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· Knowledge drives value creation.  This simple concept has become a sacred mantra for the high-growth e-commerce industry, and one of the uncontested foundations for its evolution. 

· But how does this concept relate to the capital intensive, commodity-driven electric utility sector?  We contend that the ability to transition from a regulated, monopolistic utility to a knowledge-based, dynamic competitor will be precisely the factor that defines the industry leaders over the next few years.

· Based on this view of the changes developing in the industry, which are driven primarily by deregulation, we have identified four tiers through which we see leaders emerging that will be able to unlock value from their existing and developing businesses, and outperform.

· Within this structure, we have identified nine companies that are working towards a knowledge-based framework, and are taking on new economy characteristics: AES Corp., Calpine, Dominion Resources, Duke Energy, Edison International, NSTAR, PECO Energy, Reliant Energy, and Southern Company.  While most are currently in the build out phase of development, our value-based analysis supports our expectation that these strategies should drive above average earnings, return on capital and economic profit growth over the next five years. 
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Investment Summary

Knowledge drives value creation.  This simple concept has become a sacred mantra for the high-growth e-commerce industry, and one of the uncontested foundations for its evolution. 

But how does this concept relate to the capital intensive, commodity-driven electric utility sector?  We contend that the ability to transition from a regulated, monopolistic utility to a knowledge-based, dynamic competitor will be precisely the factor that defines the industry leaders over the next few years.

This evolution is being driven, to a large extent, by the pending deregulation of the generation segment of the industry. The industry is changing from an environment where returns were set equal to a utility’s cost of capital.  As the stability of a regulated return is eliminated, the need for a new strategy through which at least equal, if not greater returns are generated is one of the key focus points for management.  For the first time, utilities can utilize their skill sets as a vehicle to unlock greater value from existing assets.  In response, some companies have embarked on strategies that, relative to their peers, have given them new economy characteristics. 

The fall of regulatory barriers will result in a number of profound changes in the industry that will create opportunities for the strong and threats for the weak, which should lead to a winner-takes-all mentality in some segments of the business. 

We have identified nine companies that are working towards a knowledge-based framework, and should excel in the changing sector environment.  While most are currently in the build out phase of development, our value-based analysis supports our expectation that these strategies should drive above average earnings, ROIC and economic profit growth over the next five years.  

The companies that we believe are most effectively implementing new economy strategies are AES, CPN, D, DUK, EIX, NST, PE, REI, and SO.

These nine companies are: AES Corp., Calpine, Dominion Resources, Duke Energy, Edison International, NSTAR, PECO Energy, Reliant Energy, and Southern Company.  Based on our analysis of the strategies being employed by these companies, we are raising our recommendations on Duke Energy, PECO Energy, Southern Company, Reliant Energy and Dominion Resources to a Strong Buy from a Buy.  We are maintaining our Strong Buy recommendation on Calpine, and our Buy recommendations on Edison International, AES and NSTAR. 

This is the first of a series of pieces that will highlight industry changes and developments. Some of the more important issues that will decide the winners and losers in this race will be:

1. Knowledge based assets as a competitive advantage

2. Changing organizational structures

3. Shifting value drivers - from 'old economy' metrics to 'new economy' metrics

ROIC provides additional insight into the sustainability and sources of economic growth, going a step beyond accounting earnings.

We note that in light of the changes going on in the industry, old valuation metrics are becoming less appropriate tools in examining the true economics of the sector.  In particular, GAAP earnings are becoming less useful as a stand-alone metric. Many utilities are currently drawing substantial amounts of cash out of their existing assets during the transition to competition.  The manner in which this cash is being deployed is a significant issue, and brings into question the sustainability of earnings growth.  In particular, the increasing frequency of share buybacks and debt paydowns as a source of earnings growth have led to a growing divergence in the sources of EPS growth, which therefore needs to be analyzed more carefully. 

As a result, return on invested capital (ROIC) is becoming increasingly meaningful in this analysis. Given the emergence of competition, ROIC provides insight into the operating and capital efficiency of a company’s earnings, and speaks to the sustainability of earnings growth.  ROIC isolates the effects of financial engineering and shifts the focus to the generation of ongoing, operating income.  Therefore, the economic benefits created by information technology and economies of scale, as well as the ability of management to innovate and create new revenue sources from their existing capital base become more apparent and measurable.  

