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Section 1: Introduction and Summary

It is not sustainable for the state to continue to borrow at current levels and all avenues for
reducing expenditure and raising additional revenues must be explored. Opportunities to
de-leverage the state balance sheet through asset realisations must also be examined.

It is in this context that the Minister for Finance established the Review Group on State
Assets and Liabilities in July 2010 to advise on how commercial state assets can be better
deployed or disposed of to support economic recovery.

1.1. Membership and Terms of Reference of the Review Group

The Minister appointed Mr. Colm McCarthy, School of Economics, University College
Dublin as member and chair of the Review Group; the other members were Mr. Donal
McNally, Second Secretary, Department of Finance, and Prof. Alan Matthews, Department
of Economics, Trinity College, Dublin. The Group was supported by a Secretariat provided
by the Department of Finance.

The Review Group was given the following terms of reference:

1. To consider the potential for asset disposals in the public sector, including
commercial state bodies, in view of the indebtedness of the state;

2. Todraw up a list of possible asset disposals;

3. To assess how the use and disposition of such assets can best help restore
growth and contribute to national investment priorities; and

4. To review where appropriate, relevant investment and financing plans,
commercial practices and regulatory requirements affecting the use of such
assets in the national interest.

The Group began its work at end July, 2010.

The Group invited all Government Departments and commercial state bodies to make
formal submissions and it also advertised generally for submissions from interested parties.
Over 45 submissions were received. Between September 2010 and February 2011, the
Group met delegations from all of the main commercial state bodies, the appropriate
regulatory authorities and individual economic and regulatory experts in the various sectors
of the economy. The Group wishes to acknowledge the considerable co-operation it has
received.® The Group engaged Mr. Joe Burnell to assist with financial analysis and wishes
to record its appreciation of his contribution and those of Mr. Michael Perkins and Mr.
Ronan Gallagher, who acted as the secretariat to the Group.

The Review Group’s deliberations were focused primarily on commercial state bodies, but
it also examined certain of the state’s intangible assets to determine whether they are
efficiently allocated and priced. In framing its recommendations, the Group paid particular
attention to questions of market design and the regulatory reforms necessary to underpin
competition and appropriate levels of investment, especially in those sectors where there

L A list of the organisations and individuals who made submissions to the Group and/or who met with the
Group is provided at Appendix 14.



are natural monopolies subject to statutory regulation. The recommendations are intended
to enhance the competitiveness of the sectors of the economy where state bodies are active,
even in cases where the Group has not recommended that the state divest its interest at this
time.

1.2. Assets Reviewed

A list of the assets to be reviewed was attached to the terms of reference, as follows:

(i) Commercial State Bodies

Dublin Airport Authority Dublin, Cork_ and other An Post
port companies

Irish Aviation Authority Bord Na gCon RTE

CIE (including Dublin Bus, Fpr;,?\lRﬁcmgl ISrteIan -II\-IGt‘} TOIR

Irish Rail, Bus Eireann) rish National Stu ational Oil Reserves
Company Agency

ESB Bord Na Ména Bord Gais Eireann

EirGrid Coillte

(ii) Intangible Assets

These include, inter alia, radio spectrum allocated for broadcasting and
telecommunications; carbon emissions permits; and mineral, hydrocarbon and
other licences issued by the state.

1.3. Exclusions from consideration by the Group

VHI: The VHI was excluded from the Review Group's terms of reference because the
Government had already initiated a separate process that addresses both the sale of the VHI
and the wider complexities involved in the private health insurance market.

The National Oil Reserves Agency (NORA): NORA featured in the list of commercial
state bodies attached to the Review Group’s terms of reference, agreed by Government in
June 2010. As per the provisions of the National Oil Reserves Agency Act, 2007, NORA is
a non-commercial state agency whose function is to manage the state’s strategic stocks of
oil. Although substantial, the strategic stock cannot realistically be run down because
Ireland is obliged, as a member of the EU and the International Energy Agency (IEA), to
hold stocks of at least 90 days of oil for use in the event of major oil shortages nationally or
internationally. On this basis the Review Group does not propose to make any
recommendations in regard to NORA.

NAMA: The assets held on behalf of the state by the National Asset Management Agency
as part of the Government’s programme of remediation for the banking sector are outside
the terms of reference of the Review Group.



Banks: The government has acquired substantial ownership stakes in certain banks as a
result of the rescue and re-capitalisation process. These stakes may be disposed of in due
course but the Group feels that it is too early to consider concrete disposal options.

1.4. Summary of the Group’s Recommendations

The recommendations are presented throughout the text and gathered for ease of reference
in Chapter 20. They can be summarised as follows:

We are recommending that there should be a planned programme of asset sales to reduce
the state’s very high level of indebtedness.

We are not recommending an accelerated sale process. This would inhibit attainment of
value and in many cases would not be prudent or even possible given the requirement for
revised regulatory procedures and complex legislation.

We are not putting valuations on individual state assets in this report. These depend on
many factors and ultimately on what a buyer will pay. The net asset value of commercial
company assets whose disposal is recommended is about €5 billion, but net asset value is
no more than a rough guide to what might be realisable.

We are recommending restructuring of state companies and strengthened regulatory
arrangements as preludes to possible sale, but also to enhance the competitiveness of the
economy even if assets are not sold.

We are not recommending that core transmission assets in gas and electricity be sold to
private interests in the immediate future. Such assets have been successfully privatised in
some countries but we believe that disposal in current Irish circumstances involves risks
and that consideration of this option should be deferred.

We are recommending changes in the governance of state bodies while they remain in
public ownership to enhance efficiency and performance. We also propose a review of
regulatory arrangements and a new structure for the oversight of regulatory agencies.

We are not proposing that all assets be disposed of. In the case of land-based assets in
particular, we propose that the state sell the rights to reap the produce of the land but not
the land itself.

We are proposing that intangible assets (rights, licences, options, leases etc.) be treated in
exactly the same way as tangible assets. They should invariably be sold to the highest
bidder.

The Group’s appointment pre-dates the resort, in November 2010, to official financing
from the International Monetary Fund and the EU institutions. The Memorandum of
Understanding dated 28 November 2010 mentions the Group’s consideration of these
issues and enjoins the Irish authorities to consult with the IMF/EU later this year. It does
not specify any target for an asset disposal programme.



We are proposing a planned, prudent approach designed to secure maximum value to
reduce the debt burden and to meet and protect the public interest, decisions on which are a
matter for the Government and the Oireachtas.



Section 2: Asset Sales and the Policy Context

Economic recovery, including in particular the generation of sufficient economic growth to
expand employment and to generate government revenue to ease debt service burdens,
must be the central concern of economic policy. The realisation of proceeds from state asset
disposals can assist the adjustment process - through reducing the debt burden - but such
assets can also be used to support economic recovery through enhancing productive
efficiency and competitiveness. The Group believes that it is inadvisable to focus solely on
short-term revenue maximisation through, for example, conferring excessive market power
on entities to be disposed of, and that conflict between revenue realisation and the
promotion of longer-tern economic growth should be clearly resolved in favour of the
latter.

2.1 Economic and Fiscal Outlook

This policy analysis of state asset utilisation is taking place in the context of a deep
economic and fiscal crisis. GDP in 2010 was 11.8% below its 2007 level in real terms and
GNP 15.6% below that benchmark. Employment has fallen by about 15% from its peak in
Quarter 3 of 2007 and the seasonally adjusted unemployment rate has risen from 4.5% to
14.7% over the period.

Chart 2.1: GNP Forecasts: Comparison between National Development Plan 2006 and Budget 2011
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Chart 2.1 shows the trend in real GNP expected when the National Development Plan
2006-2013 was prepared versus what has actually occurred and what is now projected. Real
economic activity in the middle of the current decade could be 40% below the projections
made in the NDP, launched in January 2007. Investment plans made at that time need to be
re-considered, where this has not already been done, in the light of the substantial reduction
in pressure on infrastructure capacity which has resulted.

A downturn of this magnitude is without precedent here and has few parallels at an
international level. This is after average annual growth rates of 7.3% and 6.6% in real GDP
and GNP respectively between 1994 and 2007 and an increase of over 900,000 in the



numbers at work. The crisis has had a severe impact on the public finances. Tax receipts in
2010 were around 33% lower than in 2007 despite increases in rates of taxation. At the
same time, net current spending has continued to rise because of the sharp rise in
unemployment and a mounting debt interest burden. The public finances have deteriorated
rapidly and a structural gap has opened up between spending and revenue which will not
readily be closed.

2.2 Budgetary Adjustment

The gap between budgetary receipts and spending came to almost €19 billion in 2010. The
Government has already taken significant actions to prevent the gap from widening further.
Table 2.1 shows adjustments to expenditure and revenue amounting to a cumulative €20.8
billion already implemented between July 2008 and Budget 2011 in pursuit of this
objective. Despite the scale of the adjustment, a very large and unsustainable gap remains
between spending and revenue which is filled by borrowing.

Table 2.1: Budgetary Adjustments since mid-2008 — Planned Budgetary Impact

July 2008 1.0
Expenditure adjustments

Budget 2009 (October 2008) 2.0
Revenue raising measures

February 2009 2.1
Expenditure adjustments

Supplementary Budget (April 2009) 54
Revenue-raising & expenditure-reducing measures

Budget 2010 (December 2009) 4.3
Expenditure-reducing & minor revenue-raising measures

Budget 2011 (December 2010) 6.0
Expenditure-reducing & revenue-raising measures

Total €20.8bn

Source: National Recovery Plan 2011-2014 and Budget 2011, Department of Finance (2010).

The burden of debt service is absorbing a rapidly increasing proportion of tax revenue, even
assuming no upward pressure on interest rates. Moving towards a balanced budget is
therefore a prerequisite for re-entry to the bond market. A strategy to address this was set
out in the National Recovery Plan (published on 24™ November 2010) and implemented for
2011 in the Budget published on 7 December 2010.

2.3 Budget Outlook

Achievement of the budget targets set in the National Recovery Plan 2011-2014 is
predicated on implementing the expenditure and taxation adjustments set out in the Plan.
To the extent that asset sales can provide revenue and reduce the level of debt and debt
interest payments, they can contribute to reducing the burden of spending cuts and tax
increases otherwise necessary and the pain to be suffered by all sections of the community.
Asset sales must be viewed in this light and in the light of very limited policy alternatives.



2.4 De-Leveraging, Balance-sheet Management and the EU/IMF Programme

The public finance and banking crises culminated, during November 2010, in an inability
on the part of both government and the guaranteed banks to access international credit
markets on normal terms. The state had chosen to withdraw from the bond market in
October in the face of deteriorating interest rate spreads and the banks were experiencing
resource outflows and continuing heavy reliance on liquidity provision from the European
Central Bank and the Irish Central Bank. The outcome was the programme of financial
support from the European institutions and the International Monetary Fund announced in
the Memorandum of Understanding released on December 1%, 2010 (Department of
Finance, 2010). The projected financing needs of the state have thus been assured for the
short term, but re-entry to the markets for both banks and government is the ultimate
objective. This will require deficit reduction by the state and balance sheet management
measures designed to ensure that the state’s debt level is contained. The deficit adds to
debt, and a sustainable exit debt position requires that the deficit be reduced from current
unsustainable levels. But the debt can also be contained to the degree that state assets can
be realised and the proceeds deployed in debt reduction.

The state’s balance sheet includes financial and non-financial assets. The realisation of
value from non-financial assets belonging to the state would also help to de-leverage,
shrinking the balance sheet and reducing the requirement for additional borrowing. De-
leveraging of this type is a rational component in a strategy designed to address a situation
of balance sheet stress. If assets can be realised at acceptable valuations, the proceeds
reduce the gross debt (but not the ongoing deficit). In this context, the Memorandum of
Economic and Financial Policies, agreed as part of the EU/IMF programme, states (pg. 31):

‘Building on the forthcoming report of the Review Group on State Assets and
Liabilities the Government will undertake an independent assessment of the
electricity and gas sectors with a view to enhancing their efficiency. State
authorities will consult with the Commission Services on the results of this
assessment with a view to setting appropriate targets for the possible privatisation
of state-owned assets.’

The Review Group’s consideration of the structure and regulation of the electricity and gas
industries, as well as the Group’s recommendations on asset disposal in these sectors, will
be found in Sections 6, 7 and 8 below.

2.5 Valuations and the Timing of Disposals

Notwithstanding the stressed condition of the state’s balance sheet, the state’s withdrawal
for the time being from international credit markets and the potential reliance, over the next
several years, on official external financial support, the Group does not favour a front-
loaded programme of state asset disposal for a number of reasons. The availability of this
external support from the EU institutions and the IMF means that “fire sales’ need not be
contemplated in the period immediately ahead. Moreover, there are complex issues of
market design and of regulatory reform in several of the sectors in which the state-owned
companies operate, which we consider below. Finally, asset markets, including in particular
markets for infrastructure-type assets, have experienced weakness due to the more limited
availability of acquisition finance since the onset of the international credit crisis in the
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second half of 2008. Accordingly, there is a risk of depressed valuations being achieved
should disposals be undertaken in a rush in the very short term. It is realistic, however, to
note that transactions have been taking place, and at what appear to be reasonable
valuations, in several markets and that acquisition finance continues to be available, if more
selectively than was the case during the worldwide credit bubble.

In assessing asset valuations likely to be achievable over the next few years, it is desirable
to make allowance for the extent of the asset price bubble which manifested itself
internationally during the easy credit period which ended in 2008. Those who bought assets
during the peak years of the bubble have in most cases lived to regret it, and the prices
achieved by sellers during those years should be envied. Whenever a price becomes
available for a particular asset which is well below what might have been available in 2006
or 2007, it does not follow that the price is unreasonable or bad value. A more plausible
conclusion is that the prices of 2006 and 2007 were bubble prices and unlikely to be
realistically available in future years. This point needs to be borne in mind when assessing
prospective valuations for assets which might be included in any disposal programme.

2.6 Microeconomic Policy and Asset Disposals

Where the state owns financial assets or small stakes in competitive businesses, the
decision to dispose and de-leverage the national balance sheet is straightforward to the
degree that the decision does not have implications for other aspects of economic policy. A
decision to realise some or all of the value of a portfolio of shares held in the National
Pension Reserve Fund, or of non-controlling stakes in other businesses, or of surplus real
estate, would all fall into this category. Disposal is essentially a financial decision and
leverage reduction is attractive if reasonable prices can be achieved, particularly given the
considerable increase in state funding costs.

The situation is more complex in the case of many of the state-owned companies. These
companies control and operate important infrastructure networks that are monopolies or are
otherwise engaged in activities where the relinquishment of state ownership raises issues of
microeconomic policy. Those companies deemed to be natural monopolies or to possess
substantial market power are subject to economic regulation and there are EU directives to
be complied with concerning state policy towards the sectors of the economy in which they
operate. Some of the companies, for example in public transport, are explicit instruments of
public policy as well as seeking to be commercial organisations. Some assets may be seen
as intrinsically strategic and retention in public ownership may be viewed as vital for
economic development. But other public policy instruments are available to government to
achieve public interest objectives that do not require continued state ownership in all cases.

Disposal of these companies or of portions of their activities to private sector purchasers
requires consideration of microeconomic policy issues in addition to financial questions
about disposal proceeds or timing. These include the structure of the market that is desired,
the impact that a change of ownership might have on conditions of competition, the
adequacy of existing regulatory arrangements for the changed environment and the
implications of the loss by the state of direct control through ownership. There may be a
cost to the state in correctly addressing these issues — a monopoly inadequately regulated,
for example, could realise a superior price to one privatised under stronger regulatory
arrangements. But such a revenue-maximisation strategy could be seen as capitalising in
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the disposal price the buyer’s expectation of subsequent higher prices, and it would amount
to the realisation by the state of the proceeds of a future unlegislated indirect tax. This
would of course impose costs on the traded sector of the economy, both directly through
higher charges to business and indirectly through adding to the price level and hence to
nominal wage expectations. It is in the long-run interest of restoring Exchequer balance to
ensure that costs to the traded sector are contained, since this will encourage recovery in
economic activity, in employment and, ultimately, in government revenue.

Recommendation 1: The Review Group recommends that any programme of asset
disposal should be assessed from the standpoint of its contribution to long-term economic
recovery. The Group cautions against any actions which enhance short-term asset disposal
prices at the cost of damage to the economy’s long-run competitiveness, including
specifically any failures to maximise the potential for competition or any value-
enhancement of privatised entities through weak regulatory arrangements.

2.7 Recent History of Disposals of Semi-State Companies

Since 1991, 10 Irish state companies have been sold, starting with the Irish Sugar Company
(Greencore) and Irish Life Assurance in 1991 and ending with Aer Lingus in 2006. In
between, the Government sold off three state banks (ICC, TSB and ACC); Irish Steel; the
ferry company B&I Line; the Irish National Petroleum Company (the assets of the
company); and Telecom Eireann (eircom). The sales occurred as opportunities arose and
were sporadic rather than scheduled. Details of these disposals are contained in the table
below:

Table 2.2: History of Privatisations of State Companies

Company Year and Type of Disposal Exchequer
Proceeds
£€m
Greencore 1991 - IPO, final placements in 210
1992/93
Irish Life 1991 - IPO, final placements in 600
1992, 1993 and 1995
B&I Ferries | 1992 — Trade Sale 10
Irish Steel 1994 — Trade Sale 0
eircom 1996-9-Trade Sale and IPO 6,300
ICC Bank 2001 - Trade Sale 320
TSB Bank 2001 - Trade Sale 410
INPC 2001 — Trade Sale 20
ACC Bank 2001 — Trade Sale 155
Aer Lingus 2006 - IPO 241
Total for 1991 -2010 8,266

These disposals were successful in raising cash for the Exchequer. In some cases, notably
that of Aer Lingus, the sale enabled the companies to raise funds that the Exchequer was
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precluded from, or not inclined to, provide. The sales were largely uncontroversial except
in the case of the telecoms firm Telecom Eireann.

2.8 Sale of Telecom Eireann/eircom

The state’s disposal of Telecom Eireann, which became eircom, remains the largest
privatisation undertaken in Ireland to date. From a revenue-raising perspective it was very
successful, raising approximately €6.3 billion of the approximately €8.3 billion raised in
total for all privatisations. It also stands out as an example of the public policy challenges
that arise when the state divests control of a utility with a significant role in a major sector
of the economy.

It has been argued that in selling eircom the government ceded control of an important
instrument by which it could have directly influenced investment in telecom infrastructure and
broadband roll-out. Total capital investment in telecommunications technology fell from €500
million in 2002 to €209 million in 2005. The state had to invest substantial sums itself in
telecoms infrastructure with mixed results.? Broadband roll-out was below par to the detriment
of the economy, it is claimed. Recent research suggests, however, that this latter claim is
overstated. In the United States, where internet coverage has varied geographically, there is no
clear evidence that rural areas with high-quality provision do systematically better than areas
which attracted lower levels of provision (Forman, Goldfarb and Greenstein (2011)).

The experience in other EU countries had shown a strong correlation between broadband
take-up and adoption of Local Loop Unbundling (LLU) and/or cross-platform competition
from cable operators. Much earlier LLU in Ireland would have enabled other operators to
offer innovative new products and potentially make their products available in locations not
served by eircom. This was an important factor distinct from the state/private ownership
issue. EU regulation had mandated LLU be adopted by all member states by 2001. Eircom
was, however, only nominally compliant — in practice LLU was too expensive and too
administratively complex to interest other operators. Again, ComReg’s ability to facilitate
LLU was limited in part by legal and statutory deficiencies. In any case, the regulatory
problems in respect of broadband appear to have now been overtaken in part by
technological advances: eircom’s network has been bypassed in many areas by cable and
mobile operators.

Although it is generally accepted that there was a period in which infrastructure and
availability of broadband was below what was desirable, the extent to which this resulted
from control of eircom switching to the private sector is open to debate. The majority of
those states that currently out-rank Ireland in international comparative exercises on
broadband penetration and speed also privatised their incumbents in the telecoms market, in
some cases earlier than Ireland did, and these private entities delivered the necessary
infrastructure investment.

