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Improved Earnings = Improved Sentiment 

Since the beginning of the year, power utilities have underperformed 
the broad market, the only exception being the CEZ stock, which was 
able to make up for earlier losses thanks to Germany’s decision to 
shut down a number of nuclear power plants. However, this seems to 
be the high time to cash in on CEZ, while Polish utilities should win 
the investors' favor again after the publication of very strong earnings 
for Q1. The likely decline in operating reserve will support electricity 
price growth (with the possible emergence of price speculation on the 
PPE), and the RAV-based tariff mechanism will allow for continuing 
rapid growth in distribution earnings. Of course, long-term risks 
related to CO2 emissions and huge investment plans remain, but in 
our opinion they will be softened by the expectations of short-term 
improvements in margins and balance sheets. We recommend buying 
Tauron, accumulating Enea and PGE and reducing CEZ.  

Demand recovers, operating reserve shrinks in Poland 
The current situation in manufacturing supports continued demand growth, 
and these positive trends have been visible across the region, but nowhere 
more clearly than in Poland, where growth has approached 2% in the early 
months of the year, despite the high base and warm temperatures in 
January. In this environment of rising demand, average available capacity is 
shrinking (-3%), reducing the system's reserve. Little will change in this 
respect in the near future (lack of new units, interconnectors), which should 
push electricity prices up. We consider the current forecasts in this area 
conservative. The emergence of speculation on the PPE will certainly play a 
role as well. 
  
Nuclear power plant shutdown in Germany 
The impact of the German government’s decision on the electricity market 
can be made clear by the fact that the overall share of nuclear plants in 
German electricity output amounted to ca. 23% last year, and the share of 
the seven plants that have been shut down to 7%. The sudden 
disappearance of this capacity quickly pushed both spot and futures prices 
up (+11%), and led to a 7% increase in the prices of CO2 emission credits 
(the nuclear capacity will be replaced by the highly emissive coal-fired units, 
which could make the demand for allowances rise by as much as 40 Mt). 
The structural operating reserve surplus (stemming from coal and wind 
projects currently underway) was cut practically in half overnight. Given the 
new gas- and coal-fired capacity that is expected to be added in 2011-13 
(approximately 13 GW, including 2.5 GW in CCGT units, 3 GW in lignite-
fired units and 8 GW in bituminous-coal fired units), with no major 
shutdowns planned (3-4 GW), this has made the German market look much 
better as far as prices are concerned.  
  
Positive trends to continue in Polish distribution 
Last year, Polish power utilities saw their earnings improve rapidly in 
electricity distribution (by over 100% on average), which had to do with a 
friendlier regulatory regime, higher volumes (vs. assumptions underpinning 
the tariffs) and changes in accounting practices for system connection fees. 
It seemed that such earnings would be hard to beat this year due to the high 
base, but it now seems that the increased share of new projects in RAV, 
cost cuts and rising return on existing assets will make ca. 33% EBIT 
growth possible. 
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Czech and German Electricity Markets 
 

• The demand for electricity has been recovering afte r the financial crisis, but 
remains below 2008 levels, especially in Germany, w here industrial output 
growth is not visibly correlated with electricity c onsumption (which remains 6% 
below the levels observed before the breakdown). 

• Without a demand stimulus, but with a structural su rplus of supply over 
demand, German electricity prices stagnated through out at ca. EUR/t (one-year 
contracts). The situation was similar in the market  for emission credits, with 
prices at EUR 15/t after some growth early in the ye ar. 

• Germany’s decision to switch off seven nuclear powe r plants and review the 
plans to keep the other ones alive for longer (foll owing the Fukushima debacle 
in Japan) led to a surge in the prices of electrici ty and emission credits in 
March 2011. 

• However, additional gas- and coal-fired capacity ex pected to come by 2013 will 
put a brake on further price growth in Germany. 

• Our forecasts for the price of electricity have bee n revised downward following 
a downward revision to the expected growth path of emission credit prices. 

 
A rebound in volumes without impact on prices 
As the economic situation improved last year, consumption of electricity was on the rise in 
Czech Republic and Germany, although the scale of this growth differed.  In the Czech 
Republic, a major rebound in industrial output led directly to rapid growth in electricity 
consumption (+3.9%), which ended up just a notch below the 2008 level (-1.2%) In Germany, 
however, just as in the preceding years, the correlation between industrial production and the 
demand for energy turned out not to be very strong, and despite double-digit growth in the 
former, the latter was nearly flat vs. 2009 (+0.3%), i.e. 6.2% below the 2008 level. The main 
culprits were the strongly negative September and October readings (-9%). In the final months 
of the year, growth increased, but remained in the negative territory (-2%). 

 
Electricity consumption in Germany, Czech Republic vs. industrial production 
index 
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Germany's weak demand, coupled with its expanding operating reserve (new projects) had a 
direct impact on electricity prices in exchanges. To be sure, average spot prices increased by 
some 12% y/y in 2010, but the situation was quite different in futures contracts, and, by way of 
example, average prices for 2012 declined by 8.5%, from EUR 57/MWh to EUR 52/MWh. 
Thus, the market discounted the persistence of structural oversupply in the following years, 
stemming in part from the rapid growth in wind power (due to the high volatility of capacity 
available from wind farms, it is necessary to maintain the so-called reserve capacity, which 
amounts to as much 30 GW at this time). Given the hedging strategies of the German utilities, 
the average effective price of electricity will continue declining in 2011. Were it not for the 
closure of a number of nuclear plants, this negative trend would also continue in 2012.  

 
Consequences of the nuclear power plant shutdown in  Germany 
An important event, not just for the German electricity market, but for the region as a whole, 
was the March earthquake in Japan and the ensuing major failure at the Fukushima power 
plant. In the light of the difficulties faced by rescue operations, the German government, under 
some pressure from environmentalists, decided to temporarily shut down 7 out of 17 nuclear 
power plants, and to suspend the program aimed at prolonging their operating life, which had 
been agreed only in late 2010. As a reminder, at that time it was agreed that the original 
shutdown dates for facilities 30 years or older would be postponed by 8 years, and those of 
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younger facilities by 12 years in exchange for a EUR 14.5/MWh tax on nuclear fuel, as well as 
the so-called "renewable fee" of EUR 9/MWh, to be assessed starting in 2017, but payable in 
installments beginning with 2011. Now, a special committee has been set up to carry out an 
audit of existing nuclear facilities, and it is going to report its first findings in June. Some of the 
German states have already declared that they will not allow units older than 30 years to be 
turned on again, which means they seem to be doomed. Moreover, market watchers also 
believe that extensions for the newer facilities are very unlikely to be granted, even if RWE is 
taking legal steps against the German government. 

 
Electricity output in Germany by source, installed capacity* 
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The impact of the German government’s decision on the electricity market can be made clear 
by the fact that the overall share of nuclear energy in German electricity output amounted to 
ca. 23% last year, and the share of the seven plants that have been shut down to 7%. The 
sudden disappearance of this capacity quickly pushed both spot and futures prices up (+11%), 
and led to a 7% increase in the prices of carbon dioxide emission credits (the nuclear capacity 
will be replaced by the highly emissive coal-fired units, which could make the demand for 
allowances rise by as much as 40 Mt). The structural operating reserve surplus (stemming 
from coal and wind projects currently underway) was cut practically in half overnight. Given the 
new gas- and coal-fired capacity that is expected to be added in 2011-2013 (approximately 13 
GW, including 2.5 GW in CCGT units, 3 GW in lignite-fired units and 8 GW in bituminous-coal 
fired units), with no major shutdowns planned (3-4 GW), this has made the German market 
look much better as far as pricing trends are concerned. Of course, the prevalence of hedging 
will keep average effective prices much below the current price of EUR 60/MWh (thus delaying 
the blow to manufacturing), but the long-term output is better from CEZ's point of view than it 
was just as few months ago. It seems that prices should level off now (unless we learn that 
more power plants are to be shut down early), because the market has discounted the 
changes in full and the electricity market is in equilibrium. In addition to higher capacity 
utilization at Germany’s other power plants, the reduction in volumes was offset by imports 
from France, the Benelux countries and the Czech Republic. Polish producers also benefited 
from this situation, as shown by the surge in exports in PSE’s March data. 
 

Electricity and CO2 prices after the Fukushima explosion 
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Changes in solar energy support in Czech Republic, new CO2 tax 
In 2010, the solar energy investment boom was a major area of interest for the Czech 
government, which attempted to fix a legislative error (feed-in tariffs had been set at a level 
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that implied above-average rates of return). The scale of the problem was quite big, because 
the surge in installed photovoltaic capacity entailed considerable price hikes for end 
customers. At the end of the year, solar capacity amounted to nearly 2 GW, exceeding the 
government’s earlier estimates by over 20%. From the point of view of the system, the cost of 
energy produced in this manner might approach CZK 24bn, i.e. CZK 7bn more than in 2010. 
Were this costs to be transferred onto end customers in full, the price of electricity would have 
to increase by as much as 15%. The government undertook measures aimed at reducing this 
burden, deciding to introduce national-budget-financed compensation for distributors, who are 
required to buy renewable energy. In order to offset this additional cost, additional charges 
were imposed on power utilities.  

 
Solar electricity growth in the Czech Republic, out put in GWh and estimated cost for the system 
 

66 463 536 592 622 694 796
998

1951 1953 1956 1958

0

2 000

4 000

6 000

8 000

10 000

12 000

14 000

0

500

1000

1500

2000

2500

Ja
n

 2
0
0
9

Ja
n

 2
0
1
0

Ju
n

 2
0
1
0

Ju
l 2

0
1
0

A
u

g
 2

0
1
0

S
e

p
 2

0
1
0

O
ct

 2
0
1

0

N
o
v 

2
0
1
0

D
e
c 

2
0
1
0

Ja
n

 2
0
1
1

F
e
b
 2

0
1

1

M
a
r 

2
0

1
1

Number of power plants (right scale) Installed capacity (MW)

 

0.4

1.2

2.0

2.8

2.4

3.7

3.3
3.0

2.5

1.9

0

1

1

2

2

3

3

4

4

0

50

100

150

200

250

300

Ja
n

-1
0

F
eb

-1
0

M
ar

-1
0

A
p

r-
10

M
ay

-1
0

Ju
n

-1
0

Ju
l-1

0

A
u

g-
10

S
e

p-
10

O
ct

-1
0

N
ov

-1
0

D
ec

-1
0

Ja
n

-1
1

F
eb

-1
1

M
ar

-1
1

A
p

r-
11

M
ay

-1
1

Ju
n

-1
1

Ju
l-1

1

A
u

g-
11

S
e

p-
11

O
ct

-1
1

Solar energy output (GWh) Costs for the system (CZK bn)

 
Source: ERU 

 
First, the overly high rate of return on existing solar facilities was cut through the imposition of 
a tax amounting to 26% or revenues; in addition, a five-year tax-free period was scrapped. 
Next, the government introduced a 32% tax on free CO2 emission credits awarded to Czech 
utilities for 2011-2012. The new tax is going to be assessed based on average prices of the 
allowances in January and February of each year, and payable in March. It will be assessed 
on all credits awarded, regardless of whether they are used, sold or kept for the following 
period. Most likely, CEZ will recognized these expenses in a separate line below the EBIT; 
importantly, they will not constitute tax-deductible expenses for corporate income tax 
purposes. CEZ’s Czech power utilities have been allocated with emission credits for a total of 
34.8 Mt of carbon dioxide per year, mostly for electricity production. This means that annual 
expenditures in 2011 could amount to CZK 3.7bn (with the average price of CO2 at EUR 15/t), 
and in 2012 to over CZK 4bn (assuming that prices of emission credits remain at the current 
level of EUR 17/t).  
 
All in all, with these additional charges the government will be able to collect an additional CZK 
12-12.5bn, which will cover ca. 70% of the additional cost of solar energy for end customers in 
2011, i.e. their prices will increase by some 4-5% only. Thus, the issue seems to have been 
resolved in the horizon of 2012. On this occasion, however, the Czech government launched a 
discussion on the allocation of free emission credits after the Climate Package comes into 
force, suggesting that the planned free allocation pool (70% in 2013) may be subject to a 
reduction. Instead, more of these credits could be sold through auctions. The additional 
budgetary revenue could then finance solar energy starting in 2013, when revenue from the 
special tax, which was only imposed on allowances from stage 2 of the allocation plan, stops 
coming in. Depending on the price of the credits, the government would have to sell credits for 
6-7 Mt of carbon dioxide to offset just the missing tax revenue from CEZ. Therefore, we have 
based our forecasts on a conservative scenario whereby only 50% of the allowances needed 
by CEZ in 2013 are received for free, and this ratio will linearly decline to zero as we approach 
2020. 

 
Updated forecasts for electricity prices 
Compared to our earlier reports on the industry, we have changed our forecasting 
methodology for electricity prices in Germany. Instead of the price of petroleum, we are now 
basing them on the prices of natural gas and steam coal. We have also decided to take the 
CO2 component out of the price benchmark, and to calculate the price of “black” energy without 
the cost of emission credits, which makes them more correlated with these other fuels. The 
growth path we are assuming for commodities in 2012 entails only a slight increase in 
electricity prices, by EUR 2/MWh, after which they will plateau. In our model, their main 
determinant are the prices of CO2 emission credits. Previously, we have followed the European 
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Commission in assuming that their shortage may push their price up to as much as EUR 40/t 
in 2020. However, in the view of the current pricing trends, we have decided to make a major 
downward revision to our forecasts for this parameter. As a reminder, the current allowances 
can also be used in the following period (2013-2020), i.e. European power plants have the 
ability to hedge this cost at a relatively low level (EUR 17/t). Looking at the EEX futures curve 
of electricity, we can see that contracts for the years following the entry into life of the Climate 
Package do take this into account, which makes forecasts of a rapid increase in the pricing of 
allowances after 2012 overly aggressive. Therefore, our model assumes that prices will 
increase gradually to EUR 30/t in 2010. On these assumptions, the growth path for electricity 
prices goes down by 5% on average, but remains 2-4% above current prices in futures 
contracts for 2012-2016. 

 
Forecasted electricity prices vs. old assumptions, current EEX pricing 
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Electricity Market in Poland 
 

• In 2010, the demand for electricity rebounded sharp ly, exceeding pre-crisis 
levels. In 2011, these positive trends will continu e, despite the higher base 
(except for the negative effect of the warm January ), with the average growth 
rate at 2% (April: +3.7%). 

• The lack of new capacity and the fact that more uni ts will be switched off will 
push the operating reserve below the previous minim um, observed in 2013, and 
keep it there until 2015. 

• The price of bituminous coal (which accounts for ca . 60% of total generation) 
might lead to the discounting of higher electricity  prices in 2012 than now 
(increasing share of exports, correlation with fore ign markets). 

• Poland's capacity for imports will remain limited at  least through 2015, when 
new transfer capacity appears on the borders with G ermany and Lithuania. 

• The role of power exchanges in electricity trade wi ll continue to increase; 
financial actors will appear, and contracts without  physical delivery may be 
introduced. 

• The system for the support of renewable energy sour ces that is currently under 
preparation might pose risks for the margins of old  hydroelectric plants and 
biomass co-burning. 

 
Sharp increase in volumes in 2010, good outlook for  2011 
In 2010, the demand for electricity in Poland grew by over 4.2%, which made it possible to 
offset the 4% decline observed in the crisis-affected 2009, and to exceed the record-strong 
performance from 2008 by a small margin. This result was certainly affected by improving 
economic situation, as illustrated, for example, by the production index (which averaged over 
10% vs. -4% in 2009), as well as very low temperatures in December (ca. -4˚C y/y), which was 
responsible for 15% of y/y consumption growth. In turn, the weather factor had a negative 
impact on the onset of 2011, due to the warmer January (+6˚C y/y), and growth in Q1 
amounted to just 1.5% y/y. However, the readings for February and March, which were not 
distorted by temperature fluctuations, seem to confirm that demand could increase by 2-3% y/y 
this year despite the high base, and the data for April (+3.7% y/y) make even more optimistic 
projections possible. More than anything else, this will be a consequence of increased capacity 
utilization, especially in the heavy industry (>2000 MWh), which gets approximately 45% of all 
electricity supplied to end customers. Last year, in this category consumption increased by 
over 3 TWh, i.e. by 5.9%, but we believe equally rapid growth is possible this year, given new 
projects (Lotos, Bogdanka, Puławy) and a surge in the demand for coke and steel. In turn, in 
the case of the smallest buyers (households, small companies, ca. 35% of total demand), we 
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expect stagnation due to the abovementioned weather-related factors that have affected y/y 
comparisons. It should be noted, however, that customers in this group increased their 
demand for electricity by just 0.9% last year, because its sensitivity to the current economic 
situation is low.  

 
Electricity consumption in Poland vs. industrial pr oduction index 
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In a longer term, Poland’s demand for electricity should be directly correlated with GDP and 
industrial production growth. A projection of the demand for electricity prepared by ENTSO for 
PSE suggests that consumption growth may average 2.2% per year in 2011-2015, and then 
1.9% in 2015-2020 (just as in the case of our previous reports, we use these estimates in our 
calculations). In the former period, PSE expects the strongest growth in 2011 (+3.4% on 
average for the evening peak), which could be seen as an optimistic forecast given the reading 
seen in the first quarter. To be sure, it is consistent with the estimates of the CEOs of Polish 
power utilities, but it is higher than the growth rate the regulator URE is assuming for 
distributors. The estimates prepared for the Energy Policy are much more conservative (0.9% 
CAGR in 2010-2020), but these were developed towards the end of 2009, when the economic 
environment was much less friendly. As a reminder, demand for electricity in individual years 
will be also significantly affected by weather factors.  
 

Demand for electricity vs. GDP, industrial producti on  
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Market balance: Investment in new capacity vs. dema nd 
An important parameter that reflects the current balance of the electricity market is the 
operating reserve, which, in addition to demand, is shaped by the condition of power 
generation facilities, maintenance downtimes and the planned shutdowns of old units or 
launches of new ones. In the Polish market, given the fact that a considerable part of the 
capacity is fairly advanced in age, and because new, more restrictive emission norms for some 
gases are set to come into force, a broad investment program is of vital importance. In the past 
few years, there seems to be little ground for optimism, because new generation capacity was 
being expanded at a rate much below demand growth, which led to a systematic narrowing of 
the operating reserve, especially at the time of peak demand. In 2008, a crisis was barely 
averted, as record-strong demand and a combination of failures caused peakload available 
capacity to shrink to a dangerously low level. The following year, however, brought about an 
economic breakdown, as a result of which the demand for electricity shrank and the pressure 
on the system was considerably relieved. In 2010, operating reserve declined again, but 
thanks to a number of new investment projects (including a new unit at Łagisza and wind 
farms), it exceeded demand by 16% even though demand did return to its earlier record-high 
levels. It seems that this year as well the operating reserve (for average demand) might fall by 
ca. 2.4% (in the initial four months of the year, the utilities' available capacity was nearly 3% 
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lower than in the same period of last year, combined with a 2% y/y increase in demand), but 
this level will still be safer than the previous low. The situation could, however, deteriorate 
dramatically in the following years, especially if we take into account the fact that contracts for 
new units are being awarded with a delay vs. the original schedule. Below, we present a chart 
which compares the scale of capacity shutdowns at power plants on the one hand, and 
additions scheduled for the next few years. The data show that in 2011-2015 Poland will gain 
just 1 GW in new conventional capacity (net), while demand could increase by 2.5 GW in the 
same period. Wind farm plans should provide a security buffer, as their installed capacity 
should increase by over 4 GW in the same period (based on surveys carried out by the PSE 
and concession promised by the regulator). It should not be forgotten, however, that the 
availability ratio for this source of energy is just 25%, and that the planned investments imply a 
nearly 5-fold increase in wind capacity, which seems to be a fairly ambitious assumption.  
 

Plans of capacity shutdowns and additions (conventi onal and wind farms), MW 
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In the base scenario, the operating reserve will fall below the 2008 readings in 2013 and 
remain there through 2015 (without wind power, the decline could amount to as much as 20%). 
The situation will not change considerably until 2016, when a considerable number of new 
capacity will be added. Note however that this schedule may prove overly ambitious in the 
case of many units, given the fact that some key contracts are yet to be awarded. A big 
question is the contribution from wind power, as projects are delayed while investors await 
changes in the system of support for renewable energy generation that the government said it 
was going to introduce. We should also remember that while it makes sense to include wind 
capacity in the calculation of base load operating reserve, this is not the case for peak load 
reserve. In the latter case, we might face a deficit as soon as next year, which may pose a 
problem for the system given its limited capacity for imports.       

 

Base load and peak load operating reserve 
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Structure of installed capacity as a price-determin ing factor 
A very important feature of the Polish electricity system, which has had and will continue to 
have a direct impact on prices (among other things) is the fact that coal-fired units account for 
the majority of installed capacity. Last year, bituminous-coal based generation accounted for 
nearly 59% of total output, and while this is a slightly smaller share than the 60-62% observed 
in the initial years of the previous decade (by and large due to the increased contribution of 
biomass co-burning), it is still true that power generation in Poland relies on bituminous coal. 
When we look at the investment plans of Polish power utilities, we see that little will change in 
this respect in the next 6-7 years (by 2018, bituminous-coal fired units with aggregate capacity 
of ca. 3.2 GW are scheduled to be switched off, while new units with aggregate capacity of 6 
GW will be opened). To be sure, rapid growth in wind capacity will systematically reduce the 
share of coal in overall output, but this will be happening primarily at the expense of lignite-
based generation (due to unit shutdowns at Turów, Bełchatów and PAK power plants), and the 
effect will be spread out over time. We can be sure that bituminous-coal fired power plants will 
determine electricity pricing in Poland in the approaching years.   
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Share of electricity generated from bituminous coal  in total output (L), coal imports vs. consumption 
(M) and cost of coal as percentage of wholesale ele ctricity price in PLN/MW (R) 
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Source: Ministry of the Economy, URE, estimates by BRE Bank Securities 

 
Analysis of historical data confirms that prices of electricity and coal are highly correlated. 
Electricity price hikes were typically implemented at the time of increases in the price of coal, 
which were transferred onto the end customer in full (at present, coal accounts for ca. 57% of 
the wholesale price of electricity). This was frequently an opportunity for power utilities to 
increase their standalone margin, especially in the case of vertically-integrated ones with their 
own mines. An important development observed in the past three years has been a clear 
increase in the cost of steam coal and its share in supplies to Polish power plants. This was a 
consequence of declining output, as well as increase in exports in 2009 and 2010 following the 
breakdown experienced in 2008. According to our estimates, last year ca. 18% of coal 
consumed in electricity and heat generation in Poland might have come from imports. This 
proportion should be on the rise as domestic coal prices become increasingly correlated with 
global prices (until now, this correlation has been slight). In a sense, coal prices used to be 
regulated by energy prices (through the regulator’s restrictive approach). At present, in addition 
to the abovementioned structure of supplies, these relations should change due to the 
considerable discrepancy between the price of domestic coal and the price of ARA coal (the 
price of Russian coal already approaches ARA prices), which was as high as 16% in Q1’11 
(taking into account differences in calorific value). Given these disproportions, some of the 
Polish coal mines have already declared that they want to renegotiate prices in contracts in the 
second half of the year. Such a scenario could be difficult for one-year agreements (futures), 
but is certainly possible in the spot market. However, if the current situation in global markets 
persists, this will certainly have a major impact on prices in contracts for 2012. In the recent 
weeks, newspapers discussed extensively the upcoming introduction of excise tax in coal used 
as fuel starting in 2012 (ca. PLN 33/t), but it seems now that power and heating producers will 
not be subject to this tax, i.e. it should not affect the cost of electricity production. 

 
Power bridges: PSE's investment plans 
The forecast of Poland’s energy balance laid out above must, of course, be extended to cover 
trans-border trade. At the moment, the capacity of Poland’s interconnectors amounts to 1100 
MW for exports (a synchronous connection with Germany/Slovakia/Czech Republic) and 820 
MW for imports (a 600 MW connection with Sweden and a 220 MW connection with Ukraine). 
However, the true potential of these connections made available by PSE is much lower. On the 
synchronous connection (DE/CZ/SK and UA), only 200 MW was offered in annual auctions in 
2010, 158 MW in monthly auctions and 1100 MW on 24-hour basis (on average). In turn, in 
imports commercial capacity was only available for booking in 24 hour auctions (206 MW on 
average). For the connection with Sweden, 475 MW of power was available on average for 
imports, and just 125 MW for exports (the latter limit is a consequence of the need to secure 
supplies in north-eastern Poland. To sum up, the average capacity of import connections 
amounted to just 3.2% of the averaged demand for power. It is therefore hard to see imports 
as a viable method of balancing the system when the operating reserve shrinks in the future.  
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Net electricity exports and interconnector capacity  in MW  
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Therefore, PSE’s investment program foresees a considerable increase in outlays on the 
expansion of inter-system connections (PLN 8-9bn by 2020). In the first place, the installation 
of phase shifters on the DE/CZ/SK synchronous connection will make it possible to increase 
imports capacity to 500 MW and exports capacity to 1400 MW. The project, coupled with the 
expansion of distribution networks and wind farms in northern Poland, will make it possible to 
make available exports capacity of 600 MW on the connection with Sweden. Additional 500 
MW of imports capacity will appear in July 2015 on the Polish-Lithuanian connection which is 
currently being designed and which is expected to be expanded by 500 MW for imports and 
1000 MW for exports by 2020. In the same year, the third 400 kV interconnector with Germany 
is expected to be completed (1500 MW imports capacity). Joint projects with Slovak and 
Belarusian operators are being discussed, but no final decisions have been taken yet. Looking 
a the data, it seems that although the capacity for imports will increase considerably in 2015, it 
will amount to just 7.6% of the average demand in nominal terms. Only in 2020 we will see 
14% coverage of domestic supplies with imports. This seems to confirm our view that the 
electricity market will see major tension between supply and demand in 2013-2015, which 
could push prices up regardless of the external situation.   
 
