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14 July 2004 SE-2-7-1

Treasury Report: Genesis Power Limited (Genesis) and Shareholder
Support for e3p

Executive Summary and Purpose of Report

e3p proposal - TN

. In the attached letter of 2 July 2004 Genesxs wrote to shareholding Ministers propos <r\g\/

Huntly, by December 2008. For this to occur, Genesis requires the Crown to en

a risk sharing arrangement with Genesis by 15 August 2004 on substantxa 1€ same
terms as discussed with officials in the attached Indicative Term Sheet June
2004. Together with a shareholder resolution for a major fmancm@\bmgs/ gtion, this

would then enable Genesis to contract with Mitsubishi for the comp
station on scheduie.

a way forward for commissioning e3p’, 2 385 MW Combined Cycle Gas T b\n@

\\
° Despite having in place a number of long-term gas contra/z{\\f Kupe Maﬁ\Agah ,
McKee and Pohokura gas, the Genesis Board and/\lts financiers stpa still

consider there is insufficient certainty around the gasg&pp arrangergsrén%l enesis
to commit to building and financing e3p. Howeveg @enesxs Inanciers

consider that Crown subscription to the risk s rmg\p ngem scussed in this -
T

paper would sufficiently mitigate e3p’s overall ofile /t@ﬂena\le) all parties to

commit. The gas risk of concern arises frm 5 ufces /f S\T/Qf jtracted gas might
not be delivered because the Pohokura anchﬁo @és are r@t réven fields currently in

operation, and secondly post{ }Ge e x@not havé sufficient contracted gas.
/\

o Genesis’ proposal raises some &r;&pﬁg energy seCu@j of supply and SOE policy
issues. To this end, officials fr mlstry Econormic Development (MED) have
considered the energy secun r%i\ ply & phcatlons of supporting e3p, and

m Eny

officials from the Treasu%e\&own onitoring Advisory Unit (CCMAU)

“have considered the ow nd bro F@Q&E‘pohcy implications.
&\7 A\\
Energy security of suppl %a/y <1/s A{\C\///
® MED analysis conﬂr s tha}\*:{h U)rej\p3p not proceed, there are hkely to be other
a

projects ab Qﬁlﬂ\u forwar a’usfy the normal increase in average generation
reqmremént ever, t\!leye are few with similar certainty to e3p and none are as

substanitial as 3p addlﬁqn/ edp offers a substantial boost in the margin between
ge&raﬂon suppiy and e%and

o |

e K/!ED\cons denxt\vgpy@;ﬁxkeiy that both the Kupe and Pohokura gas fields will not begin
o “dehyenes of/gas\\by the expected dates and are therefore confident that sufficient gas
AN O w@l”be avai table in“the early years of e3p operation. The availability of e3p should

> provude a teVeJ/Qf electricity price capping and possible price suppression during these
~early years.

Known gas reserves indicate a gas shortfall in later years. However, with recent
inducements for gas exploration, it is likely that more gas will come to market during

k Energy Efficiency Enhancement {e3p) project.
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this period. Nevertheless, some uncertainty will persist and gas for electricity
generation may be considered the least value use in a constrained gas market and
higher electricity prices may result. Under a constrained domestic gas scenario, options

exist for continued operation of e3p using either LNG or distillate.

® A cornerstone of the Government's SOE policy is that sharehél\d'k i 'sters@é%
only support proposals from SOEs that have strong om%e@ merits(_and’ are
relatively low risk. Key tests are that Boards are willing/«%}%\i&mend héﬁf//d/ding
Ministers that propesals, on a stand alone basis, are id the cormmercial intergsts of the
Company, and financiers like banks are willing to risk theirown \apita\(}ﬁe\z project
without legal recourse to the shareholder. @ @

. The fact that a risk sharing arrangement i@ beforp/;/ee\qe is or Westpac can
commit to e3p is a clear indication propesal\capries more risk than
shareholding Ministers are usually ﬁa \ co ez%gy(iurrenﬂy no -other
generators are willing to invest in ga o%r;&aﬁoné@:g}. owever, in this particular

5 as

situation there are other energy upp why the  Government may
wish to support e3p, which ovefri ofimal S E\pﬁr onsiderations, but not at any

cost. w ~

Business case analysis %

. Leaving aside fuelTisk, is ; s, the e \/iness case submitted to officials has been
comprehensively siriicted pears fo be based on a reasonable yet
conservative ﬁ/%%s@sé as iong,/ Further, the project economics appear robust
under a rang rios. More extreme scenarios, such as adverse gas

ignificant financial downside for Genesis. Mitigation

supply canditi ns,/do restli N

against th effec @greiated scenarios is the purpose of the risk sharing
3 . _

arr enbeing pr se\@

. 20 shar ding, Ministers gave their support to Genesis developing e3p
onal er of factors that continue to be relevant. The proposed risk

shafing agreem is consistent with one condition that required Genesis to have
@ tcess { flicient quantities of gas to ensure the operation of e3p over its ‘economic

SOE policy analysis

fite. @e(s\ rrently does not have such comfort, and has approached shareholding
M{';\i\ht;gsjeeking support to satisfy this condition. Most other conditions have been

)’ ill remain relevant, and comment to this effect is contained in the attached
Qraftietter to Genesis.

% sharing arrangement analysis

@ The potential risk to the gas supply together with the proposed risk sharing
arrangement potentially exposes both the Crown and Genesis to gignificant financial
and fiscal risk. The maximum liability for the Crown is{, \:}niliioné z)igﬂw
; and for Genesis $533 million (for writing off the RA A
capital cost for e3p), but only if there Is a catastrophic gas supply failure. Moreover,
uniess the identified gas shortfall after { 1is filled through new gas contracts, the s g(z)(@
ﬁ?&)@@‘} Crown is liable for% ;miliion However, the probability of catastrophic gas supply ()
failure is considered to be extremely remote. The key question is how more moderate . ?[z)(’é‘,)
- but more likely gas risks are shared and the consequential impacts on incentives. ¢)

T2004/1274 : Genesis Power Limited (Genesis) and Shareholder Support for e3p
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Because of the uncertainty over the future of the gas market, the expected cost to the
Crown is too difficult to estimate. However, when the risk factors are examined in detail
and balanced against the mitigating gas market and incentive factors, the likelihood of
significant payments is relatively low and the risks being considered are not reckless.
Furthermore, enhanced risk mitigation can be achieved by nego’na’ung with Genesis to
re-consider the definitions of shortfall gas, and the thresholds for FAyhich it can /Ctalm
under the risk sharing arrangement, as set out in the attached draa‘{ fetier to Gan_,srs

An improved risk sharing arrangement would sharpen mcnntrves\oQVGenes:@ avo;d
e3p gas shortfalls. PRIEN '
P \\ ~.\ ‘ /‘\\\\"Q,/
Officials consider that the most effective way to advancé thgﬂsk mltxgatlmfnegotsatlon
would be on a principles basis. Usmg this approach Ministérs cau%d seek high-level
satisfaction on a number of principles® before comm;ttmg the Crown io e\ntermg into an
arrangement. We would expect Genesis to o@ﬁsxder What coﬁceSsxons it could make,
and what constraints it may face by doing sg, SJJ/Ch that Mlms’ters can assess the merits

of Genesis’ case. This is important as weido\no:t@xpoct that Genes's will be able to be
deliver on all that Ministers may want \ & Ny NN

SN o /’I {/ \\\"\\ “ ‘
Nonetheless, because of the Cr(owns vanershlp *mtemstsvm Genesis, if there are gas
shortfalls, the Crown will still bear\fhe\l&ss thrgugh 1’(5 “equity holding in Genesis, even if
it does not need to cover the‘losses dlrectlyfihrough ‘the risk sharing arrangement. This
does not mean the specxﬁ_catlc%@‘/the nsk\shaﬂﬁg arrangement is not important, as a

more tightly desngned/arrangement woum 5‘na}pen Genesis’ incentives to avoid gas

shortfalls. N \ VD
’////>\\?/// /—s (\/
Overall Conc[us;oy ﬁ) \\ 72N \J/\

L

On strict o@mmem;al) grounds,\ offﬁcsais would not support e3p because of the financial
risks mvoLvedjvas shown\by the)unwnlmgness by the Genesis Board and banks to
reccyfrmcnd the proposal eqwmmerc;a! merit alone, uniess the risk is shared with the
Crown. oxgever MED. consxders that e3p proceeding is desirable (but not essential
N\
<from a\sezunty of supply Berspectlve) therefore officials on balance consider there is

)7 g rit in con’unumg /negotxatlons with Genesis to improve on the risk sharing
( /arrangemen’t e note there is a risk that Genesis may be unwilling to make significant

//

/ 7
\\ \

/\\\

\/QOHCQSSLCA)QS li’ is the case, e3p may be jeopardised unless the Government is

\wmmo/‘ee ecom ider its position.

“Next staps\
! e J

-/>\<ff//K/lxntsters agree in principle to support e3p by subscribing fo the proposed risk
g / >sh\anng arrangement, officials consider it appropriate to request Cabinet approval to
ﬁ‘:\ g seek delegated authority for shareholding Ministers to negotiate with Genesis, in

.~ consultation with the Minister of Energy, towards finalising a risk sharing agreement

that reflects an acceptable level of risk to the Crown, while still enabling e3p to
proceed. The attached draft oral Cabinet paper seeks such authority. Pending Cabinet
approval, we suggest sending the attached draft letter to Genesis, following which
officials and Genesis would work towards finalising a risk sharing agreement that

addresses the outstanding issues noted, and reflects the principles Ministers are trying
to achieve. '

z Principies include:

&

®

T2004/1274 ;. Genesis Power Limited (Genesis) and Shareholder Support for e3p

transferring the minimum level of risk to the Crown such that the Board has sufficient comfort to be able to
recommend that proceeding with e3p is in the commercial interest of Genesis;

avoiding risk transference with respect to non-delivery on existing gas coniracts; and
avoiding risk transference with respect to the gas supply for existing requirements.
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Should Ministers become comfortable with a refined risk sharing arrangement, the final
step would be to convert it into a legal document for Ministerial execution. This would
need to be achieved in order to enable Genesis to execute its agreement with its
contractors by 15 August 2004.

Consultation

(A Y
The Ministry of Economic Development and Genesis were ¢ Wing t\his\rg\@ort.

