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KEY POINTS


It is like being in the eye of a hurricane as we wait to have quarterly earnings reports come pouring in.  So far only one company, NRG Energy (NRG-$19.05, rated Strong Buy), a pure play IPP, has reported earnings, and the quarter was slightly better than expected.  NRG also reaffirmed its full year 2001 and 2002 EPS guidance.  


Based upon the number of favorable preannouncements that greatly outnumbered the number of negative preannouncements, we remain confident that the third quarter reports should be relatively strong for most electric utilities and IPPs.


We continue to recommend an overweighting in the electric stocks.  In an environment of economic slowdown and falling interest rates, utility stocks should perform relatively well.


In addition, utility stocks still appear undervalued based upon historic valuation measures.  Utility stocks are now trading at an average P/E ratio of 10.5x estimated 2002 EPS compared with a 2002 P/E ratio of 22.7x for the S&P 500.  The relative P/E ratio of 0.46x is well below the 25-year historic normal range of 0.60x-0.80x.


American Electric Power (AEP-$44.08, rated Buy)[2] agreed to acquire two huge coal-fired power plants in the U.K. from Edison International (EIX-$15.34, rated Buy)[2].  EIX’s subsidiary, Edison Mission Energy, sold the Fiddler’s Ferry and Ferrybridge power plants, each one 2,000 MW in size, for a big loss.  Since the time when EIX bought the two power plants in 1999, power prices in the U.K. have fallen sharply and the country is now oversupplied with electric power.  Power prices are expected to remain low in the U.K. for quite a while.  AEP agreed to pay $960 million for the power plants and certain fuel supplies.  For AEP, the purchase price for the power plants is about $200 per kilowatt.  Edison International paid about twice as much when it purchased the plants in 1999.  EIX said that it intends to take an after-tax write-off of about $1.18 billion to reflect the loss on the asset sale and related currency adjustments.  


Niagara Mohawk Power (NMK-$17.75, rated Buy)[2], National Grid Group, the Staff of the New York Public Service Commission and several other parties, announced a settlement that includes a rate plan for ten years following the proposed merger of NMK and National Grid.  Under the agreement, Niagara Mohawk would reduce rates for electricity delivery by $160 million, or 8%, upon closing of the merger.  Following this one-time rate cut, delivery charges would remain stable for the next ten years.  The settlement is based upon a 10.6% return on equity with an earnings sharing plan.  The plan allows NMK to retain 100% of earnings up to an 11.75% ROE with sharing for earnings above an 11.75% ROE.  The plan also allows NMK to retain 50% of merger-related savings and the ROE sharing plan does not include the retained savings.  The agreement also requires NMK to give up recovery of $850 million of nuclear-related stranded costs.  The Public Service Commission is expected to vote on the settlement by late 2001.  We would expect the state regulators to approve the settlement and to approve the merger at the same time.  The merger is expected to be completed in the first quarter of 2002.


Now it appears that Public Service of New Mexico (PNM-$26.71, rated Hold) has decided to go to court to terminate its pending acquisition of Western Resources’ utility business (WR-$17.12, rated Hold)[2].  On Friday, PNM issued a press release saying that PNM had asked a court in New York to resolve the disagreement between PNM and WR regarding the merger.  PNM is asking the court “to find that it is impossible to complete the proposed transaction under the original terms.”  PNM also wants the court to rule that the electric rate reduction imposed by regulators in Kansas provides sufficient cause to terminate the merger agreement.  The CEO of PNM also said that PNM believes that the current agreement must be restructured if there is any chance of the merger going ahead.  However, WR has demanded that the original transaction be pursued even though certain rulings by state regulators in Kansas appear to make this nearly impossible.  PNM and Western had agreed previously that WR had to complete its corporate separation plan, separating its utility operations from its nonutility businesses, before the merger could be completed.  However, the regulators in Kansas refused to approve the terms of WR’s corporate separation plan and they have ordered a halt to the implementation of the separation plan.  Kansas regulators want changes to be made to the corporate separation plan in order to provide a stronger balance sheet for the utility post separation.