Structural shift in sales channels 
Last year, following the introduction on 9 August of the requirement that electricity producers 
sell at least 15% of their volumes through a power exchange, the importance of this distribution 
channel clearly increased. The share of Polish Power Exchange in the primary market 
amounted to 4.2% in 2010, while in 2009 it was negligible. Another impulse for exchange-
based trading was the imposition of a requirement that power plants receiving long-term 
contract compensation sell 100% of their output through an exchange, through an open 
tendering procedure or through an online trading platform, so as to ensure full price 
transparency (the regulator URE questioned pricing in transactions within integrated groups). 
All in all, futures transactions for delivery in 2011 signed in 2010 totaled 49 TWh (ca. 30% of 
consumption forecasted for this year), and most of this following the introduction of the 
abovementioned 15% requirement for exchange sales. In the case of the spot market, 
exchange-traded volumes amounted to 7.3 TWh (just under 5% of 2010 consumption), which 
entails an increase by a staggering 140%.   
 
Volumes and prices in PLN/MWh on the TGE spot marke t 
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The fact that the increased importance of exchange-based sales is a lasting phenomenon is 
confirmed by the data for the initial months of this year, both for the next-day market (volumes 
increased nearly three-fold YTD) and Y+1 futures (15.6 TWh by the end of April, or nearly 10% 
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of the consumption forecasted for 2012). For sure, an important factor has been the 
declaration of PGE's Management that the utility will sell nearly all its output through the 
exchange. Polish Power Exchange is now the only exchange approved by the regulator URE, 
but the Warsaw Stock Exchange, which bought the POEE platform from PGE, wants to be in 
this position as well. This sales channel is still growing fast and we should soon expect to see 
financial electricity futures (i.e. without physical delivery), which could introduce speculation 
into trading. This seems to be confirmed, for instance, by Morgan Stanley’s decision to start 
trading on the TGE. Exchange prices surely constitute an important benchmark which provide 
an accurate reflection of the situation of producers. The current prices in one-year base load 
contracts amount to PLN 203.5/MWh, which entails a y/y increase by ca. 5%. For spot prices, 
the growth rate is ca. 7.9%.   
 
New system for the support of energy from renewable  sources coming 
Most likely before the end of this year the Polish parliament will pass a new law regulating 
support mechanisms for renewable energy. The new system is important not just in the context 
of new investment projects in the area, but also for the existing assets, as it will apply to them 
as well. While there are no plans to introduce feed-in tariffs modeled after the Western 
European system, the Ministry of the Economy does want to differentiate the current "color” 
certificates by source. At the moment, each 1 MWh of energy from renewable sources 
receives one green certificate regardless of its operating or investment cost. The new 
mechanism is expected to take into account the nature of individual installations through 
special factors, which will be determined in a way that ensures return on new assets (and for 
appropriate time). Details of the new solution are not yet known, but it is possible to assess the 
risk stemming from these changes for the individual utilities through an analysis of their 
portfolio of renewable energy assets.  
 

Renewable energy installations of individual utilit ies and their output 

  Water  Wind  Biogas  Biomass coburning  

ENEA 57 MW (150 GWh) - 2.1 MWe (7.5 GWh) Output: 322 GWh 

PGE 386 MW (590 GWh) 30 MW (60 GWh) - Ouput: 680 GWh 

TAURON 131 MW (480 GWh) - - Production: 620 GWh 

Source: Enea, PGE, Tauron 

 
The table above shows that biomass co-burning in coal-fired units accounts for the greatest 
share of renewable generation in Poland (over 45% of all green certificates issued, plus an 
additional 7% in typical biomass furnaces), as this is the simplest and cheapest method of 
renewable energy production. The market value of certificates Enea, Tauron and PGE 
received in 2010 for biomass coburning was PLN 86m, PLN 165m and PLN 182m, 
respectively. It seems that these revenues could shrink under the new system, because we 
expect that the factor for this source will be below 1. For now, it is difficult to assess the scale 
of the coming change, but we do not expect the government to take any radical steps in this 
respect, because increasing biomass co-burning in conventional units is the second most 
important method for Poland to meet renewable energy limits by 2011 (after hydroelectric 
plants). The national action plan in this area foresees an increase in volumes produced this 
way from 4.7 TWh to 10.2 TWh over the next 10 years. It should be noted, however, that a 
major portion of this growth is expected to come from typical biomass installations to be 
launched (at Jaworzno, Połaniec, Stalowa Wola, Tychy as well as possibly Bełchatów), and 
different factors could b set for this type of installations. Of course, such a scenario would be 
more painful for power utilities.   
 
The other category of renewable energy that might feel the impact of the change in the support 
system in Poland are hydroelectric plants, which account for 28% of the total green energy 
output today. The problem is that this capacity tends to be old and fully depreciated, i.e. in 
theory does not need further support in the form of green certificates. However, such 
installations generate PLN 40m in revenues for Enea, PLN 128m for Tauron and PLN 157m for 
PGE. Of course, it is likely that the replacement CAPEX necessary in the case of some older 
barrages and dams will receive some support under the new system, but it seems that the risk 
of a reduction in profits is higher in this category than in the case of biomass co-burning. It is 
worth noting in this context, that the stock-market debut of PGE Energia Odnawialna, whose 
only major assets are hydroelectric plants, is scheduled for the end of this year. Perhaps this 
approaching development will make the government less radical in reducing the earnings of 
such assets. In addition, there is the ongoing privatization process of Energa, in whose case 
ca. 30% of EBITDA is generated by the Włocławek hydroelectric plant. The introduction of 
unfavorable solutions could have a negative impact on the valuation of Energa. 
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Renewable energy investment plans of Polish utiliti es 
  Biomass  Water  Wind  Biogas  

ENEA - - 250-350 MW by 2020  40-60 MWe by 2020 

ENERGA 20 MWe and 30 MWt 
(2013) 

100 MWe (2016) 200 MW by 2013  300 MW by 2020 

PGE 25 MW (2012) 7 MWe (2015) 1000 MW by 2015  50 MW by 2012 

TAURON 140 MWe (2012) - 800 MW by 2020  - 

Source: Enea, Energa, PGE, Tauron 
 
The smallest risk faced by Polish power utilities will be changes support for wind power, not 
just due to the fact that such capacity is limited at this time (16% of all energy from renewable 
sources) and concentrated outside of the biggest companies, but also because this segment 
constitutes the main fundament of the government’s plan aimed at increasing the share of 
green energy in generation through 2020 (wind-based generation is to increase from the 
current 1.3 TWh to 15 TWh). The main change which we believe should be taken into account 
in long-term forecasts for this segment (wind capacity expansion plans are very ambitious, as 
show by the table above) is a change in the calculation methodology for the "substitution fee", 
which has been indexed for the price of electricity and inflation until now. Most likely, under the 
new system the substitution fee will be reduced in case the price of black energy goes down, 
which means that renewable energy producers will not get an additional premium in this 
environment. On the other hand, we do not believe there is a risk that market prices of 
certificates will diverge markedly from their administrative pricing, because the difference 
between actual renewable energy output and the minimum requirements imposed on trading 
companies will remain negative despite the increased supply of new capacity (the minimum 
was set at 10.4% in 2010, and the share of renewable energy in output amounted to 7.5%).   
 
Green certificate pricing in PLN/MW 
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CO2 emissions compared to Europe 
One of the main risks that investors note in Polish power utilities is the high level of CO2 

emissions compared to Western European companies and the threat stemming from the 
Climate Package, which is set to come into force in 2013. However, we believe that given the 
derogation period granted to Poland, and with full auctioning of emission credits in the German 
market, Polish power plants could in fact benefit from the new system in its early years. It 
seems that free emission credits will support investment the way that the expiring long-term 
contracts did, and that utilities will benefit from expansion in electricity prices driven by rising 
carbon dioxide costs in the countries of the old EU (i.e., this assumes price convergence of the 
kind observed in the Czech market). Of course, in line with the EC directive, electricity 
producers will have to spend the additional profits provided by free credits on efficiency-
increasing and emissions-reducing investment projects, but given their extensive investment 
plans, this should pose no problem. One risk for this scenario is a potential change in the 
government’s policy in this respect, because free credits to be granted through 2013 will 
reduce budgetary expenses (proceeds from domestic auctions are expected to go to the 
national budgets of the individual countries). For the time being, there have been no signals to 
this effect, but the Czech example shows that this scenario cannot be precluded.  
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Emissions in tCO 2/MWh in 2010 and coverage of emissions with free cr edits 
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The chart above shows current emission levels of Polish power utilities compared to CEZ and 
Western European producers. In theory, this confirms the view that PGE’s and Tauron’s power 
plants are highly emissive, but we believe several other factors need to be borne in mind when 
interpreting these data. First, the calculations for the German EON and RWE ignore the recent 
closure of 7 German nuclear power plants, which considerably reduced the concern’s 
emissions. By way of example, the replacement of the shut-down nuclear capacity with coal-
based production will entail an increase in emissions from 0.7t/MWh to over 0.8t/MWh. 
Second, Germany's remaining nuclear power plants will probably continue to be subject to a 
tax of EUR 14.5/MWh, whose economic sense is similar to the cost of purchase of CO2 credits. 
Third, the structure of the German power system in the part of the country that neighbors 
Poland closely resembles the Polish system, which means we should not expect arbitraged 
supply of cheaper electricity from that direction that could squeeze the margin of Polish 
producers. Of course, the situation could change by 2020 as Germany pursues its ambition 
plan of capacity expansion in renewable energy, but its seems that the new capacity will also 
replace the non-emissive nuclear power plants, whose operational licenses will not be 
extended beyond 2020-2022. As far as the comparison between Polish utilities and CEZ is 
concerned, it should be remembered that in 2011-2012 the Czech company must pay a 32% 
tax on free carbon dioxide credits, and it seems likely that the use of derogation privileges in 
the Czech Republic will be more limited after 2013 as well, which will considerably reduce the 
discrepancy visible in 2010 data. 

 
First contracts for new units will be awarded this year 
It seems very likely that first contracts for the construction of new units should be awarded this 
year. According to unofficial information, the company that will build a gas fired unit at Stalowa 
Wola power plant (for PGNiG and Tauron) will be picked in July, and such decisions are also 
expected in the case of coal-fired units at Kozienice power plant (late October and early 
November), Jaworzno and Opole. These tenders are important because the prices will 
constitute a benchmark for investment expenditures for further projects. As recently as last 
year, there was hope that outlays per 1 MW could be lower than the traditional value of EUR 
1.5m for coal-based generation, but given the recent surges in commodity prices this scenario 
no longer seems likely. The IHS CERA index for Europe also suggests a clear increase in 
investment expenditures, as it has risen from a local trough recorded in Q3'09, approaching 
the record-high readings from 2007-2008 (which reflected the investment boom in the German 
power industry and the commodity bull market of these days). In such an environment, a risk 
arises that the break even point (expressed in the price of energy) will be very high for projects 
exceeding PLN 20bn in value. Of course, an important factor in the assessment of the 
attractiveness of such projects is the fact that they are “brownfield” projects, which is of 
considerable importance in Poland, where utilities have to bear very high fixed costs frozen by 
social contracts. Still, the high CAPEX will be a negative signal for investors and it will reduce 
the valuation of individual companies. To be sure, there have been signals that some 
subcontracting bids include financing proposals and bank guarantees, but this cost category is 
not the most important one. In the negative scenario of rising CAPEX, we note the biggest risk 
for Enea and Tauron, where forecasted outlays on conventional capacity amount to the 
staggering 173% and 110% of enterprise value, respectively. 
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Power industry investment cost index*, investment o utlays on new capacity***, 
investment outlays as percent of the current enterp rise value 
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Updated forecasts for electricity prices in Poland 
Given our changed forecasts for EEX electricity prices and the prices of CO2 emission credits, 
we have revised our assumptions for the prices that Polish utilities will be able to charge. For 
2011-2012, we have made a slight increase to our estimates (+2-4%) due to the rising prices 
of coal and changes in pricing in the German market. For the following years, we have made a 
major downward revision as we now assume a less aggressive path for the unit cost of carbon 
dioxide emission credits. This adjustment has no material impact on the earnings of Polish 
utilities, however, because in the past the higher prices were fully consumed by emission credit 
purchases. 

 

New vs. old wholesale price forecasts for Poland 
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Distribution Will Continue to Drive Earnings? 
 

• Distribution earnings for 2010 beat our forecasts t hanks to high volumes and 
rising return on RAV. 

• Profits could increase further despite the high base  thanks to advantageous 
decisions by the regulator URE and the increase in t he return on assets, 
including new projects pursued since 2009. 

• The Polish utilities’ aggregate distribution EBIT is expected to grow by 33%. 
• The utilities’ distribution segments are persistent ly undervalued, especially in 

the case of Tauron and Enea, when the share of their  theoretical valuation in EV 
is compared to their share in the consolidated EBIT.  

 
Electricity distribution was one of the few business areas where Polish power utilities recorded 
y/y earnings growth in 2010. On average, this growth exceeded 100%, which was a 
consequence of a depressed base of comparison (in 2009, actual volumes undershoot tariff 
assumptions), as well as of the process of systematic increase in the return on RAV as 
approved by the URE. Of course, another positive catalyst was rapid volume growth, which 
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beat the regulator’s expectations this time, allowing the utilities to generate additional profits. 
Another important element was a change in the way in which network connection fees are 
booked; since last year, they have been recognized with revenues in full (as opposed to being 
depreciated along with network wear and tear), and therefore they now affect operating 
earnings. The fees amounted to PLN 107m in the case of Enea, PLN 184m for PGE and PLN 
120m for Tauron, i.e. 40%, 32% and 24% of their distribution EBIT, respectively.  
 
Regulatory asset value broken down by old and new a ssets (forecast)* and 
forecasted distribution EBIT 
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Source: Companies, estimates by BRE Bank Securities 

 
In our previous report, we pointed out the risk of a major slowdown in earnings growth in the 
distribution segment in 2011, taking into account the abovementioned base effects and the 
URE’s more aggressive assumptions for volumes. However, it now seems that the return on 
RAV mechanism will make a considerable improvement in distribution EBIT possible this year 
as well, as confirmed by the excellent showing in Q1'11. As a reminder, at the moment 
operators are not receiving the full return on regulatory asset value yet (WACC*RAV), but their 
regulated revenues are to grow by 1.5% per year, leading to a systematic improvement in 
earnings. In addition, investment projects carried out since 2009 and approved by the URE 
(85% of the utilities' outlays on average) will receive full return based on weighted-average 
cost of capital. This component will exert increasingly strong influence on earnings, as shown 
by the fact that over the past two years, the distribution CAPEX of the three major listed 
players amounted to PLN 4.5bn. Another important parameter for the distribution area in 2011 
will be the regulator’s decision on the accepted price for network losses (reduction of the 
discount vs. market price, which cost Polish utilities some PLN 30-40m last year, according to 
our estimates) and the increase in regulated operating expenses by the rate of inflation (3.5%). 
Extending the tariff period by one year for the cost base (the earlier plan was to launch a new 
5-year period in 2011, with new benchmarks) means that the operators that were able to cut 
costs will be able to scoop the full premium on this account (Tauron is likely to see the biggest 
effect, thanks to the voluntary redundancy program it implemented last year).      

 
Core indicators for distribution 

(PLN m) RAV EBIT 
Effective 
return on 

RAV 

Regulatory 
WACC 

Target 
RAV* 

Target 
EBIT 

Distribution 
to EV**  

Distribution 
to EBIT  

PGE 12 900 567 4,4% 10,5% 12 900 1 355 26% 14% 

Tauron 9 836 509 5,2% 10,5% 9 836 1 033 72% 36% 
ENEA 5 485 264 4,8% 10,5% 5 485 576 86% 37% 

CEZ (Czech Republic), 
CZK m  62 000 5 421 8,7% 7,9% 69 400 5 499 

CEZ (Romania), CZK m 10 361 1 697 16,4% 10,0% 10 361 1 036 
CEZ (Bulgaria), CZK m 7 295 209 2,9% 12,0% 8 061 967 

CEZ (Albania), CZK m 5377 -353 - - - - 

14% 11% 

*data for 2010 
**For Polish companies, the RAV is set by the URE, for CEZ, the RAV postulated by the utilities.  
***For the Polish companies, the value of the segment is calculated from a simple DCF model, where free cash flows equal EBIT less tax.   
Source: CEZ, Enea, PGE, Tauron, estimates by BRE Bank Securities 
 

Just as in our previous report on power utilities, we have prepared an up-to-date table 
comparing the key data on the distribution business of Polish utilities and individual companies 
of the CEZ holding. A clear increase in the return on RAV, as expressed by the increase in 
EBIT, was observed at practically all companies last year (in the case of the Czech market, it 
exceeded the regulatory WACC, but this was a consequence of the recognition of network 
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connection fees, which are not taken into account in tariff calculations). In accordance with our 
earlier expectations, this tendency should persist in the following years, also for CEZ, which, in 
line with the Czech mechanism of compensation for unforeseen expenses, will be receiving 
past revenues (2 years), mostly due to its higher expenditures on the purchase of renewable 
energy (the feed-in system). Below, we have once again laid out our approach to the valuation 
of distribution segments in the companies we cover. As a reminder, although under the 
EBIT=WACC*RAV model the valuation of the segment (EV) should, in theory, approach 
regulatory asset value (CEZ), a discount must be applied to RAV in the case of Polish utilities, 
as several years are expected to elapse before full return on assets is reached. Our 
calculations must be based on a simplified DCF model, where free cash flows equal EBIT less 
tax (with investment outlays at the depreciation level).  
 
Calculations based on updated forecasts show that this discount has declined from 20% to 
15% since our last report. However, what has not changed is that the theoretical share of the 
value of the distribution segment in the enterprise value of the entire holding (EV=Mcap + net 
debt + minority interest) approaches its share in the consolidated EBIT, in the case of the 
Polish utilities there is a major discrepancy between these values. It may be a consequence of 
a large discount attached by the market to the valuation of other business areas, or the 
investor’s lack of faith in the implementation of the assumed path towards full return on RAV. 
Tauron's and Enea's distribution businesses are potentially the most undervalued, with just 
28% and 14% of the market value attributable to the other segments (mining, power plants and 
trade), even though they generate 64% and 63% of the consolidated EBIT, respectively.  

 

Relative Valuation of the Industry  
 

• The high depreciation charges of Polish power utilit ies suggest that the P/CE 
ratio is preferable over the P/E ratio in relative v aluation. 

• Based on P/CE and EV/EBITDA multiples adjusted for lon g-term contract 
compensation, CEZ is still the most expensive compan y, with 43%, 38% and 
17% discounts in the case of Tauron, Enea and PGE. 

• PGE and CEZ provide the best exposure to growth in ele ctricity prices in their 
respective markets, since their generation is verti cally integrated at up to 67%. 
Tauron is planning to boost this ratio from the cur rent 41% to 61-65% in 2012-
2013. In turn, the increase in the price of coal mi ght pose a problem for Enea. 

• CEZ as a cost benchmark for Polish utilities: converg ence could come from 
restructuring as well as from investment. Tauron is  in a good position thanks to 
the fact that employment guarantees are expiring in  2013. 

• Investment outlays will weigh earnings down, but af ter 2012. Before then, we 
will see improved earnings and high operating cash flows. 

 
The standard multiple used in the evaluation of the attractiveness of power utilities as 
investments is P/E, and Polish utilities are trading at a level comparable to CEZ (except for 
Tauron, which offers a discount of over 20% thanks to the advantageous buyout of minority 
interests). It should be noted, however, that without the return on distribution assets, the net 
profit of Polish utilities is depressed by non-cash depreciation charges in this segment. The 
discrepancy in this respect is shown in the chart below (at Polish utilities, depreciation exceeds 
operating profit, but at CEZ it amounts to just 47% of the EBIT). In our opinion, this picture 
warrants replacing P/E with the more reliable P/CE in relative valuation. On this parameter, the 
valuation of Polish companies implies a ca. 26% discount to CEZ. 
  

P/E, P/CE and the ratio of depreciation to distribu tion EBIT 
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Another important element to take into account in the relative valuation of the industry is long-
term contract compensation, which considerably boosts generation earnings of PGE and 
Tauron. The impact of LTC compensation on earnings will be decreasing towards zero by 
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2013, which is why it should be treated as a one-off that is adjusted for in the calculation of 
multiples. Below, we present P/CE and EV/EBITDA multiples adjusted as discussed above, 
which show that the most expensive utility at the moment is CEZ, with Tauron, Enea and PGE 
trading at discounts of 43%, 38% and 17%, respectively.    
 
P/CE and EV/EBITDA adjusted for LTC compensation 
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Source: Estimates by BRE Bank Securities 
 
Given the different scenarios for electricity prices, it is worth noting that PGE and CEZ are the 
two utilities for which generation and mining account for the biggest share of the consolidated 
EBIT (75-78%), and they give the best exposure to changes in electricity prices in the region, 
all the more so that both are strongly vertically integrated. In the case of PGE, 67% of the 
output is based on coal from in-house mines, and in the case of CEZ the ratio is comparable if 
nuclear power plants are taken into account (no link between costs and the current situation in 
the power market). If mining expenses can be kept in check, the margin could increase rapidly 
in an environment of rising prices. The integration ratio at Tauron amounts to 41% (taking into 
account PKW's full output, inclusive of sales outside the group), but the planned transaction 
with Kompania Węglowa could push it up to 56% and as much as 61-65% by 2012-2013 
(assuming mining output increases as is currently forecasted). Enea is the only utility without 
access to own coal resources, and the Kozienice power plant is supplied from external 
sources. This means that when market prices go up, it will have to share some of the margin 
with, for instance, LW Bogdanka. Another issue of importance in the assessment of the 
sensitivity of a given company to fluctuations in electricity prices is its net trading position, 
which shows the extent to which the utility covers its retail sales with the output of its own 
power plants. This was of considerable importance in Poland earlier, when bilateral contracts 
dominated in the wholesale market, allowing PGE to scoop an additional margin. Now, with 
exchange-based trading accounting for a sizable portion of the total, this factor has lost some 
of its importance, and the issue of whether a utility has a long or short position may impact 
earnings only at times of sudden spikes in the demand for energy (weather-driven), which 
force the sellers with short position to buy the missing energy at the high spot prices (Tauron 
felt this effect in Q4'10).  
 

Vertical integration in generation, share of genera tion in consolidated EBIT, net trading position 
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Source: estimates by BRE Bank Securities 

 
On occasion of relative valuation, the cost-effectiveness of individual companies is frequently 
taken into account, as it is a measure that informs investors of the quality of assets on the one 
hand, and presents the scale of savings that could be achieved through convergence with the 
benchmark on the other. The charts below show that Polish utilities lag far behind CEZ as far 
as employment indicators are concerned, which means that their fixed costs are relatively 
higher, implying lower profitability in a similar market environment. The source of this situation 
lies, on the one hand, in the fact that payroll expenses have not been restructured as such 
moves are blocked by long-term social contracts and employment guarantees which will 
remain in place until 2013 in the case of Tauron and 2018 in the case of Enea, and, on the 
other hand, in differing asset structure. In the latter case, the important factor is not just the fact 
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that CEZ's portfolio includes nuclear units, but also differences in the age of installed capacity 
(which result in differences in the number of staff needed), approach to outsourcing for 
maintenance work and power-plant dispersion (one big power plant is more efficient than 
several smaller ones with the same combined power). This means that convergence to 
Western European benchmarks is possible in Poland, but in addition to voluntary redundancy 
programs and revisions to social contracts, it will be implemented through investment 
(expansion of existing plants, dilution of fixed costs, network modernization, increasing the 
share of gas-fired units) and old capacity closings (e.g. Tauron's Halemba power plant).  

 
Operating efficiency indicators 
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One of the most frequently mentioned risks faced by power utilities in the region, and in 
particular Polish utilities, is the upcoming, intensive investment effort stemming from the need 
to replace and modernize generation facilities, as well as to construct new capacity in 
response to the rising demand for energy. In our opinion, Enea and Tauron will feel the 
heaviest burden of investment expenditures, with aggregate CAPEX in 2011-2015 exceeding 
26% and 23% of the EBITDA generated in the period. This will, of course, lead to a 
deterioration in the balance sheet and an increase in debt. However, we believe that these 
developments will not intensify until 2013, when individual contracts enter implementation, 
which will require increasingly high payments. In 2011-2012, net debt could go down, as 
declared budgets are postponed because contracts are awarded with a delay. Thus, in the 
short term, investors might pay more attention to current earnings and the scale of cash flows 
from operations (by way of example, in 2010 Tauron generated a staggering PLN 2.5bn in 
cash from current operations, which accounted tor 22% of enterprise value and was the best 
result among all our utilities). We believe exposure to the Polish utility sector does not need to 
be curtailed until investment projects become a real burden.    
 
Operating cash flows to EV in 2010, CAPEX to EBITDA  in 2011-15 
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Update 17 May 2011 

CEZ Reduce 
CEZP.WA;  CEZ PW (Downgraded) 

Power Utilities 

Czech Republic 

Average daily trading (3M) 

Free float 

Market cap 

Target price 

Current price PLN 151.5 (CZK 959)* 

PLN 142.7 (CZK 885.8)* 

PLN 83bn (CZK 516bn)

PLN 24bn (CZK 151bn) 

PLN 10.11m    

2 Years Until Today’s Prices Affect Profits 

Since the year began, the CEZ stock has risen by over 27%, largely as 
a result of Germany's decision to shut down several nuclear plants, 
which has boosted the prices of electricity and emission allowances. 
Needless to say, CEZ will benefit in this situation, but due to its 
hedging policies and the appreciating CZK, we do not expect a 
material effect until 2013. Meanwhile, the Company is trading at 20-
30% premium to peers on 2011-2012 P/CE and EV/EBITDA. With 
emotions on the EEX subsiding (we are now observing a slight 
correction of the earlier surges), after dividends have been paid as 
promised, we believe there may be no more fuel to sustain the positive 
sentiment on the stock, which is why we recommend reducing it with 
our target price at CZK 885.8 per share (PLN 142.7 per share vs. PLN 
129.5 previously).  

Q1’11 slightly ahead of expectations 
CEZ’s Q1 2011 operating earnings figures came slightly ahead of our 
forecasts, but their structure was in line. As expected, profits declined y/y in 
power generation (-12% due to a ca. 10% reduction in prices), which was 
partially offset by distribution earnings (regulatory compensation for the 
preceding years) and mining (volumes). The Company recognized a CZK 
1.1bn tax on free emission credits, but this charge was more than offset with 
a gain on the revaluation of the option for MOL shares. Low operating cash 
flows were a source of a negative surprise (just CZK 5bn vs. CZK 19bn one 
year ago), but adverse changes in working capital should be reversed in the 
following periods.  
  