N
ons Ire a \/
e
Recommended Action O N

it is recommended that shareholding Ministers:

a

g

T2004/1274 : Genesis Power Limited (Genesis) and Shareholder Support for e3p
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:44/2 way forward for
u

note that Genesis has written to shareholdi i ﬁers p\a
commissioning e3p, a 385 MW Combire { Cycle as@ ntly, by December

2008;
=4 BE)
% S 9@ @y6)
| %y | 596 ()
note that a risk sharj @v ement Q/ e Crown and Genesis needs to be
executed by 15%@ &at th@ it, Genesis is {o keep 1o its schedule for

commissioning

note that/M\EB@ders t proceeding would be desirable as it provides betier
certainty t\ -term e ecurity of supply than other generation options
curre a e, a as supply risk is not so high as to rule out

co ting buildin r CCGT;

e te that, from%;\i;&alone SOE poilicy perspective, officials would not support e3p
e

risk involved, but the energy security of supply policy reasons
y override the SOE policy concerns;

Ing aside the gas supply risk, the e3p business case appears adequate
itions for shareholder support first provided in 2001 still apply;

@ée t Genesis’ proposed risk sharing arrangement can be further improved to

=/

rpen incentives on Genesis to avoid e3p gas shortfalls;

agree in principle to conditionally support Genesis’ decision to build e3p subjectto a
revised risk sharing arrangement regarding e3p’s gas supply;

Agree/declinéd  Agree/declined
yd .
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agree that shareholding Ministers submit the attached oral Cabinet paper seeking
delegated authority, in consultation with the Minster of Energy, to reach agreement with
Genesis regargding a revised risk sharing arrangement,

Agree/declmed : Agree/declined
/) //
j agree that shareholdmg Ministers sign the attached draft letter to G\fape/sts pendmg
& \\\/ ¢ //> —\5 b
Cabinet approval, <\>\\;\<\Y§/ | /?w, \>
Agree/deghihed Agree/declined /\/\\v/\ Y S
N ’\ S /\ AN \/r’//
\ N o
/ A
k
!
.
i
David Taylor DN \\!\Qf\ke“l\lioore
Manager, Commercial lnvestmen\ts \ ¢ (/ ) L_Sgctor Manager, Energy, Land & Environment

for Secretary to the Treasuw\\ v/

P \ W Crown Company Monitoring Advisory Unit
VA ™\ / /"/ ,/“\\ \ \>
\ i

/‘; \ “ // Vs A0 / i
/ S~ S
Minister of Energy \/,\ \ N \{/> -
/ PaNd
oy S/ \\\\ \\\
N\ \/)
Referred: )(dsj}o)/ \\\\

ﬁ
H“eg Dr Mlc?\agff XM

)
<l\l> Hon Mark Burton
”Mm'&tvr/of Fmaﬂce\ " Minister for State-Owned Enterprises
g/ <\/{/f\\\7 v/ /“w \\ \/
O Oy )

AN

. N
S N
/ /// NN
{ N
Ky ! H
AN \\ /’/ /

S
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Treasury Report:  Genesis Power Limited (Genesis) and Shareholder
Support for e3p

Analysis

L :

. v P /v\/ j // / R \\\

Process ‘ O \\ / o O
-~

Commercial and energy specific issues have been developed/ separately MED has

taken the lead on energy specific issues while the CCMAU and Treasuryﬁak\\re)caken
the lead on commercial issues: SV

/ \ \/ <\ \\ /\'
. Genesis’ management has provided some mfermaﬁon fo MED.;ln turn MED has

formed an independent view on gas avail abmty\f\and hkety supp\iy and demand
scenarios for electricity over the medium terfn, v/ /%“

PN /

1.

/ \\ /:\\i\ l
. Genesis’ has had discussions with 1ts<ban\kers amé the T[easuy and CCMAU regardlng
the necessary commercial arrangements\reqmred for it and its bankers to support e3p,
~and has supplied the outline of/the nskshanng arrangement to this end. In turn, the
Treasury and CCMAU haveaanaiyseg the ewnershm and SOE implications of the
proposal, and have provided lnput régardmgde\sgmng the risk sharing arrangement in

ways that may be more aceeptab%e 10 tne»GeVemment

/ \ /

Energy Security of Su 13 \‘ \/ \\

gy y PP /Y NN \\\
/ - \/

2. As e3p would bera elgnn%cant consumer of gas in a constrained gas market, it should
be considere m/tbe context/cxf/tetat energy security of supply as well as electricity only
security ofsugb’(v'l?he folkowmg(eonsrders each of these in turn.

\ > > \\v

Gas - Na’nonai \ / \ \

R4 /\\/'
3.

Tne gas ¢ consump’uon of e3p will have an upper bound of around 20 PJ per annum for

Coystramed d operat ation but could be less, for example in very wet years, or due to
< & s @ther/pames/ havin g\take or pay obligations leading to constraints on e3p operations.
AN <// /\ \ N 4

</4 \\vDunng Thv\pewed to 2011, there is likely to be enough gas available to supply e3p in

\Q\ N addmon to”ex*stmg CCGT plant. Total gas demand, presuming that Methanex is exiting
g t@@ma@ is around 120 to 140PJ per annum. The following graph demonstrates the
natxonal gas availability and demand forecast, the significance of e3p demand, and gas

/\ ‘For the two existing CCGT plants a’t Otahuhu B and Taranaki Combined Cycle, as well
> as pther uses of gas.

/\

\ .
/(/; 5\ U The graph shows an early period of gas surplus followed by a gas deficit. Figure 1
A \‘\/ / below shows that significant new discoveries of gas will be required to ensure that
— there is sufficient gas to meet the requirement for e3p (approximately 18 PJ pa) and
that of other gas markets from about 2011 on. If the Government’'s new gas exploration
incentives deliver the expected increase in exploration and development activity then

statistically speaking, it is probable that enough additional gas will.be found.ﬁ

T\ Cgawyli

° The Crown has better information {0 assess remaining gas reserves.

T2004/1274 : Genesis Power Limited {(Genesis) and Shareholder Support for e3p Page 7
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Figure 1: Gas Availability and Demand 2005-2020 (PJ)
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8. in the early yearS/ som\e nsks relaie\fo the/ deliverability of the Pohokura and Kupe
fxelds which are mot/yét /producmg,/T hese are discussed in more detail below.

/\ \\ / 5 \ P
/ /\ N \\ o //>/ " //"/
Kupe ) Lo
S ~ O\ N
\\J \ N
7. The ax).ncoess fuband t:meﬁry &veiopment of Kupe is contingent upon a number of factors
incl Jading:\ < -
\ p/\\/ \s)

O \ibe/ granimg of necéssary resource consents;
?> N\.\/ “open /access\e/rﬁhe Maui pipeline;
oD

~ . b
/////\\\?\.,\\\f\: / //\\\\\ \? . € q (1)!9
NN | 46
O / \ hqulds sales agreement; :

RN J_‘BZ:‘ sales agreement; and
\/\ A ) “_a contract with an EPC contractor to build the offshore infrastructure.

B N6 oil and gas field development is without risk (commercial and teuhnxcal) Many of

/o~ the technical risks can be mitigated by good oil and gas practice. Many of the
L )]~ commercial risks will be covered by ensuring that the above issues have been covered
NS i

o off prior to the commitment to development and any remaining commercial issues
controlied by good management and contract strategy.

The key technical risks that the Kupe development faces include, but are not limited to:

e Well deliverability/reservoir performance;

® corrosion management (given CO, content);

. flow assurance (given likely development will involve a multi-phase pipeline to
shore);

* commissioning of processing plant (if required).

T2004/1274 : Genesis Power Limited (Genesis) and Shareholder Support for e3p



Pohokura

10. The Pohokura gas field development would have faced similar risks to Kupe, but the
Pohokura partners are significantly further advanced. They have resource consents
and are about to contract for field construction works. The remaining risks a;ound

Pohokura are considered to be only construction related. /; >/A <
» N
\\// | 4 /\ ‘. // \\‘
. B \\ \/ s ey R \
Gas — Genesis A N /‘fJ ~

s
.

11. A gas contract profile has been supplied by Genesrs/Thls \rs beheved “to accurately
reflect their contract position and/ S V"/"J . i ﬁu}&}(“)

) -&ln response to rekated q<uerres Genesxs has 3

advised that; SOk 1) ()3

fannd

L B0)
| CI00(1)

. "Geneszs argues that. they\are/m thebestmsrtlon to manage uncertam gas supply
given the dual fuekcap“abrhty of H/unﬂy A
\ / \\/

12. MED modeliing sﬂggestsé&f’xat wm1e*e3p\cen use 20PJs pa of gas, it is more likely to

need 15 to 1;8PJ\pa//Thrs shou(d be reflected in the forthcoming gas risk sharing
arrangement negp“fahons </ &
&

) /
AN
Electricity Suom\/ anﬁCDemar}eQ\ \>

AN \\\/ .
13. The need for addmor%\kb iseload generating plant through the next few years has been
p examrg&;f/d /T Eleciricity dernand growth has been assumed to continue at a similar rate to
y, >\me\pas at 2%\9er ar;yum or an approximate increase of 750 GWh per annum.
s e s /

,\'M& /v@j% ’the suppiyglde? scheduled new plant has been provided based on a large range of
/\ N \wppodumﬁes\and assessments of the likelihood of development and implementation
/ 7 tlme{names\@nly those plant with an assessed high probability of implementation have
\> be er\r\ exiracted from a database including at least 20,000GWh of new generation

//d Qs “tiirough to 2012. New plant has been conservatively assumed to be available

/\\\\f/or the’winter after commissioning, and includes a mix of geothermal, thermal, hydro

<</ S anﬁ wind. This has been considered with and without e3p, and does not include
.’ Whirinaki.
BN

\ / /
N e S

S
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Table 1: Generation Schedule including e3p