% The State’s interventions consisted of the Metropolitan Area Networks (MANSs), State-owned, open access
telecommunications networks installed in certain towns and cities on the assumption of market failure in these
areas, and later the National Broadband Scheme (NBS), a Government subsidised initiative to provide a
broadband service to people living and working in areas where private sector service providers have not
deployed infrastructure on a commercial basis.
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The issue of regulation must, nevertheless, be at the forefront of decision-making on the
sale of key assets so as to ensure that, inter alia, any immediate financial gains to the
Exchequer are not undone by medium to long-term underinvestment in important
infrastructure. The regulator must have the competence and enforcement powers necessary
to intervene effectively in the event of market failure, in particular to ensure it has the
capacity to impose penalties for non-compliance and has strong competition powers.

2.9 Resolution or Step-in Rights

Companies which are natural or de facto monopolies operating critical infrastructures
cannot be allowed to fail and, as the example of Railtrack in the United Kingdom
demonstrates, this problem can be troublesome when the company in question is in private
ownership. Statutory regulation may need to be reinforced with powers for the state to
intervene and replace private sector management. In their submission the Economic and
Social Research Institute put the issue in the following fashion:

‘One difficulty is that the regulated firm may take on excessive leverage and use its
inability to raise additional funds for vital infrastructure investment to argue that it
should receive lenient regulatory treatment. Similarly, the firm might undertake
risky diversification, end up in financial or other difficulties and request a price
increase to fund such errors. Since many regulated firms with market power provide
important services essential to the everyday functioning of the economy, if these
firms were to be become bankrupt or unexpectedly stop supplying services — even
for a short time - then this could have substantial adverse effects on the economy.
Thus the regulated firm is in a strong bargaining position when it asks the regulator
for a price increase, implicitly threatening bankruptcy and discontinuity of service
if it is not granted.” (Gorecki et al, 2010)

In order to level the regulatory playing field when the state-owned firm is privatised, one
option would be to allow the regulator to step in, run the firm and dispose of the assets as
the regulator saw fit if the regulated entity failed to meet the conditions set out in its
license. The license might, for example, set out a programme of investment that is expected
as well as the regulatory regime that will be imposed on the regulated entity. If the
regulated entity is unable to meet the investment programme because it has incurred too
much debt then step-in rights might be invoked.

Resolution powers are familiar in the banking industry. The motivation is different —
depositors need to be protected and bank runs avoided. In the United States, the federal
authorities can remove board and management in a failing commercial bank and keep it
functioning while arriving at arrangements with creditors. The absence of such powers in
the case of the Wall Street investment banks (since rectified) has been identified by some
commentators as a complicating factor in dealing with the financial crisis in 2008. Some
European countries, including the United Kingdom, have introduced new bank resolution
powers and in Ireland resolution powers are available in the Insurance Acts and were used
by the Financial Regulator in the case of the Quinn Insurance group. Resolution powers for
banks are also being introduced in Ireland and elsewhere in Europe.
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The United Kingdom government’s provisions for a special administration process which
permits the government to take charge of certain categories of failing privatised firms are
described in Box 2.1.

Box 2.1
The Special Administration Process in the United Kingdom

An explicit special administration process relating to privatised, regulated industries is in
place in the United Kingdom, where provisions are enshrined in statute to protect water, rail
and energy network assets:

“Measures to protect continuity of service in the water, rail and energy sectors were taken in the Water
Industry Act 1991, the Railways Act 1993 and the Energy Act 2004 respectively. These contain provisions
that allow the Secretary of State (or the regulator with the permission of the Secretary of State) to apply to the
High Court to appoint a Special Administrator. The High Court will only make such an order if certain
conditions are satisfied, including that the company is (or is likely to be) unable to pay its debts. Other
circumstances that might lead to the appointment of a Special Administrator in the water sector include
breach or potential breach by a company of its duties. The objectives of Special Administrators include
securing that the licence holder continues to develop an efficient and economical network (or in the case of
the water industry to maintain supplies) and that the company is either rescued as a going concern or that its
activities are transferred to another company as a going concern.”

The water industry rules have been updated recently:

“The new Water Industry (Special Administration) Rules 2009 will come into force on 1st November 20009.
The purpose of the Rules is to provide the detail of the court procedure which should apply in relation to the
special insolvency regime applicable to “water companies” subject to a special administration order under the
Water Industry Act 1991. Special administration exists to help ensure that water and sewerage services
continue to be provided to customers should a water company become insolvent or otherwise be in breach of
its statutory obligations, pending the transfer of the water company’s business to another company (or more
than one company).

Therefore, the Rules will be applicable to water undertakers; sewage undertakers and licensed water suppliers
that hold a combined licence and own a strategic water supply (i.e. a supply provided by a licensee that would
impact on an undertaker’s ability to supply its customers if it was withdrawn).

The special administration regime is there to serve the customer’s interests first, in the event that any of the
companies within the water industry experience financial difficulties. Customers are protected from the
otherwise inconvenient outcome of normal insolvency proceedings for water companies, where the assets and
infrastructure of the company could simply be closed down or sold off to save costs or pay off debts, meaning
that water and sewerage customers would be cut-off from services. However the new insolvency regime
ensures the enforcement of water and sewerage services even whilst the company is being transferred to a
new owner (or OwWners).

Recommendation 2: The Review Group recommends that any privatisation legislation
involving companies operating critical infrastructures in Ireland should include explicit
provision for resolution or step-in powers. The United Kingdom rules provide a possible
template.
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Section 3: Market Design and Regulatory Reform
3.1 Monopolies and Market Power

Companies can come to enjoy monopoly power in a variety of ways. Some companies
which are the sole operator in a market are deemed to be natural monopolies because the
nature of the industry (e.g. economies of scale) precludes the likelihood of other entrants. In
these cases the emergence of competing companies is improbable in the absence of some
major technological change and the companies, regardless of ownership, are felt to require
economic regulation in order to protect consumers from exploitation through excess cost,
excess profit or both.

These risks are also present where companies just happen to be the only operators in a
market, even though they may not meet the technical definition of a natural monopoly.
These companies are de facto monopolies, unlikely to face the threat of competitive entry
and are commonly subjected to economic regulation also. Finally, there are statutory
monopolies, that is, companies which have had the exclusive right to operate in a particular
market conferred by political decision.

Yet other companies operate in markets which are oligopolistic and where there are only a
few participants each of which enjoys some degree of market power. Aside from removing
barriers to entry, there is a less clear-cut case for policy intervention in these markets
although regulatory intervention is sometimes attempted. Competition authorities in some
countries seek to prevent the emergence of market power through the policing of mergers
and acquisitions and the removal, where possible, of entry barriers.

Economic regulation is complex and countries which have been operating economic
regulation regimes over very long periods frequently engage in regulatory reform as
circumstances change or as flaws in the system are uncovered. Some writers on the
economics of regulation have characterised the policy choices in terms of ‘imperfect
regulation versus imperfect competition’. Thus Joskow (2006):

‘Regulation is itself imperfect and can lead to costly and unanticipated firm responses to
the incentives created by regulatory rules and procedures. The costs of regulation may
exceed the costs of unregulated natural monopoly or significantly reduce the net social
benefits of regulation. These considerations lead to a very important policy-relevant
question. Are imperfect unregulated markets better or worse than imperfectly regulated
markets in practice?’

The same writer considers the long history of economic regulation, including the

imperative of constant attention to regulatory reform and revision, in a recent paper Joskow
(2010).
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3.2 Regulating Natural Monopolies

A natural monopoly arises where the nature of the cost curve facing the firm is such that,
over the relevant range of output, one firm can always produce at lower cost than two or
more firms.> An example would be the electricity transmission network: a second,
competing network, or a third, would result in overall social costs higher than can be
achieved with just one network. A corollary is that new entrants are more or less certain to
lose money: no investor will volunteer to build a second network, so natural monopolies do
not need statutory protection from entrants. Natural monopolies are not common: most
business sectors are actually or potentially competitive but when they do arise it tends to be
in large industries where poor performance by the monopoly would have significant
adverse consequences. Poor performance can take two principal forms.

The first is excess profit through exploitation of the absence of competition to extract high
prices from consumers. The second is through failure to attain the lowest available costs,
again due to the absence of competitive pressure. This cost inefficiency can arise through
managerial lethargy, absence of innovation or through the imposition of rent-extracting
activities by upstream suppliers, including labour unions or monopoly suppliers of raw
materials. Where the natural monopoly is owned by the state rather than by private capital
there can be additional cost impositions. The monopoly may have non-commercial
obligations imposed by political decision with the costs passed through to customers who
cannot resort to an alternative supplier.

For all of these reasons, natural monopolies are often subjected to economic regulation by
the state, and this includes monopolies owned by the state. Regulators face acute problems
in attaining the dual objectives of ensuring that the regulated entity operates on the lowest
available cost curve and also earns no more than the normal rate of profit, see Laffont and
Tirole (1993). Independent statutory regulation of certain natural monopolies, for example
in the energy networks businesses, is required of EU member states under a series of
directives designed to liberalise energy markets and to ensure rights of access to new
entrants.

The effective economic regulation of natural monopolies is a great challenge and regulatory
regimes require constant updating, both to reflect practical experience and the inevitability
of technological change in many of the industries concerned. A particular dilemma is the
likelihood of information deficiencies available to the regulator. This can result in an
inability to ensure minimum cost while also controlling rent-extraction. There is a further
trade-off between providing as much certainty as possible to encourage longer-term
commitment of capital by private investors while standing ready to modify regulatory
regimes which exhibit weaknesses.

® Sometimes loosely described in terms of economies of scale, see Joskow (2006). Strictly, scale economies
are sufficient but not necessary for natural monopoly to occur.
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3.3 Economic Regulation in Ireland

There has been a pattern in Ireland of establishing sector regulators for the various
industries as they were liberalised. Thus there are distinct economic regulators, established
by statute, for energy (electricity and gas), telecommunications, broadcasting, aviation,
public transport, taxis and health insurance.

The Department of the Taoiseach commissioned a review of agencies involved in economic
regulation from the Economist Intelligence Unit whose remit included the Financial
Regulator and the Health and Safety Authority in addition to the sector regulators
considered here. The report (Economist Intelligence Unit, 2009) draws attention to
weaknesses in current Irish arrangements and makes numerous suggestions for change
which the Review Group has taken into account.

3.4 Discussion and Recommendations
Natural and other monopolies which are regulated have the potential to impose costs on the

household and business sectors which add to competitiveness weaknesses in the rest of the
economy.

Recommendation 3: The Review Group recommends that the objectives of economic
regulatory agencies need to incorporate, explicitly and on a common basis, the
minimisation of cost to the rest of the economy.

More generally, the structure of economic regulation needs constant revision and the
prospect of further disposal, in whole or in part, of the state’s direct ownership in certain
sectors requires that adequate regulatory arrangements be in place in advance of ownership
changes.

Recommendation 4: The Review Group recommends that a comprehensive review of the
legislation governing economic regulatory agencies be undertaken and that necessary
legislative amendments be enacted prior to any state disposals.

This review should take account of the specific changes recommended throughout this
report. It should also consider the ring-fencing of regulated businesses within groups which
also operate unregulated businesses in competition with other companies. This ring-fencing
is necessary in order to avoid cross-subsidisation from the regulated business or the
recovery of excess group-level costs, such as finance costs, from the captive customers of
the regulated monopoly.

In order to underline the essential mission of economic regulators, which is the protection
of consumers from monopolies public or private, and their independence from politics and
policy execution, it is desirable that the reporting relationships of regulators be re-
structured. The central government department responsible for the promotion of
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competitiveness and for consumer protection is the Department of Enterprise, Trade and
Innovation. This is the appropriate unit to which economic regulators should report.

Recommendation 5: The Review Group recommends that the Department of Enterprise,
Trade and Innovation, which already has responsibility for competition policy, should
become the parent department for all economic regulatory bodies, and should take
responsibility for their supervision and performance measurement and for legislative
updating.

The Irish regulatory bodies are financed in large part through fees charged to the sectors
they regulate, and their staffing and costs are analysed at length, and at times critically, in
the aforementioned Economist Intelligence Unit report. This model of regulator financing is
weak, and indeed resembles the type of cost-plus pricing by monopolies which regulation is
designed to inhibit. It may also be the case that direct reliance on the regulated entities for
revenue increases the risks of regulatory capture, which is a material concern, given the
information asymmetries that abound. An alternative mechanism that breaks this direct
financial reliance is desirable.

Recommendation 6: The Review Group recommends that levies on regulated entities,
including license fees and other miscellaneous charges, should accrue directly to the
Exchequer, and that to strengthen their independent role the operating budgets of economic
regulatory bodies should be a charge on the Central Fund.

The Group believes that the implementation of these two recommendations would clarify
greatly the role and function of sector regulators; would provide the opportunity for a
review of regulatory design; would permit centralisation of expertise in regulatory
supervision, and would help to address the question quis custodiet ipsos custodes?

The Economist Intelligence Unit report draws attention to the reliance of parent
departments on regulatory agencies in the process of policy formulation. While consultation
with regulatory agencies and other players is unobjectionable, technical and policy-analytic
capacity should be located principally in the central government departments, without
excessive resort to inputs from agencies whose principal mission is economic regulation.
Sporadic deployment of specialist consultants is also unobjectionable, but this should not
substitute for permanent in-house capability.

Recommendation 7: The Review Group recommends that central government
departments responsible for policy in areas such as energy and transport should ensure
adequate internal resources for the task and should avoid excessive reliance on regulatory
agencies and outside consultants.
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Some of the Irish economic regulatory bodies have acquired, or have been delegated,
functions which might better be accommodated in executive agencies or indeed in central
government departments. An example would be the Commission for Aviation Regulation’s
role in licensing and supervising tour operators.

Recommendation 8: The Review Group recommends that economic regulators should be
relieved of responsibility for extraneous administrative functions.

Economic regulation is costly and a wide range of technical skills is required. There have
from time to time been suggestions that Ireland might be better off with a single super-
regulator. The Group has concluded that this course does not recommend itself, but that a
smaller number of regulators would be preferable to the existing arrangement. There are
distinct regulators for the telecommunications industry (ComReg, also responsible for
postal services) and for broadcasting (the Broadcasting Authority of Ireland). These
technologies are merging and in some respects are already indistinguishable.

Recommendation 9: The Review Group recommends that there be a single regulator for
the broadcasting and telecommunications (including postal) industries.

In its report of July 2009, the Review Group on Public Service Numbers and Expenditure
Programmes recommended that the Health Insurance Authority be absorbed by the
Financial Regulator, who deals with all other insurance regulatory matters. The VHI’s two
competitors in the health insurance business, Quinn and Aviva, are already subject to the
Financial Regulator.

Recommendation 10: The Review Group recommends that the Health Insurance
Authority should be absorbed by the Financial Regulator.

The recent establishment of a new regulatory body for public transport provides a further
opportunity to rationalise. Taxis are a form of (privately operated) public transport and the
Review Group notes that the Taxi Regulator’s activities have now been absorbed into the
regulatory structure of the National Transport Authority.

In 2009, the Special Group on Public Service Numbers and Expenditure recommended that
the Irish water industry should be comprehensively restructured. The National Recovery
Plan 2011-2014 provides for the introduction of a scheme for metering and charging for
domestic water. A commercialised water industry that might eventually emerge from this
reform would be a natural monopoly and would have to be subject to economic regulation.
It has been suggested that the Environmental Protection Agency (EPA), which currently
has responsibility for water quality and compliance with EU directives, would be a suitable
body to undertake this task. The Review Group feels that such an aggregation of
responsibilities would not be appropriate and that responsibility for economic regulation in
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the water industry should be assigned to a body distinct from the EPA. In Northern Ireland,
a single regulator is responsible for electricity, gas and water. The technical challenges of
regulation in these three sectors coincide to a large degree.

Recommendation 11: The Review Group recommends that, in the event that a customer-
financed water industry structure emerges, this monopoly should be regulated through
expanding the role of the Commission for Energy Regulation rather than through the
establishment of yet another sector regulator.

There is a widespread public perception, which may or may not be accurate, that
remuneration levels and employment conditions in Irish state-owned companies are
generous by comparison with other sectors of the economy, including other areas of the
public sector, and that this category of state employees has avoided the consequences of
worsening economic conditions nationally. This perception extends beyond the widely-
publicised pay packages of chief executives. Economic regulators address all issues of
operating cost in their determination of allowable price caps under existing arrangements,
but the procedures used are not uniform.

Recommendation 12: The Review Group recommends that a comparison be made of
pay and conditions in all commercial state companies with those elsewhere in the Irish
labour market and in competitor countries, in particular in the UK, in order to assure that
the cost structures in these companies are competitive with their counterparts. The outcome
of this review should determine the approach of economic regulators to costs allowable in
tariff determination.

Monopolies can and do encourage sales through a wide range of marketing activities but
they typically do not feel it necessary to finance large advertising budgets in the mass
media. The Review Group believes that some Irish state monopolies may have over-
indulged in mass market advertising which cannot be justified by reference to commercial
requirements.

Recommendation 13: The Review Group recommends that sector regulators should seek
explicit justification of mass market advertising budgets from regulated monopolies and
should disallow from cost recovery any element they deem commercially unnecessary.

Where an industry sector such as power generation is privately owned and operated it is
critical that investors are offered as much regulatory certainty as feasible, given the long-
lived nature of their investments. Regulatory uncertainty discourages investors and raises
the cost of capital and hence prices to consumers. This should not however prevent
necessary evolution of the regulatory regime.
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Recommendation 14: The Review Group recommends that the legislation governing
economic regulatory bodies should permit them to grandparent certain regulatory
provisions for pre-existing operators when regulatory policy changes.
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Section 4: The Commercial State Companies in Aggregate

This section discusses the evolution of the aggregate (not consolidated) balance sheet of the
commercial state bodies listed in the Review Group’s terms of reference, covering
developments in assets and liabilities including unfunded pension liabilities, capital
expenditure history, capital expenditure commitments and intentions, industrial strategy
including acquisitions, dividend history and policy, the structure of debt and credit rating
histories where relevant. The figures are aggregate and unconsolidated. There would be
some contraction of the aggregate balance sheet on consolidation but we believe that it
would be quite minor and that the aggregate balance sheet should be a good guide to the
consolidated balance sheet.

4.1 The Aggregate Balance Sheet

The total book value of the state’s main commercial companies is approximately €8.3
billion, based on aggregate shareholder funds as reported in their most recently published
accounts. This figure should not be taken as a headline estimate of potential disposal
proceeds should all of these companies be sold. The reason is that balance sheet book
values reflect accounting conventions and are not a good guide to potential proceeds, which
could exceed book values in some cases but could also fall short.

Table 4.1: Net Asset Value of Major State Commercial Companies

Notes 2009
€000

Energy
ESB 4,032,150
Bord Gais Eireann 1,401,715
Bord na Ména (March 2010) 224,408
EirGrid 90,332
Total Energy 5,748,605
Transport
Dublin Airport Authority 976,717
Irish Aviation Authority 6,299
Dublin Port 238,270
CIE 1 -
Total Transport 1,221,286
Communications
An Post 2 -
RTE 145,435
Total Communications 145,435
Coillte 1,207,484
Total 3 8,322,810
Notes 1: CIE has a shareholder deficit of €346.1 million.

2: An Post has a shareholder deficit of €39.8 million.

3: No adjustments have been made for any ESOT or off-balance sheet pension liabilities.
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ESB alone accounts for almost half of the aggregate state commercial sector book value,
while the energy sector as a whole accounts for almost 70% of aggregate book value.

CIE and An Post have combined shareholder deficits of a little under €400 million,
reflecting sizeable balance sheet pension deficits in each case. Taking these shareholder
deficits into account reduces the aggregate shareholder value of the state’s commercial
companies to €7.9 billion. Table 4.2 shows aggregate summarised balance sheets of the top
eleven state-owned companies since 2002. The 2009 figures include Bord na Mona data for

the year to March 2010.