Nuclear power plant shutdown in Germany and CEZ’s prices 
CEZ announced that following Germany's decision to shut down 7 nuclear 
power plants and the ensuing increase in regional electricity prices, it has 
decided to accelerate sales in futures contracts for the upcoming years. As 
a result of this move, 87% of 2012 volumes are now hedged, as are 32% of 
volumes for 2013. Of course, the increase in electricity prices in Germany is 
a good development for CEZ, but we should remember that prices for 2011 
have been fully hedged at EUR 52/MWh, and that the average price for 
2012 (87% of volumes) could be estimated at EUR 53/MWh (at 28 
February, 65% of that year’s volumes were hedged at EUR 51/MWh). 
Therefore, even if the reminder is sold at EUR 58-60/MWh, this will have 
little impact on future revenues (the additional EUR 0.5/MWh will amount to 
CZK 650-750 in additional sales). Note also that when interpreting these 
price levels, the EUR/CZK exchange rate has to be borne in mind. The 
appreciation of the CZK we have been observing as of late is not good for 
margins.  

Shareholder Structure 

Sector Outlook 

2011 will be another year when the European utilities’ 
effective prices fall due to hedging. This situation will 
improve in the following periods, but growth should not 
be expected to be strong in 2012. For consolidated 
profits, other business areas will be of key importance 
in the upcoming quarters (distribution, coal mining), as 
will cost-optimizing measures.  

Company Profile 

CEZ is the leading Czech producer (60.6 TWh, 74% 
market share) and supplier (44% market share) of 
electric power. In addition to the Czech Republic, the 
company runs power-generation operations in Bulgaria 
and Poland, and distributes electricity in Bulgaria (40% 
market share) and Romania (16%). Through recent 
acquisitions, CEZ has also established itself in Turkey. 

Kamil Kliszcz 

(48 22) 697 47 06 

kamil.kliszcz@dibre.com.pl 

www.dibre.com.pl 

BRE Bank Securities does not rule out offering brokerage services to an issuer of securities being the subject of a recommendation. Information concerning a conflict of interest arising in 
connection with issuing a recommendation (should such a conflict exist) is located on the final page of this report. 

 

CEZ vs. WIG 

Czech Finance Ministry 69.37% 

Czech Labor Ministry 0.41% 

Treasury stock 0.89% 

  
Others 29.33% 

BRE Bank Securities 

(CZK m) 2008 2009 2010 2011F 2012F 
Revenue 183 958.0 196 352.0 198 848.0 199 551.1 206 813.9 

EBITDA 88 701.0 91 075.0 89 089.0 86 543.1 92 144.4 

EBITDA margin 48.2% 46.4% 44.8% 43.4% 44.6% 

EBIT 66 654.0 68 199.0 65 057.0 60 811.8 65 781.5 

Net income 46 510.0 51 547.0 47 232.0 43 643.4 45 821.8 

DPS 40.00 49.34 52.48 50.00 44.62 

P/E 12.2 10.0 10.9 11.8 11.3 

P/CE 8.3 6.9 7.2 7.4 7.1 

P/BV 3.3 2.6 2.3 2.2 2.0 

EV/EBITDA 7.5 7.2 7.4 8.0 7.6 

DYield 4.2% 5.1% 5.5% 5.2% 4.7% 

Important Dates 

*at CZK/PLN=0.161 
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Q1 slightly ahead of expectations 
 

Reported vs. forecasted consolidated Q1 2011 result s 
(CZK m) Q1 2011 Q1 2010 Change  Q1 2011F Actuals vs. 

Forecasts  Consensus  Actuals vs. 
Consensus  Guidance  Actuals  

/Guidance  
Revenue 56 805.0 53 886.0 5.4% 52 580.2 8.0% 52 986.5 7.2% - - 

EBITDA 26 622.0 27 331.0 -2.6% 25 908.5 2.8% 26 304.5 1.2% 84 800.0 31% 
EBITDA 
margin 

46.9% 50.7% -7.6% 49.3% - 49.6% - - - 

EBIT 20 564.0 21 691.0 -5.2% 19 793.5 3.9% 20 177.0 1.9% 59 100.0 35% 

Pre-tax profit 21 086.0 21 463.0 -1.8% 19 970.1 5.6% 19 591.5 7.6% - - 

Net profit 17 259.0 17 455.0 -1.1% 15 987.7 8.0% 15 703.5 9.9% 40 100.0 43% 
Source: CEZ, F – forecasts by BRE Bank Securities; Consensus estimates by PAP 

 
CEZ’s Q1 2011 earnings figures came slightly ahead of our forecasts (EBIT was 3.9% higher), 
but their structure was in line. As predicted, 12% year-on-year profit erosion was reported by 
the Power Generation segment, but this was partly offset by the increased profits of the 
Distribution and Mining segments. “Support functions” also did better than a year ago, leading 
to a drop in the quarterly EBIT by CZK 1.1bn vs. our expected CZK 1.9bn. A higher-than-
expected bottom-line profit was owed to financial operations which included a CZK 1.1bn tax 
on free emission credits compensated by a CZK 1.6bn gain on revaluation of MOL stock 
options (we expected CZK 0.7bn) and a CZK 0.5bn derivatives gain. In turn, CEZ reported 
weak operating cash flows of just CZK 5bn vs. CZK 19bn generated a year earlier, caused 
mainly by changes in working capital (-CZK 11.8bn) and investment fund share purchases 
(CZK 8.5bn). On the upside, Q1’11 debt increased by only CZK 1bn relative to the preceding 
quarter thanks to a low CAPEX (CZK 9bn). CEZ’s Management have reiterated their 2011 
earnings targets even though the first-quarter EBIT accounts for 35% of the full-year estimate 
(compared to 33% in Q2 2010). 
 

Consolidated Q1 2011 results by business segment  
(CZK m) Q1’09 Q2’09 Q3’09 Q4’09 Q1’10 Q2’10 Q3’10 Q4’10 Q1’11 

Revenue 53 952  43 109 42 986 55 536 53 886 44 797 45 705 54 460 56 805 

EBITDA 30 227 21 599 19 181 20 067 27 331 19 856 19 987 21 915 26 622 

EBIT 24 797 16 047 13 631 13 712 21 691 14 065 14 265 15 036 20 564 

Generation 19 924 11 787 9 717 13 184 15 437 10 320 10 616 11 701 13 625 

Distribution 2 515 2 390 2 056 276 4 433 2 343 1 891 2 929 4 928 

Mining 1 198 975 840 859 858 560 844 380 958 

Other 1 159 908 1 018 -627 962 805 901 18 1 051 

Net financial expenses -817 3 129 1 334 -3 676 -228 -773 -256 -4 851 522 

Pre-tax profit 23 980 19 176 14 965 10 036 21 463 13 292 14 009 10 185 21 086 

Net profit 19 091  15 766 12 080 7 826 17 455 11 204 11 449 7 124 17 259 
Source: CEZ 

 
The falling profits of the Generation segment, experienced in spite of steady volumes recorded 
across the CEZ Group (including nuclear power plants) and the launch of the first stage of the 
Romanian wind-farm project (+CZK 0.3bn y/y), were an effect of lower effective sales prices 
which decreased about 10% relative to Q1 2010. The price declines were not offset by 
additional volumes of renewable energy (CZK 0.2bn) and contributions from the recently 
acquired heat utility (CZK 0.2bn). Profits were CZK 0.7bn higher than our estimate thanks to 
higher-than-forecasted proceeds from emission credits (CZK 1.3bn vs. CZK 0.5bn). Going 
forward, the lower prices can be compensated by additional coal-fired power volumes 
generated to capitalize on increased demand from Germany after the closure of seven nuclear 
power plants (in Q1 2011, these benefits materialized only in mid-March, moreover, CEZ had 
to address more failures than a year earlier). Additional support will be provided by the 
Romanian wind farm which will be launching new turbines throughout H2 2011 (increasing 
capacity from 350 MW to a target 600 MW).    
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Quarterly Czech generation volumes and distribution  volumes by region 
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The segment of Distribution and Sale improved performance in Q1 2011, but missed our  
CZK 5.06bn EBIT estimate at CZK 4.9bn because of Romanian and Bulgarian subsidiaries  
(-CZK 0.5bn y/y) which incurred higher network losses. The Czech Distribution operations 
reported higher revenues thanks to 2009 revisions (+CZK 1.1bn y/y) which offset costs of 
renewable energy purchases. In future quarters, the impact of solar power costs will be more 
severe, leading to EBIT erosion. As for volumes, Distribution saw 2% growth (fueled by the 
South-Eastern region) while Sales saw a 5% decline caused by Czech market share 
contraction (a 11% drop compared to a 0.5% market average). We expect Distribution and 
Sales to generate an EBIT of CZK 12.9bn this year vs. CZK 11.6bn in 2010. 
 
Quarterly Distribution EBIT by region (CZK bn) 
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Source: CEZ 

 
Better-than-expected performance was reported by the Mining segment where a 20% y/y 
increase in coal volumes drove EBIT to nearly CZK 1bn vs. our CZK 0.7bn estimate. The full-
year EBIT growth will be slower than in 2010 at about 13%. Considering that Mining’s strong 
operating profit was achieved despite lower prices of brown coal, the additional demand from 
Germany makes for an even better outlook for the coming quarters. Our FY2011 EBIT 
estimate for the segment is CZK 3.4bn vs. CZK 2.6bn in 2010. 
 
Quarterly results of the Mining segment 
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Hedging Energy Prices 
 
CEZ decided to increase long-term energy sales to capitalize on the price hikes following the 
German nuclear shutdown. Consequently, it has hedged 87% of its 2012 volume and 32% of 
the 2013 volume. While CEZ benefits from an increase in German electricity prices, keep in 
mind that 2011 prices have been fully hedged at EUR 52/MWh, and 2012 prices are hedged at 
an estimated EUR 53/MWh on 87% of the volume (65% of the volume was hedged at  
EUR 51/MWh through to the end of February), so even if the unhedged volumes are sold at 
EUR 58-60/MWh this will not have much influence on future revenues (an additional  
EUR 0.5/MWh translates into CZK 650-750m of extra revenue). Price hedging levels for 2013 
have not been set yet. For this year, we estimate the average hedging price (32% of positions) 
at EUR 52.5/MWh, which, given the effective price expected to be achieved by CEZ power 
plants (EUR 58.9) assumes that contracts will continue trading at EUR 60/MWh. When 
calculating hedging levels, keep in mind the EUR/CZK exchange rate which directly influences 
CEZ’s earnings (an appreciation in the koruna has a negative effect on profits). 
 
Average energy sales prices achieved by CEZ power p lants incl. hedging  
 

EUR 52.0 EUR 59.7 EUR 54.0 EUR 52.0 EUR 53.5 EUR 58.9 EUR 62.2 
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Earnings Forecast and Valuation 
 
Using DCF analysis and relative valuation, we set the nine-month price target for CEZ at  
CZK 885.8 or PLN 142.7 per share (CZK/PLN=0.1611), and we rate the stock as a reduce. 
 

  Weight Price 

Relative Valuation 50% 735.3 

DCF Valuation 50% 932.7 

  price 834.0 

  9M Target Price  885.8 

 
DCF Valuation  

 
Valuation assumptions 
 

1. The DCF model is based on the following assumptions with respect to prices of 
electricity and fuels, F/X rates, and production and sales volumes. 

 
  2008 2009 2010F 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 
Electric-power output (TWh) 67.6  65.3 68.4 70.9 71.9 80.6 79.1 76.9 73.4 69.8 66.3 66.3 66.3 

nuclear power 26.6 27.2 28.0 29.4 30.2 30.2 30.2 30.2 30.2 30.2 30.2 30.2 30.2 

lignite-fired 32.1 29.3 29.7 29.7 29.7 33.0 33.0 32.8 29.3 25.8 22.2 22.2 22.2 

hard coal-fired 7.4 6.7 8.4 8.5 8.5 8.5 7.0 5.0 5.0 5.0 5.0 5.0 5.0 

gas-fired 0.0 0.0 0.0 0.0 0.0 5.4 5.4 5.4 5.4 5.4 5.4 5.4 5.4 

hydroelectric power 1.5 2.1 2.3 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 

wind power 0.0 0.0 0.3 1.1 1.5 1.5 1.5 1.5 1.5 1.5 1.5 1.5 1.5 

              

Electricity sales volume (TWh) 37.9 40.7 44.6 45.7 46.9 48.0 49.2 50.4 51.6 52.8 53.9 55.1 56.3 

Electricity distribution volume (TWh) 51.0 49.8 53.2 54.5 55.8 57.2 58.5 59.9 61.2 62.6 63.9 65.3 66.6 

              

1Y forward electricity prices (EUR/MWh)  69.1 49.3 49.9 58.0 60.2 62.2 64.0 65.0 66.1 67.2 68.4 69.7 71.1 

Prices of CO2 certificates (EUR/t) 23.9 13.8 14.5 16.6 17.0 20.0 21.2 22.5 23.8 25.2 26.7 28.3 30.0 

              

EUR/CZK 25.0 26.4 25.3 24.3 24.0 24.0 24.0 24.0 24.0 24.0 24.0 24.0 24.0 

USD/CZK 17.1 19.0 19.1 17.6 17.7 17.5 18.5 18.5 18.5 18.5 18.5 18.5 18.5 

 
2. Cash flows are discounted to their present value as of 3 April 2011. Equity value was 

calculated based on FY2010 net debt.  
3. We add equity in subsidiaries consolidated under the equity method (CZK 27.2bn) to 

the DCF-calculated enterprise value. CEZ’s 7% stake in MOL is valued at the current 
market price (CZK 16.2bn). 

4. CAPEX and D&A charges in our DCF model factor in payments for nuclear fuel.  
5. The depreciation and amortization expense projected for FY2020 is lower than 

CAPEX, prompting a D&A revision to CZK 49.6bn. 
6. When calculating FCFTV, we based terminal-value calculations on the EBITDA margin 

projected for 2020. 
7. We assume that FCF will grow at a rate of 2% after 2020. The risk-free rate is 4.5%, 

and beta is 0.9.  
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DCF Model  
(CZK m) 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 2020+ 
Revenue 199 551  206 814 231 235 241 938 248 408 251 553 253 767 257 219 264 581 272 201 272 201 

   Change 0.4% 3.6% 11.8% 4.6% 2.7% 1.3% 0.9% 1.4% 2.9% 2.9% 0.0% 

EBITDA* 93 506 99 277 98 570 102 991 105 273 106 525 105 892 107 092 107 191 107 104 107 104 

   EBITDA margin 46.9% 48.0% 42.6% 42.6% 42.4% 42.3% 41.7% 41.6% 40.5% 39.3% 39.3% 

D&A expenses* 32 694 33 496 34 452 35 094 36 190 37 678 39 444 41 421 43 572 45 871 49 606 

EBIT 60 812 65 782 64 118 67 897 69 083 68 847 66 447 65 671 63 620 61 233 57 498 

   EBIT margin 30.5% 31.8% 27.7% 28.1% 27.8% 27.4% 26.2% 25.5% 24.0% 22.5% 21.1% 

Tax on EBIT** 14 705 15 679 12 182 12 900 13 126 13 081 12 625 12 477 12 088 11 634 12 088 

NOPLAT 46 107 50 103 51 936 54 996 55 957 55 766 53 822 53 194 51 532 49 599 45 410 

            

CAPEX* -68 076 -59 156 -49 928 -47 446 -47 785 -48 131 -48 486 -48 851 -49 224 -49 606 -49 606 

Working capital -8 943 -485 -1 630 -715 -432 -210 -148 -230 -492 -509 -509 

Equity investment -3 360 -1 258 -1 014 0 0 0 0 0 0 0 0 

            

FCF -1 578 22 699 33 814 41 929 43 931 45 103 44 632 45 533 45 388 45 355 44 901 

   WACC 7.1% 7.1% 7.3% 7.4% 7.6% 7.8% 7.9% 8.0% 8.0% 8.0% 8.1% 

   discount factor  96.1% 89.7% 83.6% 77.8% 72.3% 67.1% 62.2% 57.6% 53.3% 49.3% 49.3% 

PV FCF -1 517 20 355 28 268 32 624 31 764 30 261 27 747 26 220 24 200 22 380   

            

WACC 7.1% 7.1% 7.3% 7.4% 7.6% 7.8% 7.9% 8.0% 8.0% 8.0% 8.1% 
Cost of debt 5.5% 5.5% 5.5% 5.5% 5.5% 5.5% 5.5% 5.5% 5.5% 5.5% 5.5% 

Risk-free rate 4.5% 4.5% 4.5% 4.5% 4.5% 4.5% 4.5% 4.5% 4.5% 4.5% 4.5% 

Risk premium 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 

Effective tax rate 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 

Net debt / EV 42.1% 40.7% 38.1% 34.2% 30.6% 27.1% 23.8% 22.8% 22.0% 20.9% 20.0% 

            

Cost of equity 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 

Risk premium 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 

Beta 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 

            

FCF growth after forecast period 2.0% Sensitivity Analysis     
Terminal value 737 174     FCF growth in perpetuity 

Present value of terminal value (PV TV) 363 759     0.0% 1.0% 2.0% 3.0% 4.0% 

Present value of FCF in the forecast horizon 242 302 WACC +1.0pp 757 817 893 995 1 137 

Enterprise value (EV) 606 062 WACC +0.5pp 785 852 940 1 059 1 231 

Net debt 142 258 WACC  817 893 995 1 137 1 348 

Minority interests 5 440 WACC -0.5pp 852 940 1 059 1 231 1 497 

Equity value 458 364 WACC -01.0pp 893 995 1 137 1 348 1 695 

Investment in MOL  16 172        

Investments accounted for using the equity method 27 231        

Number of shares (millions) 537.99        

Equity value per share (CZK)  932.7        

9M cost of equity 6.7%        

Target price (CZK)  994.9        

Target price (PLN) 160.3         

            

EV/EBITDA ('11) for the target price 6.8        

P/E ('11) for the target price 12.3        

TV to EV 60%               

*incl. expenses on nuclear fuel and D&A        
**incl. tax on free CO emission allowances        
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Relative Valuation 
 
We compared CEZ’s P/E and EV/EBITDA multiples with the multiples of its peers estimated for 
2011 through 2013. The peer group includes international power producers and distributors 
and the natural gas company PGNiG which most resembles a utility. The peer companies vary 
in terms of power sources (fuel, emissions, age), and the scale at which they operate different 
lines of business. We assigned equal weights to each multiple and year. The financial data of 
PGE and Tauron are adjusted for the amounts of long-term contract compensation which were  
then added to the valuation as an aggregate discounted cash flow. CEZ’s value implied by 
relative valuation figured to CZK 735.3/share.  
 

    P/CE EV/EBITDA* 

  Price  2010 2011F 2012F 2013P 2010 2011F 2012F 2013F 

EDF 29.14 4.7 5.2 4.8 4.7 5.7 6.2 5.8 5.5 

E.ON AG 20.35 4.5 5.6 5.2 4.9 5.7 6.9 6.5 6.2 

IBERDROLA 6.09 6.6 6.3 5.8 5.6 8.5 8.1 7.5 7.3 

ENEL SPA 4.72 4.4 4.2 4.1 3.9 5.5 5.4 5.3 5.2 

RWE AG 41.83 3.8 4.4 4.2 4.3 4.8 5.5 5.2 5.4 

ENDESA SA 23.40 5.7 5.7 5.4 5.2 5.5 5.6 5.5 5.3 

FORTUM OYJ 22.69 10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

NATIONAL GRID PLC 6.16 8.2 7.4 6.9 6.6 10.2 9.4 8.9 8.4 

ENEA 18.88 6.5 6.0 5.5 5.1 4.0 3.6 3.1 2.9 

PGNiG 4.09 6.9 6.9 5.9 5.4 6.6 6.0 4.8 4.2 

PGE (ex LTC) 24.15 8.4 7.3 6.2 6.0 6.4 5.9 4.9 4.7 

TAURON (ex LTC) 6.33 6.0 4.8 4.1 3.9 4.9 4.3 3.6 3.3 

                    

Maximum   10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

Minimum   3.8 4.2 4.1 3.9 4.0 3.6 3.1 2.9 

Median   6.2 5.8 5.4 5.2 5.7 5.9 5.4 5.4 

CEZ 959.0 7.2 7.4 7.1 6.9 7.0 7.2 6.7 6.8 

(premium / discount)   16.7% 27.2% 31.5% 33.0% 22.1% 20.5% 25.2% 26.4% 

                    

Implied price                   

   Median   6.2 5.8 5.4 5.2 5.7 5.9 5.4 5.4 

   Multiple weight   50.0% 50.0% 

   Year weight   0.0% 33.3% 33.3% 33.3% 0.0% 33.3% 33.3% 33.3% 

Implied value (CZK) 735.3               

*EV/EBITDA based on FY2010 net debt                 
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   Income Statement  
(CZK m) 2007 2008 2009 2010 2011F 2012F 2013F 

Revenue 174 563.0  183 958.0 196 352.0 198 848.0 199 551.1 206 813.9 231 235.1 

   Change 17.1% 5.4% 6.7% 1.3% 0.4% 3.6% 11.8% 

        

EBIT, incl. 53 203.0  66 654.0 68 199.0 65 057.0 60 811.8 65 781.5 64 118.3 

Generation and Trade 37 357.0 50 445.0 54 612.0 48 074.0 41 800.9 46 036.0 43 587.4 

Distribution and Sales 9 774.0 9 594.0 7 237.0 11 596.0 12 981.6 13 341.7 13 703.4 

Mining 3 670.0 3 593.0 3 872.0 2 642.0 3 361.0 3 691.1 4 023.3 

Other 2 402.0 3 022.0 2 458.0 2 686.0 2 668.3 2 712.6 2 804.2 

        

One time gains/expenses 2 900.0 0.0 0.0 0.0 0.0 0.0 0.0 

EBIT, adjusted 50 303.0  66 654.0 68 199.0 65 057.0 60 811.8 65 781.5 64 118.3 

   Change 32.8% 25.3% 2.3% -4.6% -6.5% 8.2% -2.5% 

   EBIT margin 28.8% 36.2% 34.7% 32.7% 30.5% 31.8% 27.7% 

        

Financial income/expenses -2 052.0 -5 938.0 -3 253.0 -6 108.0 -2 933.2 -5 171.5 -4 932.5 

CO2 allowance tax 0.0 0.0 0.0 0.0 -3 150.9 -3 180.4 0.0 

Other 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

        

Pre-tax profit 51 151.0  60 716.0 64 946.0 58 949.0 54 727.8 57 429.6 59 185.8 

Tax 8 387.0 13 365.0 13 091.0 11 791.0 10 996.9 11 515.9 11 245.3 

Minority interests 1 209.0 841.0 308.0 -74.0 87.5 91.8 95.9 

        

Net profit 41 555.0  46 510.0 51 547.0 47 232.0 43 643.4 45 821.8 47 844.6 

   Change 50.0% 11.9% 10.8% -8.4% -7.6% 5.0% 4.4% 

   margin 23.8% 25.3% 26.3% 23.8% 21.9% 22.2% 20.7% 

        

        

D&A expenses* 22 123.0 22 047.0 22 876.0 24 032.0 25 731.3 26 362.9 27 216.9 

EBITDA adjusted 72 426.0  88 701.0 91 075.0 89 089.0 86 543.1 92 144.4 91 335.1 

   Change 17.1% 17.8% 2.7% -2.2% -2.9% 6.5% -0.9% 

   EBITDA margin 41.5% 48.2% 46.4% 44.8% 43.4% 44.6% 39.5% 

        

Shares at year-end (millions) 541.8 592.2 538.0 538.0 538.0 538.0 538.0 

EPS 76.7 78.5 95.8 87.8 81.1 85.2 88.9 

CEPS 117.5 115.8 138.3 132.5 129.0 134.2 139.5 

        

ROAE 22.7% 27.0% 27.6% 22.4% 19.0% 18.4% 17.6% 

ROAA 11.2% 11.0% 10.3% 8.8% 7.7% 7.6% 7.5% 
    * the D&A reported in P&L differs from the amount reported in cash flows  
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   Balance Sheet  
(CZK m) 2007 2008 2009 2010 2011F 2012F 2013F 

ASSETS 370 942.0 473 175.0 530 259.0 543 691.0 591 662.5 622 024.5 650 092.5 

Fixed assets 313 420.0  346 237.0 414 955.0 448 034.0 486 775.8 513 694.8 530 185.7 

   Property, plant and equipment 270 182.0 284 539.0 323 366.0 354 061.0 388 263.4 413 468.9 428 859.2 

   Intangible assets 19 060.0 18 074.0 18 653.0 16 876.0 17 600.3 17 695.4 17 421.6 

   Investments 248.0 1 907.0 17 250.0 16 928.0 16 928.0 16 928.0 16 928.0 

   Other fixed assets 23 930.0 41 717.0 55 686.0 60 169.0 63 984.0 65 602.5 66 976.9 

        

Current assets 57 522.0  126 938.0 115 304.0 95 657.0 104 886.8 108 329.7 119 906.8 

   Inventories 5 341.0 7 873.0 7 903.0 7 158.0 7 982.0 8 272.6 9 249.4 

   Current receivables 23 880.0 41 729.0 46 350.0 39 623.0 47 892.3 49 635.3 55 496.4 

   Other current assets 15 872.0 60 033.0 34 324.0 26 690.0 26 748.0 27 347.1 29 361.5 

   Cash and cash equivalents 12 429.0 17 303.0 26 727.0 22 186.0 22 264.4 23 074.8 25 799.5 

        

(CZK m) 2007 2008 2009 2010 2011F 2012F 2013F 

EQUITY AND LIABILITIES 370 942.0  473 175.0 530 259.0 543 691.0 591 662.5 622 024.5 650 092.5 

Equity 171 352.0  173 252.0 200 361.0 221 611.0 238 354.9 260 172.9 282 815.5 

   Share capital 59 221.0 59 221.0 53 799.0 53 799.0 53 799.0 53 799.0 53 799.0 

   Other equity 112 131.0 114 031.0 146 562.0 167 812.0 184 555.9 206 373.9 229 016.5 

