Queensland Treasury seeks extra dividends from GOCs

Queensland Treasury re-
leased the Mid Year Fiscal
and Economic Review in early
December 2008, the first up-
date since the 2008-09
Budget and since when global
financial markets have been
through ongoing turmoil.

Treasury’s forecast budget
surplus of $809 million for
2008-09 has reduced to a
forecast surplus of $54 million
with 2009-10 projected to be a
deficit of $124 million.

The Government has re-
sponded to falling revenues
by increasing
taxes by some
$230 million in
2008/09 including
increases in vehi-
cle registration,
deferring the abo-
liton of transfer
duty on core busi-
ness assets and
scrapping the
popular  Water-
wise scheme.
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in the form of dividends. The
GOCs include electricity gen-
erators, transmission and distri-
bution companies, the ports,
SunWater, Queensland Rail
and Queensland Investment
Corporation (QIC).

Dividends from the GOC sector
for 2008-09 are expected to be
$56 million higher than the
previous Budget estimate.
The projected 2011-12 divi-
dend is $1,853 million, or more
than double the expected
2008-09 dividend and $282
million higher than the budget
estimate.

SAHA moment

increase dividends is not
entirely clear. Certainly QR
should be able to extract
some cost savings without
too much effort. Whether
QIC can deliver an increased
dividend, unless global finan-
cial markets suddenly spring
back to life, is another matter.

The ports, when not con-
strained, are essentially earn-
ing revenue from the export
of resources including coal
for which the market is al-
ready well past its peak.

The water sector, and the
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In addition Treas-
ury is seeking
public sector effi-
ciency savings of $100 million
in 2009-10 and twice that the
following year.

Government has also identi-
fied a need for significant in-
crease in contribution  from
the fifteen Government
Owned Corporations (GOCs)
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Of the $282 million increase,
Government appears to believe
that $100 million can be deliv-
ered from operational efficien-
cies, presumably leaving $182
million to be found from in-
creased GOC revenues.

How the GOCs are expected to

transmission and distribution
companies in the energy sec-
tor are heavily regulated.
With ongoing large CAPEX
and OPEX programs to de-
liver it would seem difficult to
extract either higher reve-
nues or large cost savings.
Some CAPEX deferral and
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Special points of
interest:

e GOCs to provide
dividends of $1,853m
by 2011-12

e Treasury ‘caps’ GOC
generation capacity
to 50%

e Review announced
of the GOC genera-
tion sector

e GOC returns on in-
vestment need to
align with those ex-
pected in the private
sector

OPEX may be achievable
but the longer term impact
may reduce service quality.

There is therefore likely to
be increased pressure to
deliver higher dividends from
the electricity generators CS
Energy, Stanwell Corpora-
tion and Tarong Energy.

The three delivered divi-
dends of $190 million to
Treasury coffers in 2007-08
and may end up bearing the
brunt of the apparent $182
million revenue increase
needed.

Quite how they can manage
such an increase in an emis-
sions trading environment
remains uncertain.
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Generating higher dividends

Total GOC dividends paid in
2007-8 were over $1.8 billion
with almost 20% from QR and
ports, 80% from the energy
sector and less than 1% from
Sunwater and QIC.

Ignoring a special dividend
from Energex of $736 million
from the prior year sale of the
retail business, 2007-08 divi-
dends would have instead
been $1,085 million. That
figure is closer to the original
2007-8 budget dividends of
$841 million but still a long
way short of the $1,853 million
required by 2011-12.

Part of the dividend increase

“In the current
environment, the
Government believes it
is commercially prudent
for the GOCs to
refocus their efforts on
achieving commercial
returns and increase
the minimum hurdle
rates of return used in
the assessment of new

investments.”
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may be achieved by cost sav-
ings and typically the largest
costs are those related to staff.
The GOC sector employed
some 27,000 people last year
at a cost of $2 billion. QR is
the largest GOC employer with
a headcount of some 14,000
and salary bill of $1.1 billion.
A 10% reduction, for example,
would result in salary savings
of $100 million and meet the
Government’s operational
efficiency savings target.

Additional headcount savings
may also be achieved across
other GOCs.

The generation sector is one
of the few GOC

generators in the same
year, however, amounted to
only $190 million or $5.89/
MWh of generation.

