany will obtain waivers or postpone the date its conpliance is
nmeasured agai n. Lupatech's access to the Progredir programin our view all ows
it toroll over existing lines as it performs its contracts with Petrobras.
However, bank financing of its increasing working capital requirenents wll
probably be chal | engi ng.
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Lupatech is currently working on ways to inprove its working capital funding
and liquidity. The conpany announced it intends to divest some of its noncore
assets and inplement working capital optimization to reduce short-term debt.
We don't factor in our analysis any upside potential fromthese initiatives
ri ght now because they remain rather uncertain. Nonethel ess, we acknow edge
that these could significantly inprove liquidity in the next few quarters
shoul d the conmpany be successful in its current negotiations.

Outlook

The negative outl ooks reflect Lupatech's weak liquidity and high refinancing
risk. Despite initiatives announced to inprove its capital structure, the
conpany faces significant challenges to inprove its profitability and
strengthen its weak liquidity. We will lower the rating if Lupatech doesn't
keep sequentially inproving its operating margins in the next few quarters or
finds it nore difficult to roll over its short-termdebt. Gven its
significant challenges and weak liquidity, we view a positive rating action as
unlikely in the intermediate term

Related Criteria And Research

* Criteria Methodol ogy: Business Risk/Financial R sk Mtrix Expanded, My
27, 2009
e 2008 Corporate Criteria: Analytical Methodology, April 15, 2008

Ratings List

Ratings Affirned; Qutlooks Revised

To From
Lupatech S. A
Corporate Credit Rating
A obal Scal e B-/ Negati ve/ - - B-/ St abl e/ - -
Nati onal Scal e br BB/ Negati ve/ - - br BB/ St abl e/ - -
Lupat ech Finance Ltd.
Seni or Unsecured CcCC

Conpl ete ratings information is available to subscribers of RatingsDirect on
the @ obal Credit Portal at www gl obalcreditportal.com Al ratings affected
by this rating action can be found on Standard & Poor's public Wb site at
www. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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