        

Minority interests 12 874.0  12 158.0 6 314.0 5 440.0 5 440.0 5 440.0 5 440.0 

        

Long-term liabilities 125 151.0  136 614.0 192 516.0 215 963.0 198 134.4 202 133.6 201 010.3 

   Loans 51 984.0 66 526.0 118 921.0 140 040.0 122 211.4 126 210.6 125 087.3 

   Other 73 167.0 70 088.0 73 595.0 75 923.0 75 923.0 75 923.0 75 923.0 

        

Current liabilities 61 565.0  151 151.0 131 068.0 100 677.0 149 733.2 154 278.0 160 826.7 

   Loans 21 274.0 39 875.0 37 889.0 24 404.0 73 252.3 75 649.3 74 976.1 

   Trade creditors 25 737.0 93 646.0 76 853.0 58 804.0 59 011.9 61 159.7 68 381.6 

   Other 14 554.0 17 630.0 16 326.0 17 469.0 17 469.0 17 469.0 17 469.0 

        

Debt 73 258.0 106 401.0 156 810.0 164 444.0 195 463.7 201 859.9 200 063.4 

Net debt 60 829.0 89 098.0 130 083.0 142 258.0 173 199.2 178 785.2 174 263.9 

(Net debt / Equity) 35.5% 51.4% 64.9% 64.2% 72.7% 68.7% 61.6% 

(Net debt / EBITDA) 0.8 1.0 1.4 1.6 2.0 1.9 1.9 

        

BVPS 316.2 292.6 372.4 411.9 443.0 483.6 525.7 
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 Cash Flows 
(CZK m) 2007 2008 2009 2010 2011F 2012F 2013F 

Cash flows from operating activities 59 219.0  70 583.0 87 354.0 77 165.0 72 398.5 85 003.3 87 664.5 

   Net profit 41 555.0 46 510.0 51 547.0 47 232.0 43 643.4 45 821.8 47 844.6 

   D&A expenses 22 166.0 22 090.0 26 171.0 26 897.0 28 798.9 29 505.8 30 461.6 

   Working capital -3 880.0 37 604.0 -23 920.0 -14 044.0 -8 885.4 114.2 384.0 

   Other -622.0 -35621.0 33556.0 17080.0 8841.6 9561.5 8974.3 

        

Cash flows from investing activities -37 033.0  -60 170.0 -99 022.0 -65 584.0 -71 435.7 -60 414.8 -50 942.5 

   CAPEX -34 066.0 -46 186.0 -70 791.0 -63 018.0 -68 075.7 -59 156.3 -49 928.0 

   Other -2 967.0 -13 984.0 -28 231.0 -2 566.0 -3 360.0 -1 258.5 -1 014.5 

        

Cash flows from financing activities -40 120.0  -5 917.0 22 230.0 -15 592.0 -884.4 -23 778.1 -33 997.3 

   Stock issue -54 443.0 -12 535.0 146.0 337.0 0.0 0.0 0.0 

   Debt 26 248.0 27 607.0 48 918.0 13 333.0 31 019.7 6 396.2 -1 796.5 

   Dividend (buy-back) -11 694.0 -21 218.0 -26 545.0 -28 234.0 -26 899.5 -24 003.9 -25 202.0 

   Other -231.0 229.0 -289.0 -1 028.0 -5 004.6 -6 170.5 -6 998.7 

        

Change in cash -18 503.0  4 874.0 9 424.0 -4 541.0 78.4 810.3 2 724.7 

Cash at period-end 12 429.0 17 303.0 26 727.0 22 186.0 22 264.4 23 074.8 25 799.5 

        

DPS (CZK) 20.0 40.0 49.3 52.5 50.0 44.6 46.8 

FCF 26 093.0 66 754.0 -16 727.0 236.0 -1 414.8 21 586.4 30 545.8 

(CAPEX / Sales) 19.5% 25.1% 36.1% 31.7% 34.1% 28.6% 21.6% 

        

Market multiples        

  2007 2008 2009 2010 2011F 2012F 2013F 

P/E 12.5 12.2 10.0 10.9 11.8 11.3 10.8 

P/CE 8.2 8.3 6.9 7.2 7.4 7.1 6.9 

P/BV 3.0 3.3 2.6 2.3 2.2 2.0 1.8 

P/S 3.0 3.1 2.6 2.6 2.6 2.5 2.2 

        

FCF/EV 4.4% 10.0% -2.6% 0.0% -0.2% 3.1% 4.4% 

EV/EBITDA 8.2 7.5 7.2 7.4 8.0 7.6 7.6 

EV/EBIT 11.8 10.0 9.6 10.2 11.4 10.6 10.8 

EV/S 3.4 3.6 3.3 3.3 3.5 3.4 3.0 

        

DYield  2.1% 4.2% 5.1% 5.5% 5.2% 4.7% 4.9% 

        

Price (CZK) 959.0        

Shares at year-end (millions) 541.8 592.2 538.0 538.0 538.0 538.0 538.0 

MC (CZK m) 519 625 567 930 515 932 515 932 515 932 515 932 515 932 
Equity attributable to minority 
shareholders (CZK m) 12 874 12 158 6 314 5 440 5 440 5 440 5 440 

EV (CZK m) 593 328 669 186 652 329 663 630 694 571 700 157 695 636 
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ENEA Accumulate 
ENAE.WA; ENA PW (Upgraded) 

Power Utilities 

Poland 

Average daily trading (3M) 

Free float 

Market cap 

Target price 

Current price   PLN 18.88 

PLN 21.68  

PLN 8.33bn    

PLN 1.82bn  

PLN 10.01m 

Investors React to Privatization Failure 

After the privatization fiasco, the price of the Enea stock quickly 
plummeted by 25%, making its valuation considerably more attractive, 
especially in the context of its very strong earnings for Q1, which have 
made more upbeat forecasts for FY 2011 possible. At the moment, the 
Company is trading at an average discount of 20% to peers (P/CE and 
EV/EBITDA). Although the structure of its assets does not make it the 
best exposure to the growth in electricity prices that Poland is 
expected to experience (no vertical integration in generation), we 
believe it could be an interesting investment in the medium term. We 
are upgrading our rating from hold to accumulate, with a price target 
of PLN 21.68 per share (vs. PLN 21.43 per share previously).  

Q1’11 brings a surprise in electricity trade 
Enea’s earnings for Q1’11 outperformed our expectations by a wide margin, 
beating them by 28% at the EBIT level. The main source of this surprise 
was the trade segment, and it was attained in part thanks to a reduction in 
provisions for certificates of origin (-PLN 16m). Electricity generation also 
performed well thanks to a higher share of biomass co-burning (+PLN 15m 
y/y in additional margin), energy trading and a reduction in provisions for 
employee benefits (-PLN 5m). In general, Enea’s earnings for Q1 allow for 
more optimistic expectations for 2011, especially in the context of the 
expected increase in available capacity at Kozienice power plant, thanks to 
y/y decline in maintenance work and artificially low base of comparison in 
distribution in Q2 and Q4 (by ca. PLN 70m, due to provisions).  
  
Privatization fiasco: what’s next? 
The decision to suspend the privatization process due to the lack of 
satisfactory bids was a major disappointment for the market and led to a 
dramatic plunge in the price of the stock (bearing in mind the Company’s 
ambitious investment plans, investors once again started to attach a 
discount to its net cash position, which amounts to 34% of the current 
market cap).  It seems that this process is unlikely to resume in the 
upcoming months (according to the Treasury, this will happen after the 
construction of the new unit at Kozienice commences), and that a premium 
on account of a potential tender offer by an industry investor is unlikely to 
return as well. The future of Vattenfall’s stake, whose market value amounts 
to PLN 1.6bn, is another open issue. It might be sold in a bundle with the 
other Polish assets of the Swedish holding, but Vattenfall might also attempt 
to sell it to financial investors. Of course, the latter a scenario would have a 
negative impact on stock price in the medium term.  

  

  

  

  

Shareholder Structure 

Sector Outlook 

The Polish energy sector is expected to correlate 
increasingly with EU markets, and energy prices are 
converging to EU averages. The convergence process 
should be supported by increasing electricity usage 
accompanied by a hiatus in capacity expansion – a 
combination which could lead to power shortage during 
peak demand periods in the future. 

Company Profile 

ENEA is one of Poland’s biggest integrated energy 
groups, with a 14% share in the distribution market 
(2.3m customers). The Group includes the Kozienice 
power plant (2.88GW), which generates ca. 12TWh of 
energy per year (8% of Polish output). Investment 
plans foresee capacity expansion at Kozienice by a 
further 1GW by 2016. ENEA is also planning to expand 
its renewable energy portfolio with wind farms and 
biogas plants.  

Kamil Kliszcz 

(48 22) 697 47 06 

kamil.kliszcz@dibre.com.pl 

www.dibre.com.pl 

BRE Bank Securities does not rule out offering brokerage services to an issuer of securities being the subject of a recommendation. Information concerning a conflict of interest arising in 
connection with issuing a recommendation (should such a conflict exist) is located on the final page of this report. 

 

(PLN m) 2008 2009 2010 2011F 2011F 

Revenue 6 157.8 7 153.5 7 836.9 9 636.7 10 336.7 

EBITDA 882.7 1 167.0 1 364.6 1 527.1 1 746.3 

    EBITDA margin 14.3% 16.3% 17.4% 15.8% 16.9% 

EBIT 251.4 505.6 712.0 893.7 1 102.4 

Net profit 215.4 513.6 639.3 750.5 889.1 

DPS 0.23 0.46 0.38 0.41 0.48 

P/E 38.7 16.2 13.0 11.1 9.4 

P/CE 9.8 7.1 6.5 6.0 5.4 

P/BV 0.9 0.9 0.8 0.8 0.8 

EV/EBITDA 6.6 5.0 4.1 3.9 3.9 

DYield 1.2% 2.4% 2.0% 2.2% 2.5% 

Important dates 

Enea vs. WIG 

State Treasury 51.97% 

Vattenfall 18.67% 

Employees (lock up until 16.02.12) 7.59% 

  

Others 21.83% 

16

17.8

19.6

21.4

23.2

25

2010-05-13 2010-09-08 2011-01-04 2011-05-02

PLN

Enea WIG

29.08– H1 2011 report 
14.11– Q3 2011 report 
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Trade lifts Q1 2011results above expectations  
 

ENEA’s Q1 2011 EBIT exceeded our estimate by 28% thanks mainly to the Trade segment 
which grew its operating profit to PLN 78m from PLN 55m a year ago contrary to expectations 
of a drop to PLN 6m caused by strong competition. Even after adjustment for PLN 16m charge 
reversals, core EBIT was strong at PLN 62m, suggesting that the whole-year 2011 result will 
be better than last year.  
 
Reported vs. forecasted Q1 2011 results 

(PLN m) Q1 2011 Q1 2010 Change  Q1 2011F 
Actuals 

vs. 
Forecasts  

Consensus  Actuals vs. 
Consensus  

Revenue 2 472.2 2 021.4 22.3% 2 402.9 2.9% 2 247 10.0% 

EBITDA 439.4 389.7 12.8% 385.3 14.1% 392 12.2% 

EBITDA margin 17.8% 19.3% - 16.0% - - - 

EBIT 282.8 226.6 24.8% 220.6 28.2% 225 25.6% 

Pre-tax profit 311.8 272.0 14.7% 255.5 22.0% - - 

Net profit 246.4 218.2 13.0% 207.0 19.1% 205 20.3% 
Source: ENEA, F – forecasts by BRE Bank Securities; Consensus estimates by PAP  

 
In the Power Generation segment, despite a 5% y/y decline in output, EBIT exceeded our  
PLN 95m estimate at PLN 106m thanks to higher contributions from biomass co-firing 
(responsible for a year-on-year margin increase by PLN 15m), higher electricity sales (trading), 
and PLN 5m lower payroll allowances. Moreover, there was a reduction in coal costs thanks to 
3.8% lower unit prices. Following two boiler upgrades, going forward, Enea should maintain a 
favorable ratio of coal usage per 1 MWh of power. The lower unit prices are purely an effect of 
lower-quality coal purchased from LW Bogdanka and do not influence the actual costs per 
1GJ. As for biomass co-firing, its contribution to EBIT was higher when measured against a 
low year-ago base and will decrease in future quarters. In the end, higher prices of coal-fired 
energy are expected to allow the Power Generation segment to generate an EBIT of  
PLN 400m in 2011 (another contributing factor will be the increased capacity of the Kozienice 
power plant).     

 
Estimated available capacity of Kozienice Power Pla nt 
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Source: PSE, estimates by BRE Bank Securities 
 

In Distribution, EBIT was slightly lower than predicted (PLN 127m vs. PLN 135m forecasted 
and PLN 126m in Q1 2010) because of slower volumes (which rose just 1.5%), higher network 
losses (PLN 6.1m), and PLN 3.2m lower connection revenues. The Distribution segment is 
expected to improve results going forward, if not for other reasons then thanks to low Q2 2010 
and Q4 2010 bases, and generate a full-year EBIT of PLN 363m.  
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Quarterly results by business segment 
(PLN m) Q1’09 Q2'09 Q3'09 Q4’09 Q1’10 Q2'10 Q3'10 Q4’10 Q1’11 

Revenue 1 884.7  1 707.2 1 647.5 1 927.9 2 021.4 1 896.4 1 909.9 2 009.2 2 472.2 

EBIT 223.6 200.3 15.4 66.2 226.6 167.0 217.2 83.6 282.8 

Generation  123.5 100.7 -70.5 61.8 69.7 56.6 92.8 97.3 106.0 

Distribution 48.2 64.1 54.8 -26.3 126.4 54.2 89.8 -6.9 126.7 

Trade 69.8 47.1 34.7 83.9 55.1 83.8 49.6 5.6 78.2 

Other 7.9 1.9 21.4 -1.3 4.9 6.3 14.2 10.7 1.2 

Intercompany eliminations -14.1 -1.5 -10.4 -28.5 -4.7 -12.3 -7.3 9.2 -7.2 

Unattributed expenses -11.7 -12.0 -14.5 -23.3 -25.0 -21.6 -21.9 -32.3 -22.1 

EBITDA 383.9 359.0 178.8 245.3 389.7 328.3 383.0 246.5 439.4 

          

Electricity output (GWh) 2 888 2 937 3 135 3 162 2 995 2 914 3 248 3 161 2 845 
Electricity distribution volume 
(GWh) 4 247 3 741 3 767 3 942 3 933 3 449 3 959 4 143 3 996 

Source: ENEA, BRE Bank Securities 
 
A breakdown of quarterly costs (see diagram below) does not reveal any deviations from 
normal seasonal patterns. Note that in the past Enea typically set aside additional payroll 
allowances in Q2 and Q4, and recognized the lowest quarterly maintenance costs in Q1. 
Financial income in Q1 2011 amounted to PLN 29m, slightly less had we had expected  
(PLN 35m). The bottom-line profit came 19% ahead of forecasts (in spite of PLN 3m lower 
profits accounted for using the equity method from the Białystok CHP which saw a decline in 
heat demand in January). Enea generated PLN 272m operating cash flow in Q1 2011. 
Combined with a CAPEX of PLN 340m, this resulted in a net cash reduction to PLN 2.7bn.  
 
Quarterly cost breakdown 
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Economic Assumptions 
 

The table below outlines the macroeconomic assumptions underlying DCF valuation. 
  2009 2010 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 

Prices of Brent crude (USD/Bbl) 62.0 79.7 98.5 95.0 95.0 95.0 95.0 95.0 95.0 95.0 95.0 95.0 

EEX energy prices (EUR/MWh) 49.3 49.9 58.0 60.2 62.2 64.0 65.0 66.1 67.2 68.4 69.7 71.1 

Polish energy prices (PLN/MWh) 195.0 190.0 195.0 209.4 222.6 217.6 224.1 227.6 231.4 235.3 239.6 244.0 

Prices of CO2 certificates, EUR/T 13.8 14.5 16.6 17.0 20.0 21.2 22.5 23.8 25.2 26.7 28.3 30.0 

Prices of thermal coal (PLN/T) 268.5 253.6 264.9 275.5 281.0 283.8 286.6 289.5 292.4 292.4 292.4 292.4 

Avg. PLN/USD exchange rate  3.12 3.02 3.00 2.90 2.80 2.70 2.70 2.70 2.70 2.70 2.70 2.70 

Avg. EUR/PLN exchange rate  4.33 3.99 4.00 3.80 3.70 3.50 3.50 3.50 3.50 3.50 3.50 3.50 

Power output (TWh) 12.2  12.5 12.5 12.7 13.0 13.2 13.2 19.6 19.6 17.8 18.3 18.3 

hard coal-fired 12.1 12.3 12.3 12.3 12.3 12.3 12.3 18.4 18.4 16.4 16.9 16.9 

hydroelectric power 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 

wind power 0.0 0.0 0.0 0.2 0.5 0.7 0.7 1.0 1.0 1.2 1.2 1.2 

Distribution volumes (TWh) 15.7 16.4 16.8 17.1 17.5 17.8 18.2 18.5 18.9 19.3 19.7 20.1 
Source: Bloomberg, ENEA, BRE Bank Securities 

 
 

Earnings Forecast and Valuation 
 
Using DCF analysis and relative valuation, we set the nine-month price target on ENEA at  
PLN 21.68 per share. We attach more weight to DCF valuation given the expected huge CAPEX 
levels in 2013-2015 (relative to current cash flows). 

 
  Weight Price 

Relative Valuation 40% 24.07 

DCF Valuation 60% 17.51 

  price 20.13 

  9M Target Price  21.68 

 
DCF Valuation  

 
Valuation assumptions 
 

1. Cash flows are discounted to their present value as of 30 April 2011. Equity value 
calculations factor in minority interests and FY2010 net debt.  

2. The economic assumptions are as outlined above. 
3. Our valuation takes into account investments in subsidiaries accounted for under the 

equity method (PLN 170m, consisting mostly of the stake in the Białystok CHP, and a 
1.4% stake in LW Bogdanka (PLN 51.6m)). 

4. We increased our valuation by the expected refund of overpaid excise tax on network 
losses, which we estimate at PLN 65m, and PLN 187m in long-term contract 
compensation due to the Kozienice power plant. 

5. We adjusted the D&A expenses projected for after 2020 to match the level of capital 
expenses (PLN 1.3bn).  

6. When calculating FCFTV, we based terminal-value calculations on the sales growth 
rate and EBITDA margin projected for 2020. 

7. We assume that FCF will grow at a rate of 2% after 2020. The risk-free rate is 6.15%, 
and beta is 0.9.  
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DCF Model 
(PLN m) 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 2020+ 

Revenue 9 637  10 337 11 136 11 310 11 656 15 057 15 368 14 779 15 293 15 564 15 564 

   change 23.0% 7.3% 7.7% 1.6% 3.1% 29.2% 2.1% -3.8% 3.5% 1.8% 0.0% 

EBITDA 1 527.1 1 746.3 1 927.0 1 947.4 1 953.2 2 817.6 2 749.2 2 722.0 2 656.5 2 550.0 2 550.0 

   EBITDA margin 15.8% 16.9% 17.3% 17.2% 16.8% 18.7% 17.9% 18.4% 17.4% 16.4% 16.4% 

D&A expenses 633.4 643.9 735.0 765.1 772.9 1 280.5 1 302.5 1 331.6 1 374.6 1 424.7 1 304.5 

EBIT 893.7 1 102.4 1 192.0 1 182.3 1 180.3 1 537.1 1 446.8 1 390.4 1 282.0 1 125.2 1 245.4 

   EBIT margin 9.3% 10.7% 10.7% 10.5% 10.1% 10.2% 9.4% 9.4% 8.4% 7.2% 8.0% 

EBIT tax 169.8 209.5 226.5 224.6 224.3 292.0 274.9 264.2 243.6 213.8 236.6 

NOPLAT 723.9 892.9 965.5 957.7 956.0 1 245.1 1 171.9 1 126.2 1 038.4 911.4 1 008.8 

            

CAPEX -1 479 -2 103 -2 899 -3 416 -2 524 -1 453 -1 362 -1 270 -1 286 -1 305 -1 305 

Working capital -121.5 -19.5 -22.2 -4.9 -9.6 -94.6 -8.7 16.4 -14.3 -7.6 -7.6 

Equity investment 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0 0.0 

            

FCF -242.9 -585.9 -1 220.3 -1 697.9 -804.5 977.8 1 103.8 1 203.8 1 112.8 1 024.1 1 001.2 

   WACC 10.7% 10.6% 10.1% 9.4% 9.1% 9.2% 9.2% 9.2% 9.2% 9.2% 9.2% 

   discount factor  94.3% 85.2% 77.5% 70.8% 64.9% 59.4% 54.4% 49.8% 45.6% 41.8% 41.8% 

PV FCF -229.0 -499.5 -945.2 -1 202.1 -522.0 581.1 600.8 600.0 508.0 428.1   

            

WACC 10.7% 10.6% 10.1% 9.4% 9.1% 9.2% 9.2% 9.2% 9.2% 9.2% 9.2% 

Cost of debt 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 

Risk-free rate 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 

Risk premium 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 

Effective tax rate 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 

Net debt / EV 0.0% 1.5% 12.1% 25.7% 31.9% 30.0% 30.0% 30.0% 30.0% 30.0% 30.0% 

            

Cost of equity 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 

Risk premium 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 

Beta 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 

            

FCF growth after the forecast horizon 2.0% Sensitivity Analysis     

Terminal value 13 921     FCF growth in perpetuity 

Present value of terminal value (PV TV) 5 820     0.0% 1.0% 2.0% 3.0% 4.0% 

Present value of FCF in the forecast horizon -680 WACC +1.0pp 14.67 15.76 17.11 18.85 21.14 

Enterprise Value (EV) 4 712 WACC +0.5pp 15.19 16.40 17.92 19.91 22.59 

FY2010 net debt -2 618 WACC  15.76 17.11 18.85 21.14 24.31 

Minority interests    24 WACC -0.5pp 16.40 17.92 19.91 22.59 26,41 

Investment in LW Bogdanka   52 WACC -01.0pp 17.11 18.85 21.14 24.31 29.00 

LTC compensation    187        

Other assets    170        

Taxes refundable on network losses  65        

Equity value    7 728        

Number of shares (millions)   441.4        

Equity value per share (PLN)   17.51        

9M cost of equity  7.7%        

Target price       18.85        

EV/EBITDA('11) for target price   3.7        

P/E('11) for target price    11.1        

TV / EV   124%               
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Relative Valuation 
 
We compared Enea’s P/E and EV/EBITDA multiples with the multiples of its peers estimated 
for 2011 through 2013. The peer group includes international power producers and distributors 
and the natural gas company PGNiG which most resembles a utility. The peer companies vary 
in terms of power sources (fuel, emissions, age), and the scale at which they operate different 
lines of business. We assigned equal weights to each multiple and year. The financial data of 
PGE and Tauron are adjusted for the amounts of long-term contract compensation which were 
then added to the valuation as an aggregate discounted cash flow. Enea’s’s value implied by 
relative valuation figured to PLN 24.1/share.  
 

