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| Introduction

The chief financial officer (CFO) role is changing. It’s becoming
more strategically-focused, more value-focused and more
future-focused. But the role of the power utilities sector CFO is
changing faster than most. The ambit of the power sector CFO
is not only being reshaped by the overall transformation that is
taking place in the CFO role but also by energy transformation,
which is shifting the technological, market and customer

context for companies in the sector.

These twin shifts — in the overall role
of the CFO in the C-suite and in the
demands placed on power company
CFOs by energy transformation —

are leading power sector CFOs to
look afresh at what they and their
departments need to do to keep their
companies successfully on track and
ahead of change.

As the direction of the power sector
shifts, the CFO’s role in harmonising
diverse business strategies becomes
critical to aligning risks and rewards.
The role is becoming more forward-
and outward-facing, with the CFO

at the centre of ensuring that value
is maximised from new and existing
activities.

In this report, which forms part of

a series of PwC publications on
energy transformation, we look at
how the power sector CFO role is
evolving, the challenges it needs to
address and the capabilities that will
be crucial for delivering first-class
performance.

The report includes contributions
from power sector CFOs in different
markets around the world on how
their role is changing. And it
concludes with a checklist of some
of the key questions CFOs in the
sector should be addressing as they
face the challenges of energy
transformation.

Norbert Schwieters
Global Power & Utilities Leader



The CFO’s new strategic lens

The world of electricity is changing fast. It’s a transformation
that is exercising a great deal of thought and action in the
boardrooms of power utility companies whose traditional
business models are under threat. Technological innovation
is creating new choices for customers and new opportunities
for a wider range of industry entrants. The combination of
the ‘push’ of technology, the ‘pull’ of the customer and the
threat that comes from new competitors poses questions
that go to the heart of company strategies and the role of

the CFO.

The changing CFO role

The CFO’s role has always ranged from a
fiduciary one (a custodian preserving
value) to a visionary one (an architect
creating value). In the past, the traditional
business model in the power utilities sector
has tended to move the CFO role towards
the fiduciary end of the spectrum rather
than the visionary end. But now this role is
becoming much more about strategy than
stewardship and even more about value
realisation and optimisation.

Value for companies in the sector has been
traditionally created by a well-understood
capital investment and commercial model
with a strong emphasis on effective
regulatory positioning, clear competitive
strategies for each market segment and
disciplined infrastructure development and
deployment. The emphasis changes for
different companies, at different times and
for different markets but the essential
focus of producing or buying electricity,
moving it and selling it on a large-scale
centralised grid basis has been the same.

Figure 1: Key strategic questions

Foundation strategy factors

Determine our ‘purpose’

and desired outcomes,

e.g. ‘end-to-end’ participation
or selected areas

‘Where do we play’?

Establish the ‘positioning’
we wish to achieve,

e.g. ‘full offering portfolio’
or highest-value product

‘How do we play’?

Define the ‘role’ we
would like to perform,
e.g. sole player or ‘partner

‘How do we win’?

of partners’

Future strategy
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... but how
competitors

choose to
play affects
these choices

A different value focus

However, in the emerging digital,
decentralised and technology-disrupted
energy world, value is likely to come
through more diverse and less stable
sources. This broader value creation
and greater uncertainty requires a new
strategic lens to be applied by the CFO
— one that is capable of discerning
‘where to play’ strategically, ‘how to play’
commercially and ‘how to win’
competitively (see figure 1).

At a time when energy transformation
is leading many companies to embark
on new value chain directions, consider
restructuring to separate out different
value streams and/or weigh up the
merits of new outside collaborations
and partnerships, the CFO needs to
think more broadly and look harder at
a wider range of issues to inform a
winning strategy. While the CFO is not
the principal architect of the corporate
strategy, the focus provided by this
position on realisation of value
complements the design of these
strategies.

The CFO will be particularly focused on
creating congruence between the
strategies developed for the enterprise
and the financial imperatives established
for the business. The CFO understands
that strategic success cannot be achieved
without financial success, and linkage of
these two key dimensions is fundamental
to realising expected values from strategy
to execution. As this new era of industry
disruption evolves further, the CFO will
move from holding a perspective that
effective execution is the primary driver
of results to one that recognises that
realised value is a function of strategic
and operational alignment.