Table 4.2: Summary Aggregate Balance Sheet of the Major State Commercial
Companies 2002-2009

€000 €000 €000 €000 €000 €000 €000 €000
Summary Balance
Sheet
Property, plant &
equipment 18,297,089 16,163,245 14,524,835 13,421,841 12,397,566 11,929,291 10,852,512 | 9,582,716
Intangible assets 509,103 396,535 300,392 422,323 271,500 165,607 35,880 40,637
Other (non-cash)
assets less current
liabilities 138,820 -568,898 289,727 53,432 200,880 370,898 361,616 536,811
Capital employed 18,945,012 15,990,882 15,114,954 13,897,596 12,869,946 12,465,796 11,250,008 | 10,160,164
Equity capital &
reserves 7,936,856 6,790,417 7,938,559 6,353,409 5,354,304 4,986,606 5,468,445 | 5,154,288
Minority interests 5,188 12,772 3,908 3,298 3,319 3,418 3,226 3,129
Net debt / (cash) 4,667,747 3,300,140 2,686,469 3,220,146 3,363,858 3,927,090 3,239,806 | 2,699,450
Pension liabilities 1,736,015 1,907,043 744,275 973,294 1,242,311 1,189,567 72,003 | -
Capital grants/
deferred income 2,936,368 2,693,300 2,286,559 1,892,212 1,586,490 1,212,026 1,034,051 787,157
Other long-term
liabilities 1,662,838 1,287,210 1,455,184 1,455,237 1,319,664 1,147,089 1,432,387 | 1,516,140
Capital employed 18,945,012 15,990,882 15,114,954 13,897,596 12,869,946 12,465,796 11,250,008 | 10,160,164

A striking feature of the summary aggregate balance sheet is the rapid growth of investment
(capital employed) in commercial state companies. Capital spending in 2008-2009 has
accelerated even in the face of significantly lower levels of economic activity. Between
2007 and 2009 capital employed (defined here as total assets, excluding cash, less current
liabilities) increased by 25% from €15.1 billion to €18.9 billion. Much of this investment
was funded by borrowing, with net debt increasing from €2.7 billion to €4.7 billion over the
same period. This was reflected in an increase in the aggregate debt/equity ratio from 34%
to 59%. This increase in indebtedness was of course within individual company borrowing
limits, which in many cases have been increased substantially in recent years. There was a
further substantial increase in borrowing by state companies during 2010: aggregate net
debt of state companies increased by over 40% to just under €7 billion, more than double
its 2008 level.
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The balance sheet values of capital grants have also risen sharply over the past two years,
from €2.3 billion to €2.9 billion. CIE accounts for most of these grants.

4.2 Pension Fund Liabilities

Net unfunded pension liabilities of state commercial companies have also shown large
increases in recent years. The aggregate value of pension deficits, as disclosed in the
balance sheets of the major state commercial companies, totalled €1.7 billion in 2009,
compared with €1.9 billion in 2008 and €0.7 billion in 2007. However, these balance sheet
figures significantly understate the size of the actual accounting deficits, shown in Table
4.3 below. Accounting rules permit some of the shortfall to be recorded off balance sheet in
notes to the accounts. This table also shows that the percentage of pension obligations
covered by pension assets has fallen below 70% in each of the past two years, despite high
levels of pension contributions on the part of most state commercial companies. The
percentage of total pension liabilities covered by plan assets has ranged over the period
from 84% in 2007 to 62% in 2008, with a partial improvement to 69% in 2009.

Table 4.3: Aggregate Pension Assets & Liabilities

2006 ‘ 2005

2009 2008 2007 2004 2003 2002
€'000 €'000 €'000 €'000 €'000 €'000 €'000 €'000
Pensions
Present value of funded
pension obligations 11,057,759 | 10,917,656 | 11,466,426 | 11,999,618 | 11,183,636 | 9,641,528 6,535,626 5,767,142
Fair value of plan assets | -7,626,965 | -6,714,883 -9,687,211 | -9,706,658 -8,701,137 | -7,247,436 | -5,086,317 -4,413,681
Deficit for funded plan 3,430,794 4,202,773 1,779,215 2,292,960 2,482,499 | 2,394,092 1,449,309 1,353,461
Pension assets as % of
obligations 69% 62% 84% 81% 78% 75% 78% 7%

The aggregate pension deficits for 2009 and 2008 as disclosed in the notes to the accounts
are, at €3.4 billion and €4.2 billion respectively, approximately twice the balance sheet
amounts for these years. The difference is primarily attributable to the accounting treatment
of pensions at ESB, which has opted to defer the unrecognised portion of the pension
deficit over the future service lives of the employees. As a result, the pension deficit shown
on ESB’s balance sheet at end 2009 was €0.5 billion (2008: €0.3 billion), compared with an
actual accounting deficit for its funded plan of just under €2.2 billion (2008: €2.6 billion).
The accounting treatment is entirely within the rules, and is fully explained in notes to the
accounts. ESB has since reached agreement with its workforce on new pension
arrangements which will substantially reduce this shortfall on its pension scheme.

Most state commercial companies provide final salary defined benefit pension schemes to
their employees, although in some cases these schemes are closed to new entrants. In
general, the pension arrangements of state commercial companies look to be more generous
than those provided by private sector companies. Table 4.4 below provides an aggregate of
employee remuneration packages in the major state commercial companies. The issue is
dealt with in further detail in Appendix 1.
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Table 4.4: State Commercial Companies: Aggregate Employee Remuneration

Average Wages & Employer Average pay Employer Average pay

number of | salaries pension (wage/salary) pension including

employees contributions contributions employer

as % of pay pension
contributions
€000 €000 €000 €000

Dec-09 40,178 2,194,913 344,683 54.6 15.7% 63.2
Dec-08 40,589 2,243,730 289,736 55.3 12.9% 62.4
Dec-07 40,178 2,138,018 303,271 53.2 14.2% 60.8

4.3 Operating Performance

Revenues of state commercial companies have not been immune to the decline in economic
activity over the past two years. Aggregate revenues of the major state commercial
companies, excluding CIE, showed a marginal increase in 2008, up 1.8% to €7.96 billion,
before declining by 8% to €7.31 billion in 2009. Table 4.5 below summarises the financial
performance of the state commercial companies since 2002. CIE is not included in this
analysis as, unlike the other companies, it is heavily reliant on state subventions.

Table 4.5: Operating
2008

2007

2002-2009

Income summary €000 €000 €000 €000 €000 €000 €000 €000
state

companies

(excluding CIE)

Revenue 7,315,980 | 7,960,246 | 7,820,997 | 6,863,446 | 5,967,800 | 5,397,941 | 5,091,751 | 4,717,722
EBITDA 1,506,172 | 1,452,641 | 1,682,545 | 1,368,810 | 1,258,844 | 1,048,669 | 1,055,273 865,705
Operating profit

before exceptionals 678,142 744,712 | 1,024,377 719,543 662,828 531,451 535,850 436,486
PBIT before

exceptionals 733,960 819,534 | 1,088,594 761,299 715,757 576,193 571,671 481,320
Profit before tax 719,516 637,530 | 1,353,108 800,683 562,506 436,714 491,029 289,223
Earnings 655,878 553,678 | 1,201,577 666,559 513,451 370,601 420,946 218,913
Earnings before gain

on ESB asset disposal 390,874 553,678 | 1,201,577 666,559 513,451 370,601 420,946 218,913
Dividends paid -336,315 -178,460 -87,318 -85,318 -87,506 -84,142 -37,745 -42,806
Financial Ratios

Operating margin 9.3% 9.4% 13.1% 10.5% 11.1% 9.8% 10.5% 9.3%
Revenue/avg. capital

employed (x) 0.49 0.60 0.62 0.59 0.53 0.51 0.53
Avg. return on capital

employed (before tax) 4.9% 6.2% 8.6% 6.5% 6.4% 5.4% 6.0%
Avg. return on equity

(after tax) 5.1% 7.4% 17.0% 11.4% 9.8% 7.2% 8.2%
EBITDA interest

cover (x) 7.3 8.6 10.7 8.2 7.0 5.6 7.8 8.8
Debt/EBITDA (x) 3.0 2.2 1.6 2.3 2.6 3.6 3.0 2.9
Debt/equity 55% 46% 33% 49% 60% 75% 60% 50%
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The overall profitability of state commercial companies has deteriorated sharply since
2007, reflecting weakening margins and lower levels of asset turnover. Operating profits
before exceptional items have fallen by almost a third over the past two years. Pre-tax
profits do not serve as an appropriate yardstick of performance as they can be distorted by
sizeable once-off items such as the €265 million windfall earned by ESB in 2009 on the
disposal of generation assets. The same applies to earnings. Because of the relative
significance of this exceptional gain, 2009 earnings of the state commercial companies
have been adjusted in the above analysis from €655 million to €390 million.

The 2009 levels of operating profits and PBIT before exceptionals are broadly back to 2005
levels. Earnings (adjusted for ESB’s profit on disposal of generation assets) are below 2003
levels. However, reflecting continued high levels of capital spending, returns on investment
in 2009 were by some way the lowest over the period under review. Average return on
capital employed, based on PBIT before exceptional items, fell to just 4.9% in 2009, from
6.2% in 2008 and 8.6% in 2007. These returns include the share of profits from joint
ventures and associates. Average return on equity in 2009 was also down sharply from
7.4% to 5.1%. Return on equity in 2006 and 2007 included sizeable once-off gains on
disposals.

EBITDA-based debt ratios showed a marked deterioration in the two years to end-2009,
reflecting a 10.5% decline in EBITDA since 2007 and an increase in net debt levels of over
70%. Net debt/EBITDA almost doubled from 1.6 times in 2007 to 3.0 times in 2009.
EBITDA interest cover was down from 10.7 times to 7.3 times. While financial ratios at
these levels are not, of themselves, a cause for alarm (they were weaker still in 2004-2005,
for instance) they are of some concern in the context of sluggish economic growth,
continuing high levels of planned capital investment and nervous capital markets.

Other things equal, higher levels of indebtedness, together with sizeable pension deficits,
serve to reduce the attractiveness of commercial companies to prospective investors. It is
important, whether or not disposal is contemplated, that capital spending be contained and
that pension deficits are addressed. Higher debt levels also reduce the scope for future
dividend payouts by state-owned companies. Dividend payments by state commercial
companies in 2009 totalled €336 million, compared with €178 million in 2008. However,
the 2009 payouts included a special dividend from ESB of €185 million relating to the
exceptional profit on the sale of generating assets in that year. Excluding this special
payout, the total of ordinary dividends paid by state commercial companies during 2009 fell
by 15% to €151 million. This represented 27% of the previous year’s earnings, compared to
15% in 2008 and 13% in 2007. Excluding the special ESB dividend, 2009 dividends were
equivalent to a little under 2% of year-end shareholders’ funds. By comparison, European
energy utilities, for instance, currently offer a dividend yield of over 5% and the average
dividend payout represents over 60% of earnings, more than double that paid by the Irish
state commercial energy companies during 2009.

4.4 The Special Case of CIE

CIE makes substantial losses at the operating level, €370 million in 2009 and €390 million
in 2008, and receives substantial operating payments known as Public Service Obligation
(PSO) payments to offset losses on non-commercial public transport services. These PSO
payments amounted to over €300 million in each of the past three years. In addition, CIE
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receives substantial capital grants, which have increased very significantly in recent times.
In the three years 2007-2009 capital grants to CIE averaged just over €500 million
annually, 80% up on the average paid over the previous three years.

Over the period of eight years from 2002 to 2009, CIE received over €3 billion in capital
grants, most of which went on railway capital works. In 2009, larnréd Eireann accounted
for 73% of total capital grants paid to CIE and 67% of CIE’s total grant funding. Between
2002 and 2009, almost €2.3 billion has been spent on railway capital works, without any
reduction in the requirement for operating subsidy.

Table 4.6: Grants to CIE

2009 2008 2007 2006 2005 2004 2003 2002

CIE €000 €000 €000 €000 €000 €000 €000 €000
Operating 315,960 | 321,093 | 320,163 | 298,681 | 283,427 | 267,786 | 262,476 | 252,724
grants
State & EU | 441,812 | 596,821 | 471,185 | 345,473 | 311,202 | 175,298 | 395,369 | 283,042
capital
grants
Total grant 757,772 | 917,914 | 791,348 | 644,154 | 594,629 | 443,084 | 657,845 | 535,766
funding
larnréd
Eireann
Operating 183,396 | 193,618 | 203,490 | 202,377 | 193,327 | 181,977 | 185,753 | 174,893
grants
State & EU | 321,756 | 431,455 | 283,671 | 248,829 | 316,851 | 133,739 | 335,473 | 214,172
capital
grants
Total grant | 505,152 | 625,073 | 487,161 | 451,206 | 510,178 | 315,716 | 521,226 | 389,065
funding

4.5 CEO Remuneration

The Government announced, in the Budget on 7 December 2010, reductions in the
remuneration packages of CEOs at the Irish state companies. Although a number of
companies have scaled back the financial packages paid to their CEQO’s over the past two
years, the effect of this has been offset by hikes in remuneration elsewhere, as shown in
Table 4.7 below. Indeed, in some cases a reduction in the basic salary has been more than
compensated by an increase in other elements of the overall remuneration package.
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Table 4.7: Chief Executive Remuneration 2007-2009 (£€)

ESB Dec-09 Dec-08 Dec-07
Salary 432,688 458,309 376,879
Pension 70,961 75,163 59,754
Other 248,919 120,849 98,365
Total 752,568 654,321 534,998
Bord Gais Dec-09 Dec-08 Dec-07
Salary 270,000 288,000 213,000
Pension (not shown separately)

Other 124,000 73,000 248,000
Total (excluding pension) 394,000 361,000 461,000
EirGrid Sep 2009 Sep 2008 Dec-2007
Salary 228,000 216,000 194,000
Pension 68,000 68,000 58,000
Other 111,000 73,333 73,333
Total 407,000 357,333 325,000
Bord na Ména Mar-2010 Mar-2009 Mar-2008
Salary 231,000 247,000 289,000
Pension 58,000 62,000 39,000
Other 103,000 110,000 37,000
Total 392,000 419,000 365,000
Coaillte Dec-09 Dec-08 Dec-07
Salary 297,000 297,000 254,000
Pension 74,000 74,000 63,000
Other 46,000 118,000 92,000
Total 417,000 489,000 409,000
DAA Dec-09 Dec-08 Dec-07
Salary 320,400 347,900 333,000
Pension (not shown separately)

Other 247,700 290,600 365,000
Total 568,100 638,500 698,000
1AA Dec-09 Dec-08 Dec-07
Salary 232,000 253,000 207,000
Pension (not shown separately)

Other 92,000 159,000 143,000
Total 324,000 412,000 350,000
Dublin Port Dec-09 Dec-08 Dec-07
Salary 239,000 222,000 214,000
Pension (not shown separately)

Other 78,000 77,000 76,000
Total 317,000 299,000 290,000
RTE Dec-09 Dec-08 Dec-07
Salary 276,000 298,000 283,000
Pension 24,000 24,000 23,000
Other 26,000 26,000 135,000
Total 326,000 348,000 441,000
An Post Dec-09 Dec-08 Dec-07
Salary 386,000 379,000 353,000
Pension 77,000 75,000 70,000
Other 37,000 39,000 100,000
Total 500,000 493,000 523,000
Aggregate CEO Remuneration 4,397,668 4,471,154 4,396,998

Note: CIE discloses remuneration of Executive Chairman
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It is a matter for the boards of state companies to satisfy themselves in the first instance as
to whether these rates of remuneration reflect the duties carried out, the levels necessary in
the market to attract the relevant talent, and the performance of duties and achievement of
key goals. The Group is not in a position to second-guess the boards in making such an
evaluation.

4.6 Debt Market Activities and Credit Ratings
As can be seen from Table 4.8, three companies (ESB, Bord Gais and DAA) account for

the bulk of major state commercial company borrowing — just under 90% of aggregate
gross borrowings and 100% of aggregate net borrowings.

Table 4.8: Major State Commercial Companies — Financial Summary

Total Private Cash | Net Debt/ Net Debt
Debt Placement (Cash) to
Notes EBITDA
€m €m €m €m €m
ESB Dec-09 2,230.7 1,036.1 0 2,230.7 2.7
Bord Gais Dec-09 2,356.8 730.2 550.0 546.2 1,810.6 5.7
DAA Dec-09 1,254.2 850.0 638.2 616.0 4.9
Coillte Dec-09 178.9 15 177.4 3.2
CIE Dec-09 119.9 15 118.4 N/M
Bord na Ména | Mar-10 263.8 262.7 206.7 57.1 0.9
Dublin Port Dec-09 39.7 0.8 38.9 1.2
1AA Dec-09 15.0 19.7 (4.7)
EirGrid Sep-09 123.9 153.9 (30.0)
RTE Dec-09 0.0 58.8 (58.8)
An Post Dec-09 25 290.1 (287.6)
Total 6,585.4 2,029.0 | 1,400.0 | 1,917.4 4,668.0

CIE does not have significant debt but recall that its very large capital programme has been
financed by straight grants, in effect free capital which gives rise to zero debt service costs.
All three companies (ESB, Bord Gais and DAA) have successfully accessed international
debt markets, helped by their relatively large scale and by the fact that they have Regulated
Asset Bases that can be readily leveraged. Markets are especially attracted to state-owned
electricity and gas networks. Supportive regulatory regimes are normally a given for such
companies and markets take added comfort from the probability of state support in the
unlikely event of financial distress. In the past, this has often been built into credit ratings
but this has changed in the past few months with respect to Irish state companies. Note,
however, that borrowings of these state companies do not enjoy explicit state guarantees.

Standard & Poor’s assigned ESB a BBB+ long-term rating in January 2011, which was
placed on a negative CreditWatch. Fitch assigned a BBB+ rating with stable outlook.
Moody’s assigned a Baal long-term rating (equivalent to Standard & Poor’s BBB+ rating),
with a negative outlook. These ratings reflect ESB’s stand-alone credit profile and did not
incorporate any uplift for government ownership, given the recent deterioration in the
sovereign’s ratings.
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Bord Gais has had credit ratings from Standard & Poor’s (S&P) and Moody’s since 2003,
when it raised US$400 million (€343 million) in the US private placement market. It tapped
the private placement market again in March 2009, when it raised US$450 million (€386
million), bringing the value of its total private placement debt to €730 million. In 2009 it
also issued a €550 million Euro Corporate Bond at a fixed coupon of 5.75%.

In December 2010, Moody’s downgraded Bord Gais’s debt by one notch from A2 to Baal
(equivalent to a rating of BBB+ from Standard & Poor’s), in line with its stand-alone credit
rating, on the grounds that the normal sovereign uplift no longer applied following the
decline in the Irish state’s creditworthiness. Moody’s rates the outlook as negative,
reflecting the potential consequences for Bord Gais of the decline in the government’s
financial strength.

Dublin Airport Authority had notes totalling €850 million in issue at the end of 2009, of
which €250 million (issued in 2001 at 6.15%) are due for repayment in 2011. The balance
of €600 million (issued at 6.6% in July 2008) is due in 2018. At end 2009, DAA had cash
balances of €638 million, equivalent to over half of gross debt (€1,254 million). In addition,
DAA had undrawn borrowing facilities at that time of €560 million, which have no
financial covenants or ratings triggers. DAA looks to have adequate financial resources to
see it through the next few years notwithstanding note repayments in 2011.

In November 2010, Standard & Poor’s revised its previous opinion on the likelihood of
extraordinary support for DAA from “moderate” to “low,” reflecting the government’s
reduced capacity to provide support to DAA. This led to a reduction in DAA’s rating to
BBB from BBB+. DAA was also placed on Credit Watch negative, reflecting uncertainty
over future passenger traffic at Dublin Airport in the context of the weak economic
environment in Ireland. In April 2011, the BBB rating was affirmed on foot of improved
performance and DAA was removed from Credit Watch.

Bord na Mdna has also tapped debt markets twice. In 2006, it raised US$150 million
(€117.5 million), and in 2009 it completed a private placement of US$205 million (€146
million) senior unsecured notes with average maturities of approximately 8 years. These
notes account for the whole of Bord na Mdna’s debt of €263 million at end March 2010. As
the company had, at the same time, cash balances of €206 million, net debt at that date was
just €57 million.