    P/CE EV/EBITDA* 

  Price 2010 2011F 2012F 2013F 2010 2011F 2012F 2013F 

EDF 29.14 4.7 5.2 4.8 4.7 5.7 6.2 5.8 5.5 

E.ON AG 20.35 4.5 5.6 5.2 4.9 5.7 6.9 6.5 6.2 

IBERDROLA 6.09 6.6 6.3 5.8 5.6 8.5 8.1 7.5 7.3 

ENEL SPA 4.72 4.4 4.2 4.1 3.9 5.5 5.4 5.3 5.2 

RWE AG 41.83 3.8 4.4 4.2 4.3 4.8 5.5 5.2 5.4 

ENDESA SA 23.40 5.7 5.7 5.4 5.2 5.5 5.6 5.5 5.3 

FORTUM OYJ 22.69 10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

NATIONAL GRID PLC 6.16 8.2 7.4 6.9 6.6 10.2 9.4 8.9 8.4 

CEZ 959.00 7.2 7.4 7.1 6.9 7.0 7.2 6.7 6.8 

PGNiG 4.09 6.9 6.9 5.9 5.4 6.6 6.0 4.8 4.2 

PGE (ex KDT) 24.15 8.4 7.3 6.2 6.0 6.4 5.9 4.9 4.7 

TAURON (ex KDT) 6.33 6.0 4.8 4.1 3.9 4.9 4.3 3.6 3.3 

                    

Maximum   10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

Minimum   3.8 4.2 4.1 3.9 4.8 4.3 3.6 3.3 

Median   6.3 6.0 5.6 5.3 6.1 6.1 5.6 5.5 

ENEA 18.9 6.5 6.0 5.5 5.1 4.0 3.6 3.1 2.9 

(premium / discount) to median   2.9% 0.7% -2.6% -3.1% -33.7% -41.1% -44.3% -47.9% 

                    

Implied price                   

   Median   6.3 6.0 5.6 5.3 6.1 6.1 5.6 5.5 

   Multiple weight   50.0% 50.0% 

   Year weight   0.0% 33.3% 33.3% 33.3% 0.0% 33.3% 33.3% 33.3% 

Implied value of ENEA (PLN) 24.1               

*EV/EBITDA based on FY2010 net debt                 
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Income Statement  
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

Revenue 5 445.8 6 157.8 7 153.5 7 836.9 9 636.7 10 336.7 11 135.9 

   Change 1.2% 13.1% 16.2% 9.6% 23.0% 7.3% 7.7% 

incl. LTC 0.0 81.0 -77.4 15.6 0.0 0.0 0.0 

        

EBIT, incl. 83.3 251.4 505.6 712.0 893.7 1 102.4 1 192.0 

Generation 12.0 68.0 215.5 313.6 401.5 546.8 555.3 

Trade 75.9 244.2 235.5 209.3 222.2 210.1 209.8 

Distribution 79.9 69.1 140.8 263.5 368.7 447.6 526.1 

Other 39.0 6.2 29.8 41.4 32.2 37.4 43.3 

Intercompany eliminations -6.9 -14.4 -54.5 -15.5 -28.1 -34.1 -34.4 

Unattributed expenses -116.3 -121.6 -61.4 -100.3 -102.9 -105.4 -108.1 

        

EBIT 83.3 251.4 505.6 712.0 893.7 1 102.4 1 192.0 

   Change -63.9% 201.6% 101.1% 40.8% 25.5% 23.4% 8.1% 

   EBIT margin 1.5% 4.1% 7.1% 9.1% 9.3% 10.7% 10.7% 

        

Financial income/expenses 25.6 41.7 137.4 99.5 31.1 -6.5 -75.8 

Extraordinary income/expenses 0.0 0.0 0.0 0.0 0.0 0.0 1.0 

Other 0.1 0.4 10.1 1.8 1.8 1.8 1.8 

        

Pre-tax profit 109.1  293.5 653.1 813.2 926.5 1 097.6 1 118.0 

Tax -412.6 78.1 139.4 173.8 176.0 208.6 212.4 

Minority interests 0.2 0.0 0.0 0.1 0.0 0.0 0.0 

        

Net profit 521.5 215.4 513.6 639.3 750.5 889.1 905.6 

   Change 156.1% -58.7% 138.5% 24.5% 17.4% 18.5% 1.9% 

   margin 9.6% 3.5% 7.2% 8.2% 7.8% 8.6% 8.1% 

        

        

D&A expenses 470.6 631.4 661.3 652.7 633.4 643.9 735.0 

EBITDA 553.9 882.7 1 167.0 1 364.6 1 527.1 1 746.3 1 927.0 

   Change -12.7% 59.4% 32.2% 16.9% 11.9% 14.4% 10.3% 

   EBITDA margin 10.2% 14.3% 16.3% 17.4% 15.8% 16.9% 17.3% 

        

Shares at year-end (millions) 348.2 441.4 441.4 441.4 441.4 441.4 441.4 

EPS 1.5 0.5 1.2 1.4 1.7 2.0 2.1 

CEPS 2.8 1.9 2.7 2.9 3.1 3.5 3.7 

        

ROAE 9.4% 2.7% 5.6% 6.7% 7.4% 8.3% 7.8% 

ROAA 6.4% 2.0% 4.2% 5.1% 5.7% 5.9% 5.1% 
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Balance Sheet  
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

ASSETS 9 816.2 11 985.9 12 229.7 12 836.7 13 639.2 16 493.1 18 920.8 

Fixed assets 7 951.1  8 204.0 8 374.7 8 737.9 9 583.1 11 042.5 13 206.1 

   Property, plant and equipment 7 871.2 7 944.8 8 060.7 8 308.7 9 132.4 10 559.1 12 689.8 

   Intangible assets 40.5 36.6 48.0 145.1 166.7 199.3 232.2 

   Investments 5.2 189.9 189.9 170.2 170.2 170.2 170.2 

   Other fixed assets 34.2 32.7 76.1 113.9 113.9 113.9 113.9 

        

Current assets 1 865.1  3 781.9 3 855.0 4 098.8 4 056.1 5 450.6 5 714.7 

   Inventories 149.1 270.0 300.8 242.1 385.5 413.5 445.4 

   Current receivables 715.1 780.1 925.5 922.5 1 134.3 1 216.7 1 310.8 

   Other current assets 60.1 111.1 1 726.1 2 034.7 2 034.7 2 034.7 2 034.7 

   Cash and cash equivalents 940.8 2 620.7 902.5 899.6 501.6 1 785.7 1 923.8 

        

(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

EQUITY AND LIABILITIES 9 816.2  11 985.9 12 229.7 12 836.7 13 639.2 16 493.1 18 920.8 

Equity 6 763.2 8 993.2 9 348.9 9 852.6 10 421.3 11 097.4 12 001.1 

   Share capital 494.8 588.0 588.0 588.0 588.0 588.0 588.0 

   Other equity 6 268.4 8 405.2 8 760.8 9 264.6 9 833.3 10 509.3 11 413.1 

        

Minority interests 3.2  31.1 23.8 23.9 23.9 23.9 23.9 

        

Long-term liabilities 1 387.2  1 518.0 1 406.2 1 374.0 1 374.0 2 689.9 3 585.3 

   Loans 184.4 152.8 107.1 72.4 72.4 1 388.3 2 283.7 

   Other 1 202.8 1 365.2 1 299.1 1 301.6 1 301.6 1 301.6 1 301.6 

        

Current liabilities 1 662.6  1 443.7 1 450.9 1 586.3 1 820.0 2 681.9 3 310.4 

   Loans 69.2 52.6 50.0 42.4 42.4 813.4 1 338.1 

   Trade creditors 787.7 865.6 972.0 1 017.8 1 251.6 1 342.5 1 446.3 

   Other 805.7 525.5 428.9 526.1 526.1 526.1 526.1 

        

Debt 253.6 205.4 157.0 114.8 114.8 2 201.7 3 621.8 

Net debt -747.3 -2 526.4 -2 471.7 -2 819.6 -2 421.5 -1 618.7 -336.7 

(Net debt / Equity) -11.0% -28.1% -26.4% -28.6% -23.2% -14.6% -2.8% 

(Net debt / EBITDA) -1.3 -2.9 -2.1 -2.1 -1.6 -0.9 -0.2 

        

BVPS 19.4 20.4 21.2 22.3 23.6 25.1 27.2 
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Cash Flows 
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

Cash flows from operating activities 650.5  825.5 850.1 1 275.7 1 229.5 1 518.3 1 692.3 

   Net profit 521.5 215.4 513.6 639.3 750.5 889.1 905.6 

   D&A expenses 470.6 631.4 661.3 653.2 633.4 643.9 735.0 

   Working capital 20.2 -150.6 -147.3 12.1 -121.5 -19.5 -22.2 

   Other -361.8 129.4 -177.5 -29.0 -32.9 4.8 74.0 

        

Cash flows from investing activities 232.9  -899.5 -2 332.5 -1 067.6 -1 410.2 -2 001.4 -2 748.0 

   CAPEX -334.1 -631.7 -764.3 -852.2 -1 478.6 -2 103.3 -2 898.6 

   Other 567.0 -267.9 -1568.2 -215.4 68.5 101.9 150.6 

        

Cash flows from financing activities -294.3  1 753.9 -235.7 -211.0 -217.4 1 767.3 1 193.7 

   Stock issue 0.0 1 940.2 0.0 0.0 0.0 0.0 0.0 

   Debt -252.9 -64.9 -50.6 -37.2 0.0 2 086.9 1 420.1 

   Dividend (buy-back) -39.8 -100.6 -203.1 -167.7 -180.0 -211.3 0.0 

   Other -1.6 -20.8 18.0 -6.1 -37.4 -108.4 -226.4 

        

Change in cash 589.1  1 679.9 -1 718.1 -2.9 -398.0 1 284.1 138.1 

Cash at period-end 940.8 2 620.7 902.5 899.6 501.6 1 785.7 1 923.8 

        

DPS (PLN) 0.11 0.23 0.46 0.38 0.41 0.48 0.00 

FCF 652.6 22.4 115.9 350.8 -249.1 -585.0 -1 206.2 

(CAPEX / Sales) 6.1% 10.3% 10.7% 10.9% 15.3% 20.3% 26.0% 

        

Market multiples        

  2007 2008 2009 2010 2011F 2012F 2013F 

P/E 12.6 38.7 16.2 13.0 11.1 9.4 9.2 

P/CE 6.6 9.8 7.1 6.5 6.0 5.4 5.1 

P/BV 1.0 0.9 0.9 0.8 0.8 0.8 0.7 

P/S 1.2 1.4 1.2 1.1 0.9 0.8 0.7 

        

FCF/EV 11.2% 0.4% 2.0% 6.3% -4.2% -8.7% -15.0% 

EV/EBITDA 10.5 6.6 5.0 4.1 3.9 3.9 4.2 

EV/EBIT 70.0 23.2 11.6 7.8 6.6 6.1 6.7 

EV/S 1.1 0.9 0.8 0.7 0.6 0.7 0.7 

        

DYield  0.6% 1.2% 2.4% 2.0% 2.2% 2.5% 0.0% 

        

Price (PLN) 18.88        

Shares at year-end (millions) 348.2 441.4 441.4 441.4 441.4 441.4 441.4 

MC (PLN m) 6 574.4 8 334.4 8 334.4 8 334.4 8 334.4 8 334.4 8 334.4 
Equity attributable to minority 
shareholders (PLN m) 3.2 31.1 23.8 23.9 23.9 23.9 23.9 

EV (PLN m) 5 830.3 5 839.2 5 886.5 5 538.8 5 936.8 6 739.6 8 021.7 
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PGE Accumulate 
PGE PW; PGEP.WA (Reiterated) 

Power Utilities 

Poland 

Average daily trading (3M) 

Free float 

Market cap 

Target price 

Current price   PLN 24.15  

PLN 27.74  

PLN 45.16bn  

PLN 13.87bn  

PLN 97.91m 

Poised For Electricity Price Appreciation  

PGE shares have been outperforming the Polish utilities sector over 
the past month, fueled by speculation on the selling price of Polkomtel 
shares and a PLN 0.65-a-share dividend announcement. The upward 
momentum is expected to continue after a good first-quarter showing 
combined with a likelihood of higher electricity prices being set in 
2012 supply contracts. Moreover, there is a possibility that PGE will 
pay an advance dividend as high as PLN 1.2 a share this year. One 
factor which may keep PGE shares from moving to new highs is a 
looming offering by the State Treasury (after the lock-up period ends 
in July). We are reiterating an accumulate rating on PGE while raising 
our price target from PLN 26.73 to PLN 27.74 per share. 

Q1 2011 results exceed expectations without help from one-offs 
On slow volumes (which remained flat at last year’s levels in Power 
Generation and Distribution) and despite a lack of one-time gains, PGE’s 
Q1 2011 EBIT came 12% ahead of forecasts. Such strong profits were 
achieved thanks to a favorable production structure (a higher share of 
alternative energy sources) and higher distribution tariffs (the Q1 2011 EBIT 
of the Distribution segment was PLN 80m higher than in Q1 2010). There 
was a year-on-year deterioration in the Retail segment, but it was less 
severe than we had predicted. We were disappointed to see a quarter-on-
quarter drop in cash flow paired with an increase in net debt by PLN 0.7bn, 
but at the same time we believe that the contributing changes to working 
capital were a one-time event and will be reversed in future periods. 
  
Wide M&A spectrum 
PGE is negotiating several M&A deals expected to be finalized before the 
end of the year. The largest of the potential acquisitions (currently pending 
approval by the antitrust office) is Energa. In our opinion, given the probable 
changes in the system of renewable energy subsidies, the addition of Enea 
to the business mix will not create value for shareholders, and may have a 
negative impact on PGE’s stock value. Much more desirable targets in our 
view are the combined-cycle power plants of Vattenfall and the Warsaw 
heat utility SPEC, but they may prove too costly given the great amount of 
interest from other buyers. 
  
Dividends from Polkomtel 
Speculation about the price at which Polkomtel shareholders can sell their 
stakes (some guesses were as high as PLN 21 billion) has subsided after 
submission of binding offers. Our own estimates put Polkomtel’s value at 
PLN 18 billion, suggesting that PGE’s interests are worth PLN 1.9 per share 
net. If the sale is finalized by the end of June, we believe there is a good 
chance PGE will pay an advance dividend of PLN 1.2 a share (with yield at 
5%) still this year.   

Shareholder Structure 

Sector Outlook 

The Polish energy sector is expected to correlate 
increasingly with EU markets, and energy prices are 
converging to EU averages. The convergence process 
should be supported by increasing electricity usage 
accompanied by a hiatus in capacity expansion – a 
combination which could lead to power shortage during 
peak demand periods in the future. 

Company Profile 

PGE is the largest energy holding in Poland, 
comprised of power plants and combined-cycle plants 
with a combined capacity of 12.4 GW and an annual 
output of 52.7 TWh, (representing a 42% market 
share). PGE produces about 67% of electricity from 
coal provided by its own lignite mines. In addition to 
power generation, the company also operates its own 
distribution network (covering about 26% of the Polish 
market), and a retail company which sales electricity to 
end users. Last but not least, PGE owns a 21.85% 
stake in telecom operator Polkomtel.  

Kamil Kliszcz 

(48 22) 697 47 06 

kamil.kliszcz@dibre.com.pl 

www.dibre.com.pl 

BRE Bank Securities does not rule out offering brokerage services to an issuer of securities being the subject of a recommendation. Information concerning a conflict of interest arising in 
connection with issuing a recommendation (should such a conflict exist) is located on the final page of this report. 

 

State Treasury 69.29% 

  
Others 30.71% 

(PLN m) 2008 2009 2010 2011F 2012F 

Revenue 19 408.7 21 623.4 20 476.5 28 465.1 26 906.2 

EBITDA 5 846.9 7 983.4 6 840.5 7 706.2 8 768.7 

    EBITDA margin 30.1% 36.9% 33.4% 27.1% 32.6% 

EBIT 3 262.3 5 344.7 4 185.3 5 002.6 5 803.3 

Net profit** 1 920.2 3 370.7 3 014.1 4 009.7 4 545.2 

DPS 0.29 0.71 0.85 0.65 1.07 

P/E 18.5 12.4 15.0 11.3 9.9 

P/CE 7.9 7.0 8.0 6.7 6.0 

P/BV 1.6 1.3 1.2 1.1 1.1 

EV/EBITDA* 7.7 5.4 6.2 5.6 5.3 

DYield 1.2% 2.9% 3.5% 2.7% 4.4% 

Important dates 

31.08- H1 2011 report 
14.11- Q3 2011 report 

*incl. investment in Polkomtel 

PGE vs. WIG 
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PGE reports better-than-expected core Q1 2011 resul ts 
 
At PLN 1.5bn, PGE’s Q1 2011 EBIT exceeded our estimate and analysts’ expectations by 
12%, driven by growth in core operations across all operating segments. Financial expenses 
were PLN 40m higher than forecasted thanks to higher gains from Polkomtel (PLN 60m vs. 
PLN 37m a year earlier) and FX gains (PLN 27m) which were partly offset by PLN 13m higher 
costs related to unwinding of discount (adjustments to mine liquidation provisions) which will 
probably remain elevated in future quarters due to changing interest rates. The Q1 2011 
bottom-line profit exceeded PLN 1.2bn, with minority interests at just PLN 21m. On a less 
positive note, operating cash flows disappointed at just PLN 0.7bn vs. PLN 1.5bn in Q1 2010 
(an effect of a negative working capital balance of PLN 660m caused probably by intensified 
energy exchange sales and a PLN 174m gain from adjustments to long-term contract 
compensation). Combined with a PLN 1.4bn CAPEX, this led to an increase in net debt by 
PLN 0.7bn. 

 
Reported vs. forecasted Q1 2011 results 

(PLN m) Q1 2011 Q1 2010 Change  Q1 2011F 
Actuals 

vs. 
Forecasts  

Consensus  Actuals vs. 
Consensus  

Revenue 7 294.2 5 321.2 37% 7465.7 -2% 7 125.0 2% 

EBITDA 2 178.7 1 991.7 9% 2006.1 9% 2 044.0 7% 

EBITDA margin 29.9% 37.4% - 26.9% - - - 

EBIT 1 519.6 1 335.3 14% 1352.7 12% 1 352.0 12% 

Pre-tax profit 1 571.1 1 375.0 14% 1364.3 15% - - 

Net profit 1 239.2 899.1 38% 1080.1 15% 1 049.0 18% 
Source: PGE, F – forecasts by BRE Bank Securities; Consensus estimates by PAP 
 
The EBIT of the segment of Power Generation exceeded our PLN 1.05bn estimate at  
PLN 1.13bn in spite of in-line income from long-term contract compensation (PLN 170m 
reported vs. PLN 175m forecasted). On in-line volumes (which rose 0.5% relative to Q1 2010), 
such a strong result was probably an effect of higher-than-predicted sales prices. Other factors 
included reallocation of margins from the Trade segment (ca. PLN 33m net), and a higher 
share of gas-fired energy in the power mix (the Rzeszów CHP worked at full capacity in Q1 
2011 unlike in Q1 2010 when it was shut for a period due to a failure) as well as higher 
contributions from biomass co-firing (PLN 24m gain from green certificates). Most of these 
factors are expected to continue influencing profits in future quarters, contributing to a full-year 
segmental  EBIT of PLN 3.7bn (of which PLN 700m will come from LTC compensations). This 
estimate is based on the assumption that the new power plant in Bełchatów will start 
operations in Q4. 

 

   Quarterly results by operating segment  

(PLN m) Q1’09 Q2’09 Q3’09 Q4’09 Q1’10  Q2’10 Q3’10 Q4’10 Q1’11 

Revenue 5 348  5 753 4 770 5 753 5 321 4 790 4 874 5 492 7 294 

incl. LTC 336 482 298 416 66 104 110 54 171 

EBIT 1 594 1 318 1 113 1 319 1 335 946 793 1 112 1 520 

EBIT (adjusted for LTC) 1 259 836 815 903 1 270 841 683 1 057 1 349 

Generation  1 236.0 940.8 788.8 1 060.6 929.0 655.6 522.4 874.7 1 131.8 

Renewables 33.6 6.3 19.6 18.1 26.6 75.9 20.9 30.6 27.5 

Distribution 132.7 75.2 60.2 -4.8 172.6 139.9 135.2 119.0 252.5 

Wholesale  55.9 143.9 149.4 90.3 104.9 -7.4 50.8 24.8 50.8 

Retail Sales 109.7 96.5 82.6 109.0 82.1 53.9 36.9 31.6 57.7 

Other operations 26.5 55.7 12.5 40.8 17.0 27.2 33.1 28.1 7.4 

EBITDA 2 239 1 969 1 755 2 020 1 992 1 603 1 466 1 774 2 179 

EBITDA adjusted for LTC 1 904 1 487 1 457 1 604 1 926 1 498 1 356 1 720 2 008 

Electricity output (GWh) 14.0 12.4 13.2 14.2 14.0 12.2 12.8 13.8 14.1 
Electricity distribution volume 
(GWh) 7.7 7.0 7.4 7.9 8.0 7.1 7.5 8.3 8.0 

   Source: PGE, BRE Bank Securities 
 
The Distribution segment also exceeded expectations with an EBIT of PLN 252m vs. our 
estimate of PLN 208m and PLN 172m posted a year ago. The considerable year-on-year 
growth was achieved on 0.5% lower volumes, suggesting that the 5.5% (or PLN 70m) revenue 
growth was owed to a higher tariff and connection fees (PLN 17m y/y). This makes for a strong 
outlook for future quarters, leading us to set our full-year EBIT estimate for the Distribution 
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segment at PLN 774m. Segmental margins were additionally supported by lower network 
losses and transmission fees, combined with PLN 12m higher operating expenses.  
 
The segment of Renewable Energy performed in line, but Trade reported a higher-than-
forecasted EBIT of PLN 50.8m (we expected PLN 23.7m) owed probably to an additional 
trading margin and higher other operating income (+PLN 35m y/y). EBIT was lower than a year 
ago when PGE recognized PLN 49m charge reversals. We expect the full-year EBIT of the 
Trade segment to be flat at 2010 level. The Retail segment posted a Q1 2011 EBIT of  
PLN 57.7m, beating our PLN 25.9m estimate and showing a decline from PLN 82m a year ago 
(on 1% higher volumes). Due to intense competition, we expect a PLN 40m y/y drop in Retail 
EBIT this year. 

 

IPO of PGE Energia Odnawialna 
 
PGE is planning to take public its renewable-energy subsidiary PGE Energia Odnawialna 
(PGE EO) toward the end of the year. The IPO will only consist of new shares, but the market 
valuation alone of these assets, which are usually valued with a premium to conventional 
power plants, can enhance PGE’s value. We expect to learn more about PGE’s plans with 
respect to renewable energy from the prospectus which expected to be filed in August and 
which will also put a spotlight on these plans and make them more visible to investors. We are 
certain that alternative energy will eventually become a large enough a part of PGE’s business 
to be included in analysts’ forecasts. PGE EO’s key assets include hydroelectric power plants 
with a combined capacity of 386 MW, a 30 MW wind farm in Bełchatów, and a pumped storage 
power station with 1.2 GW capacity, all of which generate 30% of revenue (system services). 
The company wants to launch two 38.5MW wind-farm projects toward the end of 2011 (one 
jointly with a partner), and seek opportunities to purchase existing wind turbines (offers have 
been made on 80 MW of wind capacity). The objective is to be generating 1000 MW of power 
annually from alternative sources by 2015, and to prepare offshore wind farm projects totaling 
1500 MW. PGE OE also wants to develop its hydroelectric power operations, but since the 
local potential for such growth is limited, the scale of the future projects will be marginal (7 MW 
are in development) unless M&A opportunities arise (Energa, ZEW Niedzica with 100 MW 
capacity). 
 
Past and forecasted earnings of PGE OE 
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 
Revenue 421  558 547 631 657 708 865 

EBIT 88 136 78 154 166 195 294 

EBITDA 196 232 203 263 296 332 469 

EBITDA margin 47% 42% 37% 42% 45% 47% 54% 

Net profit* 71  110 63 125 134 158 238 
*assuming zero financial gains and losses 
Source: PGE, F – forecasts by BRE Bank Securities 
 
The table above gives an overview of PGE OE’s historical financial performance including 
simplified bottom-line estimates (which only include tax due to a lack of information about the 
financial operations of this division). The strong increase seen in 2010 was owed to higher 
gains from renewable energy certificates (+PLN 50m) achieved on an 18% higher volume 
generated by the hydroelectric power plants combined with higher prices of green certificates. 
Going forward, profits from renewable energy will also be driven by the new wind-farm 
projects.  
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      Relative valuation of PGE’s renewable energy operations* 
    P/E EV/EBITDA** 
  Price  2010 2011F 2012F 2013F 2010 2011F 2012F 2013F 

EDP RENOVAVEIS 4.89 50.5 42.7 30.2 22.4 11.6 9.6 8.2 7.2 

EDF ENERGIES NOUVELLES 40.18 28.0 24.1 19.0 15.8 14.9 11.7 9.3 7.6 

ENEL GREEN POWER  1.89 21.0 21.0 18.3 15.3 9.6 8.9 7.9 6.8 

FALCK RENEWABLES  1.50 218.9 39.8 17.5 16.2 14.0 10.4 7.9 7.7 

IBERDROLA RENOVABLES 3.05 34.8 30.2 25.5 21.9 12.4 10.7 9.5 8.7 

POLISH ENERGY PARTNERS 29.45 11.3 9.4 8.2 6.8 10.2 8.4 5.7 4.6 

                    

Maximum   218.9 42.7 30.2 22.4 14.9 11.7 9.5 8.7 

Minimum   11.3 9.4 8.2 6.8 9.6 8.4 5.7 4.6 

Median   31.4 27.1 18.7 16.0 12.0 10.0 8.1 7.4 

                   

Implied value of PGE Energia Odnawialna             

   Median   31.4 27.1 18.7 16.0 12.0 10.0 8.1 7.4 

   Multiple weight   50.0% 50.0% 

   Year weight   0.0% 33.3% 33.3% 33.3% 0.0% 33.3% 33.3% 33.3% 

Implied value (PLN m)* 3 468 3 033 
*these are theoretical estimates (we do not know the earnings results of PGE EO which does not make the whole renewables segment) which assume 
zero net debt due to lack of data 
**EV/EBITDA based on FY2010 net debt 
Source: Bloomberg, BRE Bank Securities 

 
We made an attempt at estimating the value of PGE’s renewable energy operations by 
comparing its multiples with those of comparable European companies. We noticed that the 
P/E and EV/EBITDA multiples of renewable energy producers carry premiums ranging from 
40% to 60% relative to integrated corporations, confirming our prediction that the IPO of PGE 
Energia Odnawialna will enhance the value of PGE. The value implied by the multiples 
comparison figured to PLN 3.0-3.5 billion, but note again that this is a ballpark figure obtained 
without any information about net debt. That said, we reckon (using the simplified assumptions 
laid out above) that the IPO can add between 0.7 and 1.0 zloty per share, or 3.0-4.3%, to 
PGE’s equity value. 
 

Energa Acquisition 
 
PGE signed an agreement to purchase an 84.15% stake in Energa from the Polish State 
Treasury for PLN 7.5 billion last September, but the deal has not gone through yet because the 
anti-monopoly authority (UOKiK) gave it a red light. PGE appealed against the ban in January, 
and pending a ruling it signed an annex to the acquisition agreement extending the process by 
12 months. The key areas of disagreement are between a national and regional understanding 
of the electricity market and PGE’s position in the power generation and sales market after the 
acquisition. According to our estimates, the merged company would have an over-41% share 
in gross power generation (53 TWh PGE and 4.3 TWh Energa), and a 31% share in retail 
sales (30 TWh PGE and 16.5 TWh Energa), so the competition court can rule either way. What 
speaks in favor of PGE is the planned deregulation of Poland’s wholesale energy market 
leading to improved price transparency. The court’s decision will not doubt greatly influence 
PGE’s share price. As for the acquisition, even though the price offered by PGE (6.5x 2010 
EBITDA) does not seem excessive, it is higher than the average offered for Polish power 
producers (which falls in the range of 4.9-6.0 not taking into account LTC compensation), and 
can therefore not be said to have value-creating potential for PGE’s shareholders. 
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Energa’s historical financial data and multiples im plied by PGE’s offer 
PLN m 2007 2008 2009 2010* 
Revenue 3 682.0  8 251.0 8 380.0 9 114.0 

EBIT 113.1 712.0 498.0 829.0 

EBITDA, incl. 600.3  1 192.0 1 053.0 1 409.0 

Hydroelectric Power Plants n/a 243.1 326.4 434.2 

Ostrołęka Power Plant n/a 89.2 147.4 103.5 

Distribution n/a 811.1 442.3 650.1 

Trade n/a 111.5 115.8 165.7 

Other n/a -62.9 21.1 55.5 

EBITDA margin 16.3% 14.4% 12.6% 15.5% 

Net profit 56.5  495.0 397.0 625.0 

     

Net debt 100.0 -526.0 -541.0 -689.0 

Minority interests 783.4 1 033.0 906.0 912.0 

Equity 4 906.3 6 030.0 6 477.0 6 953.0 

     

P/E 158.3 18.1 22.5 14.3 

EV/EBITDA 16.4 7.9 8.8 6.5 

P/BV 1.8 1.5 1.4 1.3 
*the segmental breakdown and balance-sheet data are our estimates based on H1 2010 financial statements and press 
statements by Energa executives   
Source: Energa, estimates by BRE Bank Securities 
 
We were willing to accept that the price premium offered by PGE could be justified by potential 
cost synergies, but it turns out that the terms of the acquisition agreement bind the company to 
run Energa as an independent business that will eventually be taken public, thus significantly 
reducing the synergy potential. We also dismissed the argument that Energa deserved the 
premium due to a large, 27% share of renewable energy in its generation mix and low CO2 
emissions in light of the government’s renewable energy support plans which may have a 
negative impact on the green-certificate sales generated by old, fully depreciated hydroelectric 
power plants which account for as much as 30% of Energa’s EBITDA and nearly half of EBIT. 
Assessments of the value of Energa’s renewable power segment are subject to a substantial 
margin of error (especially if we consider that its 2010 profits were buoyed by exceptional 
hydrologic conditions). The bulk of Energa’s operations is power distribution with a confirmed 
regulatory asset value of PLN 8.5bn. Distribution accounts for 46% of consolidated EBITDA 
and 20% of EBIT. What makes us wonder are the low returns on regulatory assets compared 
to industry averages (the implied return calculated as EBIT/RA assuming 10.5% WACC was 
just 2% in 2010). This can have different implications: either Distribution stands to grow future 
profits faster than other companies, or the regulator did not take full account of the relatively 
high D&A costs in the regulated revenue, or Energa has not yet modified its approach to 
accounting for revenues from connection fees.      
 

