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SUMMARY

· As anticipated, FERC enacted electricity price controls yesterday across the United States, west of the Rockies.

· Controls only affect spot market (approx. 20% of total market), and are set to expire on September 30, 2002

· Details of controls suggest effect on earnings may be limited, but...

· We think the "skids have been greased" for further controls down the road, as government regulators seek regulatory solutions to future market imbalances

· We are becoming more cautious on group, but maintain positive ratings at this time given extent of recent pull-back and likely strong 2Q:01 earnings outlook

· Refer you to our earlier note entitled, "Political Risk Worsens; Expect FERC Decision Today" where we previewed the FERC decision and provide further details of our analysis


FERC ROLLS BACK THE CLOCK ON DEREGULATION

Today FERC (Federal Energy Regulatory Commission) in a 5-0 decision acted to impose price controls on power in the United States, west of the Rockies.  The controls bear the following features:

(1) The price of power in the western United States will be set according to a cost-based formula.

(2) The formula will be based on the cost of producing electricity from the “least efficient” power plant required to supply the marginal unit of electricity at a particular time. 

(3) The controls apply only to the spot market -- i.e., hourly and intra-day purchases of electricity.  Daily and longer transactions (including existing contracts) will presumably not be directly affected.

(4) The controls apply during all hours -- 24/7 -- not just during emergency or peak periods, as did the earlier controls.

(5) The controls are set to expire on September 30, 2002 - i.e., after “two summers” of peak power prices have passed.

OUR THOUGHTS

(1) The earnings impact of the FERC order is uncertain, but may not be large.  Our sense is that companies -- Power Producers, Energy Merchants and Integrated Utilities -- are still evaluating the earnings impact of the FERC order.  We think that the earnings impact may not be large, although it is highly uncertain what the exact impact may be.  Producers have locked up 80%-90% of their power output this year under contract; presumably those sales are unaffected by this order.  Energy merchants’ activities cover the entire United States in both gas and power; many also include the rapidly growing European and other markets.  We think price controls on spot power markets in the West may not affect overall profitability in a large way, although it will certainly have the effect of dampening power market volatility and drying up liquidity in the near-term power market.  Integrated electrics who are deregulating fall into either of the two above categories, but they also have the bulwark of a still-regulated distribution franchise which may even benefit near-term from the FERC order from lower spot-market prices.

(2) Controls tend to breed further controls.  This is the bottom line message for us of the FERC action.  A partially regulated market is an unstable market whose imbalances lead to one of two outcomes:  either complete de-regulation, or a gradual and steady imposition of controls.  The FERC action disturbingly fits the latter pattern.  The FERC action represents a ratcheting up of controls which were earlier implemented in April.  In April, the FERC imposed temporary price caps which only affected the peak (“Stage 3”) electricity market in California only.  Now we have controls affecting the market around the clock, not just during peaks, and also sweeping across the entire western United States, not just California.  In our mind, the “logic” of regulation demanded an extension of controls.  Regulators used terms such as “megawatt laundering” and “grey markets” to refer to the natural desire of market participants to sell into neighboring unregulated markets in the states surrounding California.  The regulators could have chosen to do one of two things -- either eliminate the controls in California, or extend them to the surrounding states.  They chose the latter.

We can envision situations where regulations could be expanded in the near future.  In future pricing disturbances, we think it is now increasingly likely that regulators will attempt to regulate, rather than letting market forces correct the problem.  For example, should New York City experience power shortages later this summer, we think it is now more likely that FERC will act to extend controls across the entire United States, rather than confine them to the West.  We also think that a likely outcome of the Western price controls may be spot shortages and imbalances as power and natural gas flows to where the highest relative price can be obtained.  These imbalances could lead FERC to tighten the controls in the West, perhaps going to full-fledged cost-based regulation rather than the more limited form they have adopted.

A 5-0 decision concerns us.  A final note, we are concerned that the FERC decision was 5-0, including President Bush’s new appointees, Nora Brownell and Pat Wood.  This was their first decision on the FERC.  We would have been more positive if 1 or 2 commissioners, including the new Bush appointees, had dissented, arguing that price controls cause power shortages.  This has been the view expressed by President Bush, Vice President Cheney as well as the Secretary of Energy, and is a view with which we agree (see note referenced above for details).  The unanimity by FERC suggests that regulatory responses to future market imbalances are likely.

Bottom line for investors:  We are becoming more cautious on the group of Growth Energy names (Power Producers and Energy Merchants), all of whom depend on an unregulated wholesale energy market to operate.  While the current controls may have a limited earnings impact, the increased potential for further controls is worrisome.  We are maintaining our positive outlook on the group at this time for two reasons:  (1) We think a fair amount (although not all) of the re-regulation risk has been discounted into the stocks at their current levels.  (2) We expect robust 2Q:01 earnings, especially for Power Producers, given a strongly positive year-over-year spark spread comparison.  In our last Power Curve analysis, the forward spark spread comparison, which drives a portion of earnings was $75/Mwh vs. $25/Mwh last year.  Where we saw similar positive comparisons in prior quarters, positive earnings surprises were reported by companies.  We do note that longer-term, our forward price indicators suggest power prices peaking this summer and declining in 2002 and 2003 (see Power Curves 4 and 5 for further details).
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