It is possible, and has happened in some countries, for state companies to enjoy credit
ratings superior to those of the sovereign. We understand that listed bonds of some of the
Irish state companies have traded recently in secondary markets at yields lower than the
corresponding sovereign bonds. No Irish state company has tapped the bond markets since
ESB raised £275 million in 6.5% 10 year notes under a €3 billion Euro Medium Term Note
Programme in March 2010.

4.7 Corporate Governance and Other Issues
The analysis set out above suggests insufficiently active shareholder involvement in setting

performance targets for commercial state companies. A common thread is the limited
dividend return to the shareholder and investment of capital with inadequate focus on
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securing an acceptable rate of shareholder return. The first criterion that any shareholder in
commercial companies will apply is the return on investment in the form of dividends.

4.8 Dividend Policy

One of the main arguments put forward for retaining state ownership is that commercial
state companies provide dividends to the state. The rate of dividend paid by state
companies is, however, low and reliability is patchy. Some clearly profitable companies
have paid poor dividends for long periods of time.

Table 4.9: Dividends Paid by Certain State Bodies 2002-2009

2009 2008 2007 2006 2005 2004 2003 2002
€000 €000 €000 €000 €000 €000 €000 €000
Bord Gais 39,074 | 28,372 8,361 9,079 10,093 9,679 9,796 21,735
Bord na Mona 5,257 12,894 8,035 3,850 NIL NIL NIL NIL
ESB 81,867 | 129,486 | 66,722 | 72,389 | 77,413 | 67,118 | 19,704 | 20,000
ESB (special 185,317 NIL NIL NIL NIL NIL NIL NIL
dividend)
Coillte NIL 2,600 NIL NIL NIL NIL NIL NIL
Dublin 19,400 NIL NIL NIL NIL 6,074 7,245 NIL
Airport
Authority
Dublin Port
Co. 5,300 5,108 4,200 NIL NIL 1,271 1,000 1,071
TOTAL* 336,215 | 178,460 | 87,318 | 85,318 | 87,506 | 84,142 | 37,745 | 42,806

The picture has improved somewhat in the recent past with a general guideline of a 30%
dividend now in place. This, it seems, has been taken to apply to normal profits as
dividends have not been paid in all cases out of windfall gains. The rate of 30% is not an
overly demanding target. The rate paid by public utilities abroad is often much higher.

The state is not merely a shareholder interested solely in a regular cash return. There are
longer term, strategic goals that require that the reserves of state companies be built up, e.g.
to fund investment, especially as the state is usually unwilling to subscribe further capital
resources itself. On the other hand, the lack of dividend discipline may have encouraged
firms to over-invest in capital without seeking an adequate rate of return or, in some cases,
to plug pension holes at the shareholder’s expense rather than by seeking more realistic
benefit levels and staff contributions.

* Includes special dividends and payments to Employee Share Option Schemes.
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Recommendation 15: The Review Group regards the regular payment of a reasonable
dividend to the shareholder as good practice and a performance regulator. The Group
recommends that a dividend of at least 30% of profits should be paid each year except in
the most unusual circumstances.

4.9 Shareholder Value

The Group has noted the large and rapid increase in capital investment by commercial state
companies at a rate faster than the growth rate in revenue and at low rates of return. This
expansion has been financed largely by debt entailing in many cases the provision of
covenants to lenders which penalise or prevent the disposal of assets by the company, or a
change in its ownership, or which constrain dividend payments.

This rapid expansion of capital and the grant of such covenants reduces shareholder value
and can be prejudicial to the shareholder’s interest. In the Group’s view, the government
should set and monitor financial ratios to be achieved by companies on an ongoing basis,
including the granting of covenants to lenders. These comments raise the issue more
generally of governmental oversight of state companies’ activities. The Review Group
believes that a better outcome could be assured and a more relevant supervision of
performance could be ensured if the following arrangements were followed.

The parent departments of Irish semi-state companies, such as the Department of Transport
and the Department of Communications, Energy and Natural resources, are responsible for
a range of tasks that includes:

- the formulation and execution of policy;
- oversight and supervision of the regulatory process, including changes to legislation;
- participation in the shareholder function with the Department of Finance.

The joint exercise of regulatory oversight, company ownership and policy formulation and
execution creates the potential for conflicts with the shareholder function. Irish state
companies, bearing in mind that many of their activities compete with private sector
companies and that the government has a disposal option in all cases, need the shareholder
function to be exercised independently of policy execution. State-owned commercial
companies should be subject to the prevailing policy framework on the same basis as other
actors, but there is the potential for excess cost imposition where they are also direct
instruments of policy. Accordingly, the exercise of the shareholder function needs to be
separated from the functions of policy formulation and execution.

The shareholder function should be more clearly allocated to the Minister for Finance. This

would involve, in particular, earlier consultation on major acquisitions or capital investment
and an annual discussion of likely dividends and dividend policy.
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In addition, policy issues in relation to state enterprise generally and the sale or retention of
such enterprises in state ownership should be made the primary responsibility of the
Minister for Finance. A dedicated policy unit should also be established in the Department
of Finance to deal with a possible programme of state asset sales whether shares, property
or intangibles.

Recommendation 16: The Review Group recommends that the exercise of the
shareholder function in all state commercial companies should be centralised in a
specialised unit located in the Department of Finance. This unit should also take
responsibility for whatever asset disposal programme is decided on by government.
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Section 5: State Energy Companies and the Policy Framework

The Review Group believes that alternative ownership options for state energy companies
need to be considered in the context of energy policy and with due regard to the adequacy
of the regulatory regime. If there are weaknesses in policy or in regulation, any
privatisation of state assets is attended by additional risks to the public interest. In a recent
report, the Irish Academy of Engineering (2011) has stressed the key role of the energy
industry in restoring competitiveness:

‘In industry efficiency terms the Irish electricity sector does not match the
performance of its EU peers when pre-tax price comparisons are used as an
economic metric. There is an opportunity to lower costs/prices further over the next
five to ten years by:

- Minimising capital expenditure in the sector.

- Taking advantage of increased supplies of low priced internationally traded
natural gas.”

5.1 The State’s Involvement in Energy

In both electricity and gas, the state is a major player in Ireland’s energy industry. The
Electricity Supply Board (ESB) (Section 6) remains the largest undertaking in state
ownership by some margin, accounting for roughly one-half of the state commercial sector
when measured by net assets. Moreover, the electricity industry is a critical economic
sector, and its structure and performance have economy-wide consequences.

The state presence in the energy sector also includes Bord Gais Eireann (BGE) (Section 8),
a smaller company than ESB but substantial nonetheless. BGE was principally a gas
transmission, distribution and supply business, but it has expanded into renewable (wind)
and gas-fired power generation as well as electricity supply. The state also owns Bord na
Mona (Section 10), which is involved in peat production and power generation including
wind, and Coillte (Section 11), which sells forest product into the power generation
industry and has begun to develop interests in wind farms.

Thus, more by accident than design, the state owns three companies (ESB, BGE and Bord
na Mona) that have competing interests in the electricity generation sector and one (Coillte)
which has development interests in wind power. Private companies have been competing
with ESB in the power generation business for over a decade. The state also owns two
companies (ESB and BGE) which compete with each other and with a private operator in
the electricity supply (retail) business. Gas and electricity networks businesses are normally
seen as natural monopolies, but competition is both possible and desirable in power
generation and in supply. However, the pattern which has emerged of competing companies
in common ownership lacks coherence from the shareholder standpoint, and it appears to
involve internal cross-subsidisation between regulated and competitive businesses.
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Four components in the energy sector, all state-owned, are natural monopolies. These are
the high-voltage electricity transmission system, owned by ESB but operated by the
independent state company EirGrid; the low-voltage electricity distribution system, owned
and operated by ESB; the high-pressure gas pipeline network, including interconnectors
and the low-pressure distribution system, both owned and operated by BGE. All four are
subject to economic regulation by the Commission for Energy Regulation and are governed
by applicable EU directives designed to facilitate fair third-party access, competition and
ultimately the single European energy market.

5.2 The Design of Energy Policy

The Review Group is conscious that any consideration of disposal options in the state
energy companies must be undertaken in the context of ensuring an industry structure that
delivers secure supplies at lowest cost. The recent report from the Irish Academy of
Engineering concludes:

‘The unprecedented economic crisis in Ireland has created circumstances that
require a rapid and fundamental change in energy policy in order to support
economic recovery. A short term (five year) policy perspective is urgently required.
For the next five years the overriding priority in the energy sector is to achieve
significant cost reductions in order to facilitate competitiveness in the productive,
particularly the export, sectors of the economy. Given the constraints on the Irish
economy, the priority for short term policy is the minimisation of energy costs and
energy sector capital investment.’

Ireland is a substantial importer of primary energy and is heavily gas-reliant in power
generation. There are also plans for heavy investment in renewable energy, particularly in
wind power and the associated transmission and back-up investment. The Group has
reservations about the advisability in the public interest of heavy commitments to sunk
costs in the form of renewable generation assets and the transmission infrastructure needed
to connect them to the grid. Ireland has international commitments to emission reduction,
as a member of the EU and as a signatory to the Kyoto agreement. These should of course
be honoured, but at minimum cost to an economy which is struggling with serious
competitiveness problems.

5.3 Gas Reliance and Security of Supply

Ireland’s high reliance on natural gas, particularly for power generation, equates to a
reliance on imports given the run-down of Celtic Sea production and the extended delay to
production from Shell’s Corrib discovery offshore Mayo. Current plans to shift power
generation increasingly to reliance on renewables, particularly wind, are sometimes
grounded in security of supply arguments. The contribution of wind power to security of
supply is, however, limited by the intermittency of the wind resource. Electricity cannot be
stored and must be produced hour-by-hour in lock-step with demand. Intermittent supplies
such as wind must be backed up by conventional generation, such as oil, gas or coal. While
oil prices in the medium and long-term can reasonably be expected to stay high or indeed to
increase further, Ireland is reliant to a limited and diminishing extent on oil-fired power
generation. But the picture for gas supplies and prices is less threatening.
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The importance of gas is shown in the table below, which is extracted from the Sustainable
Energy Authority of Ireland’s 2010 report on energy in Ireland. It shows that natural gas is
by far the main fuel used in electricity generation in Ireland, at 57% in 2009, with the next
largest source being coal, at just 17.6% of total fuel mix used.

Table 5.1: Growth Rates and Shares of Electricity Generation Fuel Mix

Growth% Average Annual Growth Rate% Share%

1990-2009 | 90-09 | 90-95 | 95-00 | 00-05 | 05-09 | 2009 | 1990 | 2009
Fossil Fuels (Total) 45.1 2.0 4.4 4.9 -0.2 -1.9 -7.8 | 981 | 909
Coal -31.6 -2.0 3.8 -0.0 -02 | -119| -186 | 403| 176
Peat -5.0 -0.3 -1.0 -3.1 0.8 2.9 1.3 195 118
Oil (Total) -36.9 24| 129 107 -5.7 ] -274 | -38.6 11.0 44
Fuel Oil -39.6 -2.6 126 | 105 -6.9 | -26.7 | -39.8 10.8 4.2
Gas Qil 8.5 04| 165 | 133 | 188 | -41.8 | -244 0.2 0.2
Gas 227.3 6.4 47| 115 2.3 7.8 -18 | 273 | 570
Renewable (Total) 5245 | 10.1 09| 134 89| 201 13.8 1.9 7.7
Hydro 29.4 14 0.5 3.5 -5.7 9.3 -6.9 1.9 1.6
Wind - - -| 724 | 354 | 277 226 0.0 5.3
Non- Renewable (Wastes) - - - - - - - 0.0 0.0
Combustible Fuels (Total) 46.5 2.0 4.4 51 -0.2 -1.8 -1.7 98.1 91.8
Electricity Imports (Net) - - - 45.6 83.6 | -21.8 69.6 0.0 1.4
Total 56.5 24 4.3 5.2 0.7 -1.3 -5.9

Source: Sustainable Energy Authority of Ireland’s Energy in Ireland 1990-2009 (2010 Report).

The economics of wind power are dependent on a comparison of costs, allowing
appropriate credit for the savings in CO, emissions, with the costs of alternatives. High
prospective gas prices favour greater investment in wind, all other things being equal. The
most significant development in international energy markets in the last few years has been
the altered medium-term outlook for gas supplies and prices. Briefly, improvements in
exploration and extraction technologies in North America have increased dramatically the
estimates of recoverable reserves and have reduced sharply the likely level of import
demand in the United States. This has in turn re-focussed Arabian Gulf and other suppliers
on the European market where prices are now expected to moderate into the medium-term,
notwithstanding short-term pressures in the market arising from the crisis in Japan. In
addition to pipeline supplies from Russia and North Africa, European importers have been
investing in liquefied natural gas (LNG) facilities and potential supplies have been
diversified. In its recent World Energy Outlook, the International Energy Agency (2010)
summarises the position thus:

‘The glut of global gas-supply capacity that has emerged as a result of the
economic crisis (which depressed gas demand), the boom in US
unconventional gas production and a surge in liquefied natural gas capacity
(LNG), could persist for longer than many expect. Based on projected demand
in the New Policies Scenario, we estimate that the glut, measured by the
difference between the volumes actually traded and total capacity of inter-
regional pipelines and LNG export plants, amounted to about 130 bcm in
2009; it is set to reach over 200 bcm in 2011, before starting a hesitant
decline. This glut will keep the pressure on gas exporters to move away from
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oil-price indexation, notably in Europe, which could lead to lower prices and
to stronger demand for gas than projected, especially in the power sector.’

An additional supply security consideration is gas storage which is widely regarded as
inadequate in Europe.

Recommendation 17: The Review Group recommends that policymakers and the
regulator should facilitate the development of gas storage capacity in Ireland on a
commercial basis.

Estimates of the world’s recoverable reserves of natural gas have been revised upwards in
recent years in response to the enhanced technical capacity to recover so-called
‘unconventional’ reserves, especially shale gas. One consequence is the increased
availability of LNG supplies in the European market as capacity originally constructed with
a view to supplying the United States is re-directed (see Helm (2011)). Ireland’s supply
security would be enhanced if, in addition to UK pipeline interconnection, domestic
production from Corrib and enhanced storage capacity, facilities were available to import
and store LNG.

Recommendation 18: The Review Group recommends that, if security of supply is the
goal, policymakers and the regulator should facilitate the development of liquefied natural
gas importation capacity in Ireland on a commercial basis.

5.4 Targets for Wind Energy Penetration in Power Generation

The optimal economic deployment of wind in the power generation mix will depend on the
price of natural gas as well as on the price of carbon. Wind power makes economic sense,
all other things being equal, if gas (the practical alternative) or carbon is expected to be
expensive. The improved outlook for gas availability and price in recent years worsens the
economics of wind power for a given carbon price.

A power system with a high dependence on intermittent generation in the form of wind
incurs direct construction cost in supplying the generation capacity, but also hidden cost in
several forms. There is a greater requirement for network investment to connect generators
and to provide interconnection to external power systems in the interests of system
stability. Conventional generation capacity must be maintained due to the intermittency of
the wind resource, and base-load generators in particular will face lower utilisation and
higher maintenance and depreciation charges due to cycling (intermittent operation).
Neither of these system costs enters the calculations of wind generators since they do not
bear them in the current market structure. Extra network costs are socialised through the
practice of ‘postalisation’ of transmission costs, that is, their recovery from customers
rather than from generators. Wind generators therefore face transmission charges which do
not reflect the incremental capital costs created by their location decisions. Costs imposed
through intermittency on conventional generators are also socialised or borne directly by
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them. The value of the existing stock of conventional power stations, including those
owned by the state, is diminished in a power system with large intermittent supplies which
attract dispatch priority.

The current official targets for renewable power generation (for practical purposes targets
for wind-power given currently available technologies) are motivated by a desire to cut
carbon emissions, but they imply heavy capital investment in both generation and
transmission notwithstanding the subdued outlook for electricity demand.

Recommendation 19: The Review Group recommends that carbon emission targets
should be pursued on a least-cost basis and that current targets for wind penetration in
power generation should be revised downwards in the context of the adequacy of existing
capacity, the diminished prospects for demand growth and the altered outlook for gas
supplies and prices.

5.5 Generation and Transmission Adequacy

The requirement for additional generation capacity in Ireland derives mainly from the
policy to shift to wind generation, rather than to meet prospective increases in demand. The
recent All-Island Generation Capacity Statement (SONI/Eirgrid 2010) notes that total
demand in the all-island market will be no greater in 2013 than it was in 2008. It projects
peak demand for the island as a whole at about 6,400 MW in 2011, rising to 7,000 MW on
the low projection in 2020 with a high projection of 7,800 MW. Dispatchable capacity on
the island (i.e. the amount of capacity the system can produce contemporaneously with
demand) will rise to just over 10,000 MW in 2012 with the commissioning of the East-
West interconnector and is not expected to fall below 9,000 MW in any year up to 2020
even with the planned closures of some older stations. Installed wind capacity, which is not
dispatchable (i.e. cannot be produced on demand as it is dependent on the weather), will
more than double to over 4,350 MW by 2020 on current plans. This capacity will in effect
replace available conventional capacity (which will no longer be fully utilised) and is not
necessary to meet incremental demand. The substantial investment plans for both
transmission and distribution are thus intimately connected to the targets for wind
penetration. The recent Academy of Engineering report observes:

‘The only stated justification currently evident for continuing investment in
generation capacity is the obligation Ireland has to supply 16% of its gross final
energy requirements from renewables by 2020. The Government has chosen to meet
this obligation by providing at least 40% of its electricity generation from renewables
(mainly on-shore wind) by 2020. This latter decision is based on Irish policy
development and is not an EU obligation. Not only does this require a major capital
investment in wind generation it also requires an almost equally large investment in
network infrastructure because of Ireland’s policy of permitting virtually random
location of new generation with much of the network cost subsequently *““socialised”
and paid for by the consumer. The projected amount of wind generation needed to
achieve this objective also requires further large capital investment in
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interconnection to other countries in order to ensure the stability of the Irish power
system under conditions of high wind production.’

The Academy argues that cheaper methods of reducing carbon emissions, in particular
energy conservation measures such as improved insulation of buildings, have lower overall
economic costs, and concludes:

‘The Academy is strongly of the view that the proposed capital investment in
renewables for the period to 2015 should be greatly curtailed or totally suspended in
view of Ireland’s surplus installed generating capacity, and the emerging global gas
glut. Failure to respond to the transformed global energy situation, cheap gas and the
national economic circumstances will result in reduced rather than improved Irish
competitiveness.’

5.6 Restructuring the Energy Regulatory System

The Review Group is conscious that any re-structuring of the gas and electricity industries
requires a regulatory regime suited to the new circumstances. The regulation of natural
monopolies is complex and many countries have gone through several phases of regulatory
reform. The privatised portion of the electricity industry (equating to virtually all of it in
some countries, including the United Kingdom) changes shape as companies acquire and
divest business units and wholesale electricity markets have been re-designed. In Ireland,
the latest re-design has integrated the wholesale markets North and South. Europe’s
wholesale markets are becoming more integrated through improvements to interconnection
capabilities. A small number of pan-European companies have emerged in the power
industry which economists regard as oligopolistic in nature. These developments, even if no
ownership changes were contemplated, persuade us that a full review of energy regulation
should be undertaken at an early date.

Recommendation 20: The Review Group recommends that an early review, before
divestment, be undertaken of the system of energy regulation in Ireland.

The review, which should be conducted by persons familiar with energy regulation systems
internationally, should consider the robustness of existing arrangements in the light of
possible ownership changes, and inter alia the extent to which the progressive integration
of electricity markets across national frontiers implies better coordination, or merger, of
regulatory functions between neighbouring European countries.
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Section 6: Electricity Supply Board (ESB)

ESB owns Ireland’s electricity transmission network (which is operated independently by
EirGrid), owns and operates Ireland’s electricity distribution network, and generates and
supplies electricity in Ireland and other countries. Ireland accounted for 94% of group sales
in 2009.