M&A Opportunities: SPEC and Vattenfall 
 
According to media speculation, PGE has qualified to the next round of talks with the State 
Treasury concerning acquisition of Warsaw’s heat utility SPEC (the rumored rivals are PGNiG, 
Dalkia, Penat, Fortum, and financial organizations). The bidders have until mid-June to submit 
binding offers. SPEC’s core asset is a heat supply system spanning 1700 kilometers and 
supplying heat to 80% of Warsaw’s population. Heat distribution is a regulated business in 
Poland and its profits are subject to the same rules as those of gas distributors. The regulator 
approves a regulated revenue which, defined simply, covers operating costs and D&A and 
includes returns on regulatory assets. Assuming roughly that the value of SPEC’s regulatory 
assets is similar to the value of its fixed assets (PLN 1.1bn), the 2009 EBIT/RA ratio can be 
estimated at 3.6% (lees than the 10.5% WACC). In 2010, with EBIT increased to PLN 80m, the 
ratio would have increased to 7.6%. This suggests that, similarly to power plants, heat utilities 
can look forward to steady profit growth and EBIT convergence to a level equivalent to 
WACCxRA. Accordingly, their assets should be valued based on RA and with a discount 
assigned to account for today’s lower-than-full returns. By this method, SPEC’s value can be 
placed at ca. PLN 0.9-1.0bn. The following table shows SPEC’s past financial data and 
multiples implied by book value (2010 EV/EBITDA might have been about 5.5). If PGE should 
offer more for SPEC than the price range specified above, we will consider the acquisition 
unfair to its shareholders. 
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SPEC’s historical financial data and multiples impl ied by BV 
(PLN m) 2006 2007 2008 2009 

Revenue 1 261. 4 1 213.9 1 222.3 1 290.4 

EBIT 22.6 32.9 33.6 38.7 

EBITDA 127.6 137.5 134.8 143.6 

Net profit 29.2 30.9 35.1 36.9 

     

BV 920.5 944.4 972.1 990.5 

OCF 172.5 102.5 123.5 151.7 

Net debt -157.3 -137.6 -135.2 -116.6 

     

EV/EBITDA 6.0 5.9 6.2 6.1 

P/E 31.5 30.5 27.7 26.9 
 Source: SPEC, estimates by BRE Bank Securities 
 
Aside from SPEC, an opportunity to acquire heat-generating assets has presented itself in the 
form of Warsaw-based CHPs owned by Vattenfall. An official offer to sell has not been made 
yet, but potential buyers, including PGE, are already expressing desire to negotiate. 
Vattenfall’s heat-generating assets include CHPs in śerań (1561 MWt, 350 MWe), Siekierki 
(2081MWt, 622 MWe), Pruszków (186 MWt, 9.1 MWe), and two heating stations with 
capacities of 465 MWt and 512 MWt, which combined make up a company called “Vattenfall 
Heat” whose financial data is presented below. Vattenfall’s other Polish assets are Vattenfall 
Distribution (which is of no interest to PGE due to its location) and Vattenfall Sales which sells 
electricity to end users. No financial data for 2010 is available for these companies, but based 
on historical earnings we roughly estimated the value of Vattenfall Heat at PLN 3.0-3.5bn and 
the value of Vattenfall Sales at PLN 300m (including PLN 200m net cash reported in 2009). 
We are looking forward to learning more about these companies in the second half of the year. 
 

   Historical financial data of Vattenfall Heat and  Vattenfall Sales Poland 
                                      Vattenfall Sa les                        Vattenfall Heat 

(PLN m) 2007 2008 2009   (PLN m) 2004 2005 2006 2007 2008 2009 
Revenue 1 325.8  1 908.5  2 369.3   Revenue 1 328.7  1 374.2  1 391.4  1 458.9  1 604.5  1 706.6  

EBIT 9.6  15.1  106.7   EBIT 162.0  203.9  214.1  324.8  292.4  297.9  

EBITDA 11.4  16.2  107.8   EBITDA 313.7  336.5  355.7  467.2  446.4  464.6  

Net profit 8.3  15.1  93.5   Net profit 145.9  229.7  221.0  347.2  318.0  301.4  

            

BV 102.4 117.6 211.1  BV 1540.7 1769.7 1981.7 2327.9 2644.9 2945.4 

OCF 108.6 15.4 116.5  OCF 293.6 268.6 386.8 352.3 -9.5 328.4 

Net debt -57.3 -75.6 -201.0  Net debt -588.2 -764.8 -1068.3 -1374.5 -1222.3 -1222.3 
    Source: Vattenfall, estimates by BRE Bank Securities 
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Divestments 
 
PGE is working toward selling some of its non-core assets, the most valuable of which is a 
21.85% stake in Polkomtel worth an estimated PLN 3.9bn gross or PLN 3.5bn after taxes, i.e. 
PLN 1.9 per share. The net proceeds achievable on the transaction are PLN 2.3bn, and if the 
sale is finalized by the end of June (binding offers have already been received), PGE can be 
expected to pay advance dividends this year. Based on our 2011 first-half net earnings 
estimate, the advance payout (50% of audited earnings) could amount to PLN 1.2 per share 
(with yield at ca. 5%). At the same time, considering that Polkomtel is accounted for in the 
consolidated accounts using the equity method, its sale entails a reduction in pretax profit 
(PLN 223m in 2010).   
 
Polkomtel’s historical financial data and multiples   
(PLN m) 2008 2009 2010 
Revenue 8 548 7 996 7 673 

EBIT 1 889 1 376 1 534 

D&A expenses 1 217 1 308 1 299 

EBITDA 3 106 2 684 2 833 
Net profit 1 361 979 1 109 

    

Net debt 2 487 3 088 2 815 

P/E 13.2 18.4 16.2 
EV/EBITDA 6.6 7.9 7.3 

Source: Polkomtel, estimates by BRE Bank Securities 
 
In other divestment plans, the tender process aimed at selling a 95.6% stake in Exatel was 
annulled in January due to a lack of binding offers from prospective buyers. PGE wants to 
resume the process on more flexible terms in Q2 2011. Exatel’s book value is PLN 402m (after 
a PLN 214m charge), but an analysis of the multiples implied by this valuation suggests that 
the sale price should be considerably higher at PLN 600-700m. Exatel is accounted for using 
the equity method and included in our DCF valuation model, so we do not factor the potential 
proceeds from the divestment in our valuation.  

 

Exatel’s historical financial data and multiples im plied by PLN 402m book value 
(PLN m)  2008 2009 2010 
Revenue 560 552 510 

EBIT 37 77 63 

D&A expenses 80 76 76 

EBITDA 118 153 139 
Net profit 19 54 42 

    

P/E                   21.4                    7.4                    9.7  

EV/EBITDA*                     3.4                    2.6                    2.9  
*estimated assuming zero net debt (due to lack of data), though note that we believe Exatel has cash resources 
Source: Exatel, PGE, BRE Bank Securities 

 
Finally, PGE’s key non-core assets include a 20% interest in and bonds of the motorway 
builder Autostrada Wielkopolska. The shares have a book value of PLN 115m, and the bonds 
are carried at PLN 254m, which adds up to about PLN 0.20 per PGE share (less than 1% of 
market cap) factored in the DCF model. 
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Economic Assumptions 
 

The table below outlines the macroeconomic assumptions underlying DCF valuation. 
  2008 2009F 2010F 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F

Prices of Brent crude (USD/Bbl) 98.0 62.0 79.7 98.5 95.0 95.0 95.0 95.0 95.0 95.0 95.0 95.0 95.0

EEX energy prices (EUR/MWh) 69.1 49.3 49.9 58.0 60.2 62.2 64.0 65.0 66.1 67.2 68.4 69.7 71.1

Polish energy prices (PLN/MWh)  154.3 195.0 190.0 195.0 209.4 222.6 217.6 224.1 227.6 231.4 235.3 239.6 244.0

Prices of CO2 certificates (EUR/t) 23.9 13.8 14.5 16.6 17.0 20.0 21.2 22.5 23.8 25.2 26.7 28.3 30.0

Prices of thermal coal (PLN/t) 193.0 268.5 253.6 264.9 275.5 281.0 283.8 286.6 289.5 292.4 292.4 292.4 292.4

Avg. PLN/USD exchange rate 2.42 3.12 3.02 3.00 2.90 2.80 2.70 2.70 2.70 2.70 2.70 2.70 2.70

Avg. EUR/PLN exchange rate  3.48 4.33 3.99 4.00 3.80 3.70 3.50 3.50 3.50 3.50 3.50 3.50 3.50

PGE’s power output (TWh) 56.1 53.8 52.7 53.6 59. 2 60.0 61.2 63.5 66.9 71.4 74.6 75.7 75.8

lignite-fired 38.2 35.9 35.3 36.2 41.7 42.3 42.3 42.8 42.5 42.2 42.8 43.3 43.9

hard coal-fired 14.8 14.7 14.3 14.3 14.3 14.3 14.3 13.6 14.5 17.8 19.3 18.9 18.4

natural gas-fired 2.0 2.0 1.9 1.9 1.9 1.9 1.9 3.2 5.7 6.9 7.9 8.8 8.8

wind power 0.1 0.1 0.1 0.1 0.1 0.4 1.6 2.9 3.1 3.3 3.6 3.6 3.6

other 1.0 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1
                  Source: Bloomberg, PGE, BRE Bank Securities 
 

Earnings Forecast and Valuation 
 
Based on the DCF model and relative valuation, we have estimated a 9-month target price for 
PGE in the amount of PLN 27.74 per share.  
 

  Weight Price 

Relative Valuation 50% 24.08 

DCF Valuation 50% 27.54 

  Price 25.81 

  9M Target Price  27.74 
 
DCF Valuation  

 
Valuation assumptions 
 

1. Cash flows are discounted to their present value as at 30 April 2011. When 
determining enterprise value, we take into account minority interest and net debt as of 
the end of 2010.  

2. The model is based on economic assumptions as outlined above. 
3. Our valuation takes into account the value of PGE’s non-operational assets, i.e. a 

21.85% stake in Polkomtel (PLN 3.5bn net after tax) as well as shares in and bonds 
issued by Austostrada Wielkopolska (PLN 369m). 

4. We have increased our valuation by the value of the expected refund of excise tax on 
network losses, estimated at PLN 320m.  

5. We have adjusted free cash flows for the forecast years for the disputed portion of 
LTC compensation, by increasing receivables. 

6. The depreciation and amortization expense projected for FY2020 is lower than 
CAPEX, which is unsustainable in the long term, prompting a D&A revision to PLN 
3.8bn. 

7. When calculating FCFTV, we based the terminal value calculations on the EBITDA 
margin projected for 2020. 

8. We assume that FCF will grow at a rate of 2% after 2020. The risk-free rate is 6.15%, 
and beta is 0.9.  
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DCF Model 
(PLN m) 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 2020+ 

Revenue 28 465  26 906 28 592 29 164 31 017 32 494 34 240 35 806 36 871 37 747 37 747 

   Change 39.0% -5.5% 6.3% 2.0% 6.4% 4.8% 5.4% 4.6% 3.0% 2.4% 0.0% 

EBITDA 7 706.2 8 768.7 9 041.2 9 020.9 10 221.3 10 611.6 11 339.2 11 431.0 11 867.6 12 195.1 12 195.1 

   EBITDA margin 27.1% 32.6% 31.6% 30.9% 33.0% 32.7% 33.1% 31.9% 32.2% 32.3% 32.3% 

D&A expenses 2 703.6 2 965.5 3 463.1 4 098.7 4 557.3 4 838.6 4 989.6 5 133.7 5 287.1 5 446.2 3 830.9 

EBIT 5 002.6 5 803.3 5 578.1 4 922.2 5 664.0 5 773.0 6 349.6 6 297.3 6 580.5 6 748.9 8 364.3 

   EBIT margin 17.6% 21.6% 19.5% 16.9% 18.3% 17.8% 18.5% 17.6% 17.8% 17.9% 22.2% 

Tax on EBIT 950.5 1 102.6 1 059.8 935.2 1 076.2 1 096.9 1 206.4 1 196.5 1 250.3 1 282.3 1 589.2 

NOPLAT 4 052.1 4 700.6 4 518.2 3 987.0 4 587.8 4 676.1 5 143.2 5 100.8 5 330.2 5 466.6 6 775.1 

            

CAPEX -4 909 -8 421 -10 633 -7 880 -8 453 -6 198 -4 419 -4 158 -3 942 -3 831 -3 831 

Working capital -1 452.1 199.9 -216.2 -73.3 -237.7 -189.5 -223.9 -200.9 -136.6 -112.4 -112.4 

Equity investment 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
            

FCF 395.0 -555.0 -2 867.7 132.8 454.5 3 127.7 5 490.2 5 875.6 6 538.9 6 969.6 6 662.7 

   WACC 10.5% 10.1% 9.5% 9.3% 9.1% 9.2% 9.5% 9.7% 9.7% 9.7% 9.7% 

   Discount factor  94.4% 85.7% 78.2% 71.6% 65.6% 60.1% 54.9% 50.1% 45.7% 41.6% 41.6% 

PV FCF 372.7 -475.5 -2 243.2 95.1 298.3 1 880.7 3 015.4 2 942.3 2 985.5 2 901.4   

            

WACC 10.5% 10.1% 9.5% 9.3% 9.1% 9.2% 9.5% 9.7% 9.7% 9.7% 9.7% 

Cost of debt 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 

Risk-free rate 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 

Risk premium 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 

Effective tax rate 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 

Net debt / EV 3.8% 10.5% 23.2% 28.8% 32.3% 30.6% 24.1% 20.0% 20.0% 20.0% 20.0% 

            

Cost of equity 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 

Risk premium 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 

Beta 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 
            

FCF growth after the forecast horizon 2.0% Sensitivity Analysis     

Terminal value (TV) 86 773     FCF growth in perpetuity 

Present value of terminal value (PV TV) 36 123     0.0% 1.0% 2.0% 3.0% 4.0% 

Present value of FCF in the forecast horizon 11 773 WACC +1.0pp 23.77 25.31 27.21 29.60 32.71 

Enterprise value (EV) 47 895 WACC +0.5pp 24.50 26.21 28.33 31.05 34.64 

2010 net debt  -11 WACC  25.31 27.21 29.60 32.71 36.92 

Minority interests    599 WACC -0.5pp 26.21 28.33 31.05 34.64 39.63 

Investment in Polkomtel   3 500 WACC -1.0pp 27.21 29.60 32.71 36.92 42.92 

Other non-operating assets   369        

Network losses excise tax refund receivable  320        

Value of PGE    51 496        

Number of shares (millions)    1 870        

Equity value per share (PLN)   27.54        

9M cost of equity  7.5%        

Target Price       29.60        

EV/EBITDA ('11) for the target price   7.3        

P/E for the target price    13.8        

TV to EV   75%               
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Relative Valuation 
 
We compared PGE’s P/E and EV/EBITDA multiples with the multiples of its peers estimated 
for FY2011 through FY2013. The peer group includes power utilities engaged in electricity 
production and distribution, as well as PGNiG, whose business model approaches the utility 
profile. The Polish and foreign companies compared below are highly diversified as far as 
generation sources are concerned (fuels, emissions, age of the installed capacity), as well as 
in terms of the share of individual business areas in consolidated earnings. We have assumed 
equal weights for the individual multiples and forecast years. When calculating multiples, we 
have adjusted PGE's and Tauron's financial data for income from LTC compensation, which 
we have added to the valuation as an aggregate discounted cash flow. PGE’s implied value 
under this method is PLN 24.08 per share, including PLN 0.48 per-share in discounted long-
term contract compensation. 
 

    P/CE EV/EBITDA 

  Price 2010 2011F 2012F 2013F 2010 2011F 2012F 2013F 

EDF 29.14 4.7 5.2 4.8 4.7 5.7 6.2 5.8 5.5 

E.ON AG 20.35 4.5 5.6 5.2 4.9 5.7 6.9 6.5 6.2 

IBERDROLA 6.09 6.6 6.3 5.8 5.6 8.5 8.1 7.5 7.3 

ENEL SPA 4.72 4.4 4.2 4.1 3.9 5.5 5.4 5.3 5.2 

RWE AG 41.83 3.8 4.4 4.2 4.3 4.8 5.5 5.2 5.4 

ENDESA SA 23.40 5.7 5.7 5.4 5.2 5.5 5.6 5.5 5.3 

FORTUM OYJ 22.69 10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

NATIONAL GRID PLC 6.16 8.2 7.4 6.9 6.6 10.2 9.4 8.9 8.4 

CEZ 959.00 7.2 7.4 7.1 6.9 7.0 7.2 6.7 6.8 

ENEA 18.88 6.5 6.0 5.5 5.1 4.0 3.6 3.1 2.9 

PGNiG 4.09 6.9 6.9 5.9 5.4 6.6 6.0 4.8 4.2 

TAURON (ex. KDT) 6.33 6.0 4.8 4.1 3.9 4.9 4.3 3.6 3.3 

                    

Maximum   10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

Minimum   3.8 4.2 4.1 3.9 4.0 3.6 3.1 2.9 

Median   6.2 5.8 5.4 5.2 5.7 6.1 5.6 5.5 

PGE (ex. KDT) 24.15 8.4 7.3 6.2 6.0 6.4 5.9 4.9 4.7 

(premium / discount)   34.9% 24.7% 14.6% 15.7% 12.9% -3.0% -12.5% -14.9% 

                    

Implied price                   

   Median   6.2 5.8 5.4 5.2 5.7 6.1 5.6 5.5 

   Multiple weight   50.0% 50.0% 

   Year weight   0.0% 33.3% 33.3% 33.3% 0.0% 33.3% 33.3% 33.3% 

Implied value of PGE (PLN) 23.60               

Discounted LTC compensation per share 0.48               

Implied value of PGE (PLN) 24.08               

EV/EBITDA based on FY2010 net debt                 
 

 
 
 
 
 
 
 
 
 
 

 
 



PGE 

17 May 2011 47 

BRE Bank Securities 
 

 BRE Bank Securities 
 

Income Statement  
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

Revenue 23 090.7  19 408.7 21 623.4 20 476.5 28 465.1 26 906.2 28 591.8 

   Change -5.1% -15.9% 11.4% -5.3% 39.0% -5.5% 6.3% 

incl. LTC 0.0 1 322.0 1 532.3 334.2 635.0 300.0 50.0 

        

EBIT, incl. 2 134.3  3 262.3 5 344.7 4 185.3 5 002.6 5 803.3 5 578.1 

Mining and generation 1 485.9 2 650.1 4 026.3 2 981.7 3 690.9 4 306.4 3 772.2 

Renewable energy 87.6 135.7 77.6 154.0 165.9 195.1 293.6 

Power distribution 213.4 229.9 263.2 566.7 774.9 926.7 1 122.0 

Wholesale 201.7 74.5 439.4 173.1 133.1 148.4 150.9 

Retail sales 41.4 76.7 397.7 204.5 164.9 167.3 169.7 

Other operations 104.2 95.3 140.5 105.3 73.0 59.3 69.7 

        

EBIT 2 134.3 3 262.3 5 344.7 4 185.3 5 002.6 5 803.3 5 578.1 

   Change -8.1% 52.8% 63.8% -21.7% 19.5% 16.0% -3.9% 

   EBIT margin 9.2% 16.8% 24.7% 20.4% 17.6% 21.6% 19.5% 

        

Financial income/expenses -396.0 -331.3 -208.4 -136.1 -183.6 -307.2 -585.9 

Extraordinary income/expenses 0.0 0.0 0.0 0.0 0.0 0.0 1.0 

Other 239.2 238.6 242.2 227.0 227.0 227.0 227.0 

        

Pre-tax profit 1 977.5  3 169.5 5 378.5 4 276.3 5 046.0 5 723.1 5 219.2 

Tax -948.1 499.3 1 041.3 673.4 958.7 1 087.4 991.6 

Minority interests 803.0 750.1 966.5 613.0 77.5 90.4 79.2 

Profit from discontinued operations 1 845.3 0.0 0.0 24.2 0.0 0.0 0.0 

        

Net profit 3 967.9  1 920.2 3 370.7 3 014.1 4 009.7 4 545.2 4 148.3 

   Change 130.3% -51.6% 75.5% -10.6% 33.0% 13.4% -8.7% 

   margin 17.2% 9.9% 15.6% 14.7% 14.1% 16.9% 14.5% 

        

        

D&A expenses 3 840.8 2 584.6 2 638.7 2 655.2 2 703.6 2 965.5 3 463.1 

EBITDA 5 975.1 5 846.9 7 983.4 6 840.5 7 706.2 8 768.7 9 041.2 

   Change -3.0% -2.1% 36.5% -14.3% 12.7% 13.8% 3.1% 

   EBITDA margin 25.9% 30.1% 36.9% 33.4% 27.1% 32.6% 31.6% 

        

Shares at year-end (millions) 1 470.6 1 470.6 1 730.1 1 869.8 1 869.8 1 869.8 1 869.8 

EPS 2.7 1.3 1.9 1.6 2.1 2.4 2.2 

CEPS 5.3 3.1 3.5 3.0 3.6 4.0 4.1 

        

ROAE 16.3% 8.7% 12.5% 8.8% 10.5% 11.1% 9.7% 

ROAA 7.9% 4.2% 6.6% 5.7% 7.6% 8.0% 6.6% 
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Balance Sheet  
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

ASSETS 45 309.4 47 192.3 54 447.8 51 473.9 53 923.0 59 108.5 66 570.3 

Fixed assets 38 419.9  40 701.2 41 964.4 44 137.4 46 342.4 51 798.0 58 967.7 

   Property, plant and equipment 36 282.6 37 811.6 38 945.7 41 442.2 43 629.9 49 060.3 56 196.7 

   Intangible assets 138.6 142.0 153.3 202.6 219.9 245.1 278.4 

   Equity interests 726.1 1 479.1 1 354.8 1 408.5 1 408.5 1 408.5 1 408.5 

   Other fixed assets 1 272.6 1 268.6 1 510.6 1 084.1 1 084.1 1 084.1 1 084.1 

        

Current assets 6 889.4  6 491.1 12 483.4 7 336.5 7 580.6 7 310.5 7 602.6 

   Inventories 798.9 1 128.0 1 271.2 1 090.5 1 516.0 1 433.0 1 522.8 

   Current receivables 2 335.2 1 792.6 2 059.1 2 094.5 3 415.8 3 228.7 3 431.0 

   Other current assets 1 028.9 1 429.6 1 440.2 1 421.0 1 421.0 1 421.0 1 421.0 

   Cash and cash equivalents* 2 726.4 2 140.8 7 712.8 2 730.4 1 227.8 1 227.8 1 227.8 

        

(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

EQUITY AND LIABILITIES 45 309.4  47 192.3 54 447.8 51 473.9 53 923.0 59 108.5 66 570.3 

Equity 21 252.4 22 809.7 31 168.3 37 084.0 39 651.3 41 964.7 43 613.3 

   Share capital 14 705.8 14 705.8 17 300.9 18 697.8 18 697.8 18 697.8 18 697.8 

   Other equity 6 546.6 8 103.9 13 867.4 18 386.1 20 953.5 23 266.8 24 915.5 

        

Minority interests 8 168.0  7 365.9 7 681.4 598.8 186.0 214.4 221.2 

        

Long-term liabilities 10 469.8  9 519.9 9 762.3 7 199.8 7 199.8 9 133.3 12 935.6 

   Loans 5 739.4 4 470.8 4 056.3 1 804.4 1 804.4 3 737.9 7 540.2 

   Other 4 730.4 5 049.1 5 706.1 5 395.4 5 395.4 5 395.4 5 395.4 

        

Current liabilities 5 419.1  7 496.8 5 835.7 6 591.4 6 886.0 7 796.2 9 800.1 

   Loans 1 312.1 3 038.1 969.9 915.0 915.0 1 895.3 3 823.4 

   Trade creditors 1 554.0 1 012.1 1 082.6 986.3 1 280.9 1 210.8 1 286.6 

   Other 2 553.0 3 446.6 3 783.2 4 690.1 4 690.1 4 690.1 4 690.1 

        

Debt 7 051.5 7 508.9 5 026.2 2 719.4 2 719.4 5 633.2 11 363.6 

Net debt 4 325.1 5 368.0 -2 686.6 -11.0 1 491.6 4 405.5 10 135.9 

(Net debt / Equity) 20.4% 23.5% -8.6% 0.0% 3.8% 10.5% 23.2% 

(Net debt / EBITDA) 0.7 0.9 -0.3 0.0 0.2 0.5 1.1 

        

