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SUMMARY

· Expect Calif. Gov. Gray Davis will announce today plans to renegotiate power contacts that the California Department of Water Resources (CDWR) signed with suppliers earlier this year. 

· Potential exposure for: EPG, DYN, WMB, MIR, NRG, CPN, AYE, CEG and SRE, but estimate in the low single digit range, if any (See Table). DUK and REI not exposed, as contract expired or none signed.

· Main risk: resumption of Calif. headline risk, which had subsided earlier this year with the decline in power prices. 

· It appears that none of the power companies have yet been contacted by the state, and it is unknown what approach that the state may take.  

· Some companies have expressed a willingness, but no obligation, to discuss the contracts, but would push hard to retain the NPV of the deals.


CA May seek to renegotiate power contracts

On Friday, California Governor Gray Davis is expected to announce a goal of renegotiating power contacts that the California Department of Water Resources (CDWR) signed with suppliers earlier this year. Gov. Davis’ office is expected to hold a conference call with reporters on Friday morning to discuss his plans, and at this point it is not known what tact that the state will take. 

After being relatively quiet for most of the Summer, we believe that Davis’ call to renegotiate may step up the headline and political risks for Power Producers, Energy Merchants and Integrateds with CDWR contracts. These risks reached a peak in the Spring when power and gas prices in the West were soaring and FERC imposed a price cap on the entire Western region. (Press reports indicate that FERC may soon seek to make adjustments to the price cap, freeing the rest of the region from California.) 

We would expect the stocks to come under additional pressure if Davis were to make unreasonable demands of the suppliers, and take a hard-nosed approach as it did with the issue of refunds earlier in the year. However, rational, business-like negotiations could keep the issue out of the spotlight, and ultimate resolution could entirely remove any risks associated with the contracts.  

We believe the risk to earnings is low at this time, and near term erosion would be less than 5%, if any

To date, it appears that none of the suppliers have been contacted to renegotiate, and they feel there is no obligation to deal. Many companies have said that they would be willing to talk about renegotiating, but that they would need to be made whole for changes that are implemented, keeping the NPV of the contracts. While the risk to earnings appears to be low at this time, we have attempted to gauge the potential exposure to renegotiation for companies with contracts by comparing MW sold to the CDWR and total corporate net MW in the table below.

The Root of the Problem-A Failed Attempt at Deregulation

The CDWR took over the responsibility for buying power for CA’s utilities after a disastrous attempt to deregulate the electricity market in California (culprit: leaving in place controls at the retail level). Many of the CDWR contracts were signed earlier this year when power and natural gas prices peaked, and at the time were lower than spot prices. However, since entering into the contracts, prices have plummeted due to a combination of conservation, mild weather, a slowing economy and additional capacity entering service. Spot power prices have fallen below the $30/MWh range from above $300/MWh earlier in the Summer. 

The average contract price for 10 years is $70/MWh relative to spot energy prices below $30/MWh

The CDWR has entered into 53 contracts for 5000 MW (in 2001) up to 14,000 MW (by 2004) MW totaling about $43 billion, with terms ranging from 90 days to 10 years, to 20 years. Prices average just below $70/MWh over 10 years, but $138/MWh in 2001 and $106/MWh in 2002. They include a number of different contracts, including for around the clock power, peaking power, fixed price power, and variable prices calculated off of the price for natural gas (in effect a tolling deal). Previously, the Governor had given credit to the contracts for bringing down the price of power in the state. Prior to the CDWR buying power, under CA’s deregulation plan, utilities were required to buy power through the spot market and were unable to enter into long term deals to help manage risks. When wholesale prices for power soared at the same time that retail prices were fixed, the utilities were unable to recover their costs and their credit ratings plummeted.

California bought power at the top of the cycle 

When demand this summer did not materialize in the state and prices sank, the CDWR was forced to dump the power that is had contracted for back into the wholesale market, taking significant losses and putting further pressure on prices. Thus, the CDWR has been criticized for buying the power at the top of the market, and paying well above market costs. Consumer groups have called for the state to renegotiate the contracts, but this would be the first time that the state acknowledged that contract prices may be too high. 



2001
Contract Date

MW Contracted by Year**






Fixed or Fuel
Price

Company

Total Net MW
Begin
End
2001
% of total
2002
2003
2004-'10
2011+
Product
Based Pricing
per MWH

El Paso Corp.

              4,700 
2/9/01
12/31/05
     100 
2%
     100 
     100 
        100 
          -   
Peak
 Fixed 
 $  121.00 

Dynegy*

            10,600 
3/6/01
12/31/04
     600 
6%
     750 
     750 
        750 
          -   
Various
Fuel Based


Williams

            15,000 



3%









Contract 1

6/1/01
12/31/10
       40 

       40 
       60 
        600 
          -   
Base
Fixed
 $    62.50 


Contract 2

4/1/01
12/31/10
     175 

     200 
     250 
        250 
          -   
Peak
Fixed
 $    87.00 


Contract 3

6/1/01
12/31/05
     160 

     160 
     240 
        400 
          -   
Peak
Fixed
 $    62.50 


Contract 4

1/1/03
12/31/10
        -   

        -   
     500 
        500 
          -   
Peak
Fixed
 $    62.50 


Contract 5

4/1/01
5/31/01
     300 

        -   
        -   
           -   
          -   
Base
Fixed
 $    62.50 

Mirant

            34,000 
6/1/01
12/31/02
     500 
1%
     500 
        -   
           -   
          -   
Peak
Fixed
 $  148.65 

NRG Energy*

            20,500 
3/6/01
12/31/04
     600 
3%
     750 
     750 
        750 
          -   
Various
Fuel Based


Calpine Corp.