Date ID Confid | Fuel Actual Load GWh
ential? {(MW) Factor (%)
1-Apr-04 | Whirinaki No Oil/Distillate 155 s
1-Apr-04 Manapouri Eff No Hydro
1-Apr-04 Mangahao No Hydro
1-Apr-04 | Tararua Stage 2 No Wind ] >
1-Apr-05 | Manapouri Eff No Hydro - e 5oy wC\\M‘ g )
1-Apr-05 | Hau Nui No Wind 5° |- 40 | i ?(‘i)(&}(;
1-Apr-05 | Huntly GT . No Gas 40 785 | 298 $9@) (B“)(')
1-Apr-05 | Te Apiti No Wind REW N Sl VA
/? //;A)\\ir/xotal by kgm\zﬁos 754
NS L AN =,
E N NN A )
1-Apr-06 | Wairakei Binary No Ge’bt’herﬁnél T 414'/ ™ \jvgz 10117
1-Apr-06__ | Awhitu No Wind v/ 49| 40 67 '
. \ QT N o
| 1-Apr-06 | Mokai No~ ™ \Gébtherméi\ 40 95 333 [
1-Apr-06 Ngawha 2 : | No \\“/ /Geothermaky[ > 15 . 82 108 ﬂ[{
; SN / g\ W Total by April 2006 788 .
SN O . SYIED!
1-Apr07 | e3p Mo a7 RS 85 2718 |, ¢ A
i BN R — . -
~ 1-Apr-07 | Seddon Wmd“Farm J NO’ " ["Wind 90 40 315 |~
" ) : 7 Total by April 2007 3324
R
S
Geothermal 15 82 108

Total by Aprll 2008 437

i

Total by Aprii 2009 - 560

Notev’chat e3p presents a significant increment in new generation in 2007 well above
the average new generation requirement. Subsequent years are shown below the
average of 750GWh. Should e3p not proceed then the options are more speculative
with a range of possibilities. The following is an example of addx’nonal alternatives
from 2007 onwards that may proceed if e3p does not

T2004/1274 : Genesis Power Limited (Genesis) and Sharehoider Support for e3p Page 10



Table 2: Generation Schedule excluding e3p

r S _ M
\ J

|
T Wind | o0 | 40 | 315

T1-Apr-07 | Seddon Wind Farm | No

Total by April 2007 894 |~
>

1-Apr-08 h TNo | Geothermal 15 820,
F"M | Tauhara ) _ | | N\
: ’ . 3 o
’;e /// \»\\<\ ™
@ N
D s N

{ C\ . v /\\ \\\ .
. 7 Total by April 2008 . 9

/;\\ - <‘9\7 Y /,,E_Q\\TF\J

~/

N
Py N
AN

OIS LS
S0/ Totalby April 2009 811"

S LN N
i R 7T N S §
<\ < v / ~ \/ / / \\ \“ N
t T - = R T p :
~ . N N
r //,//“\ \\\\/ e ’ Vs <\ \\\\\////
g COozyy Y AN

'\ :\\;\ \ ~ o N

i i e NN Sy (s .
16. While e3p is not necessary, itis.desirable from.a.security of supply perspective. There
D pply p
NN N \ 7

are a number of alternative p\rcﬁg’éfé wﬁi\éh\\are\ikely to proceed if e3p does not,
however, they do not provide the level /off Eeﬁa{@tffhat government and electricity users

require. v /,>\\\/ ) \\/(\/
S ~N /;\ \.\ N
. . VA [T
Electricity Prices ~ —~ </ A
([ /"\_\v/ / / e/

17. 1t could r@as\onébl?})e assum\\sd\ that e3p will act to suppress electricity prices as a
result of a\suddenrincrease in supply significantly above normal national load growth.
AV A~ &/\

S/ \
18. 'Howe j’;?/G\eF\esis are c\ohsfdered to be in a controlling pesition in this respect as they
gfvgula\ “rc/jbébly s\tep down’ generation at Huntly as soon as e3p is offered into the
P electricity market. In Jr)e first instance, the unused portion of Huntly will be a good
/ /\//pp\ex\,aﬁonal @uﬁers: nould problems be experienced with e3p, but as they gain
/\\\ <’Vcdﬁﬂdenoe\in\\“ef/ip,JGenesis could choose to offer in as much or as little of Huntly as
(O ’\}iﬁey wish>\Price suppression is therefore considered unlikely to have the effect many
7 would @nticipate.
NS p €N \‘\\g// /
18, /M(/Jde H;r;g’/suggest that e3p will increase the national spill quantities, particularly in the
. early years. The effect can be accentuated by gas supply contracts being effectively
</ O/\fakﬁ or pay. This suggests that it would be unwise to commit to a full 20PJ pa of take or

~_<_pay gas for e3p.

. N
£ NN N
[ Ny
3

\\\/20 Relative to other major new generation options, e3p is expected to result in

- comparable or better outcomes in terms of electricity prices. The following table
demonstrates this.
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Table3: Short and long run marginal cost of generation

Without Carbon Charge With $15/tonne Carbon Charge
c/kWh c/kWh
SRMC LRMC SRMC ~LRMC 2.
e3p A 4.5 6.5 5.2 T2 NN
as $6/GJ) NN s RN
North Island Coal 4.0 7.3 52 -~ )p \/8 5 (|
(coal $3.50/GJ) ' e SO N

SRMC = Short run marginal cost, generally fuel cost pius variable operation, and mamtenance (@&M) Fo,r
simplicity, the table includes all O&M costs.

LRMC = Long run marginal cost accounting for all costs TN Y .

YUY - SO W

TN e ~\\\

21. In addition, e3p has progressed further and can Ee\éoﬁs/tructed \more qulck!y than any
other major generation projects currently knegv io ’oe ‘under cdnsxderation

/
PN\ 4 < )

While e3p has domestic gas supplies tthove condmon \Can 6e expected to persist.
However, the existence of e3p in subseqx}en’t years/ Yeeds to’ greater pressure on the
demand for gas. Should new agof 19@,‘_\ domestlc/gas\not\ ‘be brought to market, then
there will be upward pressure on. gas nnces which may “well rise to a level that would
justify LNG. The current exp<eoted prlce of gas\from an LNG regasification facility is of
the order of $9.00/GJ. Based on-this pnce “the. SP(MC of e3p would be 7.3 c/kWh, a
value higher than the SRMC of coal fuel ed\o@ﬁons inclusive of a $15/tonne carbon
charge. AN 7
, 9 //>/\\ {// P \(\
If the required % is not/found Lher\LNGw may provide a backup strategy. The lead time
on LNG dehve(/es w\ouid be a/t easL_G,/)fears It should be noted that e3p represents a
43% incre sedﬂn the genﬁr\a\ﬁng/\capacxty that relies on gas only as a fuel, and has the
further effect of fdefemng\o‘ther\projects using alternative fuels. Therefore, proceeding
with e3p mgkes/ an LNG ‘future’ for NZ more likely if new gas reserves are not found
withint trie next few yeErs\\>

AN ) i
FueJlx/E\eI:’pAo\n dxstxliate\/

/ / \N’

22.

23.

éﬁ\//Shou!d d;am sﬁ%as supplies be constrained, there is a further option to convert e3p
/\ SN i dzstulate Qgeyatxon To date, Genesis has not investigated in any great detail the
NN fuelhng of (§3p on distillate. A tank farm is feasible on the current site or local vicinity.
o O@E@mg/on distillate would result in plant efficiency downgrading to 48% (LHV) from

?5%\ and at a fuel cost of 45 cents per litre, would have a marginal fuel cost of
/L 9BekRwh,

25& e3p s guaranteed output is 365MW (at a high ambient air temperature of 28.8°C) with a

5/ TN \ Olikely output of 385MW based on average site conditions. An output of 400 MW is only

‘\ . ) ) likely to be reached on cold days. Given the 20% reduction in output through refuelling
T e3p on distillate, the likely capacity on distillate will be approximately 310MW.

26. The capital cost to implement this option would be of the order of $20m pius the cost of

fuel storage tanks.

T2004/1274 - Genesis Power Limited {Genesis) and Shareholder Support for e3p
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Construction Risks

27 Genesis has all the resource consents required for construction of e3p. Following a
commitment to proceed to first power, there are construction and commissioning risks.
Construction risks can be expected to be minimal and well controlled by the EPC
contract and the prior commitment to preparatory works. The EPC contract has not
been sighted, but it is expected to protect Genesis for delays durigg/’%/gnstruction.//g\

. \<.\ N A /:Z/ \\\..\

28. The recent history of commissioning CCGT's in NZ is not g‘r/ :a\\\j@i@ﬁ/bothf f?a'ranék}
Combined Cycle (TCC) and Otahuhu B having experience;jffc\geil/ays\ ofup to 15.months.
Genesis may be well protected financially, but the Crowri becomes very gxposed-from
a security of supply perspective. e3p is a single shaft 'machine ‘which means_that if it
fails, electricity supply capacity will be reduced by the equivalent ofthree yg;s'ars annual

load growth (6% of total New Zealand supply). /< / ;\\\/ N

N

4 RS
y N N
' / ™, N h

20. A commitment by Genesis by 15 August 2@/Q€§s/ljn\’tendegﬁ to"deliver first power by
December 2006. The critical period from,a/s\egu‘rityféf sggp@jaayspéctive is April 2007.
implicitly this provides a window-of 4 months toiron oGt any~commissioning problems
but there is a risk this is not enoughién}\ivgédditiqnéﬂyith\ef‘e/ may be minor teething
problems as experienced with mggf;ﬁgiyfga\nt onceg\bper\a’fin‘g.

o " \\\\\\ \> (/\\\ K\\///\,
Transmission SN Y)Y O
: NN NN\
>/ S SRR

30. The location of e3p atl/;fdntw further a@ié\s\goﬁie/ substantial generation centre in the

Waikato. Without rp@bf\“\t@hémissign upfgra@evs, supply into the Auckland area and

north remains a poirit-of coricern, This-will,add further weight to the need to upgrade

ransmission c;pgﬂoijjti@sﬁ}om y.eéSouth into Auckland.
(O

31. The rlocati/qn\bf//eﬁ;/:/ is regémgégie from a nodal pricing perspective. Losses will be
- relatively lowduéto its location close to a major load centre.

N N vy . W=
yod '~ NE¢ O\ \\\
Energy Pdlicy lssues AN >
N4 NS
P N v
32. \T}\e\ Eiéétricity Commission has responsibility for dry year security of supply with a
NN A.\t\ér/. . : ) .
< Aocuson ens\t,gmg\hv e is sufficient reserve plant available. As e3p is a baseload plant

),

) \\_</\//’itz®ould pot b@/@@msidered in relation to the Commission’s procurement of reserves.
/) L Nevertheless, \the Commission does consider the availability of baseload plant when
S A o N NV .