BVPS 14.5 15.5 18.0 19.8 21.2 22.4 23.3 
*The difference between the value of depreciation in the balance sheet and cash flows is due to funds that are attributed to discontinued activities. 
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Cash Flows 
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

Cash flows from operating activities 5 683.4  5 386.6 7 298.9 6 611.0 5 295.3 7 881.3 7 833.3 

   Net profit 3 967.9 1 920.2 3 370.7 3 014.1 4 009.7 4 545.2 4 148.3 

   D&A expenses 3 840.8 2 584.6 2 638.7 2 655.2 2 703.6 2 965.5 3 463.1 

   Working capital 4.6 -904.6 -499.5 493.4 -1 452.1 199.9 -216.2 

   Other -2129.9 1786.4 1789.0 448.3 34.1 170.6 438.1 

        

Cash flows from investing activities -3 511.5  -5 444.5 -3 628.6 -7 468.3 -4 775.4 -8 308.7 -10 513.4 

   CAPEX -3 635.3 -4 124.1 -4 022.2 -4 522.4 -4 908.6 -8 421.1 -10 632.8 

   Other 123.8 -1320.3 393.6 -2945.8 133.2 112.4 119.4 

        

Cash flows from financing activities -2 761.2  -528.3 1 898.3 -4 111.8 -2 022.6 427.4 2 680.1 

   Stock issue 0.0 0.0 5 917.5 -0.6 0.0 0.0 0.0 

   Debt -1 716.8 288.2 -2 454.7 -2 371.3 0.0 2 913.8 5 730.4 

   Dividend (buy-back) -229.8 -424.4 -1 227.4 -1 580.1 -1 215.4 -2 004.9 -2 272.6 

   Other -814.6 -392.1 -337.2 -159.8 -807.2 -481.6 -777.7 

        

Change in cash -586.4  -582.7 5 568.6 -4 969.1 -1 502.7 0.0 0.0 

Cash at period-end 2 726.4 2 140.8 7 705.9 2 736.9 1 234.2 1 234.2 1 234.2 

        

DPS (PLN) 0.16 0.29 0.71 0.85 0.65 1.07 1.22 

FCF 3 292.5 318.9 2 420.4 2 138.1 386.7 -539.8 -2 799.5 

(CAPEX / Sales) 15.7% 21.2% 18.6% 22.1% 17.2% 31.3% 37.2% 

        

Market multiples        

  2007 2008 2009 2010 2011F 2012F 2013F 

P/E 9.0 18.5 12.4 15.0 11.3 9.9 10.9 

P/CE 4.5 7.9 7.0 8.0 6.7 6.0 5.9 

P/BV 1.7 1.6 1.3 1.2 1.1 1.1 1.0 

P/S 1.5 1.8 1.9 2.2 1.6 1.7 1.6 

        

FCF/EV 7.4% 0.7% 5.6% 5.1% 0.9% -1.2% -5.4% 

EV/EBITDA 7.4 7.7 5.4 6.2 5.6 5.3 5.8 

EV/EBIT 20.9 13.7 8.1 10.1 8.7 8.0 9.3 

EV/S 1.9 2.3 2.0 2.1 1.5 1.7 1.8 

        

DYield  0.6% 1.2% 2.9% 3.5% 2.7% 4.4% 5.0% 

        

Price (PLN) 24.15        

Shares at year-end (millions) 1470.6 1470.6 1730.1 1869.8 1869.8 1869.8 1869.8 

MC (PLN m) 35 514.4 35 514.4 41 781.7 45 155.3 45 155.3 45 155.3 45 155.3 
Equity attributable to minority 
shareholders (PLN m) 8168.0 7365.9 7681.4 598.8 186.0 214.4 221.2 

EV (PLN m) 44 507.1 44 747.9 43 276.0 42 242.6 43 332.4 46 274.7 52 011.9 
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Tauron Buy 
TPE PW; TPE.WA (Reiterated) 

Power Utilities 

Poland 

Avg. daily trading volume (3M) 

Free float 

Market cap 

Target price 

Offering price   PLN 6.33 

PLN 9.24  

PLN 11.09bn  

PLN 6.61bn  

PLN 57.34m 

Best Play In Utilities Sector  

Investor sentiment dampened for a few months following the Polish 
State Treasury’s offering of Tauron shares, but we expect it to recover 
on strong first-quarter data. Investors should keep in mind that, even 
after adjustment for long-term contract compensation proceeds, 
Tauron is trading at an over-30% discount to the utilities sector, and 
that it provides a balanced opportunity to capitalize on the positive 
trends that the industry is expected to see in the future. Added to this 
are the company’s value-enhancing acquisition plans. We are 
reiterating a buy rating on TPE while raising our price target from  
PLN 8.87 to PLN 9.24 per share. 

Strong first-quarter results 
Tauron’s Q1 2011 results exceeded analysts’ expectations thanks to strong 
profit growth in Distribution and volume expansion in Power Generation. 
The highlight of the quarter was the Trade segment which improved profits 
relative to the same period a year ago thanks to volume growth and the 
requirement to sell a portion of the power output via the power exchange 
which offers more favorable terms. Tauron’s stellar first-quarter 
performance heralds continued growth in the following quarters, and 
confirms that, owing partly to its strategic location close to big industry, the 
company is the best opportunity to buy into the rising electricity demand.  
  
Value-enhancing acquisitions 
Tauron is negotiating a number of acquisitions at the moment, the most 
interesting of which is probably the potential purchase of the distribution 
assets of Vattenfall. These assets can be a source of synergies thanks to 
their location, plus, it is likely that they can be had for a good price thanks to 
little competition from other buyers. Power distribution is a low-risk 
business, meaning that Tauron should have no problem securing bank 
financing for the deal. Another value-creating transaction is the planned 
stock issue to Kompania Węglowa and the resulting increase in the degree 
of vertical integration in production from 41% to 56%. 
  
Diversifying energy sources 
The basic theme of Tauron’s updated investment strategy is diversification 
of energy sources and emission reductions. The company has abandoned 
several coal-fired power-plant projects in favor of natural gas fuel, and 
increased expenses on renewable energy sources. We believe that such 
emphasis on sustainable energy is going to build additional value. Tauron 
has raised its investment budget by PLN 6 billion (not including optional 
projects), of which PLN 5bn is to be allocated to distribution operations as a 
way of capitalizing on an improving regulatory environment for network 
assets (investment in new capacity can be recovered based on WACC). 

Shareholder Structure 

Sector Outlook 

The Polish power utilities sector is expected to 
correlate increasingly with EU markets, and electricity 
prices are converging to EU averages. The 
convergence process should be supported by 
increasing electricity usage accompanied by a hiatus in 
capacity expansion – a combination which could lead 
to power shortage during peak demand periods in the 
future. 

Company Profile 

Tauron Polska Energia is the second largest vertically-
integrated power company in Poland, with a generation 
capacity of 5.6 GW, and annual coal-production 
capacity of 5 Mt.  The utility is the number-one retailer 
in the country, supplying over 34 TWh of electricity a 
year, and it sent 32.9 TWh of electricity in 2010 via its 
distribution infrastructure. 

Kamil Kliszcz 

(48 22) 697 47 06 

kamil.kliszcz@dibre.com.pl 

www.dibre.com.pl 

BRE Bank Securities does not rule out offering brokerage services to an issuer of securities being the subject of a recommendation. Information concerning a conflict of interest arising in 
connection with issuing a recommendation (should such a conflict exist) is located on the final page of this report. 

 

State Treasury 30.06% 

KGHM 10.39% 
Others 59.55% 

(PLN m) 2008 2009 2010 2011F 2012F 

Revenue 12 448.7 13 694.6 15 428.9 20 314.1 21 394.0 

EBITDA 1 615.8 2 641.8 2 758.0 3 083.5 3 374.5 

    EBITDA margin 13.0% 19.3% 17.9% 15.2% 15.8% 

EBIT 347.0 1 320.8 1 399.3 1 673.6 1 884.5 

Net profit 130.8 774.4 858.7 1 242.1 1 363.9 

DPS 0.02 0.04 0.00 0.15 0.21 

P/E 75.2 12.7 12.9 8.9 8.1 

P/CE 7.0 4.7 5.0 4.2 3.9 

P/BV 0.9 0.8 0.8 0.7 0.7 

EV/EBITDA 8.1 4.9 4.1 4.0 3.9 

DYield 0.3% 0.6% 0.1% 2.3% 3.4% 

Important dates 

25.08- H1 2011 report 
09.11- Q3 2011 report 

Tauron vs. WIG 
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Q1'11 Earnings: Very High Quality, Above Consensus 
 

Consolidated quarterly earnings 

(PLN m) Q1 2011 Q1 2010 Change  Q1 2011F 
Actuals 

vs. 
forecasts  

Consensus  
Actuals 

vs. 
consensus  

Revenues 5 299.1 3 794.3 39.7% 4 212.3 25.8% 4 609.4 15.0% 
EBITDA 860.6 822.7 4.6% 851.9 1.0% 817.0 5.3% 
EBITDA margin 18.7% 21.7% - 20.2% - - - 
EBIT 511.0 476.0 7.3% 507.5 0.7% 454.0 12.6% 
Pre-tax profit 486.7 449.7 8.2% 477.5 1.9% - - 
Net profit 382.5 291.8 31.1% 377.8 1.2% 329.0 16.4% 
Source: Tauron, PAP, estimates by BRE Bank Securities 

 
Tauron’s operating earnings for Q1’11 were in line with our expectations and above market 
consensus. The discrepancy vs. our forecasts at the topline was a consequence of a higher-
than-expected proportion of trade flowing through the exchange, which reduced inter-
segmental eliminations. Tauron’s power plants sold as much as 88% outside the Group, 
compared to just 39% in Q4’10 (we did estimate an increase in the share of TGE and online 
platform sales, but not quite such a surge). Had it not been for this change, y/y growth in 
revenues would have amounted to 9%. With sales rising, Tauron was able to keep costs in 
check (including SG&A expenses), as a result of which operating income increased by more 
than 7%. We estimate other net operating expenses at –PLN 8.4m vs. –PLN 14m one year 
ago; therefore, this result does not seem to have been boosted by any one-offs. After in-line 
financing operations (-PLN 24m net vs. -PLN 30m expected), the Q1 net profit came in at PLN 
382m. Allocation to minority shareholders was reduced from PLN 68m to PLN 5.5m, following 
the earlier purchase of shares in key subsidiaries from the State Treasury. 

 
Consolidated quarterly earnings by segment 
(PLN m) Q1 09 Q2 09 Q3 09 Q4 09 Q1 10 Q2 10 Q3 10 Q4 10 Q1 11 

Revenues 3 549.5  3 229.8 3 251.8 3 602.5 3 794.3 3 466.0 3 690.6 4 478.0 5 299.1 

EBIT 334.7 377.1 354.8 193.2 476.0 306.7 345.2 271.3 511.0 

Mining 44.7 68.5 28.5 5.4 43.0 -38.2 2.9 -1.9 -4.4 

Generation  175.0 177.1 149.9 175.2 184.9 176.3 165.7 129.3 209.5 

Renewable energy 17.1 19.5 9.2 9.4 13.9 28.6 23.0 23.8 34.1 

Distribution -18.4 28.2 83.1 1.7 117.0 110.5 138.3 143.5 167.4 

Electricity sales 112.9 106.6 87.3 -4.9 99.9 12.2 19.6 -43.6 92.4 

Other operations 14.7 -15.7 -6.2 13.9 26.3 -8.7 -2.7 20.6 27.0 

Unallocated -11.2 -7.0 3.0 -7.3 -8.9 25.9 -1.6 -0.5 -15.0 

EBITDA 659 702 698 522 823 649 686 601 861 
Source: Tauron 
 

In terms of the performance of individual segments, power generation had the strongest 
performance, with an EBIT of PLN 209m vs. PLN 211m expected, after booking PLN 73.5m in 
long-term contract compensation income. Adjusted for the LTC compensation, the segment’s 
earnings increased by slightly less than PLN 25m, most likely in consequence of higher prices 
(+3.9% average increase for the market) and an 11% increase in electricity output (heat output 
declined by 9% due to the warm January). Note that higher capacity utilization entailed 
additional CO2 emissions, but the Company did have a PLN 27m provision for the purchase of 
additional credits. The segment’s earnings would probably have been even better, had it not 
been by problems affecting the mining operations, which persisted into January and forced 
Tauron to increase external coal purchases. In fact, this very issue was the cause underlying 
the weak showing of Tauron's coal mines, which recorded an operating loss 
of -PLN 4.4m (we had expected PLN 16m profit), with an over 15% y/y decline in output. The 
Management argues, however, that the additional underground work has not weighed the 
segment’s earnings since February (in Q1’11 as a whole, depreciation expenses rose by over 
PLN 30m) and that output has returned to the planned levels; therefore, we can expect a 
considerable improvement in earnings in the following quarters, all the more so that we are 
observing upward trends in prices. Higher volumes of own coal should also support the 
margins of Tauron's power plants. In 2011 as a whole, we expect the mining segment to 
generate a profit of PLN 94m, and in 2012, thanks to increased output and prices, an 
additional PLN 58m (without taking into account the potential purchase of the Bolesław Śmiały 
mine from Kompania Węglowa, which is scheduled to take place towards the end of 2011). As 
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far as the generation segment is concerned, it should close 2011 with an EBIT of slightly under 
PLN 700m (with PLN 430m in LTC compensation); in 2012, despite a plunge in LTC 
compensation (to ca. PLN 200m), it should be able to repeat this performance thanks to a 7% 
increase in electricity prices that we are expecting, cost savings and an increase in the share 
of the cheaper coal supplies from Tauron's own coal mines.  
 
Financial and operating results in generation and c oal mining (volumes in Mt) 
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Source: Tauron 
 
Distribution generated a very strong EBIT of PLN 167m (vs. PLN 116m in Q1’10 and our PLN 
167m estimate) on higher volumes (which expanded 3.7% vs. average market growth of 
1.5%), confirming that among its peers Tauron is best posed to take advantage of the 
improving economy (due to, inter alia, the fact that its network is located in close proximity of 
major industrial facilities). An important factor supporting profitability in this area is cost 
restructuring (including the voluntary redundancy program), which, with revenues rising, has 
kept expenses stable (costs excluding depreciation have declined by 1% y/y). This is important 
in the context of the fact that URE’s 2011 tariff assumes an inflation-indexed increase in 
justifiable expenses relative to last year. We assume that these elements (as well as the fact 
that provisions for the voluntary redundancy program will not be as high as in H2 2010) will 
facilitate a clear increase in the operating profit of the distribution segment in FY 2011, to PLN 
643m (vs. PLN 509m one year ago). This result will improve further in 2012 (to over PLN 
800m) thanks to the expected increase in the return on the regulatory value of old assets, and 
return on new assets, which already generate full return (WACC).     
 
Operating earnings in distribution in PLN million a nd volumes in TWh 
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The segment of Renewable Energy generated an EBIT of PLN 34m, marking a considerable 
improvement from the PLN 14m posted a year earlier, driven by 10% volume growth (thanks to 
advantageous hydrological conditions) combined with a changed approach to accounting for 
income from green certificate sales which until September 2010 had been credited to the 
profits of the trade segment (after adjustment for this item, the Q1 EBIT would have been PLN 
27m). Accordingly, the EBIT of the Trade segment came in at PLN 92m in Q1 2011 relative to 
a year-ago figure of PLN 100m or an adjusted figure of PLN 88m  The improvement came as a 
surprise (we expected a PLN 48m EBIT) given an increasing market competition. In part, this 
could be a consequence of a 7.7% y/y increase in volumes, but it seems that a major factor 
was the introduction of the minimum quota for exchange trading. Tauron has a short position in 
electricity sales (it sells more than it produces), and it used to buy electricity in bilateral 
contracts, including with PGE, which clearly had the upper hand in negotiations, which may 
have had an impact on pricing, allowing PGE to scoop some of the trading margin. In 
exchange-based trading, all companies have the same opportunities for electricity purchases 
in the wholesale market, and the margin on sales does not depend on the potential of a given 
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utility with regard to generation. In our opinion, Tauron’s situation with regard to costs has 
improved this year, which should also be visible in the following quarters. Therefore, taking into 
account seasonal patterns, we estimate the segment will generate an FY EBIT of ca. PLN 
200m. We would also like to point out, that the Company implemented one more accounting 
change affecting segmental allocation, by reporting some of the costs hitherto attributed to the 
Trade segment as unallocated expenses, but the report presented revised data for 2010, and 
our analysis of Q1 earnings takes this into account. 
 
Net debt vs. cash flows from operations and CAPEX  
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Operating cash flows were a disappointing PLN 38m (vs. PLN 210m in Q1 2010) resulting from 
seasonal outflows on redemption of certificates of origin (by the end of March of each year) 
and unfavorable changes in working capital (higher accounts receivable and lower accounts 
payable totaling PLN -431m), which should be reversed in the following quarter. Investment 
outlays amounted to PLN 509m, including ca. PLN 280m representing settlement of invoices 
from preceding periods (mostly Q3 and Q4 2010, when the overall discrepancy between cash 
outflows and invoiced expenses amounted to PLN 246m), which is why we believe that our 
PLN 2.6n forecast of the impact of investment outlays seems to be a conservative one, and it 
is very likely that actual outlays will be lower. Following the cash flow developments as 
described above, net debt increased to PLN 469m in Q1'11. In FY11 as a while, investment 
outlays will be financed by EBITDA (with a surplus), and we expect net debt to fall again. 
 

Potential Acquisition Targets 
 
Confirming earlier declarations and speculation, the Management confirmed that Tauron is 
bidding for the Polish assets of Vattenfall. It is primarily interested in the distribution company 
with a network in the Upper Silesian agglomeration (including in Katowice, Gliwice, Chorzów, 
Bytom, Zabrze and Rybnik), as well as possibly the company that sells electricity to end 
customers. Tauron’s CEO has declared a number of times that if the Swedish concern wants 
to sell all the assets as a bundle, Tauron would look for a partner, as it is not interested in 
Vattenfall's CHP plants in Warsaw. As far as the distribution assets are concerned, they 
include transmission lines with total length of nearly 27 thousand kilometers (14% of the total 
length of Tauron’s current network) serving 1.1m customers (27% of Tauron's current base) 
and providing them with approximately 11 TWh of electricity per year (33% of Tauron's current 
volumes).  
 

Distribution volumes, number of customers and netwo rk length for individual operators 
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For Tauron, an important aspect is the fact that Vattenfall’s distribution network is located 
between Enion’s and Energia Pro’s, which would allow for synergies, both in terms of network 
maintenance costs and balancing. Of course, a lot would depend on the benchmark of justified 
expenses accepted by the URE, but it seems that the Company could benefit from such 
savings and generate a higher margin at least during the first regulatory period. Therefore, the 
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acquisition of Vattenfall’s distribution assets seems to be a very attractive move, but the key 
parameter will be the price. In our opinion, it should factor in a discount to regulatory asset 
value, since full return on RAV will be reached gradually.     

 
Regulatory asset value* and EBITDA of distributors,  PLN million 
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*Vattenfall’s RAV is estimated based on the data of other operators, and Vattentfall’s EBITDA is 2010 forecast based on 
historical data since 2010 data are not available. 
Source: Vattenfall 
 
While we do not have detailed operating and financial data for Vattenfall Distribution, based on 
available annual reports (2007-2009), we estimate the value of the RAV for the period at ca. 
PLN 2.8-3.2bn. In 2009, EBIT amounted to a mere PLN 48m, but this was a consequence of 
the crisis-triggered breakdown in volumes, which was visible also in the case of the other 
Polish distributors. In 2010, when Vattenfall’s electricity sales increased by 8.7%, its earnings 
surely improved and its return on RAV may have amounted to 5%. In this context, EV/EBITDA 
calculated for a valuation equal to regulatory asset value would fall between 8.7-10.0 (with 
PLN 270m of cash on the books). However, we would expect a ca. 10-15% discount to this 
value given the fact that the return on RAV is lower than WACC.  
 
Earnings of Vattenfall Distribution Poland and mult iples implied by valuation 
calculated as adjusted RAV 
(PLN m) 2007 2008 2009 
Revenues 569.9 1 146.4 1 117.9 
EBIT 32.3 136.3 48.4 
EBITDA 94.4 266.3 180.0 
Net profit 12.9 105.9 15.1 
    
BV 2 652.0 2 831.0 2 846.2 
Operating cash flows 162.1 310.1 266.1 
Net debt -91.3 -226.0 -265.9 
 Source: Monitor Polski B, estimates by BRE Bank Securities 
 
On occasion of the publication of quarterly earnings, the Management announced that Tauron 
had submitted a bid for the ZEW Niedzica, which owns one pumped-storage power plant with 
natural flow, 92 MW capacity and annual natural flow output of 85 GWh (a renewable energy 
source), as well as three small run-of-the-river plants with combined capacity of 6.6 MW and 
output of 23 GWh. ZEW Niedzica generates annual revenue of ca. PLN 50-60m, of which ca. 
PLN 20-25m comes from green certificates and the reminder from electricity sales and system 
services. The generation assets of ZEW Niedzica are located in Tauron's distribution area, 
which would allow for additional network balancing synergies should the acquisition come 
through. At the end of 2009, the Company’s book value amounted to ca. PLN 225m; assuming 
this is the price in the transaction (taking into account net cash), the implied EV/EBITDA 
multiple is ca. 6.4. However, given the good hydrological conditions in 2010, the earnings of 
hydroelectric plants may have improved that year vs. 2009, and we should assume that the 
Treasury will want to get a higher price.       
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Earnings of ZEW Niedzica and valuation multiples fo r MCap=BV 
(PLN m) 2005 2006 2007 2008 2009 
Revenues 30.4 37.0 44.0 47.9 53.4 
EBIT 3.8 9.0 13.2 15.4 18.2 
D&A expenses 8.7 9.3 10.1 9.0 8.7 
EBITDA 12.5 18.3 23.3 24.4 26.9 
Net profit 3.0 6.8 9.6 14.4 17.2 
      
Net debt -14.9 -26.3 -24.1 -43.2 -53.2 
BV 195.8 201.9 209.4 218.8 224.6 
Operating cash flows 11.0 19.0 10.2 25.3 25.7 
      
EV/EBITDA 14.5 9.6 8.0 7.2 6.4 
P/E 64.2 29.6 21.9 15.2 13.0 
 Source: Monitor Polski B, estimates by BRE Bank Securities 
 
An important undertaking by Tauron might also be the purchase of Kompania Węglowa’s 
minority stake in Południowy Koncern Węglowy (PKW) and the acquisition of the Bolesław 
Śmiały coal mine, which is currently supplying coal to the Łaziska power plant (which would 
push the vertical integration ratio from the current 41% to 56%). The transactions, scheduled 
for Q4’11 will be financed through a share placement to KW. As per the Management’s 
declarations, the transaction is not supposed to lead to dilution in excess of 6%. If we compare 
the book value of the 48% minority stake in PKW (some PLN 400-440m according to our 
estimates, or five times this year’s EBITDA for the entire company assuming no debt) and the 
6-month average price of the Tauron stock, we can estimate the offering at 62-65m shares. In 
addition, it will be necessary to issue some 40-46m shares to buy the 100% stake in the 
Bolesław Śmiały mine (based on its annual coal output of 1.6 Mt, because its earnings are not 
publicly available). All told, the new shares would amount to 5.8-6.3% of the current stock, 
leading to a dilution of the Treasury’s stake from the current 30.1% to ca. 28%. Thus, any 
future share offering would not exceed 250m shares (or PLN 1.6bn at the current price), 
because Tauron's Articles of Association give the Treasury full control over the Company (i.e. 
a Supervisory Board majority) when its stake in equity exceeds 25%. 
 

Growth Strategy Update 
 
Tauron’s Management has presented an update to the Group’s strategy through 2020. The 
main change vs. the earlier plans is increased focus on the diversification of energy sources, 
especially in favor of those that reduce CO2 emissions. According to the earlier plans, Tauron 
was planning to add ca. 2280 MW in new coal-based capacity, 400 MW in gas-based capacity, 
240 MW in biomass-based capacity and 440 MW in wind farms. Now, a decision has been 
taken to reduce highly emissive investments to 1010 MW, comprising a 910 MW coal-fired unit 
at Jaworzno and 100 MW in cogeneration capacity at Tychy and Bielsko-Biała. In two projects 
(Blachownia and Łagisza), gas will replace coal, and the Kędzierzyn-Koźle polygeneration 
project has been suspended. In addition to increasing the share of gas-fired units (to 1.1 GW), 
the decision has been taken to intensify outlays on renewable sources (800 MW installed 
capacity by the end of 2020). An important aspect of the new strategy is an increase in 
expenditures on the distribution network. 
 
CAPEX by segment under old and new strategy   

  

2010 
2011/2020 

(old 
strategy)  

Avg. per year  
2011/2020 

(new 
strategy)  

Avg. per year  

Mining 144 1 856 186 2 100 210 

Generation 384 28 916 2 892 16 800 1 680 
Renewable sources 147 3 753 375 6 900 690 
Distribution 867 11 933 1 193 17 000 1 700 

Other 61 739 74 1 000 100 

Total 1 603  47 197 4 720 43 800 4 380 
 Source: Tauron 

 
Altogether, 2011-20 CAPEX is estimated at PLN 43.8bn, compared to PLN 47bn under the old 
strategy (after adjustment for expenditures incurred in 2010). It should be noted, however, that 
the old figure of PLN 47bn included two optional projects (new coal-fired units at Łagisza and 
Siersza), without which the comparable CAPEX figure was PLN 37.2bn. The reduction in 
CAPEX caused by the scrapping of the Kędzierzyn project (ca. PLN 2.5bn) and the conversion 
of coal units to the less costly gas-fired units was offset by an increase in the planned 
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expenditures in Distribution (from PLN 12.8bn to PLN 17bn, most likely in response to the 
more advantageous regulatory environment) and on renewable sources (from PLN 3.9bn to 
PLN 6.9bn). In our opinion, such investment mix will more effectively build the Company's 
value, especially in the context of the multiple risks related to the increasingly aggressive 
emission caps. The strategy should allow Tauron to reduce the share of coal-based generation 
from the current 98% to 70% (including 15-20% from new units) while increasing the share of 
low-emission technologies. Gross electricity output is expected to rise by 54% through 2020 to 
36.7 TWh from 23.8 TWh in 2010 (our model is more conservative on capacity utilization and 
assumes a 42% increase).  

