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On the basis of the group’s extremely low relative valuation, we continue to recommend the electric utility group.  The electric group’s P/E based upon 2002 estimated EPS is now only 10.8x, compared with a 2002 P/E for the S&P 500 of 24.5x.  The relative P/E ratio has dropped to just 0.44x, near its all-time low of 0.40x and well below the 25-year historic normal relative P/E range of 0.60x to 0.80x.  

The high relative yield of 5.0% on the average electric utility stock also should provide good support against any major downward move, in our opinion.  The relative yield on utility stocks is more than double the yields available to small investors in cash equivalents such as money market funds.

The fully-regulated transmission and distribution utilities (T&D) appear to have stopped outperforming the utilities that have a large merchant energy exposure.  The lower-risk, higher-yielding T&D stocks had been going up for most of the past few months while the utilities with merchant energy had been falling.  Now it appears that the rotation into the T&D stocks has ended, at least for now.     

Last week, we added PPL Corp. (PPL-$35.80, rated Strong Buy)[2] to our Global Top 10 List of utility stocks.  The major reasons for adding PPL to the Global Top 10 List were the stock’s very low relative P/E ratio, its fleet of low-cost unregulated generating plants and its above-average earnings growth potential.  We also believe it is likely that PPL might take actions to improve its very low stock price, such as a dividend hike and a common share buyback.  In addition, at PPL’s current low relative valuation, we believe it is an attractive takeover target.  There are four other U.S. utility stocks on our Global Top 10 List—Dominion Resources (D-$59.96, rated Strong Buy)[2], Duke Energy (DUK-$37.64, rated Strong Buy)[2], TXU Corp. (TXU-$45.87, rated Strong Buy)[2] and American Electric Power (AEP-$42.39, rated Buy)[2].  The rest of our Global Top 10 List includes El Paso Energy (EPG-$49.73)[14] of the U.S., Suez-Lyonnaise and Lattice Group of Europe, and Tokyo Electric Power and Chubu Electric of Asia.    

The Federal Energy Regulatory Commission (FERC) issued an order last week that changes the basis upon which FERC will allow large utilities to sell wholesale power at market-based rates.  FERC’s order is designed to reduce the possibility that a large company could exert market power in a particular region.  FERC stated that if power sellers are found to be “pivotal to their region” and if the sellers are not participating in a FERC approved regional transmission organization (RTO), then the sellers could lose their right to charge market-based rates.  Sellers that are “pivotal to their region” have generating units that must run to meet the region’s electric load.  FERC applied these new rules immediately to three large utilities—American Electric Power, Entergy Corp. (ETR-$36.95, rated Hold) and Southern Company (SO-$23.50, rated Hold)[2].  FERC stated that all three of these large utilities are not now currently members of a FERC approved RTO.  AEP, ETR and SO have lost the authority to make sales at market-based rates except for sales that take place in regions where the grid is controlled by a FERC-approved RTO.  The three companies have been given 15 days to respond by FERC.  Under the new rules, FERC can order refunds and can order these companies to revert back to cost-based rates.  

It is possible that FERC is using this directive to strongly influence the rapid formation of FERC-approved RTOs.  Some of the larger U.S utilities have been reluctant to join large RTOs and have tried to form their own RTOs in which they would be the dominant member.  In the long run, we expect FERC to prevail and we expect all U.S. utilities, large and small, to form RTOs that have FERC approval.  We think that the loss of the ability to sell wholesale power at market-based rates, even if only for a short period of time until the company achieves compliance with FERC’s RTO goals, is a strong enough incentive for large utilities to move faster to join large RTOs.  

We lowered our EPS estimates for Edison International (EIX-$14.20, rated Buy)[2,10] after the company held a conference call last week at which time it gave new earnings guidance for 2001 and 2002.  We lowered our 2001 EPS estimate from $1.75 to $1.30 and reduced our 2002 EPS estimate from $2.00 to $1.60.  It appears that EIX’s major emphasis over the next 1 to 2 years will be to improve its balance sheet and regain its financial health, and therefore, earnings growth does not appear to be a major objective.  

We reduced our 2002 EPS estimate on Cinergy Corp. (CIN-$30.87, rated Strong Buy) from $2.95 to $2.85.  Lower forward power prices for 2002 and the weakness in the local economy are likely to hurt 2002 earnings.   