U< N forming a w\ew of the requirement for reserve plant. :

NV QN | . . o
33. Ve /A-agn\nuncement that e3p is to proceed will give electricity users confidence In
/S\\gjeéium term supply and counter the negative sentiment generated by the demise of

'
/'/
<
AN

< (r@ject Aqua. The development of e3p will also allow Genesis fo offer the market a

A

: ¢ significant volume of medium term (3-5 year) hedge contracts which may help to
/Q\/ stimulate the development of a medium term hedge market.
Ny
S
T2004/1274 : Genesis Power Limited (Genesis) and Shareholder Support for e3p Page 13



C-5

34. Providing Government support to underwrite e3p will send negatlve signals to investors
considering investment in generation in that it would:

° Sharply increase supply capacity in the market causing investors to defer plans
for substantial new capacity investments (not requiring - additional suppor;) to
avoid creating an over supply situation which would deprﬂss/ﬁncns ‘ / 14
Add to the fears of private investors already nervous abo/ut\cc«rrﬂpetmg WIm S@ S
and the potential for Government intervention. Whileg it\zs\un\hﬁeiy that”exxsnng
investors will withdraw, potential new investors may decidg” to) go e!seWh ere,/ ,f
. Undermine market mechanisms for investment in bas@&ad capacxty aswtwwou!d
encourage other investors, including SOEs, o test the willmgnass of\Goverannt

o underwnte baseload p!ant AH mvestmerft\proposa!s ha\/e assc)cxatnd risks

seen as a preferred solution.

Commercial Policy Issues

e3p Business Case Evaluation

Background

AN \ "
<\\ \\\\\/ \\\
Genesis has been working towargié/bemg/m‘a\posmon to commit to constructing e3p
since 2001. If built, wm}/aﬁ“&perétmg capaz:lty\@f 385MW e3p would enable Genesis to
generate at high efﬁcgency around 3, OO@GWh Sf additional electricity per annum.
N T

36. In December ZOOQ\éharnﬁoldxng Mlﬁrs‘ters gave conditional support to Genesis if it

decided to bl{ll}d)e"fp see Amr g/However at that time Genesis considered the
uncertainty over-its fuel posr&o to be too great for it to irrevocably commit. The

decision to\de yfby the Geﬂesi/ Board was consistent with one of the conditions of
suppoﬁby Sharehold <ng Mmters

35.

37. Since 2@01, Genesis has ¢ontinued to develop its plans for e3p. In July 2003 the
< enes S/Board@esolv%d {o enter into a two- -stage development plan to progress iis

?/ p\lans/ redpi. _
//\ & f agrealng>aﬁmm1tcd Notice to Proceed (LNTP) with Mitsubishi Heavy industries

</ L\) ﬁ\frltsubz\sm) for Drahmmary engineering and site preparation work to the value of
Y ( 5520 mﬂron and
N

| wekag towards committing to a Final Notice to Proceed (FNTP) with Mitsubishi
<&/)\*far the balance of the project.

\38// msubzshx has completed the work specified under the LNTP. Genesis and Mitsubishi
//\ . \  have since agreed that should Genesis commit to the FNTP by 15 August 2004,
{\', | Mitsubishi would guarantee commissioning before 15 December 2006. Due to rapid
>/ global growth in electricity generation, Genesis considers that missing the 15 August

2004 deadline would result in it incurring significant further delays due to the less of its
construction ‘slot’ with Mitsubishi. :

39. Notwithstanding this, Genesis has indicated that it considers the FNTP deadiine to be
the last realistic opportunity for e3p. Should Ministers decide not to accept the oplion to
support e3p through the risk sharing arrangement, Genesis would be likely to abandon

* Shareholding Ministers’ letter to Genesis of 4 December 2001 noted “our support is conditional on

Genesis securing access to sufficient gas to meet the needs of e3p over its economic life as
presented in Genesis’ business case”™.
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its plans for e3p, resulting in the write off a significant portion of the e3p development
costs incurred to date. :

40. From Genesis’ perspective, the decision on whether or not to proceed with e3p is
central to its plans to continue to develop its business. Genesis’ capacity to grow its
customer base will be constrained without e3p, and it will remain heavily reliant on the
reliability of the Huntly power station. However, Huntly would be more fully utilised than
it would otherwise be without e3p. Genesis also has other potential generation options
that it may consider, including accelerating the development of a new coal-fired power
station, or building muitiple small open cycle gas turbines in the short-term similar to its

recently commissioned P40, with the potential to integrate the new station into a
CCGT.

- 41.  The.current situation can therefore be summarised as follows:

o Genesis is not prepared to unilaterally commit to building e3p, as it considers the
overall risk profile to be too great to do so without shareholder support;

. Genesis has approached shareholding Ministers to request that they, on behalf of
the Crown, consider assuming a portion of the fuel risk associated with e3p; and

. If the Crown decides not to support Genesis’' request, Genesis has indicated it
~would likely abandon its plans to build e3p. ’

Business Case

42. Genesis has submitted to officials an update of the business case it submitted in

September 2001. The updated business case was approved by the Genesis Board at
its meeting on 29 June 2004.

Economics

43. Assuming the risk of significant future fuel shortage does not materialise, e3p remains
a robust investment. The business case returns an NPV of million (real terms,
post-tax, including sunk costs®) with an Internal Rate of Return {IRR) o,f(/ ) FIG)()
S 70I0a)()

44. e3p’s economics remain robust under a number of sensitivities, as demonstrated in the
following table:

sq () é\)({:) ;

. € (2)/5@1: > »

Genesis has incurred { }. million in e3p development costs to date. Excluding these costs as non-

recoverable irrespective of a decision on whether to proceed with e3p increases NPV to}F %ziilion.
b

: 4 Qe
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Sensitivity -
Base Case \\
No Kupe or Pohokura gas (but not both), replacement gas //\// ///\‘i
supply from 2011, no risk sharing arrangement (\\\\/&/ 9 /,;> AN
~ ; \\\ - //‘ L {’ 2;/‘\ {/”\\ / ; .,u‘
As above, but with risk sharing arrangement /;’\:\( 2% N7 § ﬁ@(k){,‘f}
' A S S 5 (P
High demand: demand growth at 3% pa (Base Case "—'»“2%)\ N
= b N
Low demand: demand growth at 1% pa (Base Gase 2%) )
AN
Unfavourable 3-year hydrology sequence ¢ 7 7 / ; { j
. \ L |
e \ \

45. Notably, Genesis’ gearing and debi\cave\rage ratles\remam Wxthm acceptable limits
under each of the above senSItlvmes\Under/the m@st negaixve scenario (no contracted
gas from.one ﬁeld no nsk-sharmg ‘agreement) earmg\peaks atﬂ j(base casec pi $‘?(7.)(!>)(:3
and interest cover® falls tol_ 3t|m\es(base casef }tlmes bank convenant{_ Jimes). L)
Y, &S \\/ $9@BH) (W) £ FeP /
46. Genesis has evaluated /aﬁ{sasfnr/scenaﬂo\whe{e e3p is built but never runs over its
economic life, 1mplymg zthit\n«axther Kmpe/nm\Pohokura gas is deliverable, and that no
- replacement gas soyrce\ts/ secured\ T\hzs s\:enano returns an NPV of Imillion 37{131\1)(:)
without a nsk—shanng mechamsm l\\p lace, and [ L ilion with the mechanism. ¢
Given the advanced S’tégn of/deyayment for both Kupe and Pohokura’, the risk of ‘in.)(éq){w
both fields n@t\df%/rvermg i< refgaraed as remote. in addition, the NPV does also not

mcludef e ;«;/ <§ N §>
A Ny ST N , .
2 \“/ N ) S 9D 590\ ¢
Strategic £ f«/ 7 <\§ $ 9 Qb0 oW

\< "
N ;
47/.//%@9/@/ Zea.an&s\d ninant thermal electricity generator, e3p is a natural extension of

’<V/fG§®nests ex:si@g\ siness. As well as bemg identified as a specific investment
SN ’\Qfaportur@ym vsuc:cessxve business plans in recent years, e3p has been a central

(C/ﬁ\f mp?caﬂnn\%@ Lhe wider i muasvy s plans for medium-term security of suppiy.
N /(
48. /G\\ \né\ \swya!ready a sizeable vertically integrated energy company, with significant

/ <exz§ﬁng generation, wholesaling and retailing businesses. With over 500,000 retail
~ e(icﬂtlnmty customers, Genesis is naturally incentivised to continue developing ways o
('V>gm its generation base. Genesis’ electricity load has grown quickly over recent years,
/,ﬁ . highlighting the need to develop future baseload generation. In order to satisfy the
(NN W growth in its existing customer base, and to attract new customers, Genesis must
\ \V/’// either proactively develop incremental generation options, or it must further engage in
the wholesale electricity market. With the market still reluctant to offer fong-term
hedges due to the anticipated supply constraints over this period, Genesis considers
taking the lead in generation development to be the most positive course of action.

Measured as the number of times Earnings Before Interest Tax Depreciation and Amortisation
(EBITDA) covers interest costs.

" The Kupe partners have committed to developing Kupe, subject to resource consents. in June 2004
the Pohokura partners gave a final commitment to develop the Pohokura field.
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Financing

49. e3p will be 100% debt financed. Genesis has -negotiated with Westpac Institutional
Bank (Westpac) a $675 miliion revolving credit facility to finance the cost of e3p’s

construction, and to replace an existing credit facility. ’ <
50. Westpac’é offer of finance is structured as a full recourse S{po te/ﬁna/ acili

Westpac would therefore have the comfort of full remedy% enesis’ sh%ld it\find

itself in a position of credit default. Given that the finapce ility”is a?o@a@yjé be

used as a standard revolving credit account to fund a r oPother signi %nt future

outgoings®, and given the inherent fuel risk associated wit 3p, officials\consider this
to be reasonable.

51. Genesis undertook an extensive commerci erround k? /f,e{e\ olecting Westpac as
lead financier. This included engaging an in nt final ciaé{igvisor (ABN Amro) to
i %CL ed that the Westpac

independently assess financing bids r?(\ NA

offer represented the most favourable.{i gaWQE; opti ilable. On this basis, officials

have no reason {o question Genesis’ n of Westpaco syndicate the financing of
e3p.