Successful CFOs in this new environment
will develop an enhanced set of key
capabilities that can be leveraged to
strengthen strategic, financial and market
positioning. These capabilities will need
to evolve from an emphasis on rigorous
planning and budgeting and financial
performance management to building
business acumen and designing effective
collaboration models.



While the historical capabilities related to
management reporting, performance
management and investor relationships
will continue, they will become more akin
to minimum requirements. Alongside
them, differentiating capabilities focused
on turning data into insight and, more
importantly, insight into foresight will
become more valuable.

This increased focus on building and
embedding enhanced capabilities will
enable the CFO to change the nature of the
conversation with key parties — at the
board level, within the business and with
the investor community. This conversation
will not abandon the underlying custodian
and stewardship functions that have
characterised traditional CFO roles; rather,
it will now evolve to one that emphasises
value realisation as the overarching
outcome that guides strategic decision-
making throughout the company.

Aligning cost to value

The ‘strategic CFO’ focuses on linking
strategy with execution and market plans
to deliver the positioning outcomes that
are being pursued. This CFO understands
that strategy is not an end in itself and
lacks real value unless tightly aligned
with a ‘purpose’ that visibly underlies its
operationalisation. Achieving this type
of perspective necessitates establishing

a clear and common understanding of
purpose, outlining how the company
delivers value — upwards at the board,
outwards to investors, policy-makers

and regulators, and downwards through
the organisation.

In practice, this requires understanding
and separating those projects and practices
that create clear market positioning value
from those that merely draw resources and
do not advance the strategic agenda of the
company. This understanding needs to be
based on a clear, evidenced rationale,
drawing on experienced insights, strategic
perspective and fundamental data
analytics. In this case, the CFO needs to

be well informed on the relative value to
be derived from an investment, as well

as persuasive in how to position the
arguments favouring one option over
another.

In particular, the capital allocation process
now needs to focus more diligently on
investment screening, benefits evaluation,
expenditure priorities, commitment
management, results verification, and
return realisation — all from the
perspective of how value will be created
and at what level against the full portfolio
of available options. Managing these
processes is critical to a company being

able to improve total value contribution
and optimisation of the current and future
investment portfolio. These processes,
however, will now need to be executed
directly against the strategies that guide
the business rather than against the
financial constraints that limit the ability
to invest indiscriminately. And, if the
enterprise’s strategic outcomes are to

be achieved, these will now need to be
designed to enable comparison of capital
deployment options across the business,
not just within a particular business unit.

Key areas of future CFO focus:

The application of this perspective to
potential capital investment options
becomes the basis for achieving greater
clarity about strategic cost allocation.

It helps the CFO identify those projects and
investments that are capable of delivering
distinctive, sustainable growth and which
should be backed and nurtured. It also
enables the CFO to identify others that
may not be as profitable, but are necessary
to create a ‘right to grow’ or to establish a
market presence to build and sustain
customer credibility.

The changing role of the CFO 5



Perspective: the changing CFO role

Going beyond the
numbers

- N

RWE is one of Europe’s five leading
electricity and gas companies, active at
all stages of the energy value chain, and
serving over 16 million electricity
customers and seven million gas
customers with energy.

6 The changing role of the CFO




A sharper focus - specific energy
transformation challenges

Energy transformation, as we saw in the previous chapter,
is forcing power company CFOs to take a more strategic
view in addressing business challenges with consequences
for the nature of their role. Many power utility companies
are now operating in conditions where the traditional core
revenue stream is much more uncertain. For the first time
ever, the potential for a power utility company’s business
model to become eclipsed and left stranded is a real one.

Customer- and asset-relevance are
everything. Power utilities cannot afford to
be seen as being of dwindling or marginal
relevance to the customer or being left
with the wrong set of assets, technologies
or capabilities. The business models and
the operational focus of many companies
in the sector are changing in response.

In broad terms, there is the distinction
between asset-based strategies, with
returns largely set by the ability of the
company to manage assets within a
defined regulatory regime, and those

that are customer-focused, with returns
dictated by the competitive margin
achieved by delivering greater value to
customers and, in turn, gaining greater
value from them.

There is an industry transformation taking
place and, within that, companies are
embarking on their own transformation
strategies. Some companies are moving
fast to occupy new positions while others
play more of a ‘wait and see’ game.

CFOs are at the centre of explaining and
delivering on their company’s chosen
strategy. Their audiences are still the

same - boards, investors, policy-makers,
regulators, ratings agencies — but the story
is much more diverse and complex.

