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SUMMARY

· We would not sell Energy Merchants/Power Producers on news that PCG has declared Chapter 11 bankruptcy. 

· Ongoing payments in California are being made by the state; therefore do not anticipate material exposure for ongoing earnings. 

· Primary exposure is current receivables: (1) these one-time amounts are limited (roughly estimate max. of 50% of 2001 earnings); and (2) we expect that, as trade creditors, they will get high priority in a bankruptcy proceeding. We think most of these amounts are likely to be recoverable, although a significant (perhaps several year) delay is possible as these claimants work their way through the bankruptcy process. 

· By our rough estimation, companies with fairly significant one-time earnings exposure include:  NRG, MIR, DYN, CPN.  Companies with fairly small exposure include:  ENE, AES, WMB, EPG and DUK.


Continue to recommend purchase of merchants/power producers in the face of pCg bankruptcy announcement

In this report, we provide a two-part analysis.  The first part is a company-specific examination of California exposure.  The second part is a first look at the larger implications of the PCG announcement, or the “big picture”.  In either case, while acknowledging the significant step-up of risk and share price volatility, we remain bullish on the Energy Merchants and Power Producers.

In short, we see the main exposure is collection of already-incurred receivables.  Because the state of California is paying current power bills, we do not see material exposure on an ongoing basis, either from operating in California or selling power to PCG.

We do think political risk and ongoing “headline risk” will only be accelerated near-term by the PCG bankruptcy announcement.  This is likely to increase stock price volatility as we move into the summer period.  We explore this in some detail in the “big picture” analysis.

COMPANY-SPECIFIC ANALYSIS

I.  WHAT ARE THE RECEIVABLES?

We would recommend buying the Energy Merchants and Power Producers in the face of the news of PG&E Energy (PCG)’s filing for Chapter 11 bankruptcy.  The largest questionmark is the amount of exposure that these names have to the ailing California utilities. 


Receivable
Est.
Est. Unreser.
Potential EPS
2001E 
% EPS


Exposure
Reserves
Receivables
Exposure
EPS
Exposure


($ mil)
($ mil)
($ mil)




AES1
est. minimal 



$1.90


CPN2
$239
$0
$221
$0.47
$1.90
24.8%

DUK3
$400
$110
$290
$0.24
$2.28
10.4%

DYN4
$265
NA
$265
$0.51
$2.00
25.7%

ENE5
est. minimal 

\



$1.73


EPG6
$60
NA
$60
$0.07
$3.20
2.3%

MIR7
$385
$50
$335
$0.61
$1.50
40.6%

NRG8
$303
$90
$213
$0.70
$1.37
51.1%

REI9
$350
$39
$311
$0.63
$3.95
21.5%

WMB10
$115
NA
$115
$0.14
$2.00
7.0%

Total
$2,109
$289
$1,810




1 WMB tolls capacity owned by AES in California, therefore limiting AES’ exposure

2 Receivables and reserves as of 3/9/01

3 Receivables and reserves as of 12/31/00

4 Receivables as of 2/28/00; state that they have taken “adequate” reserves

5 We estimate that ENE has minimal exposure to California

6 Receivables as of 12/31/00; state that they have taken “adequate” reserves

7 Receivables as of 2/28/01 and reserve estimate as of 12/31/00.

8 Receivables and reserves as of 2/28/01

9 Receivables as of 3/1/01; reserves as of 12/31/00

10 Receivables as of 12/31/00; state that they have taken “adequate” reserves 

In the table above, we have compiled estimates of total receivables exposure to California utilities.  Sources include 10-K filings and company releases.  In most cases these amounts include exposure to all California utilities, not just PCG.  We have converted these dollar amounts into EPS estimates.  To facilitate comparison across companies, we have calculated this amount as a percentage of 2001E EPS.  Our calculations are as company-specific as possible, but each company situation is unique and actual exposures may be more or less than the amounts indicated.

Recovery of the receivables is likely to take a long time in a bankruptcy proceeding, as long as 2-3 years according to some.  However, as trade creditors, we think each of the companies below should receive relatively high standing in the process, and may recover a significant portion of these amounts.  From an investment perspective, these amounts have to be considered “one-time” in nature.  Even if the full amounts were lost, they do not reflect a loss of ongoing earnings power.  In our view, the loss of these amounts or loss of the time value of money has already been more than fully discounted in share prices.  While the total receivables exposure we have identified is $2 billion, the companies listed below lost a combined $4.5 billion in equity market capitalization on Friday following the PCG bankruptcy announcement (total market capitalization remains at $186 billion).