52.  Westpac has applied three c@a preceden its’ offer of finance, requiring:

@ 59 @ (b)G
32 i : § 9 ba)(

W(&){ﬂ

53. L'Genesis

a{ed 0 % significant additional debt, with a current debt ratio®

of just’8.4%: llowi ion of e3p, Genesis’s debt ratio is projected to peak in
v L\ 20 which d O threaten Westpac’s covenant cap of ( As e3p begins
$96)(b)(") nor rations, gearing is projected to tail off quickly and return fo approximately -

5. 4(2) (ba)s

010. t serviceability under the base case conditions remain comfortable,
nds from.0 on to total debt reaching its minimum level of {  }in 2006. Both
ese financk etrics fall within the ranges defined by Standard and Poors' as
i imilar utility companies with a BBB(flat) credit rating.

W\eﬁ\ ac facility consfitutes a major transaction under section 129 of the
ies Act 1993, and as such Genesis is required to obtain the explicit approval
areholding Ministers to approve Genesis entering into the facility. A special

olution approving the facility is attached for shareholding Ministers signature,
pending their agreement.

ﬂ? e Tracking
N

35. A number of the key value drivers underpinning the business case have changed

significantly since the original business case,_was_gsubmitted in September 2001. That
business case indicated a base case NPV of| “ymillion.

§ 9 D
S22y a))

® Such as Genesis’ share of Kupe development costs, P40 construction costs, the Hau Nui and Awhitu
windfarm development costs.

® Debt ratio defined as debt / [debt + equity]

"% Standard and Poors stipulate a preferred gearing ratio range of 40-60% for utility companies, and a
FFO 1o total debt ratic range of 10-50%.
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56.

Table 5: e3p value tracklng

Variable

Shift

The key value shifts are summarised in the following table:

Explanation

September 2001 NPV 8 \\\\//O

Z

C-8

Revenue

Positive

v

Higher wholesale price forecast Areﬂe/c/t\mg
higher anticipated average gene

1y ~ s
ratlon\costs N
N\

Fuel Costs

Negative

Higher prOJected fuel cost eﬂectmg mix of,
higher contracted and repiace:gent fueI/CQs%s\

Operating
Costs

Negative

Higher underlying mamtena@ce costs” nd-Jower-
than- pro;ected syn rgt/es from exxstmg ﬁunﬂy

operation \ £ >\\\¥ /

Capital Costs

Negative

Higher contrac\mmapxtal cogt»estlmaie and
lower synefgieéon/capttareost from existing

Huntly \o‘peratlmwf

AN

Sum\)\f\\/alue Shlﬁ\\bv\ '

SN

Pricing Paths

/ .
97.

AN P

The smgle most\ cntxca!firmer of “economic value underpinning e3p is the assumption

concemmg Whoiesale\eiectnc:ty price. Wholesale electricity prices, as experience in
recent years has confn"meﬁ/ can be highly volatile. A volatile price reflects a volatile
\/market Wthh in turn at least partly reflects the clear shortage of alternative baseload

e genera‘bon in dry-year ‘conditions. One key difference in the NPV calculations between

QOBJ/and now is assumptlon around the impact on prices of building e3p. In 2001 it
W/as assumed that if e3p was not built another equivalent station would be built by a
;j»«competﬂor ‘therefore implying prices remained unchanged irrespective of a decision to

build e3p ‘Given the current lack of credible alternatives. 1o e3p, it is assumed that if
esp is ﬂot bUIlt there is no immediate equivalent build. That means prices are much
/fhlgherihan in the previous build scenario and the return on existing Genesis stations is

k much higher nearly making up for the loss of e3p.

The pricing assumptions used in the e3p business case appear credible against
~ estimates available from independent industry commentators
projections assumed in the business case approximate

edp is located conveniently to the Auckland market is coRsidered to be a key strategic

Longer-term price
Wh. The fact that §3(2J6)X1)

advantage, as it will incur significantly lower transmission charges relative to the
incumbent load from the South Island hydro system.

59.

In terms of fuel cost, Genesis aiready holds to a number of existing wholesale gas

contracts that will enable it to accurately project a significant component of e3p’s

S HGED
5 1009()

of |

|_, escalated at inflation.
comparea/ against recent deals stru

estimates made by independent industry commentators.

Y To reflect the cost of gas from as yet unknown gés sources.

T2004/1274 : Genes
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medium-term fuel cost. Longer-term Genesis has assumed a replacement gas cost™’

This assumption also appears credible when
ck in the wholesale gas market, and against
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80. Officials therefore have no basis to question the basis of the pricing assumptions used
in the project economics.

Risk

61. The risk profile associated with e3p is ciﬂariy dominated by fuel risk, which is pamaliy
mitigated by the proposed risk sharing arrangement. The fonowmg table summaa\ses
the major elements of risk associated with e3p. Mitigants to risk: éare-also xdenuﬂed\\ N

: . < \\\f/ S O
Table 6: e3p risk factors W}'\:\\’;?)/\\” \\
s SO S
Description
insufficient fuel to ensure | «  Kupe, NMangahewa/McKee
| long-term baseload
operation
\/Jndusfry part1
ﬁi \-\Probabmty\of ‘adQltxona | Pohokura and
- Maui gas»becommg available in the
OO0 medit to" anger—torm
SO )| e sk éharmg arrangement
Technology Technology proyes — o | Conﬁgwatnon uses proven technology
unreliable . p ) \/wxih\hlgh reliability
< ~ \\// e Cenesis demonstrated competence in
ﬁ\ N g A \ rmanagement of thermal generation
Commercial lns».{m/eﬂt\cbntrac;’tué%\\\ - Appropriate quality assurance through
@overageé Q\\ N engagement of independent iegal,
P \\\}»/\7/ &%\\)\) commercial and technical advisors'®
/ /\é S \ j \ N ¢ Lead contractor is a large
N \ 4 multinational with significant credibiiity
OO “ Q\ N ’ and experience.
/f?/\\‘ \,/// A~ e Appropriate liquidated damage
/\/\&/ A N provisions in event of contractor delay
p { \L\\V/ Q NG and/or default
<A
N \z:eronomm: a Smgmﬂcant negative shift in | ¢ Capital cost estimate is guaranteed by
g Q\\\ _project economics contractor and includes contingencies
/? s \\; resulting i in e3p being « Electricity pricing path consistent with
N </ | uneconomic industry estimates
, Q? > « Majority of fuel costs supported by
R N , fixed-price gas supply agreements
TN
VY v
\;@2 As part of its preparatory work in 2001 Genesis secured all necessary land and air

resource consents to build e3p. Genesis will be required to upgrade a number of
structures on the road route to the Huntly station in order to accommodate the

anticipated heavy loads. All resource consents required to undertake this work have
already been obtained.

2 Contact Energy and Methanex have both recently announced dedicated gas exploration

programmes.
® Finance: ABN Amro {lead), Westpac (syndicator); legal: Russell McVeagh; Construction Contractor:
Mitsubishi Corporation (iead), Mitsubishi Heavy Industries (sub-contractor - electrical and

construction), Downer Construction (sub-contractor — construction); Owners Engineer: Connell
Wagner).
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€3. The business case does not attempt to estimate for the impact a carbon tax may have
on e3p’s economics. The implicit assumption is that any additional generation costs
brought about by the introduction of a carbon tax are passed through to the end user
through a higher electricity price. Genesis considers that a carbon tax wouid be likely

to benefit e3p’s economics by the fact that e3p will have a_superior technjcal

9% pe

configuration to existing thermal generation sites, with a lower on dischap r
unit of output.

Conclusion 7 @ @
. %

Leaving aside fuel risk issues, the e3p business case submitted to off as been
comprehensively constructed and appears fo base . reasonable yet
conservative set of base assumptions. Further. t@ ”T?ject e ics,appear robust

under a range of possible scenarios. More gxtr S /los
supply conditions, do result in significant fah.downsigde fo; Genesis.  Mitigation
against the full effects of fuel-related &/\'\/'S th ﬁf\)‘y of the risk sharing

z

arrangement being proposed.

65. In 2001 shareholding Ministe@hei mm Genesis developing e3p
conditional on a number of tors that contl tobe relevant. The proposed risk
sharing agreement is consist ith on ion that required Genesis to have

access to sufficient qu es of gas o e operation of e3p over its economic
life. Genesis curre omfort, and has approached shareholding
Ministers seeking pndition. Most other conditions have been

e3p Risk Sharimaion
Why the %f?\a Risk shari rangement?

66 it sufficien 2N gas on long-term contract (i.e around least 10 years supply of
OPJa yeanf bove Genesis’ existing gas needs) agreed in advance, Genesis’

and continues to be unwilling to commit to build e3p, unless- it shares
ncial risk arising from the gas supply with shareholders. ¢

L
x T A6
Q £7 )e()
<2€ S 292 ()
-
@ At present Genesis is short of contracted gas by( ‘\\E’Js from { ]
J

. { - s
and all of its gas contracts from Kupe and Pohokura afe at some risk because the gas

fields are not proven. This could because of engineering delays, contractual or consent
difficulties or because the gas fields deliver less than expected. This just leaves small
amounts of proven gas on contractj ) Yo meet all of Genesis’ ten-year gas

needs, which including existing gene?“a’?ion, gas-retail requirements and e3p aref
PJ. ‘ =~
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68. ltis interesting to note that when e3p was first proposed several other generators were

also investigating building new CCGT stations, but with the unexpected deterioration in
the gas supply these other plans were postponed. This suggests that the gas supply
has sufficient uncertainty to merit some sort of risk sharing arrangement, but also that
other ‘generators will legitimately question the basis for e3p proceeding and what that
signals regarding how the Government supports its own gengfgfqr;s compargfj\ico\ its

competitors, as discussed above. _ \/\\/W/> ST N
: SONY [ A
N AN \/ P <N :

69.  Under the Public Finance Act, payments under 3 Croy”‘\myra/nfeé cre/aie\é ‘debt/back
to the Crown. This would not achieve Genesis’ objective, \fhérefore the sk sharing
arrangement cannot be a typical type of guarantee, as it wa\gjd still.put the Company at
risk, although the financiers’ risk would be Qf@ge\d. Therefore, the \risk sharing
arrangement- discussed with Genesis is struct\(eef(iﬂ\ a way t@eh_gmr{es the Crown

S

receives no obligation back from the Comp%@ﬂ@yventp@b&é\i@g required because
of a poor gas supply. ‘ N ‘

| SN AN
SOEvPoIicy.concierns arising from risk sha@g@geme@\ O o

70.  Risk sharing arrangements of\ \ roposed by ~Genesis are very unusual, and

raise serious concerns. A com@r\stgne of(\ vernment's SOE policy is that
shareholding Ministers geneg\\l ’ !

iﬁwly supp@%yr sal from SOEs that have strong
commercial merits and relatively IOW\R' N gy tests are that Boards are willing to
recommend to share @e\k\ﬂinister posals, on a stand alone basis, are in the -
commercial intere;ts'of\t &40mpany, and financiers are willing to risk their own capital

on a project with% al cour@\é\\shareholder. sq (‘;z')(g) n;)
. 3.9 (2)( ,ggf
71. The fact tha@ > aringﬁga}mgemént is required before Genesis or { ? can ‘s, 52[7_)(')
. L) NN : L . J
commit R’ a ¢ a&%;ilca’non that the proposal carries more risk than
shareholdifig> Vi Isterscare-usy dlly willing to countenance. Furthermore, risk sharing -
23 : o P R . :
arra/vgge ts, depen“\dkLQg\\ndraﬁx_ng, can undermine incentives on SOEs and their
cret 2 %y and prudently. However, in this particular situation, as

\e)gact commercia
Adiscu abowe, there“are other energy security of supply reasons why the

@o&@rﬁment rﬁ%\r@sh to support e3p, which override normal SOE policy

. &%s‘rﬁeraﬁ@bu 6t at any cost. |

SN |
ould/@fs@hﬁrmg arrangement work?