Energy sector participants are increasingly
operating under a mix of business models
along the value chain, from traditional rate
of return or revenue cap to margin-based
and incentive models. As their operating
environments become more complex and
unpredictable, the CFO role needs to take
on a much greater focus on both strategy
and optimising value through continuous
improvement.

As well as the overarching issues discussed
in the preceding chapter, energy
transformation presents a number of
specific challenges. In the sections that
follow, we highlight eight that we believe
should be at the front of every CFO’s mind.
The degree to which each challenge
applies will depend on each company’s
exact market context and jurisdictional
variations.

Figure 2: Business model and technology transformation

Business model transformation
* New markets

New customers

New products and services

New competitors

New partnerships

Technology transformation

¢ Digitisation of customers

¢ Digitisation of assets and
operations

¢ Distributed energy resources
and micro-grids

® Energy efficiency and demand
response

* Beyond-the-meter automation

The changing role of the CFO 7
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Anticipating and leveraging the impact of new

technologies

The acceleration of technologies such as
digitalisation, combined with the
expansion of the breadth of the ‘internet
of things’, is creating new opportunities
for utilities. The pace of development

of many of these technologies is far faster
than many of the technological changes
that have taken place in the power

sector in the past and well beyond the
expectations of many industry observers.
Importantly, barriers to entry are being
broken down and new entrants are taking
up positions in the sector, particularly

in distributed energy resources and
customer-facing technologies.

The rapid change in technology also
creates business risk, not just because
the technology is new but also because
the increased digitisation of assets and
customers opens up the utility to
greater risk of malicious cyberattacks.
Ensuring that the business has robust
cybersecurity protection, along with
contingency arrangements that allow it
to continue to operate, is now high on
the agenda of many CFOs.

8 The changing role of the CFO

Internet-connected home devices of all
types, premises-based distributed
generation and higher-efficiency storage
enable business-to-consumer and
business-to-business relationships and
have the potential to realign elements

of the traditional energy value chain
through the creation of new value
networks. Data directly from the
proliferation of discrete generation and
consumption points may become a
commodity that can be monetised by
new market entrants through new
products and services, as well as enhanced
grid ‘value’. Utilities need to assert their
role in these future value networks to
reduce the risk of losing revenue, market
share or the ability to build new sources
of margin.

The effects of technological change pose
both an opportunity and threat to utilities.
For example, it can help utilities meet
demand loads while limiting capital
commitments for generation through
net-metering of the contribution from
distributed generation and by supporting
the smarter utilisation of energy when it is
necessary to be consumed. But the same
‘beyond-the-meter’ technology also enables
new market entrants to disintermediate
certain customer loads from their
traditional utility providers and to do so
without costly infrastructural investments.

Among the issues that are of CFO

relevance:

¢ Evaluating the impacts on revenues and
business models from new technologies.

* Leveraging the capabilities of new
technologies to enhance business
execution and customer value.

¢ Predicting the pace of change and the
risks and rewards of ‘first mover’
investments.

Challenges for the CFO
to address

On the ground:
examples and issues




Reassessing and restructuring the asset portfolio to

optimise value

Regulatory policies, financial pressures
and market outlooks are forcing utilities
to look both at the appropriateness of
their corporate structures and the parts
of the value chain where they wish to
participate. As energy transformation
expands, the need to introduce responsive
capabilities increases and the need for
new assets, delivery systems and execution
processes lead to the reassessment of the
capability to succeed in current business
areas or to optimise the value potential

of the portfolio.

On the one hand, companies are being
forced to make a choice where none was
required before — do I ‘hold or harvest’
certain assets or businesses? These
determinations will need to be based

on a sober assessment of whether the
incumbent owner is best suited to
maximise the value of the asset or
business, or whether a new owner
would be better positioned to add value.

Alternatively, the choice may be between
traditional or unconventional ownership.
New structures are emerging, such as
REITs, yieldcos, etc. that enable owners to
restructure the business and create a new
source of financial value. These structures
offer the potential to realise higher
valuations, as well as capture tax and
earnings benefits. As companies make
these assessments — and wrestle with the
dual dilemma or whether to ‘hold or
harvest’ and ‘retain or restructure’ the
asset or business, companies will need to
place greater emphasis on understanding
business and financial risks and managing
portfolios to optimise value.

Among the issues that are of CFO

relevance:

* Separating or exiting businesses to
be either fully regulated or fully
unregulated.