ESB was established as a statutory corporation under the Electricity (Supply) Act 1927 and
operates under the Electricity (Supply) Acts 1927 to 2004. It is majority-owned by the state
through the Minister for Finance (85%) and the Minister for Communications, Energy and
Natural Resources (10%). The remaining 5% is held by an Employee Share Ownership
Trust.

6.1 Organisational Structure
ESB Group consists of three core operational divisions:

e ESB Networks, which holds the group’s transmission and distribution assets;

e ESB Energy International, which holds the group’s generation assets and related
trading functions as well as its international activities; and

¢ Energy Solutions, which consists primarily of the group’s energy supply businesses.

6.2 ESB Networks: Electricity Transmission and Distribution

ESB Networks (ESBN) owns Ireland’s electricity distribution and transmission systems. It
is a regulated monopoly whose activities are regulated by the Commission for Energy
Regulation (CER) and subject to ring-fencing arrangements. The transmission and
distribution networks provide ESB with a Regulated Asset Base (RAB) of €6.0 billion
(€1.2 billion for the transmission system assets and €4.8 billion distribution system assets).

ESBN was established as a separate company to act as independent operator of the
electricity distribution system in Ireland with effect from 1 January 2009. It holds a
Distribution System Operator (DSO) licence from the CER. It is a wholly-owned subsidiary
of ESB and is subject to corporate governance oversight by the board of ESB, but it
operates independently in the exercise of its DSO functions. ESBN is also responsible for
distribution system development and the construction, operation, and maintenance of over
245,000 transformers and over 160,000km of distribution networks. It is also responsible
for the installation and maintenance of meters, for reading all end-user meters and for the
processing of meter readings. It has a staff of approximately 3,500, who are supplemented
by external resources when required.

ESBN also holds a Transmission Asset Owner (TAO) licence from CER. Its role as TAO is
carried out under an agreement entered into with EirGrid, which is the operator of the
electricity transmission system. This agreement has been approved by the CER. ESBN is
responsible for the construction and maintenance of the transmission network, which
comprises 30 large transmission stations and over 6,600km of lines at three voltage levels:
400kV, 220kV and 110kV. Revenues derive principally through charges for connection to
and use of the transmission system, as regulated by the CER.
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6.3 ESB Energy International

ESB Energy International (ESB Energy) consists of the group’s two key generation
portfolios, as well as its international investment arm and international consulting and
engineering division. The two generation portfolios are known as ESB Power Generation
(ESBPG), which consists of the previously regulated generation portfolio in Ireland, and
ESB Independent Generation (ESBIg), which consists of the unregulated generation
portfolio on the Island of Ireland and internationally, including wind assets.

Combined, these two portfolios consist of 20 power generation stations, primarily in
Ireland (including one in Derry) but with two in the UK and one in Spain. ESB Power
Generation consists of 13 power generation plants in Ireland, with a combined generating
capacity of 3,369MW. In 2009, these two portfolios gave ESB a market share (on a sales
volume basis) of 43% in the Single Electricity Market (SEM) (ESBPG 27%, ESBIg 16%)
and 41% of the generation capacity on an All-Island basis (ESBPG 31%, ESBIg 10%).

ESB Energy’s international activities include the development and construction of thermal
power plants and wind farms on behalf of internal and external clients, engineering and
facility management services and strategic consultancy services, both in Ireland and
internationally.

6.4 ESB Energy Solutions

ESB Energy Solutions (ESBES) consists primarily of two energy supply businesses, the
regulated ESB Customer Supply (ESBCS) business and the unregulated supply business,
ESB Independent Energy (ESBIe).These businesses have recently been licensed to operate
on a non ring-fenced basis and will operate under a new brand — Electric Ireland. ESBCS
supplies the domestic and small commercial market in Ireland, and with the entry of two
significant new suppliers into the Irish retail electricity supply market in 2009, its customer
numbers fell from approximately 2.1 million at 31 December 2008 to approximately 1.7
million at 31 December 2009. In 2009, ESBCS had a SEM market share of 34%.

ESBIe is the group’s unregulated electricity supply business, and its primary focus is on
selling electricity to the industrial and large commercial sectors. Its customers are
predominantly high load factor. It had a SEM market share of 15% in 2009. ESBle has
recently commenced operating in the retail gas supply market and has acquired two
medium-sized customers on 12-month contracts.

6.5 ESB’s Other Business Activities

ESB Group’s other activities include Novus Modus Limited, a €200 million investment
fund established by the group to provide capital, support and knowledge to companies,
projects and management teams in the clean energy and energy efficiency sectors, and ESB
1927 Properties Limited, a subsidiary whose business is to manage and develop the group’s
real property assets, such as the ESB Head Office complex in Dublin. The group has also
commenced a pilot project aimed at the installation and operation of electric vehicle
charging infrastructure in Ireland.
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6.6 Financial Overview of the ESB Group
ESB’s financial performance in recent years is summarised in Table 6.1.

Table 6.1: ESB Financial Summary

2009 2008 2007 2006 2005 2004 2003 2002

£€m £€m €m £€m €m €m €m
Revenue 3,015 | 3,488 3,461 3,087 2,756 2,457 2,341 2,150
EBITDA 814 753 927 730 664 511 622 481
Operating profit 350 340 523 336 300 224 326 237
(before disposals)
PBIT (before 412 403 570 356 331 255 354 250
exceptionals)
Profit before tax 600 304 480 264 240 183 302 197
Earnings 580 273 432 222 241 157 249 159
Earnings (before 315 273 432 222 241 157 249 159
disposals)

Property, plant 7,628 | 6,978 6,385 6,000 5,564 5,501 4,725 3,779
and equipment

Capital 8,445 | 6,958 | 6,956 6,352 5,884 5,962 5,046 4,143
employed

Shareholder’s 4,032 | 3,226 | 3,364 2,735 2,534 2,463 2,298 2,120
funds

Net debt/(cash) 2,231 | 2,088 | 1,796 1,960 1,846 2,298 1,603 902

Over the past seven years, ESB has been in expansionary mode. Its fixed asset base has
doubled since 2002 to €7.6 billion. The ratio of capex to depreciation has ranged between
2.0 times (2009) and 4.3 times (2003). Much of this growth in its asset base has been
financed by retained earnings. ESB has paid out just 30% of earnings in dividends in recent
years, well below the average for the European electricity sector.® That said, ESB does not
have the same facility to issue new equity to finance growth. Net debt increased from €0.9
billion to €2.2 billion between 2002 and 2009. The acquisition of NIE in late 2010 added
net debt of a further €1.4 billion.

Return on investment has been relatively modest in recent years. Return on capital
employed (before joint ventures and exceptional transaction gains) has averaged 5.4% over
the past seven years and dipped to 4.6% in 2009. Operating profit and EBITDA for 2009 in
Table 6.1 above are calculated before asset disposal gains.

® ESB also paid a special dividend of €185 million in 2009, relating to its gain of £265 million on the sale of
generation assets to Endesa.
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Table 6.2: ESB Financial Ratios

2009 | 2008 | 2007 | 2006 2005 | 2004 | 2003 | 2002
EBITDA margin % 270 | 216 | 268| 236 | 241| 208| 266 | 224
Operating margin % 11.6 97| 151 | 109 | 109 91| 139| 110
Revenue/Average capital 039| 051 052| 051 047| 046 0.53
employed (excl.J.V.’s)
Revenue/Average fixed 041 | 052 056| 053 050| 048 0.55
assets
Average ROCE (excl) JV’S 4.6 5.0 7.9 55 5.2 4.2 7.4
& disposal gains) %
Average ROE (after tax) excl 8.7 83| 142 8.4 9.7 6.6 | 11.3
gain on disposal %
EBITDA interest cover (X) 9.4 75| 10.6 8.1 6.3 46| 107 1238
Group interest cover (X) 4.7 4.0 6.5 4.0 3.2 2.3 6.1 6.7
Debt/EBITDA (x) 2.7 2.8 1.9 2.7 2.8 45 2.6 1.9
Debt/Equity % 55 65 53 72 73 93 70 43
Dividend/Earnings 30 30 30 30 49 27 12
(previous year) %

6.7 Recent Operating Performance

2009 saw a sharp decline in ESB’s activity, with revenues down 13.6% to €3.015 billion
(back to 2006 levels). This was caused by a number of factors, including a 5.5% contraction
in Irish electricity demand and increased competition in the generating and supply
businesses. Competition in the supply (retail) business was particularly intense following
the entry of Airtricity and BGE. This decline in activity, combined with continuing high
levels of capital spending, led to a sharp fall in ESB’s turnover of assets: the ratio of
revenue to average fixed assets fell to 0.41 times in 2009 from 0.52 times in 2008 and 0.56
times in 2007.

This deterioration in trading conditions during 2009 was masked at the pre-tax profit and
earnings levels by a number of once-off gains. ESB realised a profit of €265 million on the
sale of oil-fired generating assets (just over 1,000MW of capacity) during the year to
Endesa for €440 million. Pre-tax profits also benefited from a once-off gain of €69 million
from the acquisition of the outstanding 30% interest in the Synergen joint venture, the
assets of which were acquired below book value.

These once-off items helped pre-tax profits increase from €304 million to €600 million.
Pre-tax profits before these once-off gains totalled €266 million, compared with €304
million in 2008 and €480 million in 2007. During 2009, ESB undertook price adjustments
costing €400 million to stabilise and reduce the price of electricity to all users, of which
€300 million had already been provided for in 2008 and so had no impact on 2009 profits.
This €400 million in market support absorbed almost all of ESB’s windfall gains relating to
free emission allowances received in recent years (€133 million in 2009, €212 million in
2008 and €77 million in 2007).
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Approximately 20% of adjusted after-tax profits in 2009, excluding the gain on disposal to
Endesa, were attributable to ESB’s share of profits from joint ventures. These joint-venture
profits included a contribution from Synergen, which is now a wholly owned subsidiary,
and a once-off gain relating to the Marchwood Power joint-venture. Accordingly, future
joint-venture profits are expected to be substantially lower — in the region of €15 million.
Despite the disposal of significant generating assets, net debt increased by €143 million to
€2.23 billion in 2009. A contributing factor to this increase was the payment of the special
dividend of €185 million and disposal-related customer rebates of €87 million. Spending on
fixed assets was down slightly from €952 million to €872 million, but it still represented a
multiple of two times depreciation (2008: 2.4 times). Approximately two-thirds of capital
expenditure in each of the past two years has been attributable to the networks business.

Debt to EBITDA ratio was 2.7 at end 2009. The average ratio for the listed European
energy sector in 2009 was 3.4 times. Although it had no cash balances at the end of the
year, ESB had undrawn facilities of €964 million. During 2009, ESB raised US$508
million in the private placement market. In February 2010, ESB listed a €3 billion Euro
Medium Term Note (EMTN) Programme. On March 5, 2010, £275 million in 6.5% 10-year
notes was raised under this programme, priced at 98.79pc.

6.8 Pay and Pensions

The pension deficit included in the 2009 year-end balance sheet of €515 million (2008:
€307 million) did not show the potential extent of ESB’s pension shortfall at that date as
the company had availed of the option, permitted under accounting rules, to defer the
unrecognised portion of the deficit over the future service lives of employees. The
accounting deficit on the plan, as represented by the difference between the present value of
funded obligations and the fair value of plan assets, amounted to €2.184 billion at end-
2009, down from €2.566 billion in 2008. Just 49% of ESB pension obligations were backed
by related pension assets at end-2008, rising to 56% at end-20009.

An accounting deficit effectively represents a wind-up basis, rather than a going-concern
basis: future contributions into a scheme are not taken into account under accounting rules,
for example, and would have no impact on an accounting deficit. ESB’s most recent
actuarial valuation in December 2008 showed a deficit of €1,957 million. However, new
pension arrangements were agreed in late 2010 which are expected to substantially
eliminate this actuarial deficit.

The main features of the new agreement are the curtailment of pension benefits and include
the introduction of a Career Average Re-valued Earnings pension model for benefits earned
from January 2012 on, pension and pay freezes (up to 2014 and 2012 respectively), the
cessation of the historic link between salary and pension increases, and the application of a
solvency test whereby the scheme must be financially solvent before any future pension
increases can be made. The scheme has also been closed to new entrants. In addition, under
the agreement, ESB will make a once-off capital injection into the scheme of approximately
€0.9 billion, to be paid over a phased period including €0.6 billion to enable the scheme to
lower its investment risk profile over time. Pensions represent a significant element of staff
costs at ESB, as shown in Table 6.3 below. Due to differences in accounting treatment of
pension expenses across state commercial companies, the Review Group has used employer
pension contributions as a proxy for pension costs.
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Table 6.3: ESB Employee Costs

Average Wages | Employer Average pay Employer | Average pay
number of | and pension (wages/salary) | pension including
employees | salaries | contributions cont. employer
as % of pension
pay contributions
Dec-09 7,783 | 587,885 146,063 75.5 24.8% 94.3
Dec-08 7,870 | 598,480 99,565 76.0 16.6% 88.7
Dec-07 7,856 | 569,933 88,010 72.5 15.4% 83.8

In 2009, pension contributions by ESB were equivalent to just under 25% of wage and
salary costs which averaged €75,500. However, those employer contributions included the
impact of voluntary severance schemes. Under the scheme regulations, employer
contributions are capped at 16.4%. Total pension contributions in respect of normal payroll
amounted to €61.1 million in 2009, 10.4% of wages and salaries.

Box 6.1: Acquisition of Northern Ireland Electricity (NIE)

In July 2010, ESB entered into an agreement to acquire the Northern Ireland electricity networks
business from Viridian at a cost of just over Stg£l billion and assumed Eurobond debt obligations
of a further Stgf175 million. NIE has approximately 1,300 staff. The deal, which was primarily
financed by bank debt, was completed in December 2010. NIE had paid dividends totalling €165
million to Viridian over the two years to March 2010.

NIE’s Regulated Asset Base at end March 2010 was marginally over Stg£1l billion, roughly one-
fifth the value of ESB’s RAB. The consideration, including debt acquired, is equivalent to 1.2
times NIE’s regulated asset base at March 2010 and 7.5 times 2009/2010 EBITDA.

NIE seems unlikely to prove cash generative for ESB over the foreseeable future. Over and above
the financing costs associated with the transaction, capital spending will need to be maintained at a
significant level: NIE estimates that an investment in the transmission system in the order of Stg£1
billion is necessary over the next 10-15 years, if the Northern Ireland Department of Enterprise
Trade and Industry’s target for Northern Ireland of 40% of electricity consumption from renewable
sources by 2020 is to be achieved. On a pro-forma basis, the acquisition of NIE increases ESB’s net
debt to over €3.6 billion, with the debt/equity ratio increasing from 55% to 90%, and net
debt/EBITDA increasing from 2.7 times to 3.6 times.

6.9 Capital Spending Plans

ESB’s long-term development plan, Strategic Framework to 2020, which was announced in
early 2008, envisaged ESB investing a total of €22 billion over the period to 2020. This
was to be equally divided between renewable and conventional energy development in
Ireland and UK, and enhancement and expansion of infrastructure networks. These plans
have been modified as the financial climate has changed. According to a January 2011
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review from Moody’s, ESB plans to deliver a €10 billion investment programme over the
period to 2020. Standard & Poor’s (January 2011) expects a capital programme of €6.5
million over the next five years, of which €1.2 billion is discretionary and could be
cancelled or postponed, if necessary. 70% of this €6.5 billion is to be invested in networks,
10% in renewable energy and 20% in conventional power generation.

6.10 Conclusions and Recommendations

The Review Group understands that its proposals for the ESB are the most important
element in this report and has consulted widely on the issues raised. The Irish electricity
industry has undergone substantial changes over the last two decades and further change, in
the context of European policy and market integration, is inevitable.

The risks associated with privatisation of the different segments of the electricity industry
can be seen as escalating through several stages, assuming adequate prices can be obtained
and that necessary regulatory structures for the new ownership model are in place. There
are low or negligible risks with the sale of ESB overseas assets or of Irish power generation
assets, some of which have already been sold. Greater risk attaches to the private ownership
of network assets, particularly the high-voltage grid and interconnectors. Controlling risk
suggests that government should stagger disposals over time, with any disposal of these
network assets deferred pending regulatory developments in the emerging single European
energy market. The single market is being promoted vigorously by the EU Commission.
While some countries have privatised these networks, the Dutch and Swedish grid owners
and operators for example remain firmly in state ownership despite most of the rest of the
industry being in private hands.

The critical infrastructure in an electric power market is the transmission grid, including
interconnectors to neighbouring systems. EU policy requires that the grid be operated
independently. Grid operation and power market management in Ireland are undertaken by
Eirgrid, which is also the system operator for Northern Ireland. It is government policy to
transfer the ownership as well as the operation of the transmission system to EirGrid. The
Review Group endorses this approach and believes that it helps promote greater
competition, transparency and operational efficiency. Additionally, it recommends that the
grid be retained in public ownership.

Recommendation 21: The Review Group recommends that the transmission grid,
including the high-voltage system in Northern Ireland, be transferred to EirGrid and
retained in public ownership as a regulated monopoly. The transfer prices for these assets
should reflect their regulated asset valuations. The Review Group notes that unbundling is
not an end in itself but a policy designed to increase competition and efficiency in the
industry.

The proposal to effect this transfer has been under review and the Minister for
Communications, Energy and Natural Resources commissioned a report from consultants,
Frontier Economics (2011), which has recently been released. The report has disputed the
financial viability of the proposed transfer amongst other matters, but its analysis and
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conclusions have in turn been disputed by EirGrid and its advisers. The Review Group does
not accept that a transfer of regulated assets between two state enterprises runs any material
risk of financial cost to the owner of these assets, since no net disposal is involved. The
Group is also satisfied that a transfer at fair value can be achieved in a financial framework
which leaves EirGrid in a position to fund its balance sheet and to undertake such
investment programmes as are likely to be warranted.

ESB owns approximately 216MW of hydroelectric capacity as well as the 290MW
pumped-storage facility at Turlough Hill in Co. Wicklow. In addition to providing
generating capacity, hydro units play a key role in providing reactive power and in assisting
EirGrid in the provision of system stability. The hydro plant raises special issues for a
number of reasons. The marginal cost of running hydro, which attracts no carbon costs, is
often zero, particularly when spilling during floods. This is an important consideration in
designing electricity markets. Maintaining water levels for recreational use and restocking
fisheries add a social dimension. The Liffey scheme now operates mainly to provide water
for Dublin. There are significant operational safety and flood control issues. Most
importantly, hydro is the main source of fast-acting primary spinning reserve on the
national power system. This is particularly true for Turlough Hill but the other plants also
provide this service.

While hydro plant can be successfully operated under private ownership and there are
many examples of where it works well, the Review Group feels that in current Irish
circumstances the small hydro endowment should be retained in public ownership. In a
small relatively unconnected system like ours, hydro has always been a key provider of
stability services on the power system. It is difficult to design market mechanisms for so-
called ‘ancillary services’ such as reactive power, and in many countries where power
generation was privatised, including the United Kingdom, hydro units were retained in the
ownership of the grid company, at least initially.

Turlough Hill is already treated as a regulated asset in the ownership of ESB, but not the
other hydro units. All the hydro units would be outside the market under our proposal and
would effectively become transmission system assets.

Recommendation 22: The Review Group recommends that all hydro units should be
transferred to EirGrid and should be operated by them as regulated assets.

The power generation industry in a small market will tend to be oligopolistic, since any unit
of economic size, for example a 400MW gas unit, will be the price-setter at least some of
the time. Peak demand in the all-island system has recently been around 6,500MW, not
much larger than the largest power station on the UK system (Drax Power Station has a
capacity of 3,960MW). But the ESB remains the price setter in the Irish market far more
often than any other generator, notwithstanding the 2007 disposal to Endesa of the Tarbert
and Great Island generating stations together with four peaking units.
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Recommendation 23: The Review Group recommends that the ESB be required to
dispose of further generating capacity in Ireland, the units to be sold to be selected by the
CER. This should happen regardless of any ESB ownership decision. No acquirer should be
permitted to bid for capacity which would bring its Irish market presence above about
2,000MW. There should be no regulatory inhibition to generators owning supply
businesses, subject to competition law.