 

Economic Assumptions 
 

The economic assumptions underpinning our DCF model are presented  below. 
 

  2008 2009 2010 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 

Price of Brent crude in USD/Bbl 98.0 62.0 79.7 98.5 95.0 95.0 95.0 95.0 95.0 95.0 95.0 95.0 95.0 

EEX price of electricity, EUR/MWh 69.1 49.3 49.9 58.0 60.2 62.2 64.0 65.0 66.1 67.2 68.4 69.7 71.1 

Electricity price in Poland, PLN/MWh 154.3  195.0 190.0 195.0 209.4 222.6 217.6 224.1 227.6 231.4 235.3 239.6 244.0 

Price of CO2 emission credits, EUR/t 23.9 13.8 14.5 16.6 17.0 20.0 21.2 22.5 23.8 25.2 26.7 28.3 30.0 

Price of coal at PKW, PLN/t 182.9 241.6 240.3 259.3 269.1 270.6 273.4 276.1 278.8 281.6 281.6 281.6 281.6 

PLN/USD, average for the year 2.42 3.12 3.02 3.00 2.90 2.80 2.70 2.70 2.70 2.70 2.70 2.70 2.70 

EUR/PLN average for the year 3.48 4.33 3.99 4.00 3.80 3.70 3.50 3.50 3.50 3.50 3.50 3.50 3.50 

Net electricity output (TWh) 19.5  18.6 21.3 22.4 22.1 21.0 22.6 24.1 20.9 28.0 29.0 29.6 30.2 

Hard coal 19.1 18.2 20.8 21.9 21.6 20.5 20.6 20.7 17.6 21.8 19.8 20.0 20.1 

Natural gas 0.0 0.0 0.0 0.0 0.0 0.0 1.4 2.3 2.2 5.1 8.1 8.1 8.1 

Wind 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.6 0.6 0.6 0.6 1.1 1.6 

Water 0.4 0.4 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 
Source: Bloomberg, Tauron, estimates by BRE Bank Securities 
 

Earnings Forecast and Valuation 
 
Based on the DCF model and relative valuation, we have estimated a 9-month target price for 
Tauron in the amount of PLN 9.24 per share. Just as in the case of Enea, we have attached a 
greater weight to DCF valuation due to the huge investment expenditures relative to current cash 
flows that are expected in 2013-2015. 
 

  Weight Price 

Relative valuation 40% 9.53 

DCF valuation 60% 7.93 

  Price 8.57 

  9M Target Price  9.24 
 
DCF Valuation  

 
Valuation assumptions 
 

1. Cash flows are discounted to their present value as at 30 April 2011. When 
determining enterprise value, we take into account minority interest and net debt as of 
the end of 2010. 

2. Our model is based on economic assumptions and investment plans as shown 
above. 

3. We have increased our valuation by the value of the expected refund of excise tax on 
network losses, estimated at PLN 85m.  

4. When calculating residual value, we have adjusted depreciation to PLN 2.5bn and 
made it equal with capital expenditures. 

5. We assume that FCF will grow at a rate of 2% after 2020. The risk-free rate is 6.15%, 
and beta is 0.9. 
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DCF Model 
(PLN m) 2011F 2012F 2013F 2014F 2015F 2016F 2017F 2018F 2019F 2020F 2020+ 

Revenues 20 314  21 394 22 310 23 034 24 325 24 317 27 224 28 654 29 408 30 191 30 191 

   Change 31.7% 5.3% 4.3% 3.2% 5.6% 0.0% 12.0% 5.3% 2.6% 2.7% 0.0% 

EBITDA 3 083.5 3 374.5 3 463.2 3 662.7 4 178.9 4 115.1 4 957.5 5 460.9 5 613.5 5 681.1 5 681.1 

   EBITDA margin 15.2% 15.8% 15.5% 15.9% 17.2% 16.9% 18.2% 19.1% 19.1% 18.8% 18.8% 

D&A expenses 1 409.9 1 490.0 1 775.5 2 085.9 2 317.3 2 476.4 2 567.5 2 650.5 2 725.5 2 810.8 2 457.0 

EBIT 1 673.6 1 884.5 1 687.8 1 576.8 1 861.6 1 638.8 2 390.0 2 810.3 2 888.0 2 870.3 3 224.1 

   EBIT margin 8.2% 8.8% 7.6% 6.8% 7.7% 6.7% 8.8% 9.8% 9.8% 9.5% 10.7% 

Tax on EBIT 318.0 358.1 320.7 299.6 353.7 311.4 454.1 534.0 548.7 545.4 612.6 

NOPLAT 1 355.6 1 526.4 1 367.1 1 277.2 1 507.9 1 327.4 1 935.9 2 276.4 2 339.3 2 324.9 2 611.5 

            

CAPEX -2 716 -3 308 -4 640 -6 058 -5 166 -4 215 -3 418 -3 079 -2 767 -2 457 -2 457 

Working capital -515.6 -67.9 -57.5 -45.5 -81.1 0.5 -182.7 -89.9 -47.4 -49.2 -47.4 

Equity investment 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

            

FCF -466.5 -359.4 -1 555.1 -2 740.6 -1 421.6 -410.4 903.1 1 758.2 2 250.0 2 629.6 2 564.1 

   WACC 10.4% 10.2% 9.6% 8.8% 8.3% 8.0% 8.2% 8.5% 9.0% 9.0% 9.2% 

   Discount factor  94.4% 85.7% 78.1% 71.8% 66.3% 61.4% 56.8% 52.3% 48.0% 44.0% 44.0% 

PV FCF -440.3 -307.9 -1 215.3 -1 969.1 -943.2 -252.0 512.6 919.3 1 079.8 1 158.3   

            

WACC 10.4% 10.2% 9.6% 8.8% 8.3% 8.0% 8.2% 8.5% 9.0% 9.0% 9.2% 

Cost of debt 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 7.2% 

Risk-free rate 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 6.15% 

Risk premium 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 

Effective tax rate 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 

Net debt / EV 4.9% 9.8% 21.1% 38.8% 48.6% 53.7% 50.4% 43.3% 35.0% 35.0% 30.0% 

            

Cost of equity 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 10.7% 

Risk premium 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 5.0% 

Beta 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9 

            

FCF growth after the forecast horizon 2.0% Sensitivity Analysis     

Terminal value 35 650     FCF growth in perpetuity 

Present value of terminal value (PV TV) 15 703     0.0% 1.0% 2.0% 3.0% 4.0% 

Present value of FCF in the forecast horizon -1 458 WACC +1.0pp 5.71 6.45 7.37 8.55 10.12 

Enterprise value (EV) 14 246 WACC +0.5pp 6.06 6.89 7.93 9.28 11.10 

2010 net debt -73 WACC  6.45 7.37 8.55 10.12 12.28 

Minority interests    507 WACC -0.5pp 6.89 7.93 9.28 11.10 13.70 

Network losses excise tax refund receivable  85 WACC -1.0pp 7.37 8.55 10.12 12.28 15.47 

Value of the Tauron Group   13 896        

Number of shares (millions)    1 752.5        

Equity value per share (PLN)   7.93        

9M cost of equity  7.9%        

Target Price       8.55        

            

FY11 EV/EBITDA for DCF price   5.0        

FY11 P/E for DCF price    12.1        

TV to EV   110%               
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Relative Valuation 
 
We compared Tauron’s P/E and EV/EBITDA multiples with the multiples of its peers estimated 
for FY2011 through FY2013. The peer group includes power utilities engaged in electricity 
production and distribution, as well as PGNiG, whose business model approaches the utility 
profile. The Polish and foreign companies compared below are highly diversified as far as 
generation sources are concerned (fuels, emissions, age of the installed capacity), as well as 
in terms of the share of individual business areas in consolidated earnings. We have assumed 
equal weights for the individual multiples and forecast years. When calculating multiples, we 
have adjusted PGE's and Tauron's financial data for income from LTC compensation, which 
we have added to the valuation as an aggregate discounted cash flow. Under this method, the 
implied value of Tauron is PLN 9.53 per share, including PLN 0.33 in LTC compensation. 

 
    P/CE EV/EBITDA* 

  Price 2010 2011F 2012F 2013F 2010 2011F 2012F 2013F 

EDF 29.14 4.7 5.2 4.8 4.7 5.7 6.2 5.8 5.5 

E.ON AG 20.35 4.5 5.6 5.2 4.9 5.7 6.9 6.5 6.2 

IBERDROLA 6.09 6.6 6.3 5.8 5.6 8.5 8.1 7.5 7.3 

ENEL SPA 4.72 4.4 4.2 4.1 3.9 5.5 5.4 5.3 5.2 

RWE AG 41.83 3.8 4.4 4.2 4.3 4.8 5.5 5.2 5.4 

ENDESA SA 23.40 5.7 5.7 5.4 5.2 5.5 5.6 5.5 5.3 

FORTUM OYJ 22.69 10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

NATIONAL GRID PLC 6.16 8.2 7.4 6.9 6.6 10.2 9.4 8.9 8.4 

CEZ 959.00 7.2 7.4 7.1 6.9 7.0 7.2 6.7 6.8 

ENEA 18.88 6.5 6.0 5.5 5.1 4.0 3.6 3.1 2.9 

PGNiG 4.09 6.9 6.9 5.9 5.4 6.6 6.0 4.8 4.2 

PGE (ex. LTC) 24.15 8.4 7.3 6.2 6.0 6.4 5.9 4.9 4.7 

                    

Maximum   10.2 9.4 9.3 8.6 12.2 11.3 10.9 10.1 

Minimum   3.8 4.2 4.1 3.9 4.0 3.6 3.1 2.9 

Median   6.5 6.2 5.7 5.3 6.1 6.1 5.6 5.5 

Tauron (ex. LTC) 6.3 6.0 4.8 4.1 3.9 4.9 4.3 3.6 3.3 

(premium / discount) to median   -8.7% -22.1% -27.1% -27.1% -18.8% -29.4% -36.2% -39.6% 

                    

Implied price                   

   Median   6.5 6.2 5.7 5.3 6.1 6.1 5.6 5.5 

   Multiple weight   50.0% 50.0% 

   Year weight   0.0% 33.3% 33.3% 33.3% 0.0% 33.3% 33.3% 33.3% 

Implied value of TAURON (PLN) 9.20               

Discounted LTC compensation per share 0.33               

Implied value of TAURON (PLN) 9.53               

*EV/EBITDA based on net debt as of the end of 2010                 
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   Income Statement  
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

Revenue 12 264.0  12 448.7 13 694.6 15 428.9 20 314.1 21 394.0 22 309.5 

   Change n/a 1.5% 10.0% 12.7% 31.7% 5.3% 4.3% 

incl. LTC 0.0 192.2 484.0 437.4 430.0 200.0 0.0 

        

EBIT, incl. 186.9  347.0 1 320.8 1 399.3 1 673.6 1 884.5 1 687.8 

Mining -71.5 62.9 147.0 5.9 94.4 155.0 224.9 

Power generation 70.8 -0.7 677.1 656.2 692.7 676.7 216.9 

Renewable energy 45.5 44.0 55.1 89.4 120.5 129.2 146.9 

Power distribution 109.5 193.9 155.6 509.3 643.0 802.1 954.2 

Trade 18.7 90.1 301.8 88.1 156.0 155.8 179.6 

Other operations -15.2 -24.6 6.6 35.4 37.0 39.5 42.1 

Unallocated 29.0 -24.6 -22.6 14.9 -70.0 -73.7 -76.9 

EBIT 186.9 347.0 1 320.8 1 399.3 1 673.6 1 884.5 1 687.8 

   Change n/a 85.7% 280.6% 5.9% 19.6% 12.6% -10.4% 

   EBIT margin 1.5% 2.8% 9.6% 9.1% 8.2% 8.8% 7.6% 

        

Financial income/expenses -37.3 -96.8 -94.7 -141.7 -103.5 -140.8 -241.2 

Extraordinary income/expenses 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Other 0.0 0.0 0.0 -0.2 -0.2 -0.2 -0.2 

        

Pre-tax profit 149.6  250.3 1 226.1 1 257.3 1 569.8 1 743.5 1 446.3 

Tax -0.2 68.0 277.9 265.9 298.3 331.3 274.8 

Minority interests -3.7 51.4 173.7 132.7 29.5 48.3 70.1 

Profit from discontinued operations 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

        

Net profit 153.5  130.8 774.4 858.7 1 242.1 1 363.9 1 101.4 

   Change n/a -14.8% 491.9% 10.9% 44.7% 9.8% -19.2% 

   margin 1.3% 1.1% 5.7% 5.6% 6.1% 6.4% 4.9% 

        

        

D&A expenses 1 197.7 1 268.7 1 321.0 1 358.8 1 409.9 1 490.0 1 775.5 

EBITDA 1 384.6 1 615.8 2 641.8 2 758.0 3 083.5 3 374.5 3 463.2 

   Change n/a 16.7% 63.5% 4.4% 11.8% 9.4% 2.6% 

   EBITDA margin 11.3% 13.0% 19.3% 17.9% 15.2% 15.8% 15.5% 

        

Shares at year-end (millions) 1 554.0 1 554.0 1 554.0 1 752.5 1 752.5 1 752.5 1 752.5 

EPS 0.1 0.1 0.5 0.5 0.7 0.8 0.6 

CEPS 0.9 0.9 1.3 1.3 1.5 1.6 1.6 

        

ROAE 2.8% 1.2% 6.7% 6.5% 8.2% 8.4% 6.4% 

ROAA 1.5% 0.6% 3.6% 3.8% 5.1% 5.3% 3.9% 

 
 

 
 
 
 
 
 
 
 
 
 



Tauron Polska Energia 

17 May 2011 
 

60 

BRE Bank Securities 
 

 BRE Bank Securities 
 

   Balance Sheet  

(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

ASSETS 20 247.7 20 823.1 22 155.5 23 430.3 24 933.9 26 933.8 29 952.7 

Fixed assets 17 387.0  17 984.2 18 475.8 18 959.1 20 265.6 22 083.6 24 948.2 

   Property, plant and equipment 16 469.7 17 098.8 17 260.6 17 524.9 18 843.1 20 673.4 23 545.1 

   Intangible assets 285.2 533.3 824.8 970.5 958.8 946.5 939.5 

   Other financial assets 537.1 176.9 179.7 177.5 177.5 177.5 177.5 

   Other non-financial assets 84.6 61.5 58.5 123.6 123.6 123.6 123.6 

   Deferred tax assets 10.4 113.6 152.2 161.8 161.8 161.8 161.8 

        

Current assets 2 860.7  2 839.0 3 679.7 4 471.2 4 668.3 4 850.3 5 004.5 

   Inventories 267.3 395.2 536.2 408.6 812.6 855.8 892.4 

   Trade debtors 1 230.0 1 275.3 1 875.0 2 273.1 2 900.7 3 039.5 3 157.1 

   Other current assets 387.5 217.1 230.4 311.1 311.1 311.1 311.1 

   Assets held for sale 1.7 1.7 6.0 4.4 4.4 4.4 4.4 

   Cash and cash equivalents* 974.2 949.7 1 032.1 1 474.0 639.5 639.5 639.5 

        

(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

EQUITY AND LIABILITIES 20 247.7  20 823.1 22 155.5 23 430.3 24 933.9 26 933.8 29 952.7 

Equity 11 026.8  11 125.9 11 858.6 14 704.8 15 689.6 16 681.1 17 509.9 

   Share capital 13 698.6 13 698.6 13 986.3 15 772.9 15 772.9 15 772.9 15 772.9 

   Other equity -2 671.9 -2 572.7 -2 127.7 -1 068.1 -83.4 908.1 1 736.9 

        

Minority interests 2 179.3  2 219.5 2 375.1 507.2 510.2 534.9 566.4 

        

Long-term liabilities 4 042.7  4 098.3 4 027.4 4 070.1 4 070.1 4 737.9 6 321.6 

   Loans 1 535.1 1 426.2 1 179.4 1 076.2 1 076.2 1 744.0 3 327.7 

   Other 2 507.6 2 672.2 2 848.0 2 993.9 2 993.9 2 993.9 2 993.9 

        

Current liabilities 2 999.0  3 379.4 3 894.4 4 148.2 4 664.2 4 979.9 5 554.9 

   Loans 460.9 649.7 596.3 325.0 325.0 526.7 1 005.0 

   Trade creditors 1 373.4 1 240.1 1 490.7 1 629.7 2 145.7 2 259.8 2 356.5 

   Other 1 164.6 1 489.5 1 807.3 2 193.4 2 193.4 2 193.4 2 193.4 

        

Debt 1 996.1 2 075.9 1 775.7 1 401.2 1 401.2 2 270.7 4 332.7 

Net debt 1 021.8 1 126.2 743.6 -72.8 761.7 1 631.2 3 693.2 

(Net debt / Equity) 9.3% 10.1% 6.3% -0.5% 4.9% 9.8% 21.1% 

(Net debt / EBITDA) 0.7 0.7 0.3 0.0 0.2 0.5 1.1 

        

BVPS 7.1 7.2 7.6 8.4 9.0 9.5 10.0 
* The difference in the cash position between the balance sheet and the cash flow statement is a consequence of the current account balance 
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   Cash Flows 
(PLN m) 2007 2008 2009 2010 2011F 2012F 2013F 

Cash flows from operating activities 1 471.3  1 615.5 1 963.2 2 520.3 2 269.7 2 975.4 3 130.9 

   Net profit 153.5 130.8 774.4 858.7 1 242.1 1 363.9 1 101.4 

   D&A expenses 1 197.7 1 268.7 1 321.0 1 358.8 1 409.9 1 490.0 1 775.5 

   Working capital -130.1 -222.0 -462.7 -62.5 -515.6 -67.9 -57.5 

   Other 250.2 437.9 330.5 365.4 133.2 189.4 311.6 

        

Cash flows from investing activities -1 755.6  -1 514.2 -1 354.0 -1 508.5 -2 665.7 -3 272.5 -4 602.4 

   CAPEX -1 819.4 -1 792.2 -1 440.3 -1 518.1 -2 716.4 -3 308.0 -4 640.1 

   Other 63.8 278.0 86.2 9.6 50.7 35.5 37.7 

        

Cash flows from financing activities 118.4  -95.7 -543.5 -512.9 -438.4 297.1 1 471.5 

   Stock issue 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

   Debt 338.2 92.0 -329.3 -337.4 0.0 869.5 2 061.9 

   Dividend (buy-back) -32.3 -33.9 -58.2 -5.6 -257.6 -372.6 -272.8 

   Other -187.5 -153.9 -155.9 -169.9 -180.8 -199.8 -317.6 

        

Change in cash -166.0  5.6 65.7 499.0 -834.5 0.0 0.0 

Cash at period-end 901.4 906.9 972.7 1 471.7 637.2 637.2 637.2 

        

DPS (PLN) 0.02 0.02 0.04 0.00 0.15 0.21 0.16 

FCF -564.7 -466.4 460.9 912.0 -446.8 -332.6 -1 509.3 

(CAPEX / Sales) 14.8% 14.4% 10.5% 9.8% 13.4% 15.5% 20.8% 

        

Market multiples        

  2007 2008 2009 2010 2011F 2012F 2013F 

P/E 64.1 75.2 12.7 12.9 8.9 8.1 10.1 

P/CE 7.3 7.0 4.7 5.0 4.2 3.9 3.9 

P/BV 0.9 0.9 0.8 0.8 0.7 0.7 0.6 

P/S 0.8 0.8 0.7 0.7 0.5 0.5 0.5 

        

FCF/EV -4.4% -3.6% 3.6% 8.0% -3.6% -2.5% -9.9% 

EV/EBITDA 9.4 8.1 4.9 4.1 4.0 3.9 4.4 

EV/EBIT 69.3 37.7 9.7 8.2 7.3 7.0 9.0 

EV/S 1.1 1.1 0.9 0.7 0.6 0.6 0.7 

        

DYield  0.3% 0.3% 0.6% 0.1% 2.3% 3.4% 2.5% 

        

Share price in PLN 6.33        

Shares at year-end (millions) 1 554.0 1 554.0 1 554.0 1 752.5 1 752.5 1 752.5 1 752.5 

MC (PLN m) 9 836.8 9 836.8 9 836.8 11 093.6 11 093.6 11 093.6 11 093.6 
Equity attributable to minority 
shareholders (PLN m) 2179.3 2219.5 2375.1 507.2 510.2 534.9 566.4 

EV (PLN m) 12 953.4 13 098.0 12 871.0 11 443.5 12 280.9 13 175.2 15 268.6 
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List of abbreviations and ratios contained in the report: 
EV – net debt + market value  
EBIT – Earnings Before Interest and Taxes 
EBITDA – EBIT + Depreciation and Amortisation 
P/CE – price to earnings with amortisation 
MC/S – market capitalisation to sales 
EBIT/EV – operating profit to economic value 
P/E – (Price/Earnings) – price divided by annual net profit per share 
ROE – (Return on Equity) – annual net profit divided by average equity 
P/BV – (Price/Book Value) – price divided by book value per share 
Net debt – credits + debt papers + interest bearing loans – cash and cash equivalents 
EBITDA margin – EBITDA/Sales 
  
Recommendations of BRE Bank Securities  
A recommendation is valid for a period of 6-9 months, unless a subsequent recommendation is issued within this period. Expected 
returns from individual recommendations are as follows: 
BUY – we expect that the rate of return from an investment will be at least 15% 
ACCUMULATE – we expect that the rate of return from an investment will range from 5% to 15% 
HOLD – we expect that the rate of return from an investment will range from –5% to +5% 
REDUCE – we expect that the rate of return from an investment will range from -5% to -15% 
SELL – we expect that an investment will bear a loss greater than 15% 
Recommendations are updated at least once every nine months. 
  
This document has been created and published by BRE Bank Securities S.A. The present report expresses the knowledge as well as 
opinions of the authors on day the report was prepared. The opinions and estimates contained herein constitute our best judgement at 
this date and time, and are subject to change without notice. The present report was prepared with due care and attention, observing 
principles of methodological correctness and objectivity, on the basis of sources available to the public, which BRE Bank Securities S.A. 
considers reliable, including information published by issuers, shares of which are subject to recommendations. However, BRE Bank 
Securities S.A., in no case, guarantees the accuracy and completeness of the report, in particular should sources on the basis of which 
the report was prepared prove to be inaccurate, incomplete or not fully consistent with the facts. BRE Bank Securities S.A. bears no 
responsibility for investment decisions taken on the basis of the present report or for any damages incurred as a result of investment 
decisions taken on the basis of the present report. 
  
This document does not constitute an offer or invitation to subscribe for or purchase any financial instruments and neither this 
document nor anything contained herein shall form the basis of any contract or commitment whatsoever. It is being furnished to you 
solely for your information and may not be reproduced or redistributed to any other person. This document  nor any copy hereof is not 
to be distributed directly or indirectly in the United States, Australia, Canada or Japan. 
  
Recommendations are based on essential data from the entire history of a company being the subject of a recommendation, with 
particular emphasis on the period since the previous recommendation. Investing in shares is connected with a number of risks 
including, but not limited to, the macroeconomic situation of the country, changes in legal regulations as well as changes on commodity 
markets. Full elimination of  these risks is virtually impossible. 
  
It is possible that BRE Bank Securities S.A. renders, will render or in the past has rendered services for companies and other entities 
mentioned in the present report. 
  
The present report was not transferred to the issuers prior to its publication. 
BRE Bank Securities S.A. receives remuneration from ENEA and PGE for services rendered. 
BRE Bank Securities S.A. was the domestic co-bookrunner for Tauron. 
BRE Bank Securities S.A. was an offering agent for PGE shares in its initial public offering. 
  
BRE Bank Securities S.A., its shareholders and employees may hold long or short positions in the issuer's shares or other financial 
instruments related to the issuer's shares. BRE Bank Securities S.A., its affiliates and/or clients may conduct or may have conducted 
transactions for their own account or for account of another with respect to the financial instruments mentioned in this report or related 
investments before the recipient has received this report.  
  
Copying or publishing the present report, in full or in part, or disseminating in any way information contained in the present report 
requires the prior written agreement of BRE Bank Securities S.A.  
  
Recommendations are addressed to all Clients of BRE Bank Securities S.A. This report is not for distribution to third parties.  
The activity of BRE Bank Securities S.A. is subject to the supervision of the Polish Financial Supervision Commission. 
  
Individuals who did not participate in the preparation of this recommendation, but had or could have had access to the recommendation 
prior to its publication, are employees of BRE Bank Securities S.A. authorised to access the premises in which recommendations are 
prepared, other than the analysts mentioned as the authors of the present recommendation. 
  
Strong and weak points of valuation methods used in recommendations: 
DCF – acknowledged as the most methodologically correct method of valuation; it is based  in discounting financial flows generated by 
a company; its weak point is the significant susceptibility to a change of forecast assumptions in the model. 
Comparative – based on a comparison of valuation multipliers of companies from a given sector; simple in construction, reflects the 
current state of the market; weak points include substantial variability (fluctuations together with market indices) as well as difficulty in 
the selection of the group of comparable companies. 
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Previous ratings issued for CEZ  
Rating Hold Hold 

Date issued 2010-09-13 2010-11-29 

Price on rating day 131.20 124.50 

WIG on rating day 43671.28 45641.90 

 
Previous ratings issued for Enea  
Rating Hold Reduce Hold 

Date issued 2010-09-13 2010-12-03 2011-03-03 

Price on rating day 20.50 23.50 22.10 

WIG on rating day 43671.28 46481.15 47326.35 

 
Previous ratings issued for PGE  
Rating Buy Accumulate 

Date issued 2010-09-13 2011-05-06 

Price on rating day 23.78 23.64 

WIG on rating day 43671.28 49266.97 

 
Previous ratings issued for Tauron  
Rating Buy 

Date issued 2010-09-13 

Price on rating day 5.56 

WIG on rating day 43671.28 

 