* Derisking asset investment projects to
make them attractive to particular
types of investors.

* Expanding access to non-traditional
forms of capital.

 Devising defensive or proactive
interactions with regulators to address
the impact of market changes on asset
recovery.

Challenges for the CFO
to address

On the ground:
examples and issues

The changing role of the CFO 9



Perspective: the changing CFO role

Turning
transformation
to advantage

The coming evolution in technology
adoption and customer behaviour
promises to fundamentally change the
operating and financial environment of
America’s electric utilities. Even Southern
Company, one of the largest power
companies in the United States, will not
be immune to the advancement of energy
policy, deployment of disruptive
technology and shift in market structure
that accompanies an industry reaching
its next inflection point. The Atlanta-
based company has been an industry
leader for more than 100 years and has
long been recognised for its fiscal
management prowess and attractiveness
as a stable yield and growth investment.

10 The changing role of the CFO




Designing new ventures and commercial arrangements

The new business models we are seeing
require new business partners, new skills
and competencies and different kinds of
commercial relationships. The digital
revolution is leading to customer access
innovation at the same time that
technology performance innovation is
leading to grid parity across renewables.
This trend is set to continue across both
the technologies and solutions that will
be offered to customers along the energy
value chain.

If utilities are to maximise the
opportunities arising from technology,
they need to take a different strategic
approach. The challenge is to determine
which technologies to support, the type
of services to offer to consumers and how

best to harness the skills and competencies

required to move from strategy to market
delivery. Incumbent utilities will need to
assess whether they have the requisite
innovation, experience and portfolio
breadth to address future customer needs
for products and services. From the

current standing start, the answer is likely

to be that the requirements of the future
are not met through the capabilities of
the past.

We see first movers appreciating the

need to learn from the experiences of
other industries, by entering into strategic
partnerships and recognising that the
traditional self-contained utility mindset
can actually constrain innovation.

These companies are identifying potential
partners that can accelerate their market
readiness through available technology,
market positioning or innovative products
and services. The type of collaborative
arrangements that might open up are a
new departure for many utility companies
who may have previously not ventured
beyond traditional partnership
arrangements. As transformation unfolds,
utilities will take advantage of capabilities,
channels and relationships that were
either not available or not leveraged for
market advantage.

Among the issues that are of CFO

relevance:

* Assessing opportunities against the
existing portfolio of businesses and
relationships.

* Defining the range of structural
approaches to position within an
evolving marketplace.

* Balancing the need to invest in new
channels to market with the need to
maintain adequate visibility.

* Defining the parameters of attractive
partnering relationships and
arrangements.

Figure 3: Designing new ventures and commercial arrangements

Utility

Limited number of
products/services

Customer relationship

New partner

Channel to market for
multiple products

Risk averse

Risk preference

Risk takers - ‘big bets’

Proven

Technology preference

Innovative

Slow, driven by
approvals

Timescale for implementation

Fast-moving

Limited, ring-fenced
projects

View of competitors

How to partner to
increase value

Constrained by
regulation

Competition

Free market mindset

Achieving congruence in partner
strategy from the early stages of any
formal relationship by aligning interests
and appropriately sharing costs, risks
and rewards.

Maintaining adequate control of
investments while giving leeway to
business partners to enhance value.

Management and optimisation of a
portfolio of business relationships
with non-utility partners.

Gaining comfort on the ability to risk
assess new ventures — especially
technical risk and optimism bias, and
putting in place appropriate mitigation
measures.

Development of the right exit strategies
when necessary to preserve value.

Emergence of ‘beyond-the-meter’
home automation devices and services
(e.g. Google, Apple and Samsung
through their Brillo, HomeKit and
SmartThings initiatives).

Data aggregation as a service enabling,
distribution businesses to partner to
manage energy balancing on a more
local level (e.g. pilot projects in the

UK and France).

The changing role of the CFO 11
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Achieving full recovery of prior investments

In many markets, serviceable generation
assets are being retired early. In Europe,
this is driven by environmental subsidies
and public policy initiatives. In the US,
expansive gas supplies, market structures
and environmental policies are
contributing to assets being prematurely
taken out of service. And in developing
countries, inadequate rates and
non-payment are forcing assets out.