The revised budget has a
GOC dividend requirement
in 2011-12 of $1,853 mil-
lion, almost $1 billion more
than expected in 2008-09.
Quite how much of that
comes from which GOCs is
not made clear but it seems
reasonable that a large part
of the increase in 2011-12
compared to the original
budget may need to be
found from the generation
sector.

ability of black coal fired
generators to extract addi-
tional premia from the mar-
ket may be diminished.

Worse still, the Government
has stated that they want
the GOC generation sector
to have a falling market
share in Queensland from
an expected 65% to around
50% by 2010.

While that reduction in
share is expected to come
from the private sector
meeting demand growth
requirements, the dimin-
ished market share and
price setting ability of the

sectors which is 2007-08 Output Revenue $/MWh
largely unregulated GWh $ million equivalent
and subject to the | CS Energy 15,426 835 54.2
swings and round- Stanwell 9,785 581 594
abouts of the mar- Tarong 7,045 330 46.8
ket. Total 32,256 1746 54.1
:;‘Et t::(lst at;g;’j 2007-08 Generation 32,256 GWh
revenues and gen- 2007-08 Generator dividends $190 million
eration for each of 2011-12 Budget GOCdividends $1,571 million
the generators in 2011-12 Revised budget dividends $1,853 million
. 2011-12 increase $282 million
200,7'08 with ~ the Operational efficiencies $100 million
equivalent re.venue Revenue increase required $182 million
;ﬁrﬁssed in §/ Equivalent if met by generators $5.64 /MWh
' Adding a further $182 mil- GOC sector may make

While these revenues include
more than just energy related
revenue it is interesting to test
what sort of increase in prices
may be required if the genera-
tors were needed to find an
extra $182 million of revenue,
over and above the original
budget forecast and after the
$100 million of GOC opera-
tional efficiencies expected.

The average revenue form
generators in 2007-08 was
$54/MWh on a total revenue
base of $1,746 million, broadly
in line with Queensland pool
price. Dividends from the

lion of revenue into 2011-12
would need an increase in
average revenue per MWh
of $5.64/MWh over and
above whatever price as-
sumptions were in the origi-
nal budget.

While that scale of increase
in prices by 2011-12 may
not seem unreasonable
there are a few problems in
the way. Not least the Car-
bon Pollution Reduction
Scheme.

While it is early days to
offer up full analysis of the
impact of the CPRS, the

meeting an increased reve-
nue and dividend require-
ment hard to achieve.

Apparently the GOCs are
being told it is business as
usual for now.

However with the GOC
sector currently preparing
business plans for the pe-
riod commencing 1 July
2009 there may need to be
some rethinking done in the
New Year on just how
these increased dividend
expectations are to be
achieved and from whom.




Goodbye to new build

The challenge for the gen-
erators is how to deliver
increased dividends given
the Government has effec-
tively placed significant
restrictions on the sector.

The Government wants to
see a reduction in the gen-
eration capacity owned by
the State reduce from an
expected 65% in 2010 to
50%.

It is expected that this re-
duction in share will come
about as a result of demand
growth being served by
new generation from the
private sector. In effect the

Government is saying that
the GOCs cannot build (or
buy) any additional generat-
ing capacity over and
above their current level.

This appears to leave the
door open for the genera-
tors to build on a replace-
ment basis, however, as
older capacity is retired.

The Government also
wants GOCs to achieve
investment hurdle rates
consistent with the private
sector and states that so far
the GOCs are not achieving
even an 8% rate of return.

With no additional capacity

allowed, and rates of return
required to be higher than
historically achieved, there
seem to be few options for
the generators to achieve
increased dividends. At
least, not from their tradi-
tional activities.

Whether this makes the
generators  diversify into
non-core activities with

higher risk remains to be
seen.

For now it looks as though
the generators are being
told to make more money
without building anything, or
buying anything.

Privatisation of the generation sector?

The Queensland Govern-
ment is widely tipped to go
the polls early in 2009 while
the electorate remains
buoyed by the Federal Gov-
ernment's pre Christmas
hand out of over $10 billion.

Any review of the GOC
generation sector is likely to
take at least six months to
complete and may not be
expected until late 2009.
By that time there may

signs of recovery in the
global economy and asset
privatisation could be back
on the agenda.

If the review does recom-
mend privatisation, or long-
term leases of the GOC
generators, then it can be
expected to take at least
twelve months for the Gov-
ernment and its advisers to
prepare the industry for
sale. A further six months

Earnings at risk

Whether the generation
sector is truly capable of
delivering a substantial
portion of the Government’s
requirement for increased
dividends is open to de-
bate. Aside from general
cost savings elsewhere, it
does seem that there will
be a burden on the genera-
tion sector to attempt to
increase revenues.