The regulatory and economic changes that the power sector is currently undergoing and the many qualitative and quantitative repercussions that ensue are discussed at length in this report.  We believe that among the individual responses that each company has made in anticipation of these changes, a small number of strategies stand out.  These strategies combine the knowledge gained through years of experience, foresight, and the skill to optimize this knowledge in a competitive environment.  These companies, which we refer to as “new economy electrics,” are poised to emerge as the industry leaders that should capture market share at an accelerating pace over the next few years.

The Changing Power Sector – Historical Perspective

In the past, the electric utility sector was comprised of regional monopolies that had no opportunity to compete; under this market structure, customers were held captive by the incumbent utility that served their area.  Management, in many cases, had limited incentive to strive for cost efficiencies, because the typical regulatory mandate required that fuel and operating cost reductions be passed through as savings to customers.  

We see three principal consequences that resulted from these economic parameters:

Return Profile—The most important feature that dominated the economics of the industry historically was that return on equity was capped at a regulated level.  While in most industries we find that a company’s ability to earn superior returns is a primary element for success, in the old electric utility world, regulation limited returns to the weighted average cost of capital (WACC).  Excess returns were often viewed in many jursidictions as grounds for rate reductions, rather than indicating a sustainable trend.
The Role of Knowledge—Under the historical regulatory environment, knowledge played a fairly limited role in determining the success or failure of a utility.  Essentially, return profiles were driven by a return-on-rate-base mechanism. As long as regulators deemed that a utility’s capacity additions were prudent, their costs were recovered through rates. This regulatory regime provided incentives for many utilities to grow their returns though growth of their physical assets, in some cases with little regard to the market efficiencies of such assets. In other words, because returns were capped at a certain level with respect to a company’s asset base, an enterprise grew by building more, not by getting more out of what it had already built.  Clearly, this was not an environment in which superior knowledge was the key value driver.

Successful Organizational Structure—What often emerged from these variables was a highly hierarchical management style.  With little reward for innovation, we saw highly centralized, traditional organizational structures.  Management compensation was often not heavily tied to shareholder interests – stock options, incentive based pay, and profit sharing programs were rarely found, or represented an immaterial portion of total compensation. 

New Economy – Changing Perspective

Winning in economies that are integrating will be about shaping and owning the right pieces [of the puzzle] at the right time, and putting them together in new ways.

Race for the World, Lowell Bryan

The new economy model is in almost all ways the opposite of this industry’s historical environment.  There are a number of key triggers prompting the industry’s transition:

1. Deregulation—As we have noted previously, deregulation of generation is one of the primary factors triggering certain companies to adopt new economy characteristics. In particular, as the onset of competition eliminates the environment that utilities have historically operated in, a number of new business decisions arise, including brand recognition, specialization, and target regions and demographics (i.e., industrial vs. residential customers). 
With deregulation, the ability to earn returns in excess of the cost of capital will become the key to success.  Now that the relationship between these two factors will no longer be regulated, we expect to see a widening spread between the excess returns that the few industry leaders should achieve versus those of the bulk of the sector.  In other words, while companies will no longer be restricted to earn only up to their WACC, they will no longer be guaranteed the ability to earn that return.  Therefore, while some companies will emerge with substantially higher return profiles, we believe that many other companies are likely to find it difficult to earn their previously regulated returns in an unregulated environment.
2. End of fuel clauses—Historically, most regulators allowed utilities to operate under a fuel clause, essentially passing on both the benefits and losses associated with varying fuel prices to customers.  The result was one of the major drivers of the relative indifference to cost management noted earlier.  The use of this mechanism in ratemaking is diminishing both as the generation segment deregulates and the transmission and distribution segment transitions to performance-based ratemaking.  
3. Performance-based ratemaking (PBR) for transmission and distribution operations—While the competitive pressures created by deregulation clearly drive the need to change management culture and business practices for the generation market, even the regulated T&D world is evolving into an environment where efficiency will be an increasingly important factor.  Performance-based ratemaking (PBR), a mechanism that allows a utility to earn above its cost of capital by providing customers with enhanced reliability and/or lower prices, is being implemented with increasing frequency.

4. Growing free cash flow at the utility business—Through both organic operations and the accelerated recovery of stranded investments, many regulated utilities are generating a substantial amount of free cash flow.  Management’s challenge is to identify effective vehicles to deploy this cash flow and continue to build the operational strength of the company in the changing environment.