The Federal Energy Regulatory Commission (FERC) approved the acquisition of PowerGen of the U.K. by German utility E.On last week.  Also last week, regulators in the state of Virginia approved the acquisition.  Previously, the state of Kentucky also approved the deal.  The approvals from FERC, Virginia and Kentucky were needed because PowerGen owns LG&E Energy, the U.S. electric utility that serves most of Kentucky and a portion of Virginia.  The SEC still needs to approve the merger, which is expected to be completed in the spring of 2002.  We expect E.On to use this deal as a springboard toward making several other acquisitions of U.S. utilities.  Right next door to LG&E Energy is one of our top takeover candidates, Cinergy Corp. (CIN-$31.90, rated Strong Buy).


Utility stocks lagged the overall market last week.  For the five trading days last week, electric utility stocks went down in value by 3.9% compared with a gain of 1.9% for the S&P 500.  IPP stocks had a strong week, with an average stock appreciation of 8.2% 





�
topic of the week:  we do not see any return to power price volatility in the near future


Since the spring of this year, wholesale power prices have dropped in all regions of the United States.  These prices stayed low all summer long, except for a brief price spike in August.  Then with the end of the summer, wholesale  power prices dropped even further.  


Volatility in power prices also has been minimal in all regions beginning late in the second quarter and continuing through the present time.  Lower power prices, in general, provide less room for trading spreads.  In addition, the absence of power shortages during most of the summer also reduced wholesale power price volatility.


As can be seen from Exhibit 1 on Page 6, power prices in September and October of this year are at their lowest levels of the past two years in every region of the U.S.  


We Expect Low Wholesale Power Prices and Minimal Volatility In Wholesale Markets to Last 


We expect power prices to stay very low over the next few months, and possibly longer for the following reasons:


The summer is over and we are now entering the period of lower power demand until next June.


Natural gas prices are very low and near-term gas supplies appear adequate enough to prevent any gas price spike.  Gas-fired power plants are the marginal generating units in most regions.


After learning from the mistakes made in California, most of the companies that are short on power are signing long-term contracts and using more hedging strategies to avoid buying power in the spot markets.


The U.S. is entering an economic slowdown.  Demand for electric power is likely to grow at a slower rate during this period of weak economic conditions.


A lot of new generating capacity is scheduled to be completed in time for the summer of 2002.


In addition, the forward price curve for wholesale electric power shows that power prices are likely to stay relatively low through the summer of 2002 (except for brief price spikes related to heat waves like we saw in the summer of 2001.)  You can see the forward prices for power in Exhibit 2 on Page 6.  Remarkably, Exhibit 2 shows that the forward power prices are lower in the Western Region for the summer of 2002 than in the Midwest region.  In early 2001, when prices in the West were sky high, no one would have predicted that such a dramatic decline in Western power would occur so rapidly.


A continuation of low power prices and minimal volatility in wholesale power markets should make it harder for companies to continue to achieve earnings growth from their electricity trading and marketing operations.    


In the upcoming third quarter earnings releases and in the subsequent quarters, we expect to see that some of the major energy trading firms know how to prosper in this difficult environment, but others may not do well.  Only time will tell.


In the meantime, until the stock market knows which companies are the losers and which ones are the winners in this difficult environment for power prices, we expect all of the stocks that are counting heavily upon trading and marketing profits to continue trade at a discount.  


�LAST WEEK’S BEST PERFORMING UTILITY STOCKS


PG&E CORP.  +7.0%


Reason:  Investors remain positive on the outlook for Pacific Gas & Electric to emerge from bankruptcy in a way that creates both a strong utility and that allows the holding company, PG&E Corp. (PCG-$19.10, rated Hold)[2] to prosper again.  PG&E owns Pacific Gas & Electric, the largest utility in the state of California.  


PPL CORP. +4.9%


Reason:  After the company suffered from a big sell-off, it appears that value investors are starting to buy companies like PPL Corp. (PPL-$36.61, rated Strong Buy)[2] that offer strong EPS growth with a very low P/E ratio.


NIAGARA MOHAWK POWER  +4.4%


Reason:  Niagara Mohawk, National Grid and several other parties reached a settlement regarding rates for the next ten years.  The settlement should pave the way for the regulators in New York State to approve the takeover of NMK by National Grid.  (See Page 1 for additional details.)


LAST WEEK’S WORST PERFORMING UTILITY STOCKS


GREAT PLAINS ENERGY  -9.3%


Reason:  We lowered our rating on the shares of Great Plains Energy (GXP-$24.80, rated Hold) and we also reduced our EPS estimates.  We are concerned that lower wholesale power prices could hurt GXP’s electric earnings while lower gas prices could hurt the value of GXP’s natural gas producing assets.  We also are more pessimistic about GXP’s ability to realize any earnings from its fiber-optic telecom assets.  


