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Tenaga Nasional CEO
Datuk Seri Azman
Mohd has his hands

full juggling the
interests of the group's
many stakeholders

— consumers,
shareholders,
politicians and unions.
Throw TMDB's power
assets into the mix, and
his job is all the more
daunting. Azman talks
about the challenges in
arare interview.

See our Cover Story on
Pages 70 to 72.
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STORIES BY BEN SHANE LIM

aking the helm at a company like

Tenaga Nasional Bhd is possibly one

of the most daunting balancing acts

in the country. Apart from keeping

the lights on and shareholders hap-

py, the national utility has to juggle

volatile fuel prices and the government’s pop-

ulist policies that have kept energy prices low.

Even as he navigates the politically sensi-

tive takeover of 1Malaysia Development Bhd’s

failed power plant — Project 3B — Datuk Seri

Azman Mohd, Tenaga’s president and CEO

since 2012, is optimistic about the compa-
ny’s prospects.

“In the past, the government has had a

policy of letting us survive, but not allowing

us to go beyond. Just look at Sabah.The SESB

This is not the way for a country to get a re-
liable supply of power,” Azman tells The Edge.

The game changer for the group has been the
gradual implementation of an incentive-based
regulation (IBR) and the imbalance cost pass-
through (ICPT) mechanism that allows Tenaga
to pass on fuel costs to consumers.

Under the IBR, Tenaga’s transmission and
distribution businesses are regulated by vir-
tue of being natural monopolies and have their
return on rate base capped at 7.5% per annum.

Meanwhile, Tenaga has to compete with
the independent power producers for its power
generation business, even if fuel costs are now
borne by the consumers.

The increased predictability of Tenaga’s earn-
ings has seen a stronger financial performance
by the group and a soaring share price.

For the financial year ended Aug 31, 2014,
Tenaga’s profit rose 20.74% from the previous
year to RM6.47 billion. Likewise, its revenue
grew 15.2%. Public Investment Bank Research

(Sabah Electricity Sdn Bhd) is just surviving.

estimates that the group’s FY2015 net profit will
accelerate by 6.1% to RM6.86 billion.

In the last two years, Tenaga’s share price
has risen 74%, to RM13.88 last Friday, giving it a
market capitalisation of RM78.3 billion.

On the flipside, consumers are wondering
whether they are paying for Tenaga’s strong
financial performance since it came in tandem
with an electricity tariff hike last year.

As part of the IBR, Tenaga is supposed to
unbundle its accounts to show that each of its
units — transmission, distribution and gener-
ation — are being run efficiently. However, the
Energy Comission (EC) has yet to publish the
unbundled accounts.

That said, Azman warns that the ICPT has
yet to be tested in an environment where

fuel prices are on the rise.

“It still needs to be tested. So far,we are hav-
ing a good run. Ideally, it should be written in
law or something that we will follow this (ICPT)
regardless what happens — high or dry. But it
is unlikely they (the government) can do this
kind of thing,” he says.

Although the fuel costs are supposed to be
passed through, the government still has the
last say in the tariff. If populist politics take
over when fuel prices are on the rise, there is
a chance the government would be reluctant
to pass on the cost to consumers. In this sit-
uation, Tenaga’s profits would take a big hit,
reminiscent of the gas supply shortage of 2011
that cost the company more than RM3 billion.

“If you can make ICPT a sure thing during
good times and trying times, our share price
can go up a few more notches. My next chal-
lenge is to make sure, rain or shine, we can
pass through the cost. Right now, the sun is
shining,” explains Azman.

Coal,Tenaga’s largest fuel cost component,
has seen a downward trend over the past year

Azman's
balancing act
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or so, falling below US$88 (RM314) per tonne
on average.On top of that, liquefied natural gas
prices have also inched downward, tracking
the decline in global oil prices.

In the past six months, Tenaga has already
racked up some RM1.5 billion in savings.Some
will be passed back to the consumers over the
next few months and the rest will be “saved
for a rainy day”, says Azman.

In the meantime, Azman will have to care-
fully navigate the politically sensitive takeover
of Project 3B from 1MDB that encapsulates the
delicate tightrope he walks.

Tenaga cannot allow the project to fail as
the country sorely needs the 2,000MW coal-
fired power plant to be commissioned with
minimal delays. As it stands,Azman estimates
that Tenaga can complete it with only a six-
month delay.

