Brazil utilities sector analysis!

I'll start researching Brazil by looking at the sector | know best, utilities. We’ll go through all the
stocks in the environment to find their current risk reward. Let’s start.

Figure 1 Stocks to look at from the Brazilian utility sector

Centrais Eletricas Brasileiras EBR
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Source: Author’s data
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Centrais Electricas Brasileiras (NYSE: EBR) has 31% of Brazil’s installed electric production capacity
and therefore it is a must watch company when investigating the sector. It has 48 GW in capacity
and it plans to add another 8 GW by 2021 with another 20GW under studies.

Figure 2 EBR’s growth plan
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The key factors with EBR are the following:

+ 8,000MW

Already under construction,
will be added to the Brazilian ensrgy matrix
with contribution from Eletrobras

and partnars by 2021

- High debt levels (company’s and country’s debt rating)

20,000 MW +

unger studies


http://eletrobras.com/en/ri/Paginas/Presentations-and-Conference-Calls.aspx

- Privatization issues

- Profitability

- Divestitures and investments
- Value of the assets?

Privatization issues
During the beginning of 2018, EBR was likely to be privatized where the government was expecting
around $3.6 billion in revenue for its share.

The Electrobras privatization deal includes:

- Renewed 30-year concessions on plants

- Agolden government share

- Max 10% voting power for private shareholder

- Privatization through issue of new shares and secondary government placement

However, things haven’t been going as planned. As we know the political environment isn’t stable
and changing ministers delay the privatization process. As the elections are in October and there

have been delays, it is unlikely that congress will be able to vote for the privatization bill before the
elections. The latest blow came in June when the Labor court suspended the privatization process

requesting a study on the privatization’s impact on the workers through the sale of 6 subsidiaries. All

of this means the privatization will not happen during 2019 as it was expected.

However, if | look at the plans of those running for office, the two most likely to win, Bolsonaro and
Silva, are in favor of privatization.

Figure 3 The Brazilian political outlook on privatization
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We could conclude that there is a good chance that the company will be privatized somewhere in
2020 which is two years from now. What will be the way it will be privatized is anybody’s guess.


https://www.reuters.com/article/us-brazil-economy-guardia/brazil-committed-to-eletrobras-privatization-finance-minister-idUSKBN1HI02U
https://www.reuters.com/article/eletrobras-privatisation/update-1-brazil-releases-draft-bill-for-eletrobras-privatization-idUSL1N1PE1YZ
https://www.reuters.com/article/us-brazil-government-energy/eletrobras-shares-plunge-on-shakeup-at-brazil-energy-ministry-idUSKCN1HD2ME
https://www.reuters.com/article/eletrobras-privatization/update-1-eletrobras-shares-sink-as-privatization-hopes-fade-idUSL2N1SU0QL
https://www.reuters.com/article/eletrobras-privatization/labor-court-suspends-eletrobras-privatization-idUSE6N1QW07S
https://globalmarkets.bnpparibas.com/r/2018_ElectionTracker.pdf?sst=BHGjAkQ5PTh47QCQ5Ry5g&stream=true

As the privatization hopes faded, shares sunk.

Figure 4 EBR’s stock price went up on privatization hopes and consequently down
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High debt
The management’s focus has been to lower its debt to EBTIDA levels and it is going better.

Figure 5 EBR’s lower debt ratios
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http://money.cnn.com/quote/quote.html?symb=EBR
http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%20-%201Q18.pdf

The gross debt is RS 44 million or about $12 billion. The gross debt refinancing profile should be
manageable if nothing terrible happens. One of the way debt will be lowered is through divestitures.

Divestitures and investments
The debt repayment might become easier from the planned divestitures.
Figure 6 EBR’s planned divestitures and investments
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Sale of Energisa shares: R$ 364.7 million
Sale of CPFL shares: R$ 46.0 million
Sale of Tumarin shares: R$ 70 million
Sale of Intesa shares: R$ 282 million

Privatization of Distribution Companies in June/18
Improvement of R$ 1.1 billion in EBITDA

Sale of Administrative Real Estate: R $ 400 million
Sale of 70 SPEs in 06/29/2018: R% 2.5 billion
Savings of R$ 1.83 billion with tax optimization
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Source: EBR

The sales are expected to bring RS 5 billion over the next few years. The company is going to be
slimmer and hopefully leaner.


http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%20-%201Q18.pdf

Figure 7 EBR’s plan
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On top of that, expected savings from financial discipline activities are expected to be around RS 3
billion but let’s dig into operations to see where this could go.

Profitability
The company hasn’t really been profitable since 2012 when the government lowered electricity
prices.
Figure 8 EBR’s profitability
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The management expects to save RS$3 billion from financing and about $2.7 billion per year from
operational efficiency.


http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%204Q17.pdf
http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%204Q17.pdf

Figure 9 EBR’s operational efficiency improvements
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Accumulated gains of R$ 329.8 million
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Annual savings for the coming years: R $ 2.7 billion

Source: EBR

Adjusting for the non-recurring items that will go away when the company stabilizes, hopefully,
might significantly improve the financials and privatization price where we could see even a dividend
in the future.


http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%204Q17.pdf

Figure 10 EBR’s EBITDA
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Source: EBR
As the net margins are tight, any kind of improvement might significantly affect the bottom line.

Figure 11 EBR’s financials
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If they could improve the financials by RS 3 billion per year, we could see profits of R$2 per share
and perhaps even dividends. At current currency valuations this would translate in an EPS of $0.5 per
share.

For such a company | think, the price to buy at a margin of safety from a financial stand point is
$2.5.

Net income might be higher from time to time, but on R$40 billion in revenue a healthy net margin
would be 10% which is $4 billion. Let’s stick to RS$3 billion to be conservative.


http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%204Q17.pdf
http://eletrobras.com/en/ri/DemonstracoesFinanceiras/20-F%202017.pdf

Another interesting development might be the currency which is something to keep in mind. If the
real appreciates to RS3 for one U.S. dollar, the profitability suddenly increases to $1 per share and at
a healthy valuation of 10 we have a $10 stock. A nice risk reward now, but let’s first compare it to
others in the sector and before ending let me share with you my view on the assets.

EBR’s value
Do you know where nowhere is? Well, EBR’s assets are in the middle of it.

| am not going to look at the book value of their assets because one is the book value and something
different is the actual value. A lot of EBR’s investments haven’t been made with economic
profitability in mind as it is a government owned company.

Figure 12 EBR’s transmission assets
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71,754 km of transmission lines might sound impressive but it also means those have to be
maintained across the country, at a higher cost. Therefore, let’s stick to profitability as a key
measure of value.


http://eletrobras.com/en/ri/DemonstracoesFinanceiras/Conference%20Call%20-%201Q18.pdf