In particular, electricity markets have
become less stable. Merit order dispatch
has changed as a result of low-carbon
policies such as the introduction and
removal of feed-in tariffs for renewable
energy, relative fuel prices (gas vs. coal),
market intervention such as capacity
markets, the impact of technology on
fuel prices (for example, shale gas) and
increasing levels of distributed and
micro-generation.

With little prospect of change in the
medium term, some thermal and
renewable generators have found
themselves unable to compete. The need
to maintain shareholder returns has led
to unexpected decisions being taken with
impacts occurring in cost recognition,
cost recovery and asset reinvestment.

Challenges for the CFO
to address

Among the issues that are of CFO

relevance:

e Determining investment hurdle rates
that reflect the changing risk profiles
in energy markets.

¢ Determining the level of sustained
investment to maintain individual
assets until the market improves.

* Assessing impacts on cash flows, credit
rating and financing capability of
impaired assets.

* Weighing up the costs of closure,
mothballing, operating or conversion
of ‘underwater’ assets.

On the ground:
examples and issues

Figure 4: Achieving full recovery of prior investments

Utilisation down

Revenues down

Economic viability
reduced

4

Early plant closures?
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Perspective: the changing CFO role
Communicating
where the future
is taking us |

\ \

AGL Energy is one of Australia’s leading
integrated energy companies and was the
first energy retailer to launch a battery
storage device into the Australian
market, as it shifts its business strategy.
The company has traditionally pursued ANV N
a classic ‘gentailer’ business model of .
vertical integration but now asserts that
“the categorisation of a gentailer is not
something that should define AGL.
Rather, our new business definition is

to ‘harness insights to enrich the
customer’s energy experience.’ In this
way, everything we do is centred on the
customer and the interaction they have
with AGL around their energy use.” *

The changing role of the CFO 13



Perspective: the changing CFO role

Delivering
growth and
transformation

Saudi Electricity Company (SEC) is the
largest utility in the Middle East,
addressing megatrends such as growing
urbanisation, demographic changes
and increasing sustainable technology
breakthroughs. The Saudi electricity
market is the largest in the Arab world.
Demand for electricity is predicted to
increase by an average annual rate of
7-8% for the foreseeable future, driven
by a growing population, rising per
capita consumption and an expanding
industrial base. As well as meeting the
demands of growth and potential
changes in regulation, SEC is
implementing positive internal changes
through its Accelerated Strategic
Transformation Programme (ASTP).

14 The changing role of the CFO



Influencing policymakers and regulators

Balancing the energy trilemma of
affordability, security of supply and
decarbonisation is resulting in increased
regulation and scrutiny from policymakers,
leading to increased uncertainty for
utilities and an unwillingness to make
significant investments without support.

Renewable portfolio standards and smart
grid mandates are increasingly driving
investment priorities. Alongside this,
utilities are under pressure from energy
efficiency standards which reduce energy
revenues, depress demand for new
generation and can lead to excess network
capacity. Regulatory regimes are thus
having a more intense effect on the nature
of investments, including delaying
expansion and replacement decisions.

At the same time, increased regulatory
scrutiny is necessitating additional
reporting and data gathering, affecting
processes, systems, staff and operating
efficiency.

There is now also a much wider set of
regulations that come into play as well as
energy regulation. Health and safety,
environmental, data protection and privacy,
and legislative safeguards against bribery
and corruption all need robust auditing
and reporting to be in place. This becomes
even more of an issue for the CFO as
companies extend their global footprint
and/or partner with new organisations.

Companies will find that an ever greater
portion of their strategic focus is directed
toward policy, rather than the competitive
markets. In this environment, capabilities
will need to centre on building and honing
legislative and regulatory prowess.
Incumbents will spend more external
effort on shaping near-term policies that
have long-term implications for their
business positioning and their financial
performance.

Among the issues that are of CFO

relevance:

e Shaping the proactive role to be taken
with the regulator to make the case
for new sources of revenue or defend
existing ones.

* Managing the obligation to deliver
accurate and timely financial and
regulatory reporting during periods of
significant business change.

* Forecasting business performance and
demonstrating continuous improvement
through periods of regulatory and
policy uncertainty.

¢ Educating regulators on the business
and financial risks related to
transformation of the industry.

Figure 5: Influencing policymakers and regulators

Carbon pricing

Continual
Contracts for change and
difference ;
uncertainty

Load management

services

Beyond-the-meter

Emissions — limited
running hours

Capacity market

Cap and collar
incentives

Consumer price
services benchmarking

Developing investment and financial
management strategies that recognise
regulatory policy uncertainties and
their impact on the business.