Azman will have to ensure that the project

does not fail and is done at the lowest cost to
consumers but with a positive return for the
group.To achieve this he may even have to ask
1MDB to take a haircut on Project 3B.

Recall that IMDB had trouble raising cap-
ital to finance the project after its RM8.4 bil-

lion sukuk issuance fell through last year.

Hence,1IMDB will not be including Project 3B
in the listing of its energy unit, Edra Global
Energy Bhd.

Azman insists that the takeover of Por-
ject 3B should not be deemed as a bailout for
1MDB. “We are a listed company. We have our
own governance. Everything must be subject
to the governance.The final decision lies with
our board.”

But before Tenaga can consider the deal,
the government and the EC will first have to
make a decision on what to do with Project 3B.
This could involve giving it to Tenaga, or even
another player. Nonetheless, industry execu-
tives say Tenaga is already in discussion with
1MDB and is concluding its due diligence on
the project.

Likewise, if Tenaga is approached to take a
stake or acquire Edra Global from 1MDB, Tena-
ga’s board would also have the final say, notes
Azman, addressing concerns among share-
holders that Tenaga may be asked to take over
1MDB’s power assets.

Note that Tenaga’s largest shareholder is
Khazanah Nasional Bhd,which is in turn con-
trolled by the Ministry of Finance.Prime Min-
ister Datuk Seri Najib Razak is the chairman of
Khazanah and 1MDB’s advisory board.

“We are a power company. We do power
generation. If any opportunity comes along,
we will consider. It is our core business. But, of
course, the question is,at what price? All deals
must be done in a way that makes commercial
sense for Tenaga,” Azman says. a
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Tenaga Nasional Bhd Tenaga earnings
., Volume (000) ¢y RMDl
W Revenue
Net profit

£ N o P

Finandial yearended August 31

Imbalance Cost Pass
Through (ICPT) Framework

Base tariff
38 53 sen/kWh

204 2005 2074 2077

Electricity tariff components

TARIFF COMPONENTS SEN/KWH
Previous overall average tariff 33.54
FUE‘ components: ‘

Piped-gas regulated price

RM15.20 @ 1,000 mmscfd 051
Coal (market price) P
USD87.50/tonne CIF@ CV 5500kcal/kg 0.17

LNG RGT market price

for gas volume > 1000mmscfd 34

RM41.68/mmBTU

Non-fuel component 0.90

Current average tariff 3853
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'We are not going to be

Since taking office in 2012, Datuk Seri Azman Mohd has been

a tough man to get hold of, preferring to stay out of the media
spotlight. But as he heads into his second three-year term
with Tenaga Nasional Bhd starting July, he shares his ambitions
for the company and clears the air over issues like IMDB's
Project 3B and Tenaga's competitiveness.

The Edge: Managing Tenaga is a challenging
job. How do you find it?

Datuh Seri Azman Mohd: Very exciting and
very interesting. I think we are just about to
begin the growth of Tenaga. We are bench-
marking ourselves against the world. Gener-
ation, transmission and distribution (T&D)
— our technical performance in all three is
now at international standards.

Now, athamdulillah, we have a quite good
financial performance that will help us main-
tain those technical performance. With a
stable financial standing, you can afford to
invest in so many things — building capa-
bility and making sure people are going to
sustain this growth.

Your contract has just been renewed
for a second three-year term, start-
ing in July. Why did you decide
to stay on?
I think the three short
years, my first term,
was [spent] lay-
ing the foun-
dations.

Somebody needs to finish it and make it sta-
ble.1am glad I have another term to make all
the revision I've already made for Tenaga to
come to a more concrete level. I think there
are exciting times ahead.

There is a full transformation we are em-
barking on that will make us world-class.

There is a lot of value in Tenaga, but we did
not have time to unlock it before when we were
struggling for survival. Now that everything is
running smoothly,we can look to unlock value
by improving efficiency.

We call it a lean organisation, but don’t
mistake it as a headcount cut. We have 35,000
people and we are looking at how to unlock
that value.

Some of our core units can be turned into
subsidiaries that work on a P&L (profit and loss)
accountability. Why be a cost centre when it
can stand on its own and be profitable?

Is it challenging working with the unions?
Does having such large unions make it hard
to automate certain processes?

On the contrary, [actually]. The unions are
working very well with us. We bring them
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sullied by a single project’

overseas so they can see for themselves how
their counterparts do things.

