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Third time's a charm

The New Zealand government has now released the final pricing details for the third and final cab off the

rank in a series of sales of state owned energy companies. The latest is Genesis Energy which is New

Zealand'’s largest electricity and gas supplier.

We previously covered both the floats of Mighty River Power and Meridian and advised
sitting them out. We however believe that there are a number of important differences with
the Genesis Energy float which could potentially make it a more attractive offering. We
believe that the structure of the offer is more appealing with investors now having clarity on price
before applying. The assets behind Genesis are also different in makeup, with more exposure to
thermal energy in particular. Furthermore, the company is more diverse in terms of customer
base and revenue streams.

This is the New Zealand government’s last chance to get away a successful part privatisation of
an energy company, and we believe that they have got more right this time around.

Pricing of the offer has been set at NZ$1.55 a share. Whilst at the higher end of the initial
indicative range we believe that the stock is an attractive investment opportunity at these levels.
We are therefore recommending take up of the offer.

Note: All figures are in New Zealand Dollars, unless otherwise stated.
About Genesis
Retail

Genesis Energy is the largest of the New Zealand's electricity companies by customer numbers,
with more than 650,000 connections across the country. In retail, the company supplies
electricity, natural gas and LPG, operating through two brands, Genesis Energy and Energy
Online.
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Genesis has the largest share of the electricity market in New Zealand with 26.8% (as at 31
December 2013). New Zealand's electricity market is competitive with a high level of customer
switching (20% being the industry average) as companies offer lower prices to get customers to
move. Genesis has seen a lower switching rate of 18% as it has been able to maintain more
customers due to competitive pricing, a good reputation for customer service and also as it has a
superior dual fuel offering (Genesis has 43.7% of the natural gas market).
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Generation

Genesis’ generation assets are meanwhile somewhat more diverse (both in nature and
geography) than those of the other two partially privatised electricity companies. The company
owns and operates a portfolio of thermal and renewable generation assets (with 10 power
stations in total) located in various parts of New Zealand.

Click here to view more of our research . '
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The company also has a 1203.8 MW coal and gas station in Huntly, which is New Zealand’s
largest by capacity and is capable of providing 20% of New Zealand’s electricity needs.

In hyrdro, the company has stations across the country including Tekapo in the South Island and
Tongario in the North. The geographical spread means that (unlike some competitors) it is not
reliant on one catchment area or adverse weather conditions in one region.

Market share wise, Genesis supplied around 16.8% of New Zealand'’s electricity output in 2013.
Around 32% of this was from renewable sources.

[ %

= .

Graphic Source: Genesis Energy Investment Statement

Another differentiating factor with respect to Genesis is that it has a stake in an oil and
gas field.It owns 31% of the Kupe joint venture, which holds the namesake oil and gas field in
the offshore Taranaki basin. The field is expected to meet 11% of New Zealand’s annual gas
demand, and 50% of New Zealand’s annual LPG demand, through to 2025.

Under the Kupe JV, Genesis receives a 31% share in natural gas (and rights to purchase the
rest) and sells this to retail customers or uses it at the Huntly power station. It also receives 31%
of LNG produced and sells it on to retail customers. Almost all of the oil produced by Kupe is
exported, for which Genesis receives a 31% revenue share.

The overall contribution of Kupe to Genesis’ bottom line is significant, with the asset making up
just under a third of the company’s underlying EBITDAF (earnings before interest, tax,
depreciation, amortisation and changes in asset fair values) in full year 2013.

Click here to view more of our research
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Financials

Genesis saw EBITDAF decrease from $387.3 million to $336.4 million in FY2013. This was as a
result of a 15% reduction in generation volumes and wholesale electricity prices due to a return
to more normal weather patterns from the year before. Wholesale electricity prices actually rose
31% in the second half (due to a drought in the North) but Genesis was not able to profit as much

as it should due to a planned outage at its stations in the South.

FY2012 FY2013 FYaola FY2015
§ milkion Histoncal Histoncal Prospective Prospecthe
Electricity revenue 19232 1.7439 16913 18441
Gas revenue 2358 25 2610 2440
Peirolelm revenue B54 80.5 Bl.3 - BB
Other revenue 200 i34 10 94
Totai operating revenue 22648 2,070.2 2,040.6 21659
Blectricity purchasas, transmission and distribution (1.004.9) (920.0) (912.8) (1.025.3)
Gas purchases and fransmission (249.4) (212 (2572 {2354)
Petroleum production, marketing and distribution (350 (315 (2on (285 ;-
Fusls consumed {288.4) {259.9) (2031 (324)
Emnlm.?-:- benedits o {aﬁ.E]. - g 3.6:; {E?D} | {351)
Other operating expenses (2180 (2217 (2452) | {215.6)
Total operating expenses (1.8775) 0.733.8) (1735.4) (1,802.4)
EBITDAF 3873 3364 3052 3634

Source: Genesis Energy Investment Statement

Looking ahead to FY2014, Genesis is expecting EBIDAF to decline to $305.2 million due to lower
average wholesale electricity prices, a further planned outage at Tekapo, and a hefty $26.2
million in costs associated with the partial float. The story is somewhat brighter for 2015 with
earnings set to rise back to $363.4 million, assuming hydro inflows and weather patterns revert to

normal, and with no planned outages or one off operating expenses.
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As a consequence, bottom line net profit is set to come in $41.8 million for the year to 30 June
2014, but is forecast to more than double to $95.4 million in the June 2015 year.
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Clearly much of these forecasts will be weather dependent and, as with the other generation
companies, this will always present an earnings risk.