‘ \\72 é:\Uf the Government's general preference agéinst risks sharing type
’ ( isms, officials have looked to limit the risk sharing arrangement in a way that

it from Genesis’ broader business as much as possible, and maintain
entives on Genesis to manage the project and its finances more broadly in a prudent
manner. In addition, simple arrangements have been sought that potentially require

/ /\ little on-going involvement by Ministers, thereby preserving SOEs’ operational freedom
)/ o .
73.

and accountability.

The attached Indicative Term Shest dated 29 June 2004, for which Genesis sesks
Ministers approval, is the result of a negotiation between officials and Genesis, and
reflects the appetite of the Board and financiers to bear risk as we understood it. Annex
2 provides an explanation and commentary on the mechanics of Genesis propcsed
Term Sheet. The following are the key commentary and conclusions from Annex 2:

‘ 53BN 59 @)ibe) (i)

. While the risk sharing arrangement signals that around| \million in dividends ‘will

probably be withheld during the construction of e3p, dividend policy is a matter

discussed annually as part of the business plan and so can be considered at the time
according to the circumstances; ‘
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- , e //2\' ,
Consistent with the motivations for the risk sharing arrang}—znﬁ\é\é /”/t)qe arrgg/g”e L nt
commences on drawing on the debt facility, but its duration xs>\tk\1§e\e§rﬁer c;f(/t-efh ‘Xear‘s
from buiiding e3p, the debt facility or its successors arg Paid-off, or sufficient gas is
contracted on terms satisfactory to Genesis; % RN o

—
N O T
\\ ~ \\ /\/

The core of the risk sharing arrangement is that-Genesis’is c&(m,t\)ens‘a’g/ed if it has

insufficient gas to meet its needs (includes _e\@t‘ gas rgeqaj\nemgans and e3p)

because of failure from gas companies to dej?er coritract F\\\a?ﬂ‘in@ by Genesis 1o

contract extra gas to meet iis requiremeﬁs@og B ﬁb\wgyeﬁ it would not be

compensated for failure to receive gaS/bes L{tsee;oﬁ‘ ailgre\on_its/ part to manage any
b

a.
aspects of the project, or to contract f@q@\éﬂé ga/S/fT:\?z?(\éan & economically used at

sganpli
¢ g aXba
I ICH 1)

s 9 @0
*9 (2-)@)/)

e3p. This is to maintain incentives for Genesis to manage the project prudently and to -

buy gas whenever it is available(a ‘\&}oﬁﬂc p{lﬁes\ﬁ ever, we consider applying

- the risk sharing mechanism to Qising gas uses is\%mb’femaﬁc because it provides de

O

facto financial support to no&e&‘p\\ yse of gas, \g(ould lead to gaming of the use of

gas where by gas that could bé}/ujs/ed mcﬁstg‘\' tly at e3p is diverted to other uses
because Genesis W}H//g\ﬁt\\compens ‘ \f@V 3p gas shortfalls. Furthermore, the
inclusion of existin c:o'm{s?ﬂ;s withinthe’ b\\pe of the risk sharing arrangement is not
ideal. The risk \dﬁg)v/ery contracts that Genesis entered into for Kupe,
Mangahewa, a /6> Poho@mr\g gas) are in the realm of normal commercial risks for
which Genesis “eonsidered Aup erﬁering into them when agreeing on price and
fiquidate dahqa/cj/@terms. oic/ er the risk of non-delivery under these contracts would
be in eﬁ%% ing Ge sscompensation for risks that it aiready has considered
i\“r\g/@fequai%{;a pensation for through contractual terms.

proportion of shortfall gas to needed gas less any liquidated

and réce :
K7
The'a /éfco ensation’is based on a formula that notionally calculates the interest
%: st/@\f e3p d?&@

/2 f ages r@e&ye e maximum liability for the Crown if there is no gas delivered is
X V4 =y ppe

A

O%\/Gene/sﬂi?\ mum liability is $532 million (for writing off the capital cost for €3p). At

AN

_ymijliion, , #} while

present, \1}@4@ s the identified gas shortfall after { Y’is filled through new gas
c@n\frac\tyythe Crown is liable forf ‘}million. This prospect, however, is unlikely,

gfn\ie ~the prospect of mothbaliing all existing gas infrastructure is envisaged as a

géiis ic possibility, as all gas users at the moment do not have sufficient access to

<’€«>\4Qgg—term gas supplies to meet their needs either. With or without e3p New Zealand is

\,\\\/ )

/
/
\/

T2004/1274 : Genesis Power Limited (Genesis) and Sharehoider Support for e3p

already very reliant on gas for meeting its energy needs, and it is unrealistic to expect
that this gas infrastructure can be replaced over the next ten years if the long-term gas
supply is not addressed. This means unless gas new finds are found within the next
few years, LNG is a near certainty and given the lack of alternatives, the price of
electricity will rise to make LNG economic meaning Genesis will need to exercise its
best endeavours obligations to purchase LNG{‘

could be a problem.
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J Genesis cannot claim on the arrangement if the value of shortfall gas is less than
miliion in a semi annual period. If it exceeds| million then the Crown bears all the ,fg@_m,)tu)
cost of shortfall gas, but that does not mean Geresis is fully compensated for the gas
shortfall, as the compensation figures does not allow for the gross margin that Genesis
miakes on converting gas into electricity. Nevertheless, if the purpose of the risk sharting
arrangement is for the Crown fto share significant risk that a/c mmercral board is
unwilling to undertake, Genesis could examine whether it cor(.dd\chgn e the ﬂ:xresmold
such that Genesis bears a bigger proportion of smaller gas ?upply nsks/ //
T \/ \ \ //
. in calculating the Crown’s maximum liability their have’ beemsrmplrfyrng\assumptrons
around interest rates L— % is not the actual rate, as it may\vary “on final ﬁnam:e offers) !1@)(5)(7
and the rate of debt repayment (no debt amortisation is allowed for)V However, these ¢ 506}

a8 ti
simplifying assumptions are not too unreahs/trc,<and \a usefui frﬂm a/ simplification "‘i(’:)ﬁ)
standpoint. 7N NN
\/ \? \\) [/ \ A \>
. The regular updating of shortfall gas estrma’re5/togethdr\wrth4he delays in payment
once a liability is for the Crown is triggered sholild gwe/ the E}rown enough warning to
arrange for payments. This is lmporta\ni‘ beoause a- new\appropnatron is likely 1o be
required (payments under a Crown- guarantee doﬁo&requrre an appropriation). It is

envisaged that the existence of fh\eir\lek sharmg arrangement would be notrfred publicly.
aN RN NN
N N\ ; . \ SV
Conciusion and Possible Counter offer by/the CI’GWB\\ R \\)
/ N . \/

74. The potential risk feo the\ gas supp 4 toggt/her with the proposed risk sharing
arrangement poten{ 5uy> opms the/Growne d Genesis to significant financial and fiscal
risk. The key quesho ls”how tms risk i !s shared and its impact on incentives. When the
risk factors are/exammed in detéﬂ and/)oaianced against the mitigating gas market and
incentive f)actors/ the hkehhoe\] of significant payments is relatively low and the risks
being corisideredare r%lt ckless. Furthermore, risk mitigation can be achieved by
reque ng\th/a’f enesrs “\eenslder the definitions of shortfall gas, and the thresholds
for \moh/rt a>n claim ur deJ\t e risk sharing arrangement.

N4 )

@\tbrs Lssapproaoh\ed as»)a set of principles that Ministers will need satisfaction on before
/ /tbe\ own can.. e\m er into an arrangement, we expect Genesis to consider what
\\ (}QﬁCSSSIOOS 1t%amake and what are the constraints to doing so, such that Ministers
e < ) s uan as/se\ss\me( erits of Genesis’ case. This is important because we do not expect
N that Genesxs\wm be able to be deliver on all that Minister may want™. Nonetheless,
Q because\j/the Crown’s ownership interests in Genesis, if there are gas shortfalls the
Crown\wrlrstlll bear the loss through its equity hoiding in Genesis, even if it does need
\ (o} ;zover the losses directly through the risk snarrng arrangement. This does not mean
/ / /\‘tr\e specification of the risk sharing arrangement is not important, as a more tightly
\ ( arrangement will sharpen Genesis’ incentives to avoid gas shortfalls. Nevertheless,
/\\ “.such an arrangement would never be countenanced in the first instance, unless the

\ ) ) need for new generation was acute and e3p was the best prospect to meet this need.

\\

For example, if the risk sharing agreement does not cover gas under existing contracts and gas for
existing uses, only{’ \DJ of gas in 20016/17 would be covered by the agreement

-~ ¢ ?Cz‘)({,?(u
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'Next steps

786.

77.