Take smart metering, for example. No me-
ter reader is required at all. They (the union
leaders) say, ‘We know that is the future, we
accept it. But let’s try a redeployment strategy
so they (the workers) can be channelled to do
different jobs.’

I think one of the things we worked on
was building trust in the relationship. In
Malaysia, at the moment, that is a missing
commodity — where people keep question-
ing everything.

If 1 don’t have that (trust) in my people,and
I have to explain everything, it takes much
longer to do things. But we have the trust here.

We do things for the company.If we make the
cake bigger, they (the staff) will also get more.

The local market is saturated.Where is the
growth potential for Tenaga?

If you look at IBR (incentive-based regulation),
a fixed return, then we are tagged to the GDP
(gross domestic product) of the country.That’s
it.That is life. You get 7.5% return on rate base
(RORB).You comply with all the syarat-syarat
(regulations) and you improve your operational
efficiency. But once I reach the optirmal level,
what else is there?

There is no choice, I have to look outside.
We will look for generation first. It is the most
promising at the moment. Of course, we are
looking at the others also.

We looking at countries that fulfil our risk
appetite and have a high rate of growth. Maybe
six months from now,you will hear more news.

Fortunately, Tenaga’s brand reputation is
very good. We are not going to be sullied by a
single project. The board will not let us, not
for a single project to hurt our reputation. We
can never let one project make Tenaga fall.

PROJECT 3B

What is the status of Project 3B?

I want to clarify that at this moment, we have
not received any offers from the Energy Com-
mission (EC) or the government to take over

the project. However, whatever the decision
of the government, it will be subject to com-
mercial considerations and in line with our
corporate governance.

But are you interested to take over the project?
We are interested, no doubt, but it is not up
to us. It is in the EC’s hands [on what to do
with Project 3B].

However, we feel that we are in a perfect
position to do this project. Given our record of
completing such projects, as opposed to the
IPPs’ (independent power producers), we are
in a good position to complete it with mini-
mum delays.

Keeping the lights on has been our mantra,

The bottom line is, who is going to suffer
if there is a [power] shortage?

Are you in discussion with 1IMDB or Edra
Global Energy Bhd on the terms of taking
over Project 3B?

We have not yet been offered the project by
the government or the EC.

Have you done due diligence on the project?
As a company, we explore every option,but we
do not have any commitment at all with any
parties. It is not our decision to do anything
at the moment. As far as we know, it is the
government’s decision to transfer the project.

Do you think Project 3B is viable as it is?
The project is viable. However, the project
cost must be revised. Because interest rates
and forex (foreign exchange) have changed.
The levelised tariff has to be revised to take
into account these changes in forex. Some of
the things — the infrastructure and so forth
— may not be adequate.

Did 1MDB put in a bid that did not have
enough infrastructure?

In the bidding process, a lot of people want to
cut corners and minimise things. We believe
strongly that whatever we do, commercial
considerations, we want to keep the lights on.
We want to make sure that there is reliable
electricity and a reliable plant.
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What infrastructure are you referring to?
Idon’t think I want to share that. We believe
we have to review the whole project to make
it feasible, including the levelised tariff.

will this result in substantial cost esca-
lation?

No,Ido not think so.But we cannot do it at that
(the original) price. We believe that this review
can be made very transparent to the EC.The EC
will have an open book with us in this respect.

How much extra will it cost?

A lot of people are interested in this project,
so I am not keen to share this. Malakoff [Corp
Bhd] has already expressed its interest.

We understand that the site is challenging
due to the extensive land reclamation. Would
it make sense to scrap Project 3B and plant
up elsewhere, cheaper and quicker? Does
Tenaga have the capacity to do it elsewhere?
We believe it makes sense to continue this
project. All the problems that IMDB has had,

we believe we can work them out.

Even with the extensive land reclamation
required at Jimah, Selangor?

For me, the fastest will be this project, rather
than a new project. Land preparation [at an-
other site] itself will take years. Settling the
land will take time.

What about the site you proposed when
bidding for Project 3B?

We don’t own the other site anymore either,
since we did not win the bid. Of course, we
have other sites, but it will take time.

What happens if Project 3B isn’t saved?

If decisions are made fast, the project will
only take six months longer. But we must
proceed now.

Otherwise, the EC will have to come up with
contingencies, which include the extension
of power plants that are about to expire. We
need to accelerate other projects and make

LONTINUES ON PAGE 72
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Cutting corners to win in open bidding causes problems

FROM PAGE 71
sure there are no other delays. Al-
ternatively, the EC can come up with
a super-fast project. And we believe
only Tenaga can do that.