Balance sheet wise, Genesis is solid, having paid down debt on hyrdro generation assets in
recent years. Net debt is set to come in at $994.3 million at 30 June 2014, and is around 53% of
net tangible assets.

Click here to view more of our research
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The Offer

The government has recently set out the terms of the partial privatisation of Genesis and has laid out a

number of sweeteners to make it more attractive.

The final price for Genesis Energy has been set at $1.55 per share which places the

market capitalisation of the company at $1.55 billion.

Unlike previous floats (and something we had an issue with), the government has performed a
book build at the start of the process (rather than at the end) and has set a final exact price.
Investors will be able to apply for shares from March 29" with the offer closing on April 11". The

company will list on the NZX and ASX on April 17",

The company has also added a bonus share (up to a maximum of 2000) for every 15 shares that

(New Zealand based) investors hold for a year or more post the float.

The government is also looking to ensure that the offer is well supported, and has allocated 40%
of the total number of shares in Genesis through the book-build process, leaving 9% to be

offered under the General offer. The government will retain a 51% holding.

Based on final pricing, Genesis looks fairly fully valued on FY2014 forecasts, trading on 37.1
times bottom line earnings. However, this improves somewhat to 16.2 times for the 2015 year as
a result of the absence of one off float costs, absence of planned downtime and as a return to

more normal weather patterns (should) kick in.

From an income perspective, the shares boast considerable appeal with a cash dividend yield of
8.3% for 2014, rising to 10.3% for 2015 The prospective return rises further for New Zealand
residents when factoring in imputation credits with a gross yield in 2015 of up to 14.3%.

Click here to view more of our research
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Koy vestment Metrics
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These Key Imvesiment Metics are baszd an the Final Price. EBITDAF and Mlet D2t are non-GAAP financial
measures, You can find further information about non-GAAF finandal measures and the caloulation of the Key Offer
Satisbes and the Key Investment Metrics in Sedion £ Ovendew of Financial Information and the Glossary ofthe
Imvestmient Statement and in Sectian 6.0 Financial Infarmaton and the Glessarny of the Frospecius

t The prospective dividend for FY2014 is indusiie of the dridend expectad to be paid to the Croem in April 2014,
Thers is no assurance that prospadlive diidends will be paid

Source: Genesis Energy Investment Statement (updated 28/3/14)

Looking at the terms, the offer appears quite attractive in our view.

Risks

As with the other electricity companies, Genesis faces a number of key operational and
regulatory risks. Competition is one thing but by far and away the biggest operational risk is the
weather which can significantly impact generation, and therefore wholesale electricity prices.
Weather patterns are becoming more unpredictable it seems but Genesis can mitigate the

impact on its own generating ability to some degree through its thermal assets.

The closure of Tiwai Point smelter (which consumes 13% of New Zealand’s electricity) is another
potential big risk. The future of the smelter has been brought into question by owner Rio Tinto.

The cost of closing Tiwai Point would not be insubstantial to Rio Tinto (several hundred million
dollars) but ought not be simply dismissed on this basis. We have noted some comments that
the NZ electricity market would ‘simply rebalance’ if Tiwai point were to close. This is a big call

and would not happen overnight, and would be far from a smooth process in our view.

Another key risk follows the announcement made by the Labour Greens opposition during the
Mighty River float (last April) which has not gone away. The coalition has said they ‘plan’ to
restructure the electricity industry if they gain power in [September] 2014. A common part
of their plan is for a single state buyer of wholesale electricity from generating companies, and
ultimately reducing the end cost to retail customers.

Whilst it remains to be seen whether the parties win power (and this is looking increasingly
unlikely given recent polls), and it would take time to enact, it does increase the regulatory risks

facing Genesis.

Click here to view more of our research
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There is also a further risk with the Electricity Authority reviewing its transmission pricing
methodology. The results will be known later this year and if costs were to rise as a result, it is
uncertain how much could be passed through to consumers. That said, any pricing changes are
unlikely to come into effect before 2016.

Summary and recommendation

Despite the operational and regulatory risks, we believe the Genesis partial float looks very
attractive. The underlying assets are more diverse than those of Mighty River Power and
Meridian, and we believe the offer has been structured in a more attractive manner.

Pricing of the offer has been set at $1.55 a share. Whilst at the higher end of the initial
indicative range, we believe that the stock is an attractive investment opportunity at these
levels. We are therefore recommending that investors that are able to, take up the offer.

Interested in our research and would like to see more? Call us today on 0800 GET FAT, or
click here to see some recent free reports.
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