These four factors have triggered a dramatic change in the core characteristics that previously defined this sector. Based on this fundamental shifting of the defining characteristics of the industry, we have summarized the five major consequences that we see emerging in the sector, which essentially define the future parameters of the industry.

1. Knowledge matters more than ever—Under the new economy structure, we expect that knowledge will play a significant role in determining the success or failure of a utility.  Intellectual capital, new knowledge based products and progressive technologies are changing the electric industry from a model where the growth of physical assets are the economic drivers to a less tangible environment, where the major advantage is defined by ideas and innovation.  

We have begun to see the trend unfold already—for example, most of the industry’s superior trading and marketing groups have pointed to the need to have physical assets in the regions in which they actively pursue business.  The rationale behind this physical asset foundation does not lie in the actual hard value of the megawatts produced (although clearly there is a value attached to the bricks and mortar power plant).  Rather, it often lies in the superior market insight that a marketer is able to develop by selling hard asset output into a regional power pool, which it is able to exploit at extremely sizeable multiples compared to the actual megawatts produced by that physical plant. Trading and marketing represents only one of the multiple strategies through which we see knowledge playing a key role as deregulation unfolds.

Indeed, as the breakdown in regulation and traditional long term purchase power contracts continues, companies are seeing the management of a portfolio of assets continuously being bought and sold, rather than the buy and hold (annuity) strategy of years past.
2. Efficiency incentives continue to grow—Deregulation, the shift away from fuel clauses and towards PBR mechanisms have created distinct incentives to move towards a more efficient cost structure. Driven by a growing opportunity to compete, we believe that pricing and marketing skills (both in the natural gas and power markets) will become increasingly critical assets in the developing market structure.

3. New business opportunities arise—Importantly, the many changes discussed have given rise to new businesses, and thus the opportunity to drive new revenues out of existing skill sets and invested capital bases.  Opportunities to develop greenfield projects in new regions have brought on a surge of new power plant construction, assigned new levels of importance to development, siting, and marketing skills.  Ancillary services markets have emerged in a number of states, allowing companies to either hedge the new risks created by the deregulating market or seek to trade and prosper on those risks.  Telecommunications has also emerged as a theme within the industry, as utilities look to capitalize on their existing rights of way, infrastructure, and workforces. Overall, the emerging environment will provide the ability to broker, create options and layer services around the physical commodity.
4. Capital allocation becomes important—However, while many new businesses opportunities will emerge, capital allocation decisions will become paramount.  Where before increasing asset base was a major strategy in creating top line (and earnings) growth, going forward the market will reward those companies that create this growth through the most efficient and effective use of capital.  The substantial amounts of cash currently being generated by the regulated utility must be re-deployed in a manner that not only provides reasonable returns, but also optimizes the company’s knowledge base and perpetuates its competitive advantages.

5. Organizational structures and corporate culture must change—As a result of these fundamental industry changes, the organizational and management structures that will be the most successful will be flat, rather than the traditional command and control hierarchy. As a result, the multi-level, bureaucratic world that was successful in the past has to evolve into a structure that fosters the ability to innovate, and act quickly to capture first-mover advantage, will be critical.  

In Lowell Bryan’s Race for the World, he notes that across all industries, “the key is to focus on the pace and process of ... integration”.  He further notes that “companies can capture extraordinary profits through cross-geographic arbitrage, taking advantage of differences in the cost of production arising from the historical separation of markets and industry structures”.  

While Bryan was speaking to the impact of globalization on these opportunities, we believe that those market participants that best understand the pace and process of deregulation in the electric sector will be able to capture extraordinary profits both domestically and globally.  Under a regulated environment, many of the barriers that typically differentiate world economies were very much at play amongst the various states in this country, which all regulated and incentivized their utilities through distinct mechanisms.  As these barriers are eliminated, and the economic realities of the sector become less disparate, those companies that successfully shift towards the competitive knowledge model will be able to capture a greater majority of the profits over the next 5-10 years.

Application to the Electric Industry

Another consequence of the changes in the industry is the rise of the new economy electric company.  These are companies that are embracing changes and leveraging their current asset base with their knowledge and skills to create value.  

Based on this view of the changes developing in the industry, we have identified a number of basic models through which we see leaders emerging from the current incumbent utility group that will be able to unlock value from their existing and developing businesses, and outperform.  Importantly, while we present these as distinct strategies, we expect that many companies will focus on more than one value creation model in an effort to successfully exploit their current competitive advantages.