What would happen to the penal-
ties that IMDB and Mitsui & Co owe,
estimated to be RM220 million, if
Tenaga were to assume Project 3B?
You would have to ask the EC about
this, but it is not the way we ap-
proach 3B.The EC should come up
with a figure (levelised tariff) to re-
flect today’s cost. If we can do the
project at that level, then we will
say yes. This will safeguard Tenaga
from overspending.

What is the minimum internal rate
of return (IRR) you are willing to
take for this project?

Our weighted average cost of capi-
tal (WACC). 1t is decided by the EC.

What price will you pay for the
project? Will you pay a premium?
No premium.The principle is that we
will pay Edra for whatever cost they
have put in.To make the project via-
ble, they may have to take a haircut.

We are not going to do any bailout
here.We don’t see anyone who can
do this better than us — financially,
professionally. If we are given a good
tariff and they (Edra) take a haircut,
if needed, for us, all bets are off.

Because Jimah Power Station is in
close proximity and there is a lot
of shared infrastructure, do you
have to acquire the remaining eq-
uity in Jimah?

No. We will acquire Project 3B so

that it is self-contained. We want -

to do things clean.

What was the original return you
were willing to take on Project 3B?
It was so long ago. But it was above
our WACC. It is our hurdle rate or
the project isn’t good enough for us.

The decision lies with the govern-
ment, but if the price is not right,

can you say no?

Yes.We are a listed company. We have
our own governance.Everything must
be subject to the governance.The final
decision lies with our board. That’s
the difference with a listed compa-
ny — we have very high governance.

ON ACQUIRING EDRA

What is Tenaga’s position on ac-
quiring Edra as a whole, or evena
strategic stake?

As far as we know, Edra is on track
to an IPO (initial public offering).

what if you were given the op-
portunity?

This is a difficult situation.We are a
power company. We do power gen-
eration. If any opportunity comes
along,we will consider.It is our core
business. But, of course, the question
is,at what price?

It must add value for the share-
holders.As a listed company, we can-
not do otherwise. It has to be a fair
price. A good price even. In fact, we
are in a position to get a very good
price, you know?

Has anyone from 1IMDB approached
you to discuss the possibility of
acquiring Edra?

No.Officially,no one has approached
us.

Have you spoken to Khazanah Na-
sional Bhd on the takeover of Pro-
ject 3B, as well as Edra?

Khazanah is our largest shareholder
and is always in the loop.

PROJECT 4A

It is understood that Project 4A
was submitted to the EC for ap-
proval and the tariff was about 12%
higher than the reference rate —
Prai. Why is this the case?

Costs have increased due to changes
in forex and interest rates.

Are you confident in getting the
tariff approved?

The decision is up to the EC. If they
think the tariff is too high, they can al-
ways give the project to someone else.

ON COMPETITION

The EC recently announced the
New Energy Dispatch Arrangement
rules that pave the way for a mer-
chant market, where IPPs compete
to generate power, as opposed to
relying on fixed PPA (power pur-
chase agreement) terms. What are
your thoughts on this?

In a competitive environment, we
stand a very good chance. Even in
the bidding process [for new pro-
jects], we are very competitive as
long as our hands are not tied. We
like to be proud, to say that we are
good and can win in any competi-
tive system.

Having said that, though, there
is a different school of thought —
that as an emerging country, as a
country that is growing rapidly, a
different system may work better.

We have a PPA system. Whether
itis aliberalised or non-liberalised
market, it is good for a certain type
of country for a certain time.I think
the timing is crucial. We need to
make the right decision — whether
this kind of system is adequate for

Malaysia at this point in time. We
are not saying one system is good
and the other is bad. They have dif-
ferent characteristics. We have to
take cognisance of that fact.

If you are confident in any com-
petitive system, would you ad-
vocate open tender over direct
award?

We are a proponent of the 3M model.
That calls for an open bidding pro-
cess.We have won on open tenders
~— Prai and Project 3A.

One of the disadvantages of open
bidding is that people want to cut
corners. People want to give the
lowest levelised tariff [to win)].They
may underdesign. This has hap-
pened in the past.

When some of the plants go
down, sometimes they put a spin
to it and blame us.

It depends on what the govern-
ment wants.The government wants
more players, so it uses open bid-
ding. But then, people give a very
low levelised tariff and are unable
to complete it, or they are not able
to run it reliably.