Greatest One-Time Exposure:  The group of companies with the greatest receivables exposure (20% or more of 2001E EPS) include:  NRG, MIR, DYN, CPN, and REI.  All of these companies possess “hard assets” on the ground in California. That is, all of these companies own power generating facilities in California and face exposure because of their past sales to the California utilities.

Least One-Time Exposure:  The companies with the least exposure (10% or less of 2001E EPS) include:  DUK, WMB, EPG, AES and ENE.  DUK and AES own significant assets on the ground.  DUK’s exposure is limited because it has a large earnings base outside of California, which includes other unregulated generating assets and extensive regulated utility and natural gas pipeline properties.  AES has a large presence in California.  However, we believe their exposure is limited because of their commercial “tolling” arrangement with WMB wherein WMB takes the commercial risk for operation of the plants.  We assume that in a bankruptcy situation, WMB would continue to bear the credit risk, but need verification of whether this is true.

2.  WHAT ARE THE ONGOING EARNINGS POTENTIALLY AT RISK?

We do not see a large risk that on a going-forward basis, the merchants/power producers will not get paid. Pacific Gas & Electrics’ bankruptcy filing certainly makes the recovery of past (pre-petition) payments owed to power suppliers more difficult and drawn out, but going forward (post-petition) there should be greater visibility and diminished risks to payment, in our opinion, primarily because the state has emerged as the principal payor in California  Some specifics are provided below:

· Starting in early February, generators have entered into near- and long-term contracts with the California Department of Water Resources (DWR), a state agency.  Payments are made out of the state’s coffers, including proceeds from a pending $10+ billion bond issue, which is still on track.  Purchases from the DWR have largely replaced the power that was bought on the spot market through the now defunct California Power Exchange (where most was sold to the utilities).  Thus, PG&E is no longer the size buyer that it once was in the power market.

· PG&E still has contracts with “Qualifying Facilities” (small generators) and bilateral agreements with generators.  Under chapter 11, post-petition payments to suppliers are given priority and are expected to be paid 100%.  PG&E also confirmed that it intends to pay post-petition suppliers in full.

· Under Chapter 11, the business is considered an ongoing concern. PG&E fully intends to continue delivering electricity and natural gas to its customers. To do so, PG&E will need the full support of its suppliers.

Thus, going forward, risks for suppliers to PG&E appear to have declined due to the ability of PG&E to reorganize past obligations under court jurisdiction.

Year-End 2000 Exposure to California Power Markets (Megawatts)

Company
Co. Name
Rating/Price
Total
California
% of Total

AES#
AES Corp.
1H $44
29,798
    120
  0.4%

CPN#
Calpine
1H $47
  5,912
 1,355
22.9%

DUK*#
Duke Energy
1M $40
  9,285
 3,615
38.9%*

DYN#
Dynegy
1H $48
  8,804
 1,400
15.9%

ENE#
Enron
1H $54
  3,000  
      60
  2.0%

EPG#
El Paso
1H $63
  5,812
    370
  6.4%

NRG#
NRG Energy
1H $31
15,007
 1,586
  9.9%

MIR#
Mirant
1H $30
14,622
 3,185
21.8%

REI*$#
Reliant Energy
3M $44
12,869
 3,767
29.3%*

WMB*#
Williams Enrgy
1H $41
  7,887
 3,980
50.4%*

*DUK and REI also have extensive regulated utility operations, so there corporate financial exposure to California is far less than the percentages indicated.  WMB has extensive earnings from other sources, such as pipelines, E&P and midstream, so their corporate financial exposure is also much less.  AES owns 4,100 megawatts in California, but the commercial risk for all but 120 megawatts is controlled by WMB in a tolling arrangement.  The WMB number reflects these tolled megawatts.

Nevertheless, to provide a complete analysis, we estimate the ongoing earnings power from California.  We used a simple methodology to triangulate this number:  number of megawatts in the state as a percentage of the firm’s total megawatts.  This is only a rough estimate, for various reasons.  For example, CPN is a 100% domestic generating company.  The percentage is a realistic base estimate, in our view, of their earnings exposure in California.  MIR, DUK, and REI, on the other hand, have extensive global and/or regulated operations that act as a buffer and “dilute” the impact of California on EPS.  Another factor is that margins have been inflated in California because of the large credit and political risk premiums that have boosted electricity rates.

We think the best way to estimate ongoing earnings exposure is to combine the two charts  above, which shows the rate at which receivables have accumulated in California and how that relates to total earnings.

Greatest Ongoing Earnings Exposure:  We estimate that CPN, WMB, DYN, DUK, REI and MIR have the greatest ongoing earnings exposure to California.  We estimate that CPN’s is the highest at 22.9%, and that the others’ actual exposures are significantly less than the indicated percentages due to other earnings not captured by the megawatt number.  For example, DYN has significant earnings from energy trading & marketing, natural gas liquids, and a regulated utility.  MIR has extensive global earnings.  REI and DUK have extensive regulated utility and natural gas pipeline earnings.  WMB has significant natural gas pipeline, midstream and E&P earnings.

Least Ongoing Earnings Exposure:  We estimate that ENE, EPG and AES have the least ongoing earnings exposure.  We do not have “hard” numbers on ENE.  A megawatt number does not accurately reflect their exposure because nearly all of their generating assets are “virtual megawatts” created by their energy trading & marketing operations.  Their risk is whatever contractual positions they have in California.  Our sense is that over the past months Enron has taken steps to significantly reduce their exposure to California.  Furthermore, ENE is a major global company, with widely diversified earnings sources, not just across the United States, but also Europe and to a lesser extent, Latin America and Asia.

EPG’s exposure on the power side is minimal.  However, EPG is a significant supplier of natural gas to the utilities.  EPG also has significant natural gas pipeline, E&P, midstream sources of earnings.  We think their ongoing California exposure is limited.

Finally, AES has a largely megawatt portfolio in California (4,100 megawatts).  However, all but 120 MW is tolled to WMB.  Under normal circumstances, WMB must bear all commercial risk/reward from operation of the plants; AES is simply paid a fee to keep them operating.  We do not know for sure the status of their contract in a bankruptcy, but are acting under the assumption that WMB will bear the credit risk in a bankruptcy situation.

THE BIG PICTURE:  FALL-OUT FROM CALIFORNIA

The PCG bankruptcy declaration will heighten the drama of the electricity deregulation debate that is centered in California.  We think two outcomes are likely.  First, political figures and other parties are likely to step up their demand for a variety of schemes to re-regulate the industry.  Already, proposals have been made to (a) tax “windfall” profits so that generators and marketers can only receive reimbursement for authorized costs (essentially a return to cost-based regulation), (b) make it a felony for charging power above a certain pre-determined level, (c) cap wholesale prices, either at the California state level, in the Western United States, or across the country, (d) have the state step in as the builder of new generating capacity, and (e) use eminent domain to seize the privately-owned generating capacity in the state.  We think we will see an acceleration of the pace and intensity of “headline risk” calls for re-regulating the industry, such as the above-mentioned proposals.  Second, the bankruptcy process will move into the hands of a bankruptcy judge.  Important decisions about who gets paid and when may be removed from the political process and centered in the hands of the court.  Since political authority over these issues will be diminished, this may take some of the steam out of plans to re-regulate the industry.

Stock performance implications.  Taken together, we think these two factors point to greater stock price volatility over the near-term, as political calls for re-regulation spook investors and potentially drive capital away from the industry.  This will only be accentuated if we see blackouts this summer in California or other regions of the country.  However, we also think that the bankruptcy process may eventually de-politicize the process, as the various claimants hammer out their disagreements in court rather than in the political arena.  We think investors will be rewarded who “batten down the hatches” and hold firm during what may be a trying summer period.

Long-term, we think we are going to make it through this summer intact, although investors are likely to get a bumpy ride on the way there.  Eventually, new plants will come on line, power prices will come down, and the risk of blackouts and financial insolvency for the utilities will decline.  This is especially true if the California state regulators raise retail rates, as they currently plan to do.  Higher retail rates will help to bring supply and demand into balance by dampening demand, reduce the risk of blackouts, and bring new capital into the coffers of the utilities or the state so that they can pay the power bills.

The biggest risk:  creeping regulation at the federal level.  The biggest risk we see for investors on a longer-term basis is creeping regulation at the federal level.  Whether by the Federal Energy Regulatory Commission or Congress, there is some risk that further “temporary” controls such as price caps or profit rollbacks may be imposed.  Already, the FERC has imposed both in a limited manner.  We continue to see any controls as self-defeating because they reduce the incentive to build new plants and market power into areas that need it.  Because of this self-defeating nature of regulation (in our view, Secretary of Energy Abraham said it best, when he said, “price controls cause blackouts”), we think that material re-regulation will not occur in this industry.  Nevertheless, we would view negatively the imposition of any of the proposals mentioned above, although we think that the most serious proposals, such as the use of eminent domain or a return to cost-based regulation are highly unlikely.  For further details on the long-run unlikelihood of re-regulation, please see our earlier research.

ADDITIONAL INFORMATION AVAILABLE UPON REQUEST

 Securities recommended, offered, or sold by SSB: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested.  (c) Salomon Smith Barney Inc., 2001.  All rights reserved.  Any unauthorized use, duplication or disclosure is prohibited by law and may result in prosecution.  Please refer to ticker SSBDISCL for important Salomon Smith Barney Disclaimer information.
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