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Highlights 
THE Energy Commission (EC) 
wil l a n n o u n c e de ta i l s of the 
Regulatory Period 2 (RP2) for 
i n c e n t i v e - b a s e d r e g u l a t i o n 
(1BR) f r a m e w o r k a n y t i m e 
before end-2017. 

A l though Tenaga Nasional 
Bhd (TNB) is p ro tec ted f r o m 
fue l price inf la t ion unde r the 
IBR mechanism, there are con-
c e r n s t ha t t he g r o u p ' s ea r -
n i n g s w o u l d be r e d u c e d via 
l o w e r e d asse t r e t u r n s or a 
deflated regula tory asset base 
(RAB). 

Based on o u r e s t i m a t e s , 
every 0.1-ppt reduction in RPl's 

• TENAGA NASIONAL BHD 
FYE D E C * 2016 2017E** 2018F 2019 F 

REVENUE (RM mil) 44,531.5 61,879.5 48,862.8 51,382.9 

CORE NET PROFIT a (RM mil) 7,725.8 7,458.1 7,449.1 7,113.2 

CORE EPS a (sen) 138.6 133.8 . 133.7 127.6 

CORE PER (x) 10.7 11.1 11.1 11.7 
*2015-16:FYEAug " 16month forFY17 * GmonthPro-

c u r r e n t 7.5% ra te of r e t u r n 
(RoR) wil l resul t in ea rn ings 
erosion of 0.6%-0.7% pa to our 
FY18F-FY20F forecasts. 

Earnings uncertainty from 
RP2. RP2 will be implemented 
following the end of the RP1 in 
2015-2017. 

According to TNB, the revi-
sion of IBR parameters for RP2 
wil l have a neut ra l impact on 
its f i nanc i a l s , a n d the f ina l 
outcome is expected to be fair 

Rated for FY17E 

to all part ies . 
Recall that TNB's c h a i r m a n 

Tan Sri Leo Moggie indicated 
that base tariff w o u l d likely be 
m a i n t a i n e d for RP2. Th i s is 
u n d e r s t a n d a b l e , g i v e n t h a t 
h i g h e r t a r i f f s a r e c o u n t e r -
p o p u l i s t in t h e w a k e of a 
l o o m i n g g e n e r a l e l e c t i o n . 
Given t h e c u r r e n t r ea l i ty of 
f u e l p r i c e i n f l a t i o n , t h i s 
impl ies tha t h ighe r f ue l costs 
w i l l e i t h e r b e b o r n e b y 

consumers, the government or 
TNB. 

ICPT turned to under-re-
covery in 2H17 on higher fuel 
costs. Recall that u n d e r RP1, 
the average tar iff i n c r e a s e d 
f rom 33.54 s e n / k w H as at June-
2011 to 38.53 s e n / k w H . T h e 
bu lk of the increase (82%) w a s 
ma in ly dr iven by h igher fue l 
costs, which comprised 68% of 
average tariff. 

N e v e r t h e l e s s , c o n s u m e r s 

enjoyed tariff rebates totall ing 
RM4.1b under RP1, on the back 
of: 1) over-recoveries of imba-
lance cost pass- through (ICPT) 
u p till June 2017; a n d 2) cost 
savings f rom renegotiations of 
f i r s t -gene ra t i on p o w e r p u r -
chase ag reemen t s f r o m June 
2017 onwards . 

We s e e more d o w n s i d e 
risks for RAB. There are two 
v a r i a b l e f ac to r s u n d e r IBR 
tha t a f fec t s TNB's e a r n i n g s , 
namely: a) RoR or WACC; and 
b) average rate base or RAB. 

Correspondingly, budget for 
new transmission and distribu-
t ion inves tmen t s u n d e r RP2 
could tu rn out below expecta-
tions. On the other hand, we see 
upside pressure for RP1 WACC, 
of 7.5% given expectat ions of 
rising interest rates and current 
lower tax rate of 24%. 

Final outcome is a w i l d -
card. In conclusion, given the 
plethora of factors that inf lu-
ence EC's decision, the f ina l 
outcome of TNB's WACC and 
tariff determination under RP2 
is a wildcard. 

We r e m a i n buyers of TNB 
(DCF targe t price: RM17.38), 
u n d e r p i n n e d by: 1) ea rn ings 
g r o w t h kicker a n d newsf low 
f rom international merger and 
acquisition plans — which tar-
get 3.7GW new capacity f rom 
overseas m a r k e t by 2020; 2) 
d iv idend ups ide f r o m proac-
tive capital managemen t wi th 
s t rong ba lance sheet; a n d 3) 
attractive valuat ion — w h e r e 
TNB is currently t rad ing 1SD 
be low his tor ical m e a n FY18 
P/E, and at 18% discount ver-
sus regional peers in terms of 
FY18 EV/Ebitda. 
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