            12,000 



3%









Contract 1

10/1/01
12/31/01
     200 

     350 
     600 
     1,000 
     1,000 
Base
 Fixed 
 $    58.60 


Contract 2a

7/1/01
12/31/01
     200 

        -   
        -   
           -   
          -   
Base
 Fixed 
 $  115.00 


Contract 2b

1/1/02
12/31/11
        -   

  1,000 
  1,000 
     1,000 
     1,000 
Base
Fixed
 $    61.00 


Contract 3

8/1/01
7/31/21
     135 

     495 
     495 
        495 
        495 
Peak
Fixed
 $  159.00 

Allegheny Energy

            11,600 



6%









Contract 1

3/23/01
9/30/01
     750 

        -   
        -   
           -   
          -   
Peak
Fixed
 $    61.00 


Contract 2

10/1/01
12/31/11
     250 

     250 
     250 
     1,000 
     1,000 
Base
Fixed
 $    61.00 


Contract 3

1/1/03
12/31/03
        -   

        -   
     150 
           -   
          -   
Peak
Fixed
 $    76.00 

Constellation Energy

            10,000 
4/1/01
6/30/03
     200 
2%
     200 
     200 
           -   
          -   
Peak
Fixed
 $  154.00 

Sempra Energy

                 240 
6/1/01
9/30/11
     250 
NM
     450 
  1,350 
     1,900 
          -   
Peak
Fuel Based

















*Dynegy and NRG Energy are 50/50 partners. MW under contract represent their respective portion














**MW in each year represents the maximum amount at any time in the year














Source: CDWR, CA Controller's Office, company reports and SSB














Not So Easy to Renegotiate

Since many of the CDWR contracts are front end loaded (a higher price in the initial 12 months or so), one option for renegotiation could be to spread payments more evenly over the contract period. Another option is to extend the terms for some of the contracts. But we do not believe that any supplier would be willing to take a significant hit to the value of the contracts. 

A major issue to renegotiating the contracts is that the power suppliers, for the most part, have already locked in their fuel supply costs, and thus have locked in their sparks spreads, or gross margin. For fixed price contracts, which are roughly half of the CDWR contracts, it would be difficult for generators to lower their power price when the gas price is locked in (via physical or financial contracts). For contracts priced off of natural gas, the energy portion of these contracts will already decline based on the significant drop in natural gas prices over the last six months. 

Many suppliers have already locked in fuel prices, making it difficult to unwind their positions

For each company the risks of renegotiation differ. It is likely that the state would go after the highest cost contracts first. Contracts for peaking capacity will appear to have the highest cost/kWh. Overall, we believe that the most likely outcome would be for the companies to (1) refuse to renegotiate, (2) reduce the near term price in return for a higher price in later years (keeping the NPV but possibly some near term earnings erosion), or (3) take a small hit to NPV in order to extradite the process and remove the headline risks. It should be noted that the high costs in the early years reflect a large number of short term contracts for peaking capacity at very high prices. Other longer term contracts are still above the current market prices, but not overly exorbitant.

Many of the contracts are phased in over time, as new plant capacity is added. Therefore, the low percent of CDWR contract capacity to total 2001 MW ownership is low. For example, Calpine was one of the earliest to sign contracts, and for the largest amount. But the contracts are phased in over time, as new capacity is added. In later years the percent of total will rise, but not too much since the total portfolio is increasing. By 2005 the percent for Calpine will only reach 6% despite rising to 2495 MW from 400 MW max at any one time in 2001, or 3%. However, in general these contracts have higher margins than newer capacity, and are likely to comprise a greater percent of earnings.

El Paso Corporation# (EPG; 1H; 52.88)

Duke Energy# (DUK; 1M; 39.80)

Dynegy# (DYN; 1H, 44.33)

Williams Companies Inc.# (WMB; 2H;28.74)

Mirant# (MIR; 1H; 28.10)

Reliant Energy Inc.# (REI; 2H; 28.73)

Calpine Corp.# (CPN; 2H; 26.78)

NRG Energy Inc.# (NRG; 2H; 20.31)

Allegheny Energy# (AYE; 2H; 38.23)

Constellation Energy# (CEG; 2H; 27.97)

Sempra Energy# (SRE; 2H; 24.66)

#Within the past three years, Salomon Smith Barney, including its parent and subsidiaries, has been a manager or co-manager of an offering of this company.
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