TXU INC.  –8.1%


Reason:  The stock market reacted negatively when TXU Inc. (TXU-$45.75, rated Strong Buy)[2] announced that it would issue new convertible securities that would be convertible into TXU common shares in 2004 and 2005.  We think that the stock market over-reacted to this news.  There also may have been some selling of the TXU common by investors that preferred the higher dividend yield on the newly issued securities.  The new issue was announced and sold during last week.


SIERRA PACIFIC RESOURCES  -7.1%


Reason:  The stock market reacted to concerns about possible consumer backlash from the large rate increases that the utility subsidiaries of Sierra Pacific (SRP-$14.19, rated Strong Buy)[2] are likely to receive in order to recover the high costs of wholesale power that was purchased in 2000 and early 2001.  A law passed in April 2001 authorizes the two utility subsidiaries of SRP to fully recover these expenses beginning in 2002.
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Monthly average of daily high prices for on-peak firm power (Prices in $ per mWh)�
�
�
�
01/00�
02/00�
03/00�
04/00�
05/00�
06/00�
07/00�
08/00�
09/00�
10/00�
11/00�
12/00�
�
Northeast�
50.0�
42.2�
32.9�
36.4�
66.7�
87.0�
56.2�
60.0�
53.3�
62.6�
58.8�
95.6�
�
Western New York�
36.9�
34.1�
30.4�
35.0�
41.6�
46.6�
38.0�
47.5�
45.1�
53.1�
47.8�
65.5�
�
Hudson Valley New York�
39.7�
37.2�
33.4�
38.3�
55.8�
68.9�
60.7�
77.7�
55.6�
63.7�
61.8�
79.3�
�
New York City�
—�
—�
—�
—�
—�
—�
—�
82.0�
64.8�
68.2�
64.6�
91.8�
�
PJM�
34.2�
28.1�
28.3�
33.1�
63.3�
51.1�
41.8�
54.5�
32.8�
41.8�
46.5�
73.1�
�
Southern Company�
33.2�
27.9�
29.0�
32.0�
54.9�
53.1�
74.4�
84.2�
38.2�
43.9�
47.2�
75.1�
�
SPP�
28.9�
26.4�
29.6�
34.0�
56.4�
48.2�
64.8�
79.6�
39.0�
42.1�
48.5�
93.4�
�
ERCOT�
25.5�
26.3�
29.4�
36.1�
84.4�
49.8�
95.6�
57.5�
60.3�
53.6�
51.9�
81.6�
�
Midwest (Entergy)�
28.9�
26.8�
31.3�
37.3�
69.2�
58.6�
80.6�
89.6�
43.0�
45.2�
49.5�
89.5�
�
Midwest (AEP)�
31.0�
26.9�
29.6�
36.1�
62.2�
53.3�
53.9�
61.8�
28.0�
40.1�
47.4�
83.0�
�
Midwest (Cinergy)�
30.2�
24.8�
25.9�
30.4�
56.8�
42.5�
45.9�
55.2�
24.8�
37.1�
46.3�
82.5�
�
MAIN�
31.0�
26.2�
27.4�
31.8�
58.3�
45.6�
51.1�
69.9�
28.8�
41.2�
49.2�
91.4�
�
MAPP�
31.1�
26.8�
29.9�
31.3�
52.0�
45.3�
66.8�
79.9�
35.6�
43.6�
50.0�
104.6�
�
Four Corners�
29.9�
30.7�
31.3�
37.3�
81.0�
199.8�
192.1�
227.7�
145.2�
91.7�
137.8�
269.7�
�
Palo Verde�
30.7�
31.7�
32.0�
40.3�
83.2�
198.1�
198.6�
230.0�
150.9�
94.5�
139.7�
298.0�
�
Mid-Columbia�
28.6�
27.2�
29.0�
29.3�
69.3�
213.7�
153.3�
218.1�
147.9�
107.4�
187.1�
615.8�
�
California-Oregon Border�
32.4�
30.7�
32.1�
32.4�
68.6�
207.3�
159.7�
212.0�
153.6�
113.6�
188.8�
596.3�
�
Southern Path California�
33.0�
32.6�
33.7�
48.5�
74.4�
176.9�
182.0�
202.7�
141.3�
93.1�
152.2�
285.9�
�
Northern Path California�
—�
—�
32.1�
33.9�
63.6�
174.5�
155.6�
184.0�
141.4�
111.7�
174.4�
375.2�
�
�
�
�
�
�
�
�
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�
01/01�
02/01�
03/01�
04/01�
05/01�
06/01�
07/01�
08/01�
09/01�
10/01�
11/01�
12/01�
�
Northeast�
73.7�
51.0�
55.8�
53.0�
60.1�
50.8�
45.5�
99.3�
39.7�
34.7�
�
�
�
Western New York�
53.0�
40.4�
45.5�
47.1�
44.6�
42.7�
40.9�
62.1�
32.7�
27.5�
�
�
�
Hudson Valley New York�
66.8�
51.0�
58.3�
56.9�
58.5�
61.2�
54.2�
78.3�
37.2�
32.2�
�
�
�
New York City�
69.7�
56.2�
62.0�
66.3�
68.3�
71.1�
61.0�
85.6�
39.6�
33.5�
�
�
�
PJM�
50.6�
38.9�
45.7�
51.3�
41.8�
44.9�
42.1�
73.4�
28.1�
26.9�
�
�
�
Southern Company�
61.6�
43.4�
47.1�
56.7�
42.2�
47.4�
45.6�
47.2�
29.7�
26.5�
�
�
�
SPP�
59.9�
46.3�
47.1�
57.2�
41.0�
45.4�
46.1�
42.2�
20.0�
18.8�
�
�
�
ERCOT�
75.0�
48.1�
46.8�
51.5�
44.7�
39.6�
41.0�
44.1�
20.8�
19.2�
�
�
�
Midwest (Entergy)�
61.9�
45.2�
46.5�
59.3�
43.6�
44.1�
44.3�
38.1�
20.0�
18.8�
�
�
�
Midwest (AEP)�
53.0�
40.8�
45.8�
53.1�
37.4�
42.4�
42.3�
48.0�
24.5�
24.5�
�
�
�
Midwest (Cinergy)�
50.9�
38.9�
43.0�
53.7�
36.4�
41.1�
41.3�
46.0�
22.2�
20.7�
�
�
�
MAIN�
56.1�
43.2�
45.8�
54.2�
38.0�
42.1�
42.6�
47.3�
21.4�
20.1�
�
�
�
MAPP�
58.6�
47.1�
48.0�
56.1�
41.8�
43.9�
47.5�
48.6�
22.3�
20.8�
�
�
�
Four Corners�
230.7�
239.6�
239.7�
237.6�
262.3�
84.5�
63.6�
50.7�
28.4�
24.6�
�
�
�
Palo Verde�
250.3�
245.9�
251.6�
242.8�
293.9�
94.0�
65.3�
51.1�
29.6�
25.1�
�
�
�
Mid-Columbia�
320.8�
302.7�
298.6�
331.4�
293.4�
74.0�
59.8�
44.8�
24.1�
22.9�
�
�
�
California-Oregon Border�
316.3�
313.1�
304.6�
325.7�
278.2�
74.6�
59.4�
44.5�
25.0�
24.4�
�
�
�
Southern Path California�
232.8�
248.8�
254.5�
241.0�
274.6�
83.3�
58.6�
45.7�
26.8�
25.3�
�
�
�
Northern Path California�
274.9�
284.4�
269.7�
289.7�
292.2�
81.2�
58.4�
45.7�
27.1�
25.1�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
Source: Bloomberg�
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Exhibit 2�
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Electricity futures prices for on-peak power (Prices in $ per mWh)�
�
�
�
�
10/01�
11/01�
12/01�
01/02�
02/02�
03/02�
04/02�
05/02�
06/02�
07/02�
08/02�
09/02�
�
PJM�
29.7�
28.9�
32.0�
36.0�
36.0�
32.5�
32.5�
32.5�
44.3�
44.3�
59.8�
32.0�
�
Midwest (Entergy)�
24.2�
24.2�
25.9�
27.5�
27.5�
27.3�
27.3�
27.3�
39.0�
50.0�
50.0�
26.0�
�
Midwest (Cinergy)�
25.9�
26.1�
27.5�
29.5�
29.5�
27.8�
27.8�
31.3�
41.3�
54.8�
54.8�
28.2�
�
Palo Verde�
31.5�
34.0�
38.0�
37.5�
35.0�
33.0�
33.5�
33.5�
33.5�
44.0�
44.0�
44.0�
�
Mid-Columbia�
32.0�
34.5�
40.0�
—�
—�
—�
—�
—�
—�
—�
—�
—�
�
California-Oregon Border�
33.0�
31.5�
33.5�
32.5�
31.5�
31.0�
32.0�
36.0�
42.0�
52.0�
57.0�
44.5�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
�
Source: Bloomberg�
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2002 P/E Ratios�
�
�
�
�
�
Price�
2002 EPS�
2002 P/E�
�
SO�
$24.55 �
$1.75 �
14.03�
�
DUK�
$38.70 �
$2.90 �
13.34�
�
CNL�
$21.85 �
$1.65 �
13.24�
�
WPS�
$34.90 �
$2.70 �
12.93�
�
OGE�
$22.84 �
$1.85 �
12.35�
�
LNT�
$31.67 �
$2.60 �
12.18�
�
D�
$59.87 �
$4.95 �
12.09�
�
HE�
$39.10 �
$3.25 �
12.03�
�
AEE�
$39.02 �
$3.25 �
12.01�
�
ED�
$40.44 �
$3.40 �
11.89�
�
DPL�
$23.19 �
$1.95 �
11.89�
�
GXP�
$24.80 �
$2.10 �
11.81�
�
CIV�
$23.45 �
$2.00 �
11.73�
�
DQE�
$19.60 �
$1.70 �
11.53�
�
NU�
$17.80 �
$1.55 �
11.48�
�
AEP�
$44.08 �
$3.85 �
11.45�
�
XEL�
$28.74 �
$2.52 �
11.40�
�
NST�
$42.35 �
$3.75 �
11.29�
�
NRG�
$19.05 �
$1.69 �
11.27�
�
IDA�
$37.16 �
$3.40 �
10.93�
�
VVC�
$22.41 �
$2.07 �
10.83�
�
ETR�
$36.70 �
$3.40 �
10.79�
�
CIN�
$31.90 �
$2.97 �
10.74�
�
GPU�
$39.50 �
$3.70 �
10.68�
�
FPL�
$52.85 �
$5.00 �
10.57�
�
DTE�
$43.52 �
$4.15 �
10.49�
�
SCG�
$26.20 �
$2.50 �
10.48�
�
PEG�
$41.80 �
$4.00 �
10.45�
�
PGN�
$42.20 �
$4.10 �
10.29�
�
MDU�
$25.62 �
$2.50 �
10.25�
�
WR�
$17.12 �
$1.75 �
9.78�
�
REI�
$28.27 �
$2.90 �
9.75�
�
PNW�
$38.95 �
$4.00 �
9.74�
�
TXU�
$45.75 �
$4.92 �
9.30�
�
WEC�
$22.02 �
$2.45 �
8.99�
�
POM�
$21.37 �
$2.39 �
8.94�
�
PNM�
$26.71 �
$3.00 �
8.90�
�
FE�
$34.56 �
$3.90 �
8.86�
�
AYE�
$37.78 �
$4.40 �
8.59�
�
EXC�
$44.95 �
$5.25 �
8.56�
�
EIX�
$15.34 �
$1.80 �
8.52�
�
NI�
$23.28 �
$2.75 �
8.47�
�
UNS�
$15.62 �
$1.85 �
8.44�
�
CEG�
$26.68 �
$3.25 �
8.21�
�
SRP�
$14.19 �
$1.75 �
8.11�
�
EAS�
$21.30 �
$2.70 �
7.89�
�
PPL�
$36.61 �
$4.65 �
7.87�
�
CMS�
$21.39 �
$2.90 �
7.38�
�
PCG�
$19.10 �
$2.90 �
6.59�
�
NMK�
$17.75 �
$0.25 �
NM�
�
�
�
�
�
�
�
�
Median�
10.57�
�
�
�
Mean�
10.39�
�
Source: UBS Warburg estimates.�
�
�
�
�
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Additional information available upon request.�
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�
UBS Warburg LLC, 1285 Avenue of the Americas, New York, NY 10019 Phone: +1-212-713-2000
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