We have also seen a group of new entrants emerge that are responding to the structural changes in the industry.  In all of these models, a central theme must be a constructive regulatory environment.

· Power Broker—These companies will seek to extract new income sources from existing assets, with minimal incremental investment. Comprised mainly of large national or international players, these companies will develop trading and marketing operations to exploit proprietary knowledge of the wholesale generation markets gained from the broad geographic reach of their physical assets for both electricity and fuel. These companies will need dynamic organizational structures to take advantage of fleeting market opportunities while maintaining solid risk management controls.

· Competitive Monopoly—The next tier is comprised of companies that have focused on distribution, rather than generation.  Market leaders in this business will be those able to enhance the value of already existing assets through developing innovative regulatory structures that allow them to derive increased returns from existing assets.  Strategies that we see developing include:

A) The application of information technology more effectively to the electric distribution business thereby improving customer service, lowering costs and increasing returns to shareholders. 

B) Expansion into synergistic businesses. T&D companies are in an excellent position to create value propositions from their existing distribution assets and expertise. A new industry of telecommunications providers is forming to create commercial and residential fiber-optic networks. T&D companies have the rights of way, skilled installation and maintenance workforces, and existing customer bases that give them clear competitive advantages to market entrants. Successful companies will take advantage of these advantages and either create a proprietary communications network or partner with an existing communications company to do the same. This expansion will require up-front capital investment, but once in place, companies can create scale advantages by using existing customer service and billing operations to create superior return economics.

· Super-Generator—We have taken a new spin on the theme of optimization – in this industry, there is a considerable level of knowledge and expertise associated with greenfield development, merchant plant acquisition, pollution control and fuel management.  It is not simply building plants well that counts here, but knowing where to build to get the most value from each dollar invested, and when to invest to ensure first-mover advantage.

While this is the model that will continue to be the most capital intensive of the three, and might therefore be harder to distinguish within a new economy structure, we believe that a substantial amount of the superior value that these companies extract will be differentiated by their ability to leverage their knowledge of these skills.  These skills will be critically important in allowing these companies first mover advantage in the deployment of new more efficient power generation in the merchant power market. 

· New Entrants—Finally, we define the new entrants as companies that were formed as a result of deregulation, rather than being forced to adapt in the face of it.  AES and Calpine are the two major publicly traded new entrants to the domestic electric power industry.  Both companies were formed in the wake of the passage of the Public Utility Regulatory Policy Act (PURPA) of 1978, which, for the first time, allowed non-utility companies to own and operate power generation facilities. 
The current group of new entrants have been active primarily in the generation segment of the industry and bear a resemblance to the utilities we label Super Generators.  As deregulation unfolds, we would expect other new entrants to emerge that correspond more closely with the power broker and competitive monopoly models.  

4 characteristics distinguish the new entrants from the traditional regulated utilities:

1. Knowledge Drives Returns   The new entrants have never been burdened by return cap regulation.  Since their formation, the application of marketplace knowledge and technical skill—in locating and executing on new power project investment opportunities---has been the primary determinant of ROIC, not regulatory restrictions.    

2. No Transformation Required/First Mover Advantage   These companies have benefited by not inheriting an asset base or culture in need of transformation.  Management has been able to focus its full attention on the emerging opportunities in the deregulating power markets.  For both AES and Calpine, this lack of distraction has helped give them a first mover advantage in the domestic and global markets in which they operate.

3. Decentralized Organizational Structures   Both AES and Calpine remain true to their start-up company roots in maintaining decentralized organizations with entrepreneurial incentivized cultures.  Their organizations foster innovative thinking and enable the new entrants to nimbly react to new opportunities when they arise.  In our view, this characteristic has given both AES and Calpine a major competitive advantage versus the incumbent utilities.

4. Financing Skills   Although the new entrants lack the benefit of a set of high cash flow generating regulated assets to fund their investments, they have shown themselves rather adept at raising external financing.  Over the years, AES and Calpine have developed a strong reputation in both the capital and project finance markets.  Both companies have successfully raised several billion dollars of both equity and debt capital to fuel their rapid expansion.

Overall, falling regulatory barriers will create value creation opportunities along with threats to the status quo. Investors that anticipate which companies can capitalize on these new rules will have the opportunity to capitalize on the upward return revisions that will result from these sweeping changes.