Adapting the financial management of
the business in response to regulatory
obligations such as mandates for
unbundling, smart grid or renewable
programmes.

Devising new regulatory mandates to
address changes in current markets
related to transformation.

Defining the right future policies to
address ‘second stage’ effects from
poor policy design.

Determining and defending the rate
case or regulatory submission to
regulators to incorporate the
operational implications of technology
and transformational change.

The UK network regulatory regime
incorporates incentives for network
businesses to adopt operational
innovation and to share the resulting
benefits.

In India, utilities have had to justify
retrospective changes to regulated
tariffs to reflect changes to fixed costs
and fuel costs.

The changing role of the CFO 15



Replacing declining revenues from traditional businesses

In recent years, utilities have experienced
the sharp adverse impacts of demand
destruction from economic stress, as well
as the sustained impact of declining
consumption as the cumulative effects of
energy efficiency programmes continue to
mount. More recently, new technologies,
such as roof-top solar, and changed
customer behaviours, such as the desire
for choice, threaten traditional utility
business models. Customers can now
self-supply, bypass utility infrastructure
and install more inventive consumption
tools, challenging the role of utilities.

For example, traditional utility network
business plans are based on regulated
returns from long-lived assets. As
technology leads to more decentralisation,
the network businesses need to raise the
same level of revenues from a smaller
number of customers and reduced volume
throughput. The necessary solutions

will be guided by both strategic and
regulatory solutions.

To avoid a continuous decline, the utility
sector needs to look at both how to deliver
traditional services efficiently, but more
importantly create the ability to backfill
revenue erosion, regardless of cause.

This will demand more innovation at the
top line, as well as more inventive policy
definition to enable pricing models to be
redefined to match the nature of market
structure and cost-recovery requirements.

Among the issues that are of CFO

relevance:

* Reassessing timescales for capital
investments and efficiency improvement
schemes to offset reductions in revenue.

¢ Identifying alternative business models
and partnerships to offer alternative
services and approaches to pricing and
recovery.

* Justifying regulatory tariff requirements
given forward revenue and volume
projections.

Figure 6: Replacing declining revenues from traditional network businesses
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Predicting, measuring and managing
the impact of customer load reduction
on revenues.

Defining the options and potential for
new revenue creation and capture.

Design of alternative cost-recovery
approaches given the decline in volume
and level of potential unrecovered costs.

Identification and development of other
services that could be offered to replace
lost revenues.

The appropriateness of different
business models to be considered for
network ownership or operation to
enhance derived value.

In Australia, network utilities are
having to review their maintenance and
investment programmes as reduced
demand results from economic
downturns, micro-generation and
energy efficiency.

In the US, focus is now turning to the
adoption of more certain cost-recovery
mechanisms, e.g. straight-fixed variable
models, to reflect fixed cost levels.

Network companies in the UK have
entered into strategic partnerships with
companies in their supply chain to
more effectively manage their cost base
in areas such as maintenance, new
connections and network expansion.
They have adopted multi-year contracts
with incentive arrangements that
encourage operational innovation and
management of schedule, cost and

quality.



Perspective: the changing CFO role

Constantly
mapping changes
and risks

India’s Mytrah Energy has developed
a substantial windpower portfolio
spread across six Indian states —
Rajasthan, Gujarat, Maharashtra,
Andhra Pradesh, Karnataka and
Tamil Nadu. The company’s portfolio
was built using a combination of
‘turn-key’ developers and in-house
project development, with wind turbines
purchased from three leading vendors.

.8

b
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Measuring enterprise performance as business

models shift

While changes to business models are
driving new relationships with customers
and suppliers in the energy value chain,
they are also putting additional pressure
on the management of business
performance in a more demanding market
and investment environment. They are
also causing traditional business models
to change, which further exacerbates

the stress to produce requisite financial
results.

Utilities need to put in place more
definitive operational standards and
targets that directly address these
heightened enterprise performance
requirements. Customer behaviours are
changing rapidly. The need to recognise
customers’ greater demand for higher
value from their discretionary spend is
leading utilities to focus with greater
diligence on aligning business strategies,
financial targets and market outcomes.