If Ministers agree in principle to support eSp by subscribing to the proposed risk
sharing arrangement, officials consider it appropriate to request Cabinet approval 1o
seek delegated authority for shareholding Ministers to negotiate with Genesis, in
consultation with the Minister of Energy, towards finalising a risk sharing agreement
that reflects an acceptable level of risk to the Crown while still enabling e3p 1o procn;ed
The attached draft oral Cabinet paper seeks such authority. Pencﬁng ~Cabinet app/r&val
we suggest sending the attached draft letter to Genesis, folIQthgANhuch ofﬁaéls and
Genesis would work towards finalising a risk sharing agreamnrd\tﬁat addressns the
outstanding issues noted, and reflects the prmmp\es Mmts /ers arn\tr/ymg to ac\hieven

step wouid be to convert it into a legal document\fﬂl;Nimxstanai exeou’ﬁon Thzs would

need to be achieved in order to enable Genesrs ‘to execute‘\x’fs\ agremment with its
contractors by 15 August 2004.
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Annex 1 - Prior Shareholder Conditions for Supporting e3p

iii

PN

TOOD4/1274 - Genesis Power Limited {Genesis) and Shareholder Support for e3p

N

On 4 December 2001 shareholding Ministers wrote 1o Genesis outlining the following
grounds for supporting e3p N
I e
“Timing — Given that there are a number of key decisions yet tg\b@»‘zélien\ by the<fB”oe§rd\
pefore the project is undertaken, we would appreciate the opportlnity 16 reviewd.ary key’
changes to the business case again in the event that t/héi\@éﬁtf%dfs for the, i:)ja/ht’s

construction have not been finalised by 30 June 2001. / NN T
AN

" T S
“ . NS o~
Gas supply — Our support is conditional upon Gepesis se}ﬁing Gcmmefgiélly sound
contracts for the supply of gas to meet the needs('of\//é@f .over its l"rfe:égbqorﬁic life. We
would expect such contracts to have a significant level of prote ction-in place in the
event of non-performance by the supplier. << v [/ TV
RN\

Kyoto Protocol — That Genesis recogni{eé\ the \Crbwn’/s”i\ﬁterjtigﬁ”fo commit itself {o the
Kyoto Protocol, and to factor pcssit\)ie\\\b@jic'y initiatives into your business case
analysis. Note that, despite the /QEE\/S@]§3W'nersh\iﬁgﬁg\eﬁesis, the Crown may make
policy decisions in respect of the 'K Qt@?rotoCp%\thét"‘may"fadve’rsely impact on Genesis’
interests, including e3p. OO\ Y NS

. i AR Y
. y; . N v
SO RN\

' Funding — That Genes/is?vﬁljhav?adeguﬁez :s@;eﬁwo\ders funds to support the project,

;

and such other capital expenditure {Hat it ‘déems necessary under all reasonable
scenarios, without recourse 1o sharsholders; and in the normal course of events can be
expected to copﬂnuejtg,@%tribu/t/e\ -’g<’\r\nin“mpﬁhw of around 40% of profits to shareholders.
[ R PN

Financial [ﬂiu\ms;;)‘f hat 'm/tii Héﬁ/t of updated and revised figures for capital costs, gas
price, etc‘;\tij\e\pipjéct canj%eg\\j‘/@ at least cover its estimated cest of capital under a
wide/@%gé\\d@‘ikéiy a@é&%@mmstances. We also anticipate that Genesis will have
its -anid’, %B>I\P AMRO’s. finapcial models independently audited, to ensure that the

e / . >
manc;a(\M/’wmbers stemrﬁmg from those models can be relied upon.

NN . 72 : N ,
\g,'r//,«Teo@ﬁology(ljs%’\jW’/éﬁave been assured that Genesis will place significant emphasis
vcvri pkantCtelraBﬁij@when selecting its preferred supplier, and that Genesis will not
e, LQ\accepLa\fQﬂdamentaHy new plant design, but may accept improvements on a proven

" 7
e

desigm su@@@t {o satisfactory performance guaraniees.
[ Vol .

NN

\\\ . . .
/Go arnante — We naturally expect Genesis to ensure that it has minimal exposure {o

“the risk’ of non-performance by any of the contractors associated with the project right

fmugh to parts and performance warranties that apply once the plant is

N/ . .
commissioned.

Reporting to shareholders — We would expect, as a minimum, a commentary on the
progress being achieved with the project against budgsts and timetables/milestones as

part of Genesis’ regular quarterly reports to shareholders. The expectation of “no
surprises” would still apply.”
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Annex 2 — Mechanics of the Risk Sharing Arrangement

Comment

withholding its dividends in 2005 and 2006 would amountt o PN

N
AN

Genesis’ management has worked with officials and it financiers to put forward the attached

Indicative term sheet. The following highlights the key issues for the Crown from it including
its term, the amount, and conditions for payment: .
/

o \)

The risk sharing arrangement signals that Genesis will probably snek to wﬂhhoid dwxden&s
during the construction phase of e3p, but it will discuss any change m\xts leldend\pehcy/m
each year as part of the annual Statement of Corporate intent/d}scug.sron ‘

. Dividend Policy issues

Genesis’ current dividend policy is to pay leldends eqUa/l\t@ 40% of lts net proﬂt after tax, but
subject to its capital expenditure and risk proﬂ\e«Bas/ed ‘on Genesis’ latPst profit projections,
\ym{ho

QAN RN, L )B(n) § D)
Under the Companies Act, Genesis’ board\cen“tfo!s dlvscfends paymnnts subject to the annual
dialogue with shareholders over leldena\ps zcy as part @f ﬁwewmmentaw on draft SCls. To
this extent, this element of the nsk@harmg arrangement\zs redundant but equally creates no
particular concerns for the Crown has’ must restates&hestatus quo. Moreover, it is unclear
whether a change in leldenQ/\hcy is necnssary dunng this period, as Genesis initial debt
levels are so low. Howev-ﬁr> iﬁese are matters\that Gan be discussed in the years fo come if
need be as part of the bugness planmng /prscess

AN \~ ,

. RNYya “\
/ NN <
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“Gb)i)§
5. ?(/ /}/éa)

s - Period of Cover

The risk sharing arrangement commences once Genesis executes its varlous e3p conifracis
and will continue either until sufficient gas is contracted to meet Genesi /s’ eﬂds on termé/

satisfactory to it (i.e at around 10 years supply of 20PJ a year for e3p\ab© Genesrs’\/ \\

existing gas needs), ten years has elapsed since the completion of e3p,\ @r\fﬁe deb{ facmiy or
successor to it (allows for refinancing) expires. /><\ /<\ > .\ -/
{ \ /‘\\\/

Comment : \\ W » \\. /;/

v e \
N %
The period for the risk sharing arrangement is consxstent\w he motwaﬁe%f\or entering
into the arrangement, and creates no particular CO{e far the C/own\

. Shortfall gas definition and its value x

When ever gas received by Genesis in a sén ! parf/ ess'than half of Genesis’ gas
requirement over the year (defined as sr\ ga ) Ge as mvoke the risk sharing
arrangement, but not if the value of the

ortfall les svt Twillion (thisis (.9 )W
discussed in more detail below). A al! c \u Qeaause of a failure to contract

gas beyond existing contracts sufﬁc: o/ cover aei%}hgq irements, or because of non-

delivery under existing contr @wever to'en at Genesis still has incentives to

manage all aspects of the f?pz ro;dct prudeﬁ@ qorffall gas excludes gas that Genesis is
unable to take because<o/; ﬂure y \ §j5 to run e3p for any reason (e.g.

mechanical failure) C}t/hg We unava labs y of gas at economic prices.
Schedule 2 to tz\éﬁgajmg ary: ng ent sets out Genesis’ ten year gas requirement,

supplies and th balancer July 2006 (e3p is expected to be commissioned in
December ﬁG)\ nclude xséxrstmg gas requirements for its retail and existing
generatio d sets ou \en sis existing gas confracts. As discussed above, from
}Gen has insufficieht’contracted gas to meet its needs. However, there is a
req/u§ W Genesiso use reasonable endeavours (a commonly used legal term that
udlt of astiong) 1o fill this contractual shortfall unless gas is unavailable at
\s\ y prices, i. Would result in accounting losses from using the gas.

P
&OQ e/calcula/ ?oﬁt Crown’s liability for each semi annual period is based on the proportion

the s ﬁ@i{g?s value to the Crown’s maximum liability for a semi annual period. If

sho% fo 10,PJ in a semi annual period™ the Crown’s maximum liability for that _
gual to million (how this is derived is shown below). Therefore, if shortfall o U(')
¢ G (Wi

gﬁ emi annual period is 2PJ, the Crown would pay[ goff ‘mllhon ({l }mmlon), :
Ka@éver the Crown’s liability is reduced by[ A
72N\ \This &9 )G
v ids any double dipping by Genesis by bemg compensated by a gas supplier andthe -7 1‘{5‘%}{?)
“Cfown for the same non- delivery of gas. { &y '

The maximum Ixab:hty by the Crown under the risk shanng arrangement st_ }miliion ifno ¢ C:’Q“%@é?ii
gas is delivered under contract and Genesis cannot contract for extra gas to fill the projected
shortfalls. In this scenario, Genesis maximum liability is $532.9 miliion, being the debt used
to finance a plant that cannot be run. The Crown’s maximum liability is effectively capped at
the interest cost for Genesis’ borrowing to build e3p over a ten year period.