Powered by:

2

iSENTIA




Headline Balancing Act
m MediaTitle The Edge
i pilss Baakdee |Date 18 May 2015 Language English
Circulation 22,244 Readership 66,732
Section Corporate Page No 1,70to72
ArticleSize 2378 cm?2 Journalist Ben Shane Lim
PR Value RM 123,777
It’s true that they can be penal-  potentially cross-subsidiseits gen- pass-through.
ised. But the cost is still more than eration unit with the regulated
the penalty. T&D unit. Is this the case? Are you worried about a rebound

How do you find the plant-up pro-
gramme over the past few years?
The major change [in the plant-up
programme) — we were supposed
to have open bidding, but recently,
it has not been so.

Early on, the EC was telling us
it will be an open-bidding process.
But it hasn’t been 100% in line with
that.The EC must have their reasons
for that. But for us, as a power com-
pany,we have to keep the lights on.
Not only we have to keep the lights
on [but also] we have to make sure
our customers get the best deal.

Of course, we are not in a posi-
tion to control everything. The EC
and the ministry have their own
reasons to do what they want. But
within their context, we will main-
tain these two points.

ON TRANSPARENCY

What is the status of the IBR?
Our accounts are already unbun-
dled.Itis up tothe EC to share them.
We need to educate the public. It is
not as simple as publishing them.
Sometimes when people do not
understand, a lot of spin can be
put into them.

If you want to make them public,
we have to make some proper dis-
closures so people can understand
what we are talking about and are
on the same page.

Malaysia has enough misunder-
standings as it is. We don’t want
to add to them. But we are all for
transparency.

Without the disclosure of the ac-
counts unbundling, Tenaga can

Project 3B: A 2,000Mw coal-fired
power plant project that IMDB
won in a competitive tender.

Project 4A: A 1,100MW to
1,400Mw combined cycle gas
turbine power plant that was

awarded to Sultan of Johor-
controlled SIPP Energy Sdn Bhd
and Tenaga, by direct award.

No. When the EC looks at our T&D
returns, it looks at return on rate
base. It is capped at 7.5%, averaged
over three years. It does not include
generation.We can’t cross-subsidise.

T&D returns are virtually risk-
free and capped at 7.5%. Does this
mean that generation, which is
risky, requires a higher rate of
return? Inversely, if Tenaga is
willing to accept returns lower
than 7.5% for risky generation,
shouldn’t it be willing to settle
for a lower return on regulated
T&D assets?

In generation projects, we don’t
use our RORB. We use project IRR.
You can compare the two, but it is
not apple to apple. I am not sure
how much we make on each pro-
ject,but it must have a positive net
present value.

We consider them as separate
businesses. For generation projects,
there is a very clear rate of return,
a hurdle rate that we have to clear
— our WACC. However, that varies
over time due to interest rates.

As for T&D, it is very clear — 7.5%
over three years.

The industry has been suffering
from margin compression. Yet,
Tenaga’s earnings and share price
have been performing very well.
Why the divergence? Is Tenaga
making excessive profits?

Unfortunately, there is a predict-
ability of regulated returns. This
has been the bane of investors who
do not see predictability. Before,
every time fuel costs go up, we
have to start appealing for high-
er tariff. But with ICPT, fuel is a

in fuel prices?

Under IBR we are niot affected be-
cause it is a pass-through. Last
time, when prices go up, our faith
goes down. But theoretically, fuel
is strictly a pass-through.

Our tariff has gone down and we
have some savings from the recent
[low] fuel prices. It is up to the gov-
ernment what it wants to do with
that.I can’t comment on behalf of
the government. I just collect.

Are you confident.in how the ICPT
works? You still don’t make the
decision on the tariff hike.

It still needs to be tested. So far,we
are having a good run. To answer
your question, nobody knows the
answer until it has been tested:

What is the situation with the
gas supply?

Everything above 1,000 mmscfd we
are paying market prices.Anything
below, we are paying RM15.20. It is
subsidised natural gas.

How are you importing the LNG?
Hundred per cent from Petronas.
They are still working out the open
access.We are not able to buy from
other sources yet.The mechanism
is not yet in place.

Can you confirm that Tenaga is
in talks with JAKS Resources Bhd
to undertake the 2x600Mw coal
power plant project in Vietnam?
If it makes commercial sense, we
will do it.It has not been brought to
the final board. We still want them
to come up with a good financial
offer. We are still negotiating. B
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