While the low-voltage distribution system is also a natural monopoly and must be
regulated, the Review Group does not feel that, in the Irish market, it would make sense to
detach it from the ESB, which owns and operates distribution across the island. With the
measures recommended here the ESB will transfer its transmission and hydro businesses to
EirGrid and will sell further generation assets. It will then consist of the remaining Irish
generation assets, interests in overseas generation assets, the regulated distribution system
in both the Republic and Northern Ireland, the supply (retail) business in the Republic and
its international consulting and other business units.

Recommendation 24: The Review Group recommends that the ESB’s energy supply
business, electricity distribution business, generation assets (after some divestment),
international investment, and consulting and engineering businesses should be sold as a
single entity.

In the event that government did not choose the privatisation route, the transfers we have
mooted of transmission and hydro assets to EirGrid should nonetheless go ahead. These
disposals, at fair value, are advisable given the balance sheet challenges for ESB. However,
the rationale for retention of assets and operations outside the Irish market would be
difficult to sustain given the over-leveraged position of the Irish state.

Recommendation 25: Should the ESB be retained in state ownership, the Review Group
recommends that, in order to assist in deleveraging the state balance sheet, all of its
overseas interests should be disposed of and that there be no further expansion outside the
island of Ireland.
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Section 7: EirGrid and the High-Voltage Electricity Transmission
Grid

EirGrid Plc is the independent Transmission System Operator for Ireland’s high-voltage
electricity transmission grid and the Market Operator of the all-lreland wholesale electricity
trading system.

EirGrid is a commercial state-owned company established in 2006 under the European
Communities (Internal Market in Electricity) Regulations (SI 445 of 2000), which in turn
gave effect to EC Directive 96/92/EC.° One ordinary share of the company is held by the
Minister for Communications, Energy and Natural Resources and the remainder of the
issued share capital is held by the Minister for Finance or on his behalf.

The transmission grid operated by EirGrid carries high-voltage electricity from generation
plants to transmission stations located country-wide where electricity is provided directly to
customers or stepped down and delivered onwards via the separately-managed distribution
system to domestic, commercial and industrial end-users.” The grid consists of a meshed
network of approximately 6,600km of high voltage, 110,000 volts (110kV), 220,000 volts
(220kV) and 400,000 volts (400kV), overhead lines and underground cables and over 100
transmission stations. These assets are owned by ESB Networks and managed through an
infrastructure agreement between EirGrid and ESB Networks. EirGrid is responsible for,
inter alia, planning and developing the system, scheduling and dispatching generation and
operating the electricity market.

7.1 EirGrid’s Activities

EirGrid’s core activities are managing supply and demand on the grid and developing and
managing grid infrastructure. It also has also been given responsibility for the development,
construction and operation of a 500MW capacity east-west interconnector across the Irish
Sea (EWIC) to Wales, which will be owned as well as operated by EirGrid and is scheduled
for completion in 2012, and the operation of the all-island electricity market through a
Single Electricity Market Operator (SEMO) structure that is a contractual joint-venture
with SONI (Systems Operator for Northern Ireland).?

Funded entirely through system charges, EirGrid is overseen by the Commission for
Energy Regulation (CER) and Northern Ireland Authority for Utility Regulation. It reports
to the regulators as:

e EirGrid Transmission System Operator (EirGrid TSO), which derives its revenue
from providing services in Ireland and is regulated by the Commission for Energy

® Directive 96/92/EC required, inter alia, that the function of the TSO be carried out independently of
electricity generation or supply. In Ireland, this required the unbundling of the TSO function from ESB to an
independent operator - EirGrid Plc.

" The distribution system is separately managed by ESB Networks, which has the Distribution System
Operator (DSO) licence from CER.

& The Single Electricity Market was launched on 1% November 2007.
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Regulation. EirGrid remits a capped amount (determined annually by the CER) of
these system charges to the Transmission Asset Owner (ESB Networks).

e Single Electricity Market Operator (SEMO), which derives its revenue acting as the
Market Operator for the wholesale electricity market on the island of Ireland; and

e Northern Ireland Transmission System Operator (SONI TSO), which is licensed by
the Northern Ireland Authority for Utility Regulation and derives its revenue acting
as the TSO in Northern Ireland.” SONI also holds a Market Operator licence for the
island of Ireland, having become a wholly-owned subsidiary of EirGrid Plc in
March 2009."

7.2 Single Electricity Market (SEM)

The SEM is a unified wholesale electricity market operating in Ireland and Northern
Ireland. The market has approximately 2.5 million customers - 1.8 million in Ireland and
0.7 million in Northern Ireland. In the year to 30 September 2009, EirGrid (SEMO)
oversaw the processing of energy invoicing and settlement totalling just under €2 billion in
addition to processing capacity settlement totalling approximately €595 million.

7.3 National Grid Development Strategy: Grid25

In 2008, EirGrid estimated that the capacity of the bulk transmission system would require
to be doubled by 2025 in order to meet forecast demand and facilitate the increase in
renewable electricity generation mandated by EU and national energy policy.

In light of these requirements and the targets set by government for renewable energy,
EirGrid adopted a development strategy that envisages an investment of €4 billion over a
17-year period to upgrade the transmission system. In seeking to meet forecasted national
electricity demand, the Grid25 strategy targets:

e Integration of 40% renewable energy™ with 37% of electricity to come from wind
(by a considerable margin the highest wind integration target on a synchronous
power system across Europe); and

= Increased interconnectivity with the European grid, thereby allowing a freer flow of
exports and imports, increased competition in the market and improved security of

supply.

To that end, EirGrid has progressed two interconnector projects: the €601 million East-
West Interconnector, which will provide 500MW of interconnection between Ireland and
the UK; and the €180 million Meath-Tyrone 400kV Interconnector, which will more than
double the current power transfer capacity between the North and the South.

® The Northern Irish transmission network comprises approximately 2,100 km of circuits including 400 km of
274kV double circuit lines and 1,700km of 110kV double and single circuit lines.

1 SONI has approximately 70 staff. Its principal assets are the Control Centre at Castlereagh House in
Belfast, and its associated IT infrastructure.

! This target was subsequently increased to 42%, which remains government policy.
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Recommendation 26: The Review Group recommends that EirGrid’s Grid25 targets be
re-considered in the light of demand developments and our recommendations regarding
reduced wind penetration.

7.4 Recent Financial Performance

EirGrid’s financial period was changed in 2008 to align it with the regulatory tariff period
which runs from 01 October to 30 September every year.

In the year ending 30 September 2009, EirGrid made an operating profit of €9.4 million
(2008 - €8.6 million for 9 months to 30" September 2008). Revenue was €410.7 million
during the period, compared to revenue of €282.7 million in the nine months to September
2008. Revenues were primarily derived from the regulated Transmission Use of System
Tariff, a charge payable by all users of the high-voltage transmission system.

The increase in underlying revenue was largely due to the acquisition of SONI (the
Northern Ireland transmission operator) on 11 March 2009, which contributed turnover of
€47.1 million. As EirGrid’s revenue is primarily derived from regulated tariffs based on use
of the transmission system, this increase was partially offset by the effects of the economic
slowdown experienced since 2008, which has had a negative impact on the demand for
electricity.

Direct costs in 2009 were €330.7 million, consisting of the regulated charge payable to ESB
and NIE (the owners of the transmission system in Ireland and Northern Ireland
respectively); the cost of purchasing from generators a range of services required for the
secure operation of the system; constraint costs payable when the secure operation of the
system requires changes to be imposed on the market-based schedules of generators; and
the costs of implementing a range of energy demand initiatives.

The year to September 2009 also saw a net cash outflow of €31.8 million, reflecting a
continuing high level of investment. Capital expenditure during the year totalled €27.5
million, of which over €24 million was attributable to the East-West Interconnector project.
In addition, EirGrid spent €30.5 million (net of cash acquired) on the acquisition of SONI,
including goodwill of €8.2 million. EirGrid continues to have net cash balances, down from
€61.8 million to €30 million at end September 20009.

Cash on hand increased significantly from €98.8 million to €153.9 million as at 30
September 2009, of which €28.1 million was cash balances held on trust for market
participants. This represents a build up of cash resources required for EirGrid’s investment
in the East-West Interconnector project and its ongoing capital and operational investment
programme. In addition, EirGrid had unutilised borrowing facilities of €86 million at end
September 2009. Gross borrowings increased to €123.9 million, from €37 million in 2008.
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7.5 Pay and Pensions

EirGrid Group operates two defined benefit plans for its 305 staff: the EirGrid Plan and the
SONI Focus Plan. All EirGrid employees are members of the EirGrid Plan. The SONI
defined benefit plan has 33 members and has been closed to new entrants since 1997. It was
a condition of the acquisition of SONI Limited by EirGrid in March 2009 that a new
defined benefit scheme would be established to provide continuity of benefits for those
SONI employees who had been members of the Viridian Group defined benefit scheme. All
other SONI employees are members of a defined contribution scheme: the SONI Options
Plan. The two defined benefit plans had an aggregate accounting deficit of €22.3 million at
September 2009. Based on an actuarial valuation at 30 September 2009 the EirGrid plan
was solvent on a minimum funding basis and qualified for a funding certificate. However
the accounting deficit is significant when considered against the scheme liabilities and the
scheme assets. The deficit is largely associated with the transfer of staff from ESB when
EirGrid was formed in 2006. The deficit is being cleared over the remaining service lives of
the relevant employees. Employer contributions in the year to September 2009 totalled €4.1
million, equivalent to 16% of salary costs. Discussions on the recovery of these costs from
regulated tariffs are currently in progress with the CER.

7.6 Capital Spending Plans

Pending completion of the UK interconnector and transfer of transmission assets from ESB,
EirGrid has comparatively little in terms of fixed assets on its balance sheet. Fixed assets at
end-September 2009 totalled just €110 million, of which €32 million related to the East-
West Interconnector. This project will be owned as well as operated by EirGrid and has
been allocated €110 million grant funding under the EU’s European Energy Programme for
Recovery. Long-term debt funding of 50% (€300 million) has been received from the
European Investment Bank, with a further €160 million to come from commercial banks.
The remaining funding is being provided by EirGrid in the form of an equity contribution
of €31 million.

7.7 Conclusion

Our recommendations concerning the future structure of EirGrid are contained elsewhere in
the report. Briefly, it should become a regulated strategic networks business and should
continue to be owned by the state in current circumstances. Network assets have been
successfully privatised, as regulated businesses, in many countries but we feel that
consideration of options in this regard should be deferred for the time being.
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Section 8: Bord Gais Eireann and Gas Industry Structure

The primary activities of Bord Gais Eireann (BGE) and its subsidiaries are the
development, ownership and operation of gas networks and the supply of gas in Ireland and
Northern Ireland. In recent years, it has also become involved in the electricity market.

8.1 Corporate Structure, Governance and Operations

BGE was established as a statutory corporation under the Gas Act 1976 and it operates
under the Gas Acts 1976 to 2009. It is majority-owned by the state through the Minister for
Finance (86.73%) and the Minister for Communications, Energy and Natural Resources
(10%), with the balance (3.27%) held by an Employee Share Ownership Trust.

The BGE Group consists of two main businesses, Bord Gais Networks and Bord Gais
Energy (which are supported by a corporate function), and an independent subsidiary
Gaslink Independent System Operator Limited (Gaslink), which is responsible for the
operation, maintenance and development of the transmission and distribution gas networks
in Ireland. BGE also has a subsidiary distribution and supply operation called Firmus,
which operates in Northern Ireland.

Bord Gais Networks (BGE Networks) manages the Irish transmission and distribution
pipeline network under its arrangements with Gaslink. It also operates the BGE-owned gas
pipelines in Northern Ireland and manages the construction of transmission and distribution
pipelines in Ireland (under its arrangements with Gaslink) and transmission pipelines in
Northern Ireland.

As at 31 December 2009, the BGE’s gas pipeline network comprised approximately
2,368km of high-pressure transmission pipelines and approximately 10,782km of low-
pressure distribution pipelines. Included in the transmission network are two under-sea
interconnector pipelines which connect the Irish gas transmission network to the UK
network. BGE is also examining the feasibility of developing a gas storage facility.

Bord Gais Energy (BGE Energy) is a dual fuel, all-island business serving approximately
950,000 gas and electricity customers. It is the retail arm of BGE, selling gas and electricity
to all market segments and undertaking related activities, including trading, call centre
management, billing and sales and marketing.

Gaslink is the Independent System Operator (ISO) for Ireland’s gas network under the
unbundling requirements of European Union Gas Directive 2003/55/EC. BGE Networks
provides key services to Gaslink pursuant to an operating agreement approved by the
regulator, the Commission for Energy Regulation (CER). The BGE parent company
continues to own the network assets directly, while BGE Networks is responsible for the
financial performance of these assets.

Firmus is BGE’s subsidiary operation in Northern Ireland. Firmus Energy (Distribution)
Limited and Firmus Energy (Supply) Limited (together, Firmus) hold distribution and
supply licences for ten towns along the two pipelines in Northern Ireland and sell gas in the
competitive Greater Belfast market.

o1



8.2 Gas Retail Activities

The Irish gas market was opened fully to competition in July 2007, which means that
alternative suppliers can compete in all market sectors, including the residential sector. The
CER continues to regulate BGE’s tariffs for all customers other than those who consume
more than nine million therms a year (mainly the power generation sector and very large
industrial customers).

There are three main regulated tariff categories: domestic and small/medium enterprises
(SME), Regulated Tariff Formula (RTF) and the Fuel Variation Tariff (FVT). The RTF is a
regulated market segment for customers with consumption of between 5.5GWh and
264GWh per annum. The FVT is a regulated market segment for customers with
consumption of between 0.00375GWh and 5.5GWh per annum.

In 2009, BGE sold 42.9% of the gas used in the Irish gas market overall (38% in 2008),
amounting to approximately 93% of the domestic and SME market, approximately 39.8%
of the RTF sector and approximately 71.8% of the FVT sector.

8.3 Electricity Retail Activities

BGE Energy entered the electricity supply market in 2001, and by end-2009 it had a 12%
market share (having increased by 50% during 2009). Firmus was awarded a licence to
supply electricity throughout Northern Ireland in late 2008 and has been steadily building
market share.

BGE Energy sources electricity for the electricity retail division through the Single
Electricity Market (SEM) pool, which is the wholesale electricity market operating on an
all-island basis. To reduce its price exposure to the pool, BGE Energy also enters into
hedge contracts with conventional electricity generators, wind operators and the UK
bilateral market via the Moyle Interconnector.

8.4 Financial Overview of BGE Group
Since 2002, BGE’s revenues have grown by 107%, from €652 million to €1.35 billion in
2009. All but 5% of BGE’s revenues are generated in Ireland, with the remainder coming

from the UK, including Northern Ireland and the Isle of Man. The company’s financial
performance in recent years is summarised in Table 8.1 below.
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Table 8.1: BGE Financial Summary

2009 | 2008 @ 2007 2006 2005 2004

€m €m €m €m €m €m €m €m
Networks 187 165 169 157 110 105 90 83
revenue
Energy & 1,162 | 1,214 | 1,046 950 746 650 611 569
ancillary revenue
Total revenue 1,349 | 1379 | 1,215 1,107 856 755 701 652
EBITDA 320 299 305 258 243 254 223 189
Operating 201 211 217 170 165 173 150 137
profit
Profit before 119 151 166 99 108 119 103 113
tax
Earnings 104 130 142 84 91 99 97 98
Property, plant 3,543 | 2,814 | 2,669 2,592 2,396 2,223 2,129 2,013
& equipment
Equity capital 1,402 | 1,301 1,260 1,134 1,029 957 898 811
& reserves
Net debt 1,811 | 1,203 | 1,106 1,174 1,079 1,010 1,043 1,026
Capital employed 3,590 | 2,879 | 2,710 2,652 2,416 2,232 2,138 2,024

Book value of property, plant and equipment at the end of 2009 was €3.5 billion, €2.5
billion of which was attributable to gas pipeline systems, €400 million to electricity
generating assets and €500 million to projects under construction (mainly electricity
generating assets). The company’s Regulated Asset Base (RAB) is approximately €3
billion, €500 million in excess of the book value of its pipeline assets. The main drivers of
cash performance over the eight years to December 2009 are shown in Table 8.2 below:

Table 8.2: BGE Cash Flow Summary 2002-2009 (€m)

EBITDA 2,092
Net Capex -2,242

-150
Other investments -594
Working Capital 84
Interest Costs -388
Tax -8
Dividends paid -136
Share issues 22
Other -91
Total cash outflow -1,261

BGE has invested €2.8 billion over the past eight years, €1.5 billion from internal cash flow
and €1.3 billion from additional borrowings. Dividend payments over the period have
amounted to €136 million, averaging 15% of prior year earnings, although the payout ratio
was upped to 30% during 2009.

53



Return on capital (before exceptional items and income from joint ventures) over the past
seven years has averaged 7.0%, but dropped to 5.6% in 2009. The lower returns generated
in 2009 are due in large part to the timing of BGE’s heavy investment in power generation,
most of which took place too late in the year to make a meaningful contribution to profits.
BGE also had significant capital tied up in its 445MW CCGT plant at Whitegate. This €400
million project did not come on stream until 2010.

Table 8.3 - BGE Financial Ratios

2009 | 2008 | 2007 | 2006 | 2005 | 2004 | 2003 | 2002
Operating margin % 149 | 153 | 179 | 154 | 193 | 230 | 213 21.1
EBITDA margin % 23.7 21.7 25.1 23.3 284 | 337 | 318 29.0
Revenue/Average capital
employed (excl .JV’s) 042 | 049 | 045| 044 | 037 035| 0.34
Revenue/Average fixed assets 042 | 050| 046 | 044 | 037| 035| 0.34
Average ROCE (excl JV’S & 5.6 7.0 8.1 55 6.5 7.6 7.2
exceptionals) %
Average ROE (after tax) % 77| 102 | 118 7.7 91| 107| 113
EBITDA interest cover (X) 4.2 5.6 57 5.3 54 5.9 5.0 6.0
Group interest cover (X) 2.4 3.7 4.1 2.9 3.4 3.8 3.3 4.0
Debt/EBITDA (X) 5.7 4.0 3.6 4.5 4.4 4.0 4.7 5.4
Debt/Equity % 129.2 92,5 87.6 | 103.3 | 104.7 | 1054 | 115.9 126.3
Gross capex./Depreciation (%) 2395 | 343.1 | 220.0 | 280.5 | 294.5 | 231.4 | 230.1 | 1,128.9
Dividend/Earnings (previous year) % 30 20 10 10 10 10 10

8.5 Recent Operating and Financial Performance

Sales fell 2% in 2009 to €1.35 billion (2008: €1.38 billion). Sales of energy (gas and
electricity) were down 4% to €1.16 billion, as increased electricity sales were offset by
falling gas demand and reduced gas prices. 2009 saw a 5% decline in total gas transported
by BGE, with gas demand in the Irish market down 4% from 58,000GWh to 56,400GWh.

Operating profits, before exceptionals, declined by just under 5% from €210.8 million to
€200.9 million, with operating margins falling to 14.5%, compared with 15.3% in 2009 and
17.9% in 2007. The 2009 operating profit figure is before charging a €19 million
exceptional restructuring provision, while in 2008 there was a €15 million exceptional
charge in respect of share-based payments.

The vast bulk of BGE’s profit relates to its networks business. In 2008 and 2009, 93% and
97%, respectively, of profits before interest and tax (PBIT) originated from the company’s
regulated transportation and gas supply activities. Bord Gais’ Networks business, overall,
contributed PBIT of €186.7 million in 2009, with the other divisions each making small
losses. Tangible fixed assets of the energy division increased sharply in 2009, from €303
million to €964 million, mainly reflecting the substantial investment in power generation.

Net interest costs climbed sharply from €45.7 million to €61.1 million, driven by heavy
levels of investment. In addition, BGE capitalised interest costs of €15.3 million (2008:
€7.2 million). The sizeable increase in borrowing costs put additional pressure on pre-tax
profits, which fell by 21% to €118.8 million. After-tax earnings were down 20% on the
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year to €104.2 million. Average return on equity fell to 7.7%, compared with 10.2% in
2008 and 11.8% in 2007.