As this range of issues broadens, the
responses of the industry will also need
to expand. While some of these issues are
linked to the process of liberalisation and
others are arising due to the proliferation
of emerging technologies, the challenges
to the industry do not differ greatly.
Companies will need to find the right
balance between pursuing aggressive
strategic goals and ensuring that core
operational performance is not only
sustained, but also enhanced.

Among the issues that are of CFO

relevance:

* Determining how to monetise
information about customers and
customer demand and develop new
opportunities.

e Determining how to assure revenue as

billing becomes more complex and new

bi-directional customer/supplier
channels emerge.
e Determining the new levers and key

performance indicators (KPIs) required

to manage increasing complexity.

Figure 7: Increased performance challenges

Increased
customer
expectations

Changing systems,
processes,
accountabilities

Increased
performance
challenges

Demand for
new products
and services

Greater
challenges in
measuring
performance
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Increased cost
to serve

Traditional
revenue
destruction

Increased
complexity of
meter-to-cash
process

Challenges for the CFO
to address

On the ground:
examples and issues




Attracting capital through appropriate risk allocation

The energy sector competes for scarce
global capital with large infrastructure
projects, regulated businesses and
cross-industry retail investment
opportunities. The unprecedented
volatility and uncertainty in the energy
sector is changing investor risk perception,
placing additional pressure on utility
balance sheets.

Attracting capital has always been a
challenge, but the disruption caused by
energy transformation has added a new
dimension to the challenge for utilities.
As the structure of the market changes
and becomes less stable, both in the
competitive and regulated sectors, the
choices of where to allocate scarce capital
become more complex. Investors have a
vast array of infrastructure projects in
which to place their capital and the advent
of smart grids, renewable technology and
beyond-the-meter services increases the
risk profile above that of a traditional
utility.

Companies need to balance the
longer-term capital replacement
requirements associated with traditional
business models with the shorter-term
capital return horizons that align with
the new fundamentals of the market.
Risk allocation to the party best able to
manage the risk becomes ever more
important in attracting investment.

Among the issues that are of CFO

relevance:

* Risk management of projects, new
business assets, new ventures and
operations.

* Prioritising capital investment across
traditional and new ventures to assure
competitive position.

* Structuring supply chain contracts to
provide a more appropriate risk/reward
balance to demonstrate derisking of
projects to investors.

Figure 8: Attracting capital — key concerns
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Reporting more effectively

The range of strategic and energy transformation issues
discussed in the preceding chapters add to the reporting
challenge faced by power and utility sector CFOs. As the
nature of their business models and the structure of
their markets change, the need to explain this through
good reporting becomes all the more important.
Formal reporting is a key channel for communicating
the company’s story, its strategy for future investment,
approach to risks and opportunities and the way it
monitors performance.

The PwC research found substantial
‘effectiveness gaps’ in the reporting of
strategy and risk. Investors and analysts
told us they need clearer explanations of
issues such as how long-term strategy
relates to the current business model,
and how key risks are managed and
mitigated. They also want to see clear
links between strategic goals, risks

and KPIs.

Investment professionals have specific
information needs and many power and
utilities companies struggle to satisfy them
completely. Recent PwC research with
investment professionals who specialise
in the power and utilities sector found
that there are important areas where a
review of current reporting could deliver
improvements.® In particular, it found
that investment professionals focusing on
the power and utilities sector are highly
interested in business model disclosures
- but see huge room for improvement
(see figure 9).

Figure 9: Reporting gaps - key areas for power and utility sector reporting improvement™
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The level of granularity, clarity and
specificity are the most frequently cited
areas of business model explanations
that need attention. Many investment
professionals said they would like to see
more transparency about how capital flows
through the company. They also want a
better focus on how power and utility
companies make money, both in terms of
cash today and value that will convert to
cash in the future.

Ultimately, companies that fail to provide
investors and analysts with the
information they need could face a higher
cost of capital and greater difficulty in
funding infrastructure investment.

As energy transformation results in
strategies diverging further away from the
familiar, traditional power utility business
model, company CFOs will need to ensure
that their reporting keeps pace and that
they bring the investment community
along with them. This report highlights

a number of the important areas for

CFO attention and some of the ways in
which they could be addressed. It will be
vital that these are also reflected in
improved reporting.

If companies can deliver better reporting,
we see another important benefit in the
form of building and improving trust with
all stakeholder groups. Energy is by its
nature a key public trust issue, with a great
amount of trust invested in power utility
companies. Energy transformation creates
challenges for companies to ensure that
they build on 