The Changes Occurring with New Economy Electrics

One of the defining factors of a New Economy Electric is the increasing importance of intellectual capital.  We contend the companies with the biggest pools of knowledge will have a distinct competitive advantage and thus be able to grow faster.  In contrast with physical capital, it is harder to analyze and quantify the benefits of intellectual capital.   However, although intangible, we believe that intellectual capital is one of the key factors that differentiate the companies we define as New Economy Electrics.  For example, looking at Duke Energy over the last two years, the company has hired a number of top level individuals to run their trading and other competitive operations.  In the past, Duke would most likely not have been able to attract this caliber of personnel into the utility.  In fact, it is Duke’s transformation from a utility to a dynamic, competitive, new economy organization that has brought in this new talent—and it is this new talent that will allow the company to continue to achieve new and higher levels of success.  

In addition, New Economy Electrics are building networks that will not only allow them to sell the commodity, but once fully built out provide the ability to broker, create options and layer services.  Basically a network can offer a full menu of knowledge based products that will increase profits and returns.  Enron is an excellent example.  They offer over 400 distinct services, which are priced separately and repackaged for the customer.  By creating deep markets of both customers and suppliers and by creating a proprietary system to transport energy, Enron creates a competitive advantage.  

Information technology improvements are another reason that New Economy Electrics can become more knowledge driven and less dependent on the physical asset.  Superior IT systems allow these companies to manipulate the world around them.  In the recent past new systems have already begun to play a large role in this industry, however as the markets de-regulate we believe that they will become one of the major factors driving growth.  Electrics that are slow to transition will be at a disadvantage.  Unfortunately, knowledge based products are expensive.  

In particular, we have identified nine companies across the four models outlined previously that are working towards a knowledge-based framework, as detailed in exhibit 1:

Exhibit 1
Emerging New Economy Electrics
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While most are currently in the build out phase of development, our value-based analysis supports our expectation that these strategies should drive above average earnings, return on capital and economic profit growth over the next five years.

Current stock prices do not reflect the potential earnings upside that we see driving these stocks to outperform.

Importantly, we believe that the superior returns these companies should be able to generate are not currently reflected in their respective stock prices. Investors have been using old valuation metrics to evaluate these strategies.  However, we believe that the new metrics need to be used to fully appreciate the value creation potential of these strategies. 

Historically, the investor base for the sector was focused more on a yield story than one of growth, and is therefore somewhat skeptical of the build-out requirements that underlie these strategies, which typically preclude immediate earnings growth.  The resulting environment is one dominated by a “show me” attitude.  In addition, we believe that the traditional valuation metrics that most investors have been using to analyze these companies are insufficient to fully understand the changing economics of the new economy strategies being employed by these companies.  As we will discuss at length in this report, we believe valuation tools such as ROIC offer insight into both the sustainability of earnings growth and the capital efficiency of the companies.  Clearly, these will be important components in the determination of success or failure within this industry as it deregulates.  

Enron: The Optimal Case Study

Enron represents the optimal case study of the potential success that can be created by transitioning to a new economy framework.   The company has demonstrated the huge profit potential that exists when sophisticated energy marketers control the fuel input decision of a large, diversified customer base and simultaneously can arbitrage energy across BTU’s, regions and time. This is the end game that Enron is pursuing. As described by Enron at a recent investor conference, a company first needs physical assets–the logistic to control and move gas and electric. Then open access/deregulation allows access to the physical assets of other companies. A third component is market-making, facilitating the purchase of individual components at the lowest costs. Thus the “network” allows for the separation of all functions into component parts. This facilitates the lowest cost repackaging of the components into the optimal tailored products. This network allows for very high incremental return on invested capital, once in place.
The market has recognized Enron’s pursuit of this formula, and that the cost of replicating and distributing knowledge-based products is close to zero once mastered. The fact that a large majority of the high up front costs have already been born by Enron is a huge part of why Enron’s common stock has performed well (Exhibit 2 below), and its multiple has increased dramatically in the past two years. Simply stated, investors realize that the potential incremental return on invested capital on Enron’s knowledge and information based wholesale and retail marketing businesses is huge. This is true even if Enron were limited to the US. What’s very powerful is that the model can be replicated in Europe, across the continent, South America and ultimately in the rest of the emerging world.

Enron has leveraged its existing asset base into knowledge based businesses with high returns. The company developed unique networks each with distinct scale advantages to create large market share gains. Core skills-finance, risk management, engineering, technology and asset operations/are applied across each network from a central distribution point. Enron has also publicