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Brazilian Utilities 
Discos: Less attractive than Gencos or Transcos 
 

4th Tariff reset cycle: under discussion now for implementation as early as 2015 
We discussed yesterday in Brasilia the 4th tariff cycle, impacting Enersis' Coelce (April), 
Eletropaulo (July), Equatorial's Celpa and Iberdrola's Elektro (Aug), CPFL's Piratininga 
and Energias' Bandeirante (Oct). Key issue is that the methodology is changing vs. the 
3rd cycle shortly before its implementation, and for worse: lower returns and, more 
importantly, increasing risks that future + past investments will yield nil returns and that 
efficiency gains will be fully captured by end users via lower tariffs. We remain sceptical 
that Discos' returns will improve significantly, especially under a scenario of low GDP 
growth, as we anticipate limited-only improvements to the current methodology. 

Watch for changes: WACC, RAB, O&M fee for depreciated assets, opex trends 
In a nutshell: (i) the 7.16% proposed WACC or even the 7.5% we carry in our models 
are too low vs fixed income yields and unattractive when compared w/ lower-risk 
Genco or Transco returns; regulatory returns in Brazil are coming down and are lower 
than those of Andean countries despite increasingly higher fixed income returns /macro 
& regulatory risks in Brazil  (see Figures 1 and 2); (ii) cos argued the price database used 
for the Regulatory Asset Base (RAB) has several inconsistencies, incentivizing cos. to 
adopt more expensive/less efficient projects that lead to higher end-user tariffs; (iii) still 
nil remuneration for special obligations (assets built w/ customers' resources) or for 
fully-depreciated assets that are however still operational-these represent >50% of 
total assets for 80% of Bz discos and methodology incentivizes cos to replace them 
rather than extend their useful life; (iv) loss reduction and opex efficiency targets seem 
very aggressive; (v) earnings predictability remains very low. 

LatAm capex is rising; return outlook is overall solid but in selected countries 
LatAm remains attractive in our view (click here for UBS's global capex note or here for 
LatAm contribution to European utilities earnings growth), but mostly due to solid 
return outlook for Andeans and Mexico (click here for our IEnova note). 

Valuation: still cautious on Brazilian utilities 
We favour CTEEP, AES Tiete ON, Energias (the latter on undervalued genco assets) 
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Figure 1: Brazilian Discos: regulatory WACC proposal for the 4th tariff reset cycle vs. current and past WACCs 

 
Source:  ANEEL; UBS 

 

Figure 2: Brazil reg. returns vs. selected Latam countries 

 
Source:  UBS 

 

 
    

1st cycle 2nd cycle 3rd cycle
4th cycle 
proposal

2004-07 2007-10 2011-14 2015-18 Comments

Equity 50.0% 42.8% 45.0% 47.0%

Debt 50.0% 57.2% 55.0% 53.0%

Risk Free Rate (Rf) 6.00% 5.30% 4.87% 5.78%
ANEEL used median (not avg) for Bz country risk, ignoring standard deviations 
which do lead to higher business risks.

Equity Risk Premium (ERP) 7.80% 6.10% 5.82% 5.01% UBS uses the same 5%.

Leveraged Beta 26.40% 77.20% 74.00% 66.64%
5-year Beta is much lower than 1 or 2-yr Beta as does not capture new 
environment post-MP579.ANEEL reduced sample of USA discos to 14 from 
29; the same 14 were used for the Beta calculation of lower-risk Transmission.

Sovereign Risk Premium 4.10% 4.90% 4.25% 2.80%
UBS uses 7% in US$ for "Rf + Sovereign Risk Premium". Bz risk free rate of 
6.02% in real R$ as opposed to 7.12% shown by IPCA coupon bonds. 

FX Risk Premium 2.00% 1.80% 0.00% Included in Beta
Not nil as seen by recent volatility, and not included in Beta calculation in our 
view.

Regulatory Risk Premium 3.30% Included in Beta 0.00% Included in Beta
Not nil, higher than previously as underscored by MP579 and higher govt 
intervention. Beta was underestimated (Beta came down relative to 3rd cycle 
as sample was USA cos).

Credit Risk Premium 3.70% 3.00% 2.14% 3.28%

Cost of Equity (nominal) 17.50% 16.70% 13.43% 11.92%
Should increase relative to 3rd cycle given higher business risks; is very 
similar to cost of debt.

Cost of Equity (real) 14.75% 13.74% 10.72% 9.28% UBSe using ANEEL's numbers. Similar to that of Transcos.

Cost of Debt (nominal) 15.80% 15.00% 11.26% 11.86% Average, not marginal; includes cheap BNDES loans.

Cost of Debt (real) 13.09% 12.09% 8.60% 9.22%
With cost of debt lower than cost of equity, cos are incentivized to work w/ nil 
equity...

Tax Rate 34% 34% 34% 34%

U.S. Inflation 2.40% 2.60% 2.45% 2.41% Past inflation, not forecasted inflation.

Nominal WACC 13.90% 12.80% 10.13% 9.75%

After-Tax Real WACC 11.30% 9.90% 7.50% 7.16%
Seems low versus 7.16% for Bz Gencos (O&M-based tariff) and 6.64% 
for Bz Transcos. Note that ANEEL insists on capturing fiscal benefits of 
cos located in developing regions despite injunction preventing so.

Before Tax Real WACC 17.10% 15.10% 11.36% 10.85% Compares w/ 10-12% for Chile and Peru (stable for 3-2 decades).

Should be >60%, as underscored by near-bankruptcy w/ ongoing hydrological 
and Govt's failure to buy cheap energy contracts on behalf of Discos or 
prevent delayed start-up of several Genco projects. ANEEL used gross (as 
opposed to net) debt.

Country Before-tax real regulatory return Comment

Colombia 13.9% Set every 5 years.

Peru 12.0% Set by law since 1992.

Brazil 3rd cycle 11.4% Set every 4 years in average, depending on each disco.

Brazil 4rd cycle 10.9% Set every 4 years in average, depending on each disco.

Chile 10.0% Set by law since 1982.
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Statement of Risk 

Given its regulated nature, the electricity sector is subjected to political or legal 
interference. The federal and state governments could implement changes or apply 
more severe rules to the tariff reset process that could negatively affect companies’ 
cash flows, and/or incentivize/penalize new-builds in renewables as opposed to gas 
or coal, for instance. Finally, an abrupt change in the macroeconomic scenario 
including FX weakness could negatively impact valuation for foreign investors, as 
tariffs are basically denominated in local currency (although adjusted by inflation 
annually). 
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Required Disclosures 

This report has been prepared by UBS Brasil CCTVM S.A., an affiliate of UBS AG. UBS AG, its subsidiaries, branches and 
affiliates are referred to herein as UBS. 

For information on the ways in which UBS manages conflicts and maintains independence of its research product; historical 
performance information; and certain additional disclosures concerning UBS research recommendations, please visit 
www.ubs.com/disclosures. The figures contained in performance charts refer to the past; past performance is not a reliable 
indicator of future results. Additional information will be made available upon request. UBS Securities Co. Limited is licensed 
to conduct securities investment consultancy businesses by the China Securities Regulatory Commission. 

Analyst Certification: Each research analyst primarily responsible for the content of this research report, in whole or in 
part, certifies that with respect to each security or issuer that the analyst covered in this report: (1) all of the views expressed 
accurately reflect his or her personal views about those securities or issuers and were prepared in an independent manner, 
including with respect to UBS, and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related to 
the specific recommendations or views expressed by that research analyst in the research report.  

UBS Investment Research: Global Equity Rating Definitions 

12-Month Rating Definition Coverage1 IB Services2 

Buy FSR is > 6% above the MRA. 48% 33% 

Neutral FSR is between -6% and 6% of the MRA. 41% 30% 

Sell FSR is > 6% below the MRA. 11% 23% 

Short-Term Rating Definition Coverage3 IB Services4 

Buy 
Stock price expected to rise within three months from the time 
the rating was assigned because of a specific catalyst or event. less than 1% less than 1% 

Sell Stock price expected to fall within three months from the time 
the rating was assigned because of a specific catalyst or event. less than 1% less than 1% 

Source: UBS. Rating allocations are as of 30 June 2014. 
1:Percentage of companies under coverage globally within the 12-month rating category. 2:Percentage of companies within 
the 12-month rating category for which investment banking (IB) services were provided within the past 12 months. 
3:Percentage of companies under coverage globally within the Short-Term rating category. 4:Percentage of companies 
within the Short-Term rating category for which investment banking (IB) services were provided within the past 12 months. 

KEY DEFINITIONS:  Forecast Stock Return (FSR)  is defined as expected percentage price appreciation plus gross dividend 
yield over the next 12 months.   Market Return Assumption (MRA)  is defined as the one-year local market interest rate 
plus 5% (a proxy for, and not a forecast of, the equity risk premium).   Under Review (UR)  Stocks may be flagged as UR 
by the analyst, indicating that the stock's price target and/or rating are subject to possible change in the near term, usually 
in response to an event that may affect the investment case or valuation.   Short-Term Ratings  reflect the expected near-
term (up to three months) performance of the stock and do not reflect any change in the fundamental view or investment 
case.   Equity Price Targets  have an investment horizon of 12 months.  

EXCEPTIONS AND SPECIAL CASES:  UK and European Investment Fund ratings and definitions are: Buy:  Positive 
on factors such as structure, management, performance record, discount;   Neutral:  Neutral on factors such as structure, 
management, performance record, discount;   Sell:  Negative on factors such as structure, management, performance 
record, discount.   Core Banding Exceptions (CBE):  Exceptions to the standard +/-6% bands may be granted by the 
Investment Review Committee (IRC). Factors considered by the IRC include the stock's volatility and the credit spread of the 
respective company's debt. As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands 
as they relate to the rating. When such exceptions apply, they will be identified in the Company Disclosures table in the 
relevant research piece.  

Research analysts contributing to this report who are employed by any non-US affiliate of UBS Securities LLC are not 
registered/qualified as research analysts with the NASD and NYSE and therefore are not subject to the restrictions contained 
in the NASD and NYSE rules on communications with a subject company, public appearances, and trading securities held by 
a research analyst account. The name of each affiliate and analyst employed by that affiliate contributing to this report, if 
any, follows. 

UBS Brasil CCTVM S.A.:  Lilyanna Yang, CFA; Carlos Herrera; Luiz Fonseca.   
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Company Disclosures 

Company Name Reuters 12-month rating Short-term rating Price Price date 

AES TIETE (ON) GETI3.SA Buy N/A R$16.65 28 Aug 2014 

AES TIETE (PN) GETI4.SA Neutral N/A R$19.90 28 Aug 2014 

CEMIG16 CMIG4.SA Sell N/A R$18.91 28 Aug 2014 

CESP5, 13 CESP6.SA Sell N/A R$30.88 28 Aug 2014 

COPASA13 CSMG3.SA Sell N/A R$39.96 28 Aug 2014 

COPEL16 CPLE6.SA Neutral N/A R$39.20 28 Aug 2014 

CPFL Energia16 CPFE3.SA Neutral N/A R$22.50 28 Aug 2014 

ELETROPAULO ELPL4.SA Sell N/A R$10.43 28 Aug 2014 

ENERGIAS DO BRASIL ENBR3.SA Buy N/A R$11.53 28 Aug 2014 

ENEVA ENEV3.SA Suspended N/A R$1.15 28 Aug 2014 

Equatorial Energia EQTL3.SA Sell N/A R$26.16 28 Aug 2014 

IENOVA IENOVA.MX Neutral N/A P78.60 28 Aug 2014 

LIGHT LIGT3.SA Neutral N/A R$24.15 28 Aug 2014 

SABESP16 SBSP3.SA Sell N/A R$21.08 28 Aug 2014 

Tractebel Energia TBLE3.SA Sell N/A R$37.57 28 Aug 2014 

Transmissão Paulista TRPL4.SA Buy N/A R$32.50 28 Aug 2014 

Source: UBS. All prices as of local market close. 
Ratings in this table are the most current published ratings prior to this report. They may be more recent than the stock 
pricing date 

5. UBS AG, its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking 
services from this company/entity within the next three months. 

13. UBS AG, its affiliates or subsidiaries beneficially owned 1% or more of a class of this company`s common equity 
securities as of last month`s end (or the prior month`s end if this report is dated less than 10 days after the most 
recent month`s end). 

16. UBS Securities LLC makes a market in the securities and/or ADRs of this company. 

For a complete set of disclosure statements associated with the companies discussed in this report, including information on 
valuation and risk, please contact UBS Securities LLC, 1285 Avenue of Americas, New York, NY 10019, USA, Attention: 
Publishing Administration. 

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report. 
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