TXU announced two major asset divestitures in the United Kingdom last week.  TXU plans to sell its U.K. electric distribution business and its 50% interest in 24seven to London Electricity for $1.87 billion.  TXU also announced an agreement to sell its 2,000 MW West Burton power station to London Electricity for $523 million.  We think that both of these moves are positive steps for TXU.  (Additional details can be found in the following section of this report.)

Utility stocks lagged the overall market last week.  For the four trading days last week, electric utility stocks were virtually unchanged, with an average gain of only 0.1%, compared with an increase of 1.0% for the S&P 500.  IPP stocks had a bad week, with an average decline of 3.1%.



�topic of the week:  txu took a big positive step last week with two major asset divestitures in the u.k.

We believe that last week’s two large divestitures of assets in the U.K. are an important turning point to TXU Corp.  We believe that now TXU should be able to keep on delivering high rates of EPS growth for the longer term.  Furthermore, we have a higher level of confidence in TXU’s ability to deliver at least 10% annual EPS growth now that it has divested these assets.

Key Points About TXU and Last Week’s Divestitures

Fewer assets in slow-growth regulated companies.  By selling off all of its ownership in its large U.K. electric distribution business, TXU has far fewer assets in a slow-growing regulated business.

Less exposure to U.K. regulation.  In the past few years, the regulatory treatment of U.K. electric companies has not been favorable to investors.  

TXU can significantly improve its balance sheet.  The proceeds from last week’s two asset sales are expected to be used primarily to pay down debt.  When added to the proceeds from other recent asset sales in the U.K. and elsewhere in Europe, TXU appears to have made huge progress in reaching its goal of significantly strengthening its balance sheet.

TXU can focus management’s attention on business opportunities that have higher growth potential.  No matter how much effort TXU expended, it could not change the fact that the U.K. electric distribution business has very slow earnings growth potential.  TXU management now can give more attention to its faster growing merchant energy businesses in Europe and in the U.S.

TXU’s portfolio in the U.K. is closer to being net short on capacity rather than having a net long capacity position like before.  The 2,000 MW sold last week to London Electricity, combined with previous power plant sales in recent months, sharply reduces TXU’s generating capacity in the U.K.  The U.K. is a significantly overbuilt power market and power prices have fallen sharply and show few signs of recovering in the long run.  TXU’s retail energy supply business (retail power marketing) has several million U.K. customers and is naturally short on electric capacity.  

We believe these moves should finally silence TXU’s critics who for the past few years have consistently said, “TXU has too many assets in the U.K.”  For the past few years, many institutional investors have liked TXU’s potential to profit from the forthcoming implementation of deregulation in the state of Texas beginning January 1, 2002.  However, the weak balance sheet and the large investment in the U.K. kept the stock of TXU from reaching its full valuation potential, in our opinion, because so many institutions did not like TXU’s sizable U.K. investment. 

With less of TXU’s earnings coming from regulated operations in the U.K., we believe that the shares of TXU should trade at a higher relative P/E to the electric group.  For most of the past few years, TXU shares have traded at a discounted relative P/E ratio.  

Nothing comes without a price—in this case, lower 2002 EPS than previously forecasted.  TXU’s new earnings guidance is in the area of $4.35 to $4.45 per share for 2002, which is about $0.40 per share lower than previous guidance.  The company will lose the earnings from the assets that it is selling and it expects to take a few years to fully reinvest the net proceeds in new accretive businesses.  

LAST WEEK’S BEST PERFORMING UTILITY STOCKS

NISOURCE  +5.9%

Reason:  There was no major news last week that could have made the stock of NiSource (NI-$21.12, rated Strong Buy) outperform the entire group last week.  Value investors may have been buying NiSource because of its very low P/E and because the stock has been one of this year’s laggards.  Some investors may have bought NI as a way to play a potential turnaround in energy prices next year because NI has an exploration and production business.    

MDU RESOURCES  +2.6%

Reason:  The shares of MDU Resources (MDU-$25.39, rated Buy), that have been lagging recently due to lower prices for oil and gas, may have been bought by value investors looking for a way to play a potential turnaround in energy prices next year.

PUBLIC SERVICE ENTERPRISE GROUP  +2.5%

Reason:  Public Service Enterprise Group (PEG-$40.99, rated Hold)[2], another stock that has been lagging this year, might have benefited from bottom-fishing by value investors last week.

LAST WEEK’S WORST PERFORMING UTILITY STOCKS

EDISON INTERNATIONAL  -4.4%

Reason:  Last week Edison International provided new EPS guidance for 2001 and 2002 that caused many analysts to lower their earnings forecasts.

ENTERGY CORP.  –3.3%

Reason:  The shares of Entergy Corp. (ETR-$36.95, rated Hold) may have been hurt by last week’s FERC order that changes the way FERC will measure market power.  ETR was one of three utilities that were ordered by FERC to stop selling wholesale power at market-based rates.  (See Page 1 for additional details about the FERC order.)

TXU Corp.  –3.2%

Reason:  Investors reacted to the lower EPS guidance provided by TXU following the company’s announcement that it was selling several large U.K. assets.

��

Exhibit 1��������������Monthly average of daily high prices for on-peak firm power ($ 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�����������������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�39.8�36.6�34.6���Western New York�53.0�40.4�45.5�47.1�44.6�42.7�40.9�62.1�32.6�29.1�28.7���Hudson Valley New York�66.8�51.0�58.3�56.9�58.5�61.2�54.2�78.3�37.1�34.4�34.5���New York City�69.7�56.2�62.0�66.3�68.3�71.1�61.0�85.6�39.7�35.8�38.1���PJM�50.6�38.9�45.7�51.3�41.8�44.9�42.1�73.4�28.1�26.8�24.5���Southern Company�61.6�43.4�47.1�56.7�42.2�47.4�45.6�47.2�29.7�28.1�26.3���SPP�59.9�46.3�47.1�57.2�41.0�45.4�46.1�42.2�20.0�21.4�22.8���ERCOT�75.0�48.1�46.8�51.5�44.7�39.6�41.0�44.1�20.8�22.3�22.2���Midwest (Entergy)�61.9�45.2�46.5�59.3�43.6�44.1�44.3�38.1�20.0�21.4�23.1���Midwest (AEP)�53.0�40.8�45.8�53.1�37.4�42.4�42.3�48.0�24.7�26.2�25.3���Midwest (Cinergy)�50.9�38.9�43.0�53.7�36.4�41.1�41.3�46.0�22.3�22.8�23.3���MAIN�56.1�43.2�45.8�54.2�38.0�42.1�42.6�47.3�21.5�22.1�22.1���MAPP�58.6�47.1�48.0�56.1�41.8�43.9�47.5�48.6�22.3�23.4�23.8���Four Corners�230.7�239.6�239.7�237.6�262.3�84.5�63.6�50.7�28.3�27.4�24.2���Palo Verde�250.3�245.9�251.6�242.8�293.9�94.0�65.3�51.1�29.7�28.2�24.7���Mid-Columbia�320.8�302.7�298.6�331.4�293.4�74.0�59.8�44.8�24.1�26.8�23.2���California-Oregon Border�316.3�313.1�304.6�325.7�278.2�74.6�59.4�44.5�24.9�27.8�25.6���Southern Path California�232.8�248.8�254.5�241.0�274.6�83.3�58.6�45.7�26.8�28.3�27.0���Northern Path California�274.9�284.4�269.7�289.7�292.2�81.2�58.4�45.7�27.1�28.2�27.5�����������������Source: Bloomberg��������������
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2002 P/E Ratios������Price�2002 EPS�2002 P/E��GXP�$25.12 �$1.85 �13.58��SO�$23.50 �$1.75 �13.43��DUK�$37.64 �$2.90 �12.98��WPS�$34.86 �$2.75 �12.68��AEE�$40.72 �$3.25 �12.53��CNL�$20.41 �$1.65 �12.37��DPL�$23.64 �$1.95 �12.12��D�$59.96 �$4.95 �12.11��CIV�$24.16 �$2.00 �12.08��OGE�$22.26 �$1.85 �12.03��NST�$43.58 �$3.75 �11.62��HE�$37.71 �$3.25 �11.60��NU�$17.96 �$1.55 �11.59��ED�$39.16 �$3.40 �11.52��VVC�$22.70 �$2.00 �11.35��CMS�$22.65 �$2.00 �11.33��XEL�$28.44 �$2.52 �11.29��NRG�$19.06 �$1.69 �11.28��DQE�$17.97 �$1.60 �11.23��AEP�$42.39 �$3.85 �11.01��IDA�$37.45 �$3.40 �11.01��FPL�$55.05 �$5.00 �11.01��ETR�$36.95 �$3.40 �10.87��LNT�$28.15 �$2.60 �10.83��CIN�$30.87 �$2.85 �10.83��SCG�$26.92 �$2.50 �10.77��TXU�$45.87 �$4.40 �10.43��DTE�$41.64 �$4.00 �10.41��PNW�$41.39 �$4.00 �10.35��PGN�$42.14 �$4.10 �10.28��PEG�$40.99 �$4.00 �10.25��MDU�$25.39 �$2.50 �10.16��WR�$17.34 �$1.75 �9.91��EXC�$43.26 �$4.45 �9.72��REI�$27.28 �$2.90 �9.41��NI�$21.12 �$2.25 �9.39��FE�$34.45 �$3.71 �9.29��WEC�$22.48 �$2.45 �9.18��UNS�$16.60 �$1.85 �8.97��EIX�$14.20 �$1.60 �8.88��POM�$21.08 �$2.39 �8.82��PNM�$26.36 �$3.00 �8.79��PPL�$35.80 �$4.10 �8.73��SRP�$14.79 �$1.75 �8.45��AYE�$34.88 �$4.40 �7.93��CEG�$25.00 �$3.25 �7.69��EAS�$18.75 �$2.45 �7.65��PCG�$18.03 �$2.90 �6.22��NMK�$17.95 �$0.25 �NM���������Median�10.83����Mean�10.54��Source: UBS Warburg estimates.�����
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Year to date return�������Price on ���Year to date return���12/31/00�11/23/01����CIV�20.0625�24.17��25.5%��SO�33.25�23.50��21.5%��GPU�36.8125�40.39��15.5%��FE�31.5625�34.45��14.7%��DTE�38.9375�41.64��10.9%��HE�37.1875�37.71��8.2%��TXU�44.3125�45.87��7.7%��ED�38.5�39.16��7.6%��NMK�16.6875�17.95��7.6%��NST�42.875�43.58��7.0%��WEC�22.5625�22.48��3.3%��XEL�29.0625�28.44��1.7%��PNM�26.8125�26.36��1.1%��ALE�24.8125�23.86��0.6%��EAS�19.6875�18.75��-0.3%��WPS�36.8125�34.86��-0.9%��OGE�24.4375�22.26��-3.4%��AEP�46.5�42.39��-3.9%��GXP�27.4375�25.12��-3.9%��SRP�16.0625�14.79��-3.9%��LNT�31.875�28.15��-5.6%��SCG�29.5625�26.92��-5.9%��D�67�59.96��-6.8%��CIN�35.125�30.87��-7.0%��VVC�25.625�22.70��-7.1%��AEE�46.3125�40.72��-8.0%��EIX�15.625�14.20��-9.1%��DUK�42.625�37.64��-9.3%��ETR�42.3125�36.95��-9.8%��PCG�20�18.03��-9.8%��UNS�18.8125�16.60��-9.9%��PNW�47.625�41.39��-10.1%��PGN�49.1875�42.14��-10.1%��POM�24.71�21.08��-11.1%��PEG�48.625�40.99��-12.7%��TE�32.375�26.80��-13.1%��PPL�45.1875�35.80��-19.4%��IDA�49.0625�37.45��-19.9%��MDU�32.5�25.39��-20.1%��FPL�71.75�55.05��-21.1%��CNL�27.375�20.41��-22.5%��CMS�31.6875�22.65��-24.5%��NU�24.25�17.96��-24.7%��AYE�48.1875�34.88��-24.9%��DPL�33.1875�23.64��-26.3%��WR�24.8125�17.34��-27.1%��NI�30.75�21.12��-28.2%��REI�43.3125�27.28��-34.2%��EXC�70.21�43.26��-36.4%��DQE�32.75�17.97��-42.2%��CEG�45.0625�25.00��-44.0%����������Median��-8.0%����Mean��-8.7%��
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