® The formula caps the Crown’s exposure up to 20 PJ pa of shortfall gas, which is e3p’s annual gas
requirement. The Crown is in effect not liable for non- -delivery or failure to contract for gas for
Genesis’ existing generation or gas retail commitments, unless this failure lead to gas shortfalls for
e3p i.e up to 20PJ pa of gas is in effect is ring fenced for existing uses.
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Comment . ;
s 1 DEX) 5 9(DG)()
The maximum liability to the Crown from the risk sharing arrangement is very large, and at
present unless &\1{: gas shortfall after { 1is filled through new contracts, the Crown i
illion. The reason why the gas shortfall is so large p9s{{[> lis becauseg of
e

liable forﬁ;’ )
the tail off in gas contracts and the inclusion of existing gas requirem N\es 1 sho%
calculation, reflecting the importance of all gas to Genesis’ commerci ition and A
delivering energy security. M ,

While the way shortfall gas is calculated means reductions in‘existing gas requr(\ ts

reduces the shortfall {o fill, increases do not increase sh I gas withou “bound, as shortfall
sharin 'R\anism fo
j ort/to non-e3p

gas is capped at 20PJ. However, we consider applyin t@r
@ uld be used most
m

ensated for e3p gas

use of gas, and could lead to gaming of the use o
efficiently at e3p is diverted to other uses bec
shortfalls. If the risk sharing arrangement ¢
delivered to Genesis’ is ring fenced agains i it b& applied to other uses,
the Crown’s liability under the arrange educed. :

The other concern is the inclusion &f existing contracfs.within the scope of the risk sharing

arrangement. The risk around delive he conhll t Genesis entered into for Kupe,

Mangahewa, McKee and Pg 8:1% gas are j /ﬁj r of normal commercial risks for which
exin wh

Genesis considered upon E}{)nto the reeing on price and liquidated damage
terms. To cover the ris on-detivery e contracts would be in effect providing

Genesis compensar?% [ fisKs’'that jt already has considered and received adequate
compensation fort% tract e \rm/lf the risk sharing arrangement compensation
|
th

formula is changed 28 ered to Genesis’ under existing contracts is not
covered, it wou Crown’s liability greatly to, in effect, just gas not

contracte%p S , x OON 7(2)(5@)(;)
However, i holdjng Ministets raise these possible shortfall gas definitional changes to

the %\W arranwith the Board, it is unlikely they are going to be entirely
é@a 0 Ger@sis, as He risk sharing arrangement would be very much diminished in
gzr;? and oeﬂect the underlying problem for Genesis from gas shortfalis.
eXxpect Genesis to consider what concessions it can make, and what are

ing so, such that Ministers can assess the merits of Genesis’ case.

um liability under the risk sharing arrangement is large, the real question is
isthe Crown to pay out?, and realistically how much? This depends crucially on
btive effects arising from the risk sharing arrangement and the physical availability of
. The way the formula excludes gas that cannot be delivered because of problems with
self ensures incentives for prudent management of the project. Therefore, the only way

\Q\p/e Crown will pay out is if contracted gas is not delivered because of a gas company
ro

blem, or Genesis cannot buy more gas using reasonable endeavours because it is
physical unavailable or too expensive.

Itis useful at this point to divide the ten year term for the risk sharing arrangement into two
periods, the first four years where there is an oversupply of contracted gas and the next six
years when there is an identified shortfall in contracted gas:

J The chance of a payout in the first four years depends on significant contract nOnQ
delivery from Pohokura and/or Kupe. This is unlikely given the confidence in field size

T2004/1274 : Genesis Power Limited (Genesis) and Shareholder Support for e3p Page 28



C-S

at P9O leveis, and the incentives on developers given the liquidated damages at stake
whach are deductible any way for the purposes of calculating the Crown’s liabilities®

It is reasonable to expect that more gas will come onto the market in future from new
tranches of Pohokura for sale, new gas-field finds, and/or the possibility of an LNG
facility providing a backstop for gas supply. Everybody who needs gas long-term wit}
face the same predicament as Genesis. Therefore, it is likely somg @hmg will be c\i/cne to
ensure supply. Given this, the only realistic question is whetherthe gas will be—, \\
economic, and therefore will Genesis be obliged to buy it. G}V@a the ah'eady fmgh N
importance of CCGTs and gas driven co-generation p!an’.fs are io securlty supply, and

possible Kyoto type taxes making coal more expensivey electrlcﬁy prices SMUWSB o)
make new gas supplies economic.

//\ \\/ /\\\ \" //
. / < L\ (\\\\ "\\
. Threshold for Claims // / N PR

N

As mentioned previously, if the value of shortfall ggms/})ess tha gf %1lllon in a semi 19 {1)(5)@3)‘

annual period than Genesis would bear this cgst lf 1t exceed \\ mjhen then the Crown

bears all the cost. Note that the payout is Caicuia‘ced on the/no JOnal\mterest cost of e3p’s

debt attributed to that shortfall gas as a pmgomorwf needed gas and does not reflect the

opportunity cost of revenue forgone from- W&(\hamng the\gas To\bum at e3p. In general for s

every $1 of gas burnt at e3p creates a grbss\mar in o "¥'So if the Crown pays Genesis £ ?Cah(‘?)(“)
million for a gas shortfall (equa\t(e\s toraround{ -\ \3 sf%ortfa!l) Genegis forgoes | nin

earnings becauseL ’BPJ is around jﬂmlhon@f gas\makmg its net loss{i melhon
‘ 0

AN
\_\ ) " I \/ /A\ \_/
Comment PN /\\_\\ L
Ly >w/ TN

The purpose of the rxs@sharmg”arrangeme \/xs for the Crown to share significant risk that a
commercial board is @nwil‘ﬁr‘rg to und(ev*akeﬂn/ order to build a power station important fo
security of supply-. Leamng aside’ aQy\possxble changes to shortfall gas definitions, the
current threshold® meaﬂs that@revm would share with Genesis a number of small gas risks
as well a ge nsks This sﬁoge\te’that the threshold for claims may be could rise, and
claims only e pﬁpd out fo th\e\xient they exceed the threshold i.e like a true deductible on
an msurance\pohcy \

/

Thl/ S a\matter sKa\h@l\dmg Ministers may want to raise with the Board as a condition of
\
/arrangement t@f\the\rrsksharmg arrangement. 1t is unlikely that a change would effect the
e / ﬂnan\ce arfa@ementéthh Westpac, but would just ensure that Genesis bears a bigger

<proportxon of the srT>aHer risks.

RN

. gmpﬁfymg assumptions
/f\\
JdheCrown's maximum liability for a semi annual period is based on an assumed interest rate
/\de applied to a notional debt level equal to the earlier estimated capital cost of the plant c )éb)ﬂ )
(( Y The assumed interest rate is b,aseg on thrag and five year S? L"‘ (
N sWap rates of' /0 to@ and facility charges that sum to; Joto | Po, and the debt QQ‘)( a4
“~—fevel is held constant ovér the fen year period, i.e. no a!iowarg‘fce for prmdpai repayments. () 0)

Genesis is a developer on Kupe so is privy to development information, but only bears some of the
costs and benefits associated with its development (means it is not materially conflicted by benefiting
from delays in Kupe’'s development through this risk sharing agreement - unless consents are the

problem and liguidated damages are waived). The Crown and Genesis has no information beyond
what is common in the market place to assess risk at Pohokura.
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Assuming an interest rate and not amortising the debt are simplifying assumptions, but are

also not unrealistic. While the actual interest rate has not been set yet, it is not likely to be

‘materially different from the 3 quoted in the past by Westpac, and not amortising the debt ST )
reflects that the debt facility is unlikely to be paid off quickly but refinanc ﬁd when it exp/re§ ST }ﬁ )
especially if e3p is in financial difficulty and the risk sharing arrangemenff ,xs/xnyoked

% m s
ﬂ\\/’“ N \/,
The Crown will be informed within 30 days of the end of eaci(sém an%ual pen&m J?lere isa

payment to be made, and payment should be made Wl’(h}ﬂ\30 days of the uqvosée date.

Estimates of shortfall gas will be updated very three n’fﬁstollowmg f encgment of the
arrangement. o Vs )\

S /—\\\
NN

( A /2
These payment terms should give enough@armng;) or thedCrown @arrange for payment.
Regular updating of shortfall gas will m€ \ﬁhe ize and Tikelihood of future payout will be
tracked, providing plenty of warning o/\ha 1g payoults ts. \W event of payment, a new

® Payments and reporting of schedule updates

Comment

appropriation is likely to be requir m ts und Orgwn guarantee do not require an
~appropriation). The expense would h \d ecty i TX{Q{ the Government's operating
balance and debt objectives /\consohdatxo p ts to Genesis are eliminated.

However, if payments are, be mgvmade it isbecaus e3p is performing poorly and any losses
arising as result for Gege ,S\M\/mpac’/(/o/\the\o/veran financial accounts for the Crown.

Although this arra g(eyne\t\gs not teé%/n\sa n indemnity, it is an obligation on the Crown of
a similar nature Acsefdlngly it <sh d/be notification either as a fiscal risk to the Crown

accounts and/@o’ﬂi{evd/m the H@xs\v@s per an indemnity.

COnc/usm” 8 f / Qv

? °\@re as co s\@/ scenano especially post( )the risk sharing arrangement [)@ )
el

’u ! reat iabilities for the Crown. This prospect, however, is unlikely, °’¢@€’"’>0
e prospech, thbalhng all existing gas infrastructure is envisaged as a realistic
| mty % users at the moment do not have sufficient access to long-term gas
\Q Npphes t MM Neir needs either. With or without-e3p New Zealand is already very reliant

n gas/er g its energy needs, and it is unreaiistic to expect that this gas infrastructure
can b} /r\&gréc ‘over the next ten years if the long-term gas supply is not addressed. This
me s gas new finds are found within the next few years, LNG is a near certainty and
/g@a)n the lack of alternatives, the price of electricity will rise to make LNG economic meaning
/\\\GaneSts/ will need to exercise its best endeavours obligations and purchase LNG.

/

\ (\ln a partially gas constrained scenario because of some degree of failure to supply agamst
~_Contracted gas, the Crown will only pay out(

Nonstheless, there are possible changes to the risk sharing arrangcmnn rogarﬂlng the
definition of shortfall gas to exclude some existing gas requirements and existing gas
contracts, which would reduce the Crown’s exposure under the risk sharing arrangement.
However, because of the Crown’s ownership interests in Genesis, if there are gas shortfalis
the Crown will still bear the loss through its equity holding in Genesis even if it does need to
cover the losses directly through the risk sharing arrangement. This does not mean the
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specification of the risk sharing arrangement is not important, as a more tightly arrangement
will sharpen Genesis’ incentives to avoid gas shortfalls.

in summary, the potential risk to the gas supply together with the proposed risk sharing
arrangement potentially opens the Crown and Genesis 0 significant financial and fiscal risk.
The key question is how this risk is shared and its impact on incentives. However, when ths;
risk factors are examined in detail and balanced against the mitigating g s market and /< <
incentive factors, the likelihood of significant payments is low and the r\i/sks/péjr}g considered.

=

are not reckless. Furthermore, mitigation can be achieved by reque\s’m;g\t\haj;f:‘venefs”i{s’ré;a\
consider the definitions of shortfall gas, and the thresholds for which it canclaim under the.

/!

. S 3 ey o S/
Nevertheless, such an arrangement would never be countenanced in-the first instance;—

unless the need for new generation was acute and e3p was the best prospect to meet this
need. : SN O O
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