During 2009, BGE invested €866 million on capital projects, including acquisitions. All but
€100 million or so of this total was directed towards building up its electricity generation
infrastructure. BGE spent €598 million (including deferred consideration of €33 million) on
the acquisition of a number of wind farm developments together with €18 million for a
50% interest in a peaking plant joint venture. The €598 million spend on wind farms
included net debt acquired of €261 million. Stripping this out, BGE paid €337 million for
the net assets of the wind farm businesses, a multiple of 3.8 times net assets (€88 million).

Its largest acquisition by far was in December 2009, when the Cork-based SWS Natural
Resources was acquired for approximately €500 million, including debt acquired of €245
million. This brought BGE’s wind generation capacity to 218MW by the end of 2009,
representing a little over 17% of Ireland’s operational wind capacity at that date. These
wind generation assets are included in the 2009 accounts at €426 million, or just under €2
million per MW. SWS also brought to BGE a development pipeline, which, on completion,
would add further wind generation capacity of 460MW on the island of Ireland. At the end
of 2009, BGE had wind development projects with a total capacity of 565MW, valued in
the books at €109 million.

BGE financed its recent spending through a number of fundraising initiatives. In March
2009, it raised US$450 million on the US Private Placement market. Then in June 2009, it
issued a five-year €550 million Euro Corporate Bond at a fixed coupon of 5.75%. In the
first half of 2010, it also secured funding of €197 million from the EIB in respect of the
Whitegate project. The average coupon on the company’s fixed debt in 2009 was 4.6%
(2008: 4.0%). In addition to undrawn facilities of €489 million, BGE had cash balances of
€546 million at end 2009 against gross borrowings of €2.35 billion.

The heavy level of investment in 2009 led to a €600 million increase in net debt, from €1.2
billion to €1.8 billion. Reflecting this, financial ratios weakened in 2009, with net debt to
EBITDA up from 4.0 times to 5.7 times. Net debt at end 2009 represented 61% of the
company’s RAB, compared with about 40% in 2008. The government approved an increase
in the company’s statutory borrowing limit from €1.7 billion to €3 billion in February 2009.

8.6 Pay and Pensions
BGE operates externally funded defined benefit schemes. The accounting deficit on funded
plans totalled €23 million in 2009 (2008: €38 million). Fund assets at end 2009 represented

90% of obligations (2008: 82%). The company also made a contribution of €126,000 in
2009 under a defined contribution scheme in respect of a Northern Ireland subsidiary.
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Table 8.4: BGE Defined Benefit Pension Obligations & Assets

2009 | 2008 | 2007 @ 2006 2005 2004 2003 | 2002 |

£€m €m €m €m €m €m €m €m
Present value of funded pension
obligations 242 221 235 233 236 184 167 153
Fair value of plan assets 219 183 238 228 201 166 149 | 131
Deficit (surplus) for funded plan 23 38 -3 5 35 18 18 22
Plan assets as a percentage of 90% | 82% | 101% | 98% | 85% | 90% 88% 86%
obligations

Because of different accounting treatment of pension costs among state commercial
companies, we have used employer contributions as a proxy for pension costs in our
analysis of employee remuneration in Table 8.5 below.

Table 8.5: BGE Employee Remuneration (excluding share-based payments)

Average
number of

Wages
and
salaries

Employer
pension
contr.

Average
pay
(wages/
salary)

Employer
pension
contr.

as % of pay

Average pay
including
employer
pension
contributions

employees

BGE (exclusive of €000 €000 €000 €000
share based payments)
Dec-09 1,006 67,700 10,011 67.3 14.8% 77.2
Dec-08 911 61,380 8,703 67.4 14.2% 76.9
Dec-07 854 55,088 8,052 64.5 14.6% 73.9

Over the past three years, employer pension contributions have averaged a little over 14%
of wage and salary costs. Average employee remuneration at BGE in 2009 was €67,300,
rising to €77,200 after taking employer contributions into account.

8.7 Capital Spending Plans

Reflecting its ongoing heavy investment in generating capacity, electricity is becoming an
increasingly significant element in BGE’s business, and should account for approximately
30% of capital employed within the next year. The 445MW combined cycle gas turbine
(CCGT) generating plant developed by BGE at Whitegate, near Cork went into commercial
operation during 2010. In a joint-venture with Mountside Properties, it is also preparing
four separate sites for the development of four 100MW fast response open cycle gas
turbines. This rapid expansion by BGE into electricity generation and supply increases
BGE’s risk profile, insofar as these businesses are considerably more competitive than the
company’s regulated gas business.

According to Standard & Poor’s, capital spending at BGE in the three years to 2012 will
total over €800 million, broadly in line with its capital expenditure, excluding acquisitions,
over the three years to 2009. BGE moved in May 2010 to announce a €2 billion Euro
Medium Term Note Programme and is expected to tap debt markets under this programme
in the not too distant future.
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8.8 Recommendations for BGE

BGE’s high-pressure gas transmission network and the interconnectors are regulated
monopolies and constitute strategic networks. While such networks have been successfully
privatised in many countries, the Review Group feels that consideration of this option is not
opportune at this stage.

Recommendation 27: The Review Group recommends that BGE’s regulated
transmission and interconnector assets should be retained in state ownership. Consideration
should be given to the establishment of a distinct state body to own and operate these assets
and also to the option of merging these operations into EirGrid.

The remainder of BGE’s businesses, including its electricity generation and supply and its
gas supply operations, already compete with private operators. Its gas distribution business
need not be retained by the state although it should continue to be regulated and ring-
fenced.

Recommendation 28: The Review Group recommends that the remaining operations of
BGE, other than gas transmission and interconnection, should be privatised as a single
entity.
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Section 9: Seaports and Port Industry Structure

The seaport sector handles over 95% of Ireland’s external trade by volume and is almost
exclusively in state ownership - save for a few small private port facilities. The focus of the
Review Group’s analysis is on the state-owned port companies - Drogheda, Dublin,
Dundalk, Dun Laoghaire, Cork, Galway, New Ross, Rosslare, Shannon Foynes, Waterford
and Wicklow, which between them account for almost all port activity in the state. The port
trade is an all-lreland business of its nature, and the Republic’s ports compete with one
another but also face competition from the Northern Ireland ports, especially Belfast, Larne
and Warrenpoint.

9.1 Corporate Structure, Governance and Operations

Ten of the port companies in Ireland (known collectively as the state port companies, and
excluding Rosslare) are owned by means of shares held in the name of the Minister for
Transport and the Minister for Finance. The Minister for Transport holds all but one share.
Rosslare is part of the CIE Group.

Rosslare aside, the other state ports have operated as commercial companies since 1996,
following the introduction of the Harbours Act, 1996. There is no regulation of the sector,
with each company competing for trade on the basis of price, geographical location,
operational efficiency and capacity.

Dublin is the biggest of the state’s ports. Cork, Shannon Foynes and Rosslare are also
sizeable operations while the others serve local or niche markets (Galway specialises in fuel
importation, Waterford is an important gateway for the importation of grain and fertilizers
for the agricultural sectors) or provide overflow capacity as necessary to the larger ports.
Dun Laoghaire has traditionally had a substantial roll-on/roll-off and passenger business
but its recently renegotiated agreement with the Stena Company will see revenues
significantly reduced.

9.2 Port Sector Activity and Income Streams

There are two different operating models among the port companies. Most operate as
landlord ports, allowing private operators to manage and direct activities, while some of the
smaller ports operate the activities directly. With the landlord port model, the company
provides and maintains key fixed infrastructure, such as access roads, quay walls, docking
facilities, and the operators provide superstructure such as handling equipment, cranes etc.
and deliver the services. For example, there are five roll-on/roll off operators working
within Dublin Port (previously six, DFDS exited the market in January 2011) while there
are also three terminals providing stevedoring facilities to 15 different lo/lo shipping
companies. These companies compete with each other on a day to day basis for business
and market share.

Aside from the core activity of loading goods and vehicles on and off ships, the port
companies are also engaged, to varying degrees, in other activities associated with their
substantial land holdings.*?This includes rents, car parking facilities and fees from leisure

12 Shannon Foynes is the only port company that derives all of its income from port related activities.
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sailing activities. For some of the smaller ports, these non-core activities have become
much more important in the context of the sizeable drop-off in core trading. For example,
in 2009 almost half of Galway Port’s revenue was from rents and car parking charges, and
Drogheda’s port operations only accounted for 35% of total revenue in the year (Table 9.1).

Table 9.1: Revenue Streams as Percentage of Total Revenue

Port Company Port Operations | Rents/Carparking Other

Cork 100 Not Disclosed | Not Disclosed
Drogheda 35 20 45
Dublin 80 17 3
Dundalk 64 0 36
Dun Laoghaire 100 Not Disclosed | Not Disclosed
Galway 53 47 0
New Ross 76 16 8
Shannon Foynes 100 0 0
Waterford 92 8 0
Wicklow 64 31 5

The sector as a whole has faced very difficult trading conditions in the last number of years,
since the peak of 2007/2008. This is particularly the case with some of the smaller port
companies that were dependent on some niche import markets associated with the
construction sector. These ports are vulnerable to one of their small number of customers
redirecting trade elsewhere or ceasing to trade.*®

9.3 Operational and Financial Performance

The aggregate turnover of the state port companies in 2009 was €121 million, down 14%
from the previous year. Dublin Port accounted for slightly more than 50% of this total, with
Cork accounting for 16%, Dun Laoghaire 8% and Shannon Foynes 8%. The average
operating profit margin in the sector was just over 25% in 2009, down from 30% in the
previous year. Again, this average is skewed by Dublin Port, which had an operating profit
margin of 41% and indeed Shannon Foynes, which had a margin of 21%. Overall, Dublin
Port accounted for 85% of operating profits generated in the sector in 2009, and whereas
Dublin and Shannon Foynes operating profits have held up well in the last number of years,
with both beating their 2007 figure in 2009, all of the others have suffered significant falls
in operating profit.

3 The ability of the larger ports (e.g. Dublin and Cork) to draw trade from the small ports has been enhanced
by the improvements to the national road network.
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Table 9.2: Aggregate Port Data 2009 & 2008

| 2009 2008 % | 2009 2008 | %
Sales Sales | change | Operating | Operating | change

Profit Profit

€000 €000 €000 €000
Dublin 62852 | 70597 -11% 25647 26969 -5%
Cork 20822 | 26296 -21% 1508 5145 -711%
Shannon Foynes 9497 | 10877 -13% 1956 2095 -1%
Drogheda 2015 2463 -18% 246 353 -30%
Waterford 8851 | 12235 -28% -517 4309 | -112%
Wicklow 200 232 -14% -85 -75 13%
Dun Laoghaire 10721 | 10975 -2% 1350 2938 -54%
Galway 3980 4347 -8% 521 961 -46%
Dundalk 1028 1232 -17% -363 -276 32%
New Ross 1070 1338 -20% 65 289 -78%
Total 121036 | 140592 -14% 30328 42708 -29%

Operating
profit margin 25.1% 30.4%

Box 9.1 - Dublin Port

Following a period of rapid growth between 1996 and 2007, volume at Dublin Port fell by
4.4% in 2008, from 30.9 million tonnes to 29.6 million tonnes, and by a further 10.4% in
2009 to 26.5 million tonnes. The decline ended during 2010 and volumes have begun to
recover. Port dues declined by 1.8% in 2008 and by 13.2% in 2009. With income from
rents proving resilient, total revenues at Dublin Port fell by just 11% over the two years on
a volume decline of 14%. As the cost base over the period fell at an even faster rate than
revenue, operating profits over the past two years actually improved. Operating costs fell
by almost 24% from their peak of €48.7 million in 2007, to €43.6 million in 2008 and €37.2
million in 2009. Employee costs have fallen by a little over 10% over the same period from
€15.0 million to €13.4 million, and now account for 36.1% of operating costs compared
with 30.8% in 2007.

While operating profits in 2009, at €25.6 million, were down 5% on the previous year,
they were still 18% up on 2007 levels. Operating margins have improved from 30.8% in
2007 to 38.2% in 2008 and 40.8% in 2009. However, as the balance sheet has continued to
grow, return on average capital employed slipped to 9.2% in 2009, from 10.3% in 2008.
Return on average equity in 2009 was 6.3%, down from 10.7% in 2008. These returns are
far in excess of those of any other Irish port. Return on equity for the other Irish ports in
2009 averaged -3.0%, down from +5.5% in 2008.
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9.4 Outlook

Prior to the recent economic downturn, the main concern in the ports sector was the timely
provision of additional capacity to address medium term constraints. This fed a series of
reports and consultations about the investment plans of the various port companies,
including the proposed provision of a new port at Bremore, North County Dublin. Capacity
is no longer an urgent matter given the existing spare capacity in the sector and the reduced
growth projections for the Irish economy. Although several of the key shipping segments
are expected to show a return to growth in 2010 indicating some volume return, these
volume gains are not evenly distributed around the ports. Several of the smaller ports will
still find overall volume recovery more difficult in the medium term which will add further
pressure to operating and profit margins.

Irrespective of the level of economic growth in Ireland over the medium term, the port
sector will have to respond — where it can — to the rapidly increasing size of ships in the
shipping industry which is driving demand for deeper navigational access to ports, longer
quays and higher capacity cargo handling equipment.

The Review Group considers that the major issue for the sector now is to ensure that it is
structured in a way that maximises efficiency and leads to optimal investment decisions.
The Review Group believes that the current structure of the sector is sub-optimal. The
general financial performance and average return on capital delivered during the years of
unprecedented economic growth have been disappointing, particularly for the smaller ports.

The Review Group considers it evident that there are too many ports for the trade available,
but we are not in a position to decide what the right number might be. However, it is clear
that some of the smaller ports are marginal even in a favourable trading environment and
the sector would benefit from a rationalisation of ownership/management structures. The
corporate structures in place, including separate boards, management, auditors and
investment plans, are difficult to justify for companies which in some cases have annual
turnover of €1 million or less.

9.5 Pay and Pensions

The number of people employed directly by the port companies, as distinct from the
number of people working in the ports sector overall, is quite small. In 2009, a total of 460
people were employed by the ten port companies (excluding Rosslare), with 157 of these
employed by Dublin Port, 111 by Cork Port and 46 by Shannon Foynes. The smallest
employer was Wicklow Port, with just 3 employees. Almost all of the port companies have
reduced their numbers employed in recent years, with Dublin leading the way with an
almost 25 % reduction in staff since 2006. Galway has the highest average cost per
employee (€91,340 in 2009). The average among all of the companies is €65,880, with six
of the ten ports above this level.

The pension position of the companies, each of which has legacy defined benefit schemes
reflecting public sector norms, is mostly difficult. By virtue of its windfall gain from its
share of the proceeds from the sale of the Irish Glass Bottle site in 2007, Dublin Port was
able to inject substantial cash (€52 million) into its pension schemes in that year. Its main
defined benefit scheme has been closed to new members since 2005. The 2009 accounts
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show a pension deficit of just over €1 million, with over 99% of pension liabilities ring-
fenced. The main scheme has a mature profile, with just 127 active members compared
with 426 pensioners.

Similarly, faced with schemes with very mature profiles (more pensioners than
contributors) most other ports have pension funding plans in place to address the deficits
over time, in accordance with Pension Board requirements, but their poor trading returns
and cash flows are making this very difficult. Some of the port companies had attempted to
divest some non-core assets, mostly surplus property holdings, to address their pension
deficits, but they were unable to complete the transactions before the downturn and it is
now proving almost impossible to divest at all, even at much reduced prices. While there is
still a market for going concerns and indeed properties that are generating income, there is
very little interest in development lands/properties, which is primarily what the port
companies have on their books.

The total current level of pension liabilities in the port sector at the end of 2009 is estimated
at a little under €32 million, with related pension assets at €27 million.

9.6 Divestment Opportunities

Clearly any one of the port companies could, in principle at least, be disposed of. Port
companies in many countries around the world operate successfully as private entities.

However, some of the port companies would be very difficult to sell as going concerns,
their value residing in their land banks and/or development potential as civic amenities
rather than in commercial operations. Dublin, Cork and Shannon Foynes clearly possess
commercial value, as does Rosslare.

9.7 Conclusions and Recommendations

A programme of rationalisation of the Irish port sector needs to be devised and
implemented. This should involve merging each of the smaller ports with one of the larger
ports and discontinuation of port activities at some. Multi-port companies are common in
the industry in other countries.

Recommendation 29: The Review Group recommends that the state-owned ports,
including Rosslare, should be restructured into several competing multi-port companies,
built around Dublin, Cork and Shannon Foynes. The Competition Authority should be
consulted concerning the amalgamation process.

Dublin, Cork, Shannon Foynes and Rosslare are big enough to be disposed of separately
but ideally, this should follow sector rationalisation.
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Recommendation 30: The Review Group recommends that privatisation of some or all
of the ports should be considered, ideally after the recommended restructuring. The
adequacy of competition in the sector on an all-Ireland basis should be reviewed prior to
privatisation and suitable regulatory arrangements instituted if deemed necessary.
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Section 10: Bord na Mona

Established as the Turf Development Board in 1935 to exploit Ireland's peat resources for
energy production, Bord na Mona (BNM) became a public limited company in 1999.
Whilst best known for harvesting peat for use as fuel and for planting products, the
company today has a much more diverse range of activities.

10.1 Corporate Structure, Governance and Operations

BNM is a public limited company owned 95% by the Minister for Finance with the
remaining 5% belonging to the staff through an Employee Share Ownership Plan (ESOP).
It operates under various Turf Development Acts and the Companies Acts 1963 to 2005.
Given the nature of its business BNM must also operate in accordance with an extensive
range of environmental legislation. The state’s shares are held in the name of the Minister
for Finance, with Board appointments made by the Minister for Communications, Marine
and Natural Resources, with the consent of the Minister for Finance.

The Company operates five major business areas, involved in fuel distribution, energy
generation, water treatment, horticulture and waste collection and disposal, respectively.
With a group turnover of €384 million in 2010, BNM is a significant operation, employing
more than 2,000 people primarily based in Ireland (in 70 locations), but also in the UK and
the USA.

10.2  Activity and Income Streams

As mentioned above, BNM operates in a range of markets through five subsidiary
companies, each of which contributes a varying level of revenue and profitability.

BNM Fuel is involved in the manufacture, importation and distribution of fuels for the
industrial and domestic heating market. It manufactures and distributes peat briquettes to
the residential heating market, imports and distributes bituminous and smokeless coal and
distributes oil products to domestic and commercial customers. It is consistently the largest
revenue-generating subsidiary in the BNM Group.

BNM Energy is involved in power generation and also in the production and supply of
biomass and peat feedstock, which are the raw materials that are used in power generation,
horticulture products and briquette production. This division is the largest contributor to
group profits and consistently delivers the second largest component of the group’s annual
revenue stream.

AES (Resource Recovery) is the waste management company BNM acquired in 2007 for
€52.1 million, including debt acquired, and it has become the umbrella for BNM’s resource
recovery business. AES’s core business is in domestic and commercial waste collection and
disposal. It provides domestic bin collection services in Leinster (mostly outside of
Dublin), Roscommon, Tipperary and Limerick; and it provides a commercial waste
collection service in all counties in Leinster, north Munster, Connaught and in the Ulster
border counties of Cavan and Monaghan.
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BNM Horticulture provides products for the gardening sector, both for commercial
growers and domestic customers. The product range is peat-based composts and potting
soils, although increasingly it is moving towards the production and supply of peat-free
products in keeping with developments in EU environmental directives and regulations.
The company is a market-leading supplier to the retail sector in the UK and Ireland.

BNM Environmental provides solutions in the areas of wastewater treatment and air
pollution abatement systems. In addition, the business provides laboratory and technical
services, catering for domestic, industrial and municipal clients in Ireland, the UK,
Continental Europe and the USA.

The contribution of BNM'’s different subsidiaries to total revenue is shown in Table 10.1
below.