Currently the generators

have a preference to enter
into medium term contracts
and have high levels of
contract cover in the near
term.  Typically contracts
will extend out for the pe-
riod that retailers are willing
to buy, usually for three
years.

By locking into contracts,
generators are also locking
out potential upside earn-
ings. With pool prices

to pass any relevant legisla-
tion and run a sale process
would take us comfortably
to July 2011.

The remaining retail busi-
ness of Ergon Energy could
be wrapped into a sale if
only the so-far intractable
CSO issue can be resolved.
Proposed increases in tar-
iffs will at least make more
customers able to move to
market based contracts in

capped at $10,000/MWh,
generators may miss out on
price spikes if they retain
their currently high contract
cover.

The requirement for in-
creased revenue may
cause some dgenerators to
reduce their level of sold
contract cover with the
hope that just a few periods
of very high pool prices
may be sufficient to deliver
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“The Government
will undertake a
shareholder review
of the structure and
preparedness of the
GOC Generators to
meet ..new

challenges...”

the short-term

With receipt of sale pro-
ceeds in 2011, the Queen-
sland Government will be
all set for a pre-election
spending spree just in time
for the next election to roll
around in 2012.

Of course Labor will need
to be returned to power in
2009 first and signs are that
at least the LNP is in elec-
tion mode already.

the increased dividends.
One of the problems with
lowering contract cover
levels is that it makes it
more difficult for retailers to
get hedge cover and com-
pete in the market. It also
increases the distribution of
earnings.

With lower contract cove
levels driven by the desire
to achieve increased
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Earnings at risk— (from page 3)

earnings, the generators are entering
into greater risk. That makes sense;
the more money you want to make
the more risk you have to take. How-
ever, this also leads to a greater
chance of reducing earnings. While
not evenly distributed, any additional
risks that the generators take with the
aim of increasing earnings will inevi-
tably lead to an increased probability
that their earnings will in fact be
lower.

Common measures used by the gen-
erators to measure these risks in-
clude Value-at Risk (VaR) and Earn-
ings at Risk (EaR). A desire to in-

crease earnings may well lead to the
generators having to change their
VaR and EaR limits. That may then
flow through to risk policy, limits and
delegations.

The Government’s desire to see an
increase in GOC dividends may
therefore increase risk appetite and
have the potential to actually reduce
dividends, or increase earnings vola-
tility. The details, not surprisingly,
were not made clear in the mid-year
review but the impact will be felt by
risk managers, CEOs and board
members across Brisbane.

GOC Generator review

The mid year fiscal review has stated
that the Government will undertake a
shareholder review “of the structure
and preparedness of the GOC gen-
erators to meet the new challenges...
[from] CPRS and competition from
large vertically integrated retailers”.

With a GOC generator sector looking
like it will die a slow death with no
capacity additions there is an alterna-
tive view on Government intentions.

The announcement of yet another
“shareholder review” into structural
issues and to meet “competition from
large vertically integrated retailers”
may well be code for future genera-
tion privatisation or at long term
leases as was proposed by the NSW
Government.

Certainly, the coming budget deficits

could do with something to fill the
black hole and the Queensland Gov-
ernment retains the sweet taste of
success from the earlier privatisation
of the retailers setting new and dizzy-
ing heights in the value of retail cus-
tomers at $1,200 or more per cus-
tomer.

Perhaps the Government is looking
beyond the looming election to 2012
by which time any sale proceeds
could have been spent in a pre-
election budget.

Details are likely to emerge during
early 2009 when the Government
may well be looking for the views of
the GOC generators about how such
a review should be conducted and
what outcomes it should be seeking
to achieve.

About SAHA International

“SAHA Moment” is a publication of
SAHA International focusing on water
and energy industry news.

SAHA International is an advisory firm
in the energy, water and transport
sector providing industry and Corpo-
rate Finance advice.

SAHA International employs over 100

consultants in offices in New Zealand
(Wellington), Australia (Brisbane,
Melbourne, Sydney), South Africa
(Cape Town, Johannesburg) and
Namibia (Windhoek).

This special edition of SAHA Moment
focuses on the Queensland Govern-
ment’'s Mid Year Fiscal and Economic
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Review published December 2008
and the potential impact for the GOC
sector with a particular focus on the
energy generation sector in Queen-
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