Table 10.1: Bord na Ména Revenue Streams

2010 \ 2009 2008 2007 2006 2005 2004 \ 2003
€m €m £€m €m €m €m £€m €m
BNM Fuels 141 157 127 124 130 110 103 107
BNM Energy 126 122 112 84 83 59 69 66
AES Resource 50 52 42
Recovery
BNM 49 48 56 53 51 54 49 45
Horticulture
BNM 18 24 34 38 32 35 32 28
Environment
Total Revenue 384 402 371 299 296 258 253 246

10.3  Financial Background

Bord na Ména’s total revenue has grown from €246 million in 2002/2003 to €402 million
in 2008/2009, with a 4% decline in revenues from €410 million to €384 million in
2009/2010. During this period, its capital employed more than doubled from €179 million
to €364 million. Operating profit did not increase commensurately, although it has proved
relatively resilient in the year to March 2010 at €23 million, down from €23.7 million in the
previous year.

From 2006/2007 onwards, BNM significantly upped its investment activity, spending in the
order of €250 million on acquisitions and new plant and equipment. This increased level of
investment over the past four years has coincided with a material downturn in profitability.
Pre-tax profits peaked at €34 million in 2005/2006 and have shown a decline in each of the
past four years. The company reported a one-third fall in pre-tax profits (from €19.5 million
to €12.9 million) in 2009/10.

While operating profits over the past four years have been relatively stable at about €23
million, interest costs have risen sharply, this reflects two fundraisings in recent years, a
substantial portion of which has yet to be spent. Net finance costs more than doubled in
2009/2010, from €4.3 million to €10.1 million which contributed to a one-third
deterioration in return on average equity (from 7.4% to 5%). Bord na Ména paid its first
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dividend ever to the state in 2007 - €3.8 million - and has continued to pay a dividend each
year since. It paid €5.3 million in 2009/2010, equivalent to 33% of previous year earnings.

10.4 Recent Financial Performance and Outlook

Recent divisional performance has been mixed. BNM Energy, which has been the fastest
growing subsidiary in recent years, experienced an increase in sales in 2009/10 (up 4.0% to
€126.3 million). Sales of the BNM Fuels business, however, were down (-10.2% to €140.7
million), as were AES Resource Recovery (-3.1% to €50.3 million) and BNM
Environmental (-25.5% to €14.6 million). BNM Horticulture sales showed a partial
recovery (+3.5%) to €49.2 million following a 15.2% decline in the previous year.

Although BNM’s financial ratios have weakened in recent years, both gearing and interest
coverage ratios at end-March 2010 remained sound. For instance, EBITDA interest cover in
2009/2010 was 8.1 times (2008/2009: 14.6 times), while the Debt to EBITDA ratio was 0.9
times. BNM has healthy cash balances of over €200 million arising from two separate
private debt placements in the United States in recent years. Just €60 million of this debt is
repayable within the next five years, with the balance of a little over €200 million payable
over the four years to 2018/2019.

The core revenue and profitability of BNM still derives from its fuel and energy operations,
but both of these are mature cash-generative businesses that face significant issues over
coming years as carbon emissions are reined back. In the medium term, therefore, the
company plans to reduce its dependence on these legacy operations and diversify into
complementary, faster-growing areas such as renewable power generation and waste
management. Indeed, in October 2008 BNM announced an enhanced business plan that
would see it double in size by 2013 and become Ireland’s leading renewable energy
provider.

This change of direction is behind its recent high investment and acquisition activity levels,
which have expanded BNM outside of its traditional business areas and contributed
significantly to recent revenue growth. The company’s largest acquisitions to date have
been Edenderry Power, a 128MW peat-fired power station bought for €79.5 million in
December 2006, and the Leinster-based waste management business AES, bought for €52.1
million, including debt acquired, in May 2007.

A key element of BNM’s strategy is the development of a sizeable wind energy business
(approximately 500MW) centred mainly on its Oweninny, County Mayo site. The first
phase of the Oweninny project is being executed as a joint-venture with ESB. The company
plans to invest heavily in its AES business over the coming years.
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Box 10.1 - The Future of Peat-Powered Generating Stations

The original justification for peat extraction for power generation was to reduce Ireland’s
dependence on imported fossil fuels. Currently, the peat generation stations benefit from a range of
public policy supports. These policies require priority dispatch of the peat plants and their use is
supported by a Public Service Obligation (PSO) Order which requires the ESB to purchase
electricity generated by peat-fired stations under fixed-price PSO contracts. The PSO Order
provides for the recoupment by ESB of the additional costs incurred by comparison with the
wholesale market price in the SEM through a PSO levy payable by all consumers. The level of the
PSO levy is set annually by the Commission for Energy Regulation and can be zero in any given
year.

The current Power Purchase Agreement (PPA) with the ESB for BNM’s Edenderry peat plant,
which is supported by the PSO levy where necessary, runs out in 2015. PSO levy support for the
ESB’s Shannonbridge and Lanesboro plants ends in 2019. The delivered price of peat is effectively
the same to all three PSO-supported peat plants, and is derived from a fixed base price agreed in the
mid-1990s which varies annually according to a basket of indices which include labour, materials
and energy price components. In the absence of an extension of the PSO agreement after these
dates, the viability of peat-generated electricity will depend on the world market price of competing
fuels, the cost of acquiring carbon emission permits, and the extent of co-firing with biomass.

BNM has recently commenced co-firing with biomass at Edenderry in line with Government policy
outlined in the White Paper on Energy (2007). In 2010 biomass use reached approximately 13% of
fuel use and the target is to reach 30% in 2015. The two ESB plants have similar targets but due to
technical difficulties are unlikely to reach them. Biomass includes sawmill residues, pulpwood and
forest residues, energy crops and dry materials. The use of biomass is subsidised through REFIT
support prices announced in May 2010 of €95/MWh for electricity produced from energy crops and
€85/MWh for electricity produced from other types of biomass.

BNM has recently completed a survey of peat reserves which has clarified the availability of peat
resources over the coming years. The company has indicated that it does not intend to open any new
bogs. It is probable that the technical lifetime for the existing bogs is around 20 years at current
rates of extraction. Their economic lifetime depends on the future value of milled peat as an energy
source, which is currently underwritten by the PSO levy. The Edenderry plant, which has a
remaining operational life of at least 20 years, is more efficient than the two ESB peat plants.
Currently with the PSO levy in place it is producing electricity at less than the current wholesale
price. Thus it could be economically viable even in the absence of the levy, although it might not
run on a year-round basis. The viability of the ESB plants appears more doubtful once the PSO levy
comes to an end. The EPA’s (2010) projections for greenhouse gas emissions for 2020 project a
sharp decline in peat consumption by 94% compared to 2008 following the termination of the
Public Service Obligation (PSO) supports for peat-burning power stations.

10.5 Pay and Pensions

Average employee costs, excluding pension and PRSI, amounted to €44,800 in 2009/2010
(Table 10.2). This compares with €46,400 in 2008/2009. In addition there was a share-
based payment of €6.1 million to the company’s Employee Share Ownership Plan (ESOP)
in 2008/2009. This covered the cost of acquiring a 5% equity stake, in return for the
“agreed business transformation achieved over recent years.” As shareholders’ funds at the
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end of the year in March 2009 had amounted to €234 million, the ESOP acquired these new
shares at a sizeable discount to net book value, reflecting the minority shareholding.

Table 10.2: Bord na Mdna Pay and Pensions (excluding share-based payments)

Average Wages | Employer Average pay Employer | Average pay
number of and pension (wages/salary) | pension including
employees salaries | contributions cont. employer
as % of pension
pay contributions
| €000 €000 €000 | €000
March-10 2,136 95,733 4,523 44.8 4.7% 46.9
March-09 2,064 95,849 6,687 46.4 7.0% 49.7
March-08 2,035 91,300 6,030 449 6.6% 47.8

Employer pension contributions as a percentage of wages and salaries are relatively
modest, at 4.7% in 2009/10 and 7% in 2008/2009. An improvement in investment
performance in 2009/10 helped to narrow the deficit in the pension fund from €51.3 million
to €22.3 million - 91% of the company’s pension obligations were ring-fenced at year-end,
up from 78% the previous year.** This is a reasonably healthy position compared to some
other state companies. The company has two defined benefit schemes - the Regular Works
Employee Superannuation Scheme (RWESS) and the General Employee Superannuation
Scheme (GESS) - and a defined contribution pension scheme has been introduced for new
employees. With regard to the largest of the defined benefit schemes, the RWESS, the
company and staff recently reached an agreement under which members will contribute an
additional 1.5% of pensionable salary and the company will match it. In relation to GESS
discussions are continuing with member representatives and the regulatory authorities on
the issues involved.

10.6 Divestment Opportunities

Bord na Mdna has a diversified portfolio of business interests, some underwritten by
government supports (underpinning its peat extraction business and its wind generation
plans) while some of its newer business activities operate in volatile and uncertain markets.
The company believes it will need capital to invest in growing these new businesses. BNM
is operating in business markets where there are many private competitors, and indeed, in
many cases it entered these markets by buying the assets of private companies that had
created these in the first place.

10.7 Conclusions and Recommendation

The Review Group recommends that the government should seek to dispose of BNM as a
single entity, with a peat extraction business based on the right to exploit the remaining peat
on the existing opened bogs and not the land itself. While it would be possible to sell off
the subsidiaries as individual companies, the Review Group considers that there is some
added value from the business synergies developed and planned by BNM that makes it
worth more as an entity. In any event, any new owner would be best positioned to decide

 Included in total pension obligations is an unfunded scheme for senior management.
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what fits and what does not. A new owner would have the same incentive to continue to
extract peat as does BNM at present, depending on the availability of state supports and
carbon penalties. The same level of extraction activity would continue in the Midlands as
would occur if the state retained ownership of the company.

We favour retaining the ownership of BNM’s peat lands in the hands of a state agency. As
BNM'’s peat lands are currently owned and managed both at group level and by the
subsidiary companies, this option would require extensive preparation to transfer land titles
into a single successor state entity. The privatised company would inherit the licence
conditions imposed on the extraction of peat by the Environmental Protection Agency
under IPPC licences, including the preparation and implementation of a detailed
rehabilitation plan following termination of peat production. Once the peat extraction
licence (including rehabilitation) terminated, management of the rehabilitated peat land
would be the responsibility of the new state-owned land management company. If a
decision were made to dispose of Coillte’s forest estate through long-term lease, as
proposed by the Review Group in Section 11, then consideration should be given to
merging the residual land management functions of Coillte with the residual land
management functions of Bord na Mona in a single new state agency. This agency would
receive commercial income from its licence revenue in the early years, but would be
required to develop new commercial uses for its land bank in future years.

We are conscious that peat extraction has a finite life and that the transactions costs of
preparing the company for sale have to be set off against the potential value that a sale
would realise. The value that a potential purchaser would put on the remaining peat would
depend, in part, on government policy decisions (including, for example, whether the
current Public Service Obligation be continued). It would also depend on the licence terms
agreed for the extraction of peat between the new state land management company and the
newly-privatised operations. The higher the licence rent sought by the land management
company, the less would be the value of the licence to a potential purchaser. It would be
important to establish as much certainty as possible in terms of future government policy
for the use of peat as energy before the option of privatising BNM was embarked upon. We
reiterate our view in Recommendation 1 that what is important is securing long-term
economic competitiveness rather than simply maximising the immediate value of asset
disposal.

Recommendation 31: The Review Group recommends that the government should seek
to dispose of Bord na Modna as a single entity, including peat extraction rights but not
ownership of the peat lands.
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Section 11: Coillte Teoranta

Coillte was established under the Forestry Act 1988 to manage the state forests on a
commercial basis. Prior to Coillte’s establishment, the state forests were managed by the
Forest Service, which was at that time within the Department of Energy. The Forest
Service, which is today within the Department of Agriculture, Fisheries and Food, remains
the authority responsible for ensuring the development of forestry on a sustainable basis in
Ireland. Coillte has developed into a diversified commercial enterprise and now has
significant market positions in panel products, telecoms infrastructure, renewable energy
(wind and biomass) as well as forestry.

11.1 Activity and Income Streams

The Coillte Group has three business areas: Coillte Forest, Coillte Panel Products and
Coillte Enterprise. Coillte Forest carries out the traditional functions associated with forest
management and harvesting. Coillte Panel Products is a division established following the
acquisition of two wood product production facilities in 2002 and 2006. Coillte Enterprise
is the new business arm of the group.

Table 11.1: Coillte Revenue Streams

2009 | 2008 2007 2006 2005 2004 2003 | 2002

€000 €000 €000 €000 €000 €000 €000 €000
Forest Revenue 62,735 | 77,508 | 96,366 | 87,381 - - - -
Enterprise - - - -
Revenue 27,511 | 27,647 | 31,822 | 47,173
Panel Products 116,619 | 144,320 | 189,940 | 79,235 - - - -
Revenue
Total Revenue 206,865 | 249,475 | 318,128 | 213,789 | 215,673 | 184,965 | 172,121 | 144,135
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Box 11.1 - National Forest Policy Context

The Government’s strategic plan for forestry Growing for the Future was launched in 1996 and set
a planting target of 25,000 hectares in the first four years and 20,000 hectares a year thereafter until
2035. This land use change would see forestry covering 17% of the country. However, despite
huge taxpayer-funded incentives for private planting in recent years and a state-owned forestry
company, afforestation has fallen from over 20,000 ha in 1996 to around half that level in recent
years (most recent figures from the Forest Service indicate that Ireland is currently planting 8,300
ha annually) compared with a target level of 15,000 ha annually assumed in the National Climate
Change Strategy 2007-2012 (DoEHLG, 2007).

By 2009, the national forest estate stood at 737,000 ha, roughly equally divided between private
ownership (46%) and State ownership, and representing about 11% of Ireland's total geographical
area. The Renewed Programme for Government in 2009 reiterated the commitment to the 1996
target of 17% forestry cover and proposed a target for new forest planting of 10,000 hectares per
annum, a rate in keeping with its complementary commitment to developing the national forests as
a carbon sink, as set out in the National Climate Change Strategy. The Programme for a National
Government 2011-2016 committed to an annual 14,700 hectare afforestation programme. Three
review groups have been set up by the Department of Agriculture, Fisheries and Food to examine
national forestry policy, the funding of forestry schemes and the future of Coillte in this context.
The reports are expected to be published shortly.

While forestry policy was initially about producing timber, in recent years there has been a growing
emphasis on the non-wood benefits or ‘public good’ forestry, including the role of forests in
recreation, managing biodiversity, flood control and carbon sequestration. Currently, over 15% of
Coillte’s forest estate is actively managed for nature conservation. Forests provide the largest
outdoor area for recreational use in the country. Coillte Forest owns and manages 10 forest parks,
150 other dedicated recreation facilities and approximately 2,000 km of off-road trails. Other areas
with high levels of usage outside their forest parks include areas such as South Dublin/Wicklow,
Slieve Bloom Mountains (Laois/Offaly) and Ballyhoura Mountains (Cork/Kerry).

11.2 Financial Background

Coillte’s group revenues more than doubled between 2002 and 2007, from €144 million to
€318 million, with a sizeable portion of this increase coming on foot of the acquisition of
SmartPly and Medite. In the last two years, there has been a precipitous drop in sales,
reflecting the company’s overall exposure to the construction sector in Ireland and the UK,
where the difficult trading environment has resulted in a sharp fall in the price of logs and
panel products.

A noteworthy feature of Coillte accounts is the company’s reliance on property trading. In
the eight-year period under review to end-2009, Coillte reported aggregate pre-tax profits
of €204 million, with profits on land sales accounting for 70% of this amount and profits on
sales of immature forests a further 17%. Profits from forestry and its downstream
operations (including log sales and CPP) — traditionally the core operations of the company
- accounted for just 13% of profits over the period.
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Table 11.2: Heavy Dependence on Profits from Sale of Land and Immature Forests

- 2009 2008 2007 2006 2005 2004 2003 2002
€000 €000 €000 €000 €000 €000 €000 €000

Pretax profit excl. gains on (33,762) (9,375) | 29,635 343 (5,548) | 24,546 | 15,124 5,274
fixed assets/immature
forests
Profit on sale of fixed 15,906 10,839 | 16,772 | 26,914 31,863 | 13,171 | 12,700 14,420
assets
Exceptional profit on sale 25,372 10,141
of immature forest
Pretax profit incl. gains on 7,516 11,605 | 46,407 | 27,257 26,315 | 37,717 | 27,824 19,694
fixed assets/immature
forests

Since it was established, Coillte has acquired 52,000 hectares of land, most of which
predated the end of premia support. Coillte has sold 12,000 hectares, over half of which
was sold to various state agencies or for public benefit projects. The vast bulk of the
disposed land was either un-plantable or poor quality and low yielding. In 2009, it reported
gains on asset sales of €15.9 million, up from €10.8 million in the previous year: these
gains are treated as normal profits from (property) trading.

These exceptional gains were partly offset in 2009 by restructuring costs of €5.2 million
and impairment losses of €3.1 million related to forestry assets. In the previous year, Coillte
incurred exceptional restructuring costs of €700,000 and an impairment charge of €8.7
million related to SmartPly Europe.

According to Coillte, forestry in Ireland and other temperate climates typically provides an
internal rate of return of between 3% and 7% in real terms. Coillte’s returns have been well
below these levels in recent years. Since 2002, Coillte’s average pre-tax return on capital
employed (including profits from the sale of land and immature forests) has been under
2.5%. Without the contribution from the sale of these property assets, its average pre-tax
return on capital would be 0.4%.

11.3 Recent Financial Performance and Outlook

The financial results for 2009 show that, despite the exceptional gains on immature forests
and a reduction in capital spending to its lowest levels in eight years (€40.6 million), Coillte
experienced a net cash outflow for the second year in a row, with net debt increasing by
€16.2 million to €177.4 million. Coillte’s results in 2010 have improved significantly
(unaudited profits were in excess of €30m and debt levels were reduced to €150 million)
primarily due to a strong recovery in log prices. Coillte’s panel business has also seen an
improvement in UK and European markets during 2010, and the company is confident that
the medium-term demand for its products is strong and will be further strengthened by
environmental policy developments at EU level in the area of energy conservation and
renewable resources. This is especially the case for Coillte Panel Products, the financial
performance of which has been turned round during 2010 on the basis of higher sales
prices, new customers and lower costs. These plants, according to Coillte, require further
investment of about €80 million.
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For Coillte Forest, there are business challenges ahead. The division has experienced a
sharp fall in the volume of forest planting in recent years and has effectively withdrawn
from planting, reflecting the company’s view that it does not make commercial sense to
afforest land in the absence of state grant support and where land costs more than €4,000
per ha. Its commercial challenges are exacerbated by the fact that its forest estate is very
fragmented, consisting of up to 6,500 separate properties, of which about half are
considered commercial, one quarter potentially commercial with investment, and one
quarter have no commercial value because of their poor location, poor quality of the trees
or the lack of roads. The significant protection and support given to the main alternative
land use, agriculture, results in a very high price of land and further undermines the
commerciality of forests.

Table 11.3: Downward Trend in Forest Planting

| 2005 2006 2007 2008 2009

Afforestation of Coillte land (ha) 569 231 181 189 92
Farm partnership (ha) 500 98 62 30 51
Restocking (ha) 7,582 | 6,694 | 6,996 | 6,006 | 4,452
Planting for farmers (ha) 1,855 | 1,404 | 896 | 567 877

Source: Coillte Website

This less than positive outlook could be turned around by future developments in the area
of carbon sequestration, which has the potential to give the forest estate a commercial value
as a carbon storage (or sink) asset. However, there remains great uncertainty as to what way
policy in this area will go.

Coillte Enterprise is likely to continue to focus heavily on its interests as a developer of
wind farm sites on its own land and a provider of sites to other developers. In July 2010,
20% of total wind generation capacity (1,380MW) was on sites that originated with Coillte.
Through this division, the company intends to be the principal provider of sites to the
private wind farm sector in the period to 2020 and estimates that it will realise value in the
range of €100 million to €200 million from its wind farm sites over the period 2012 to
2025. Coillte is also developing a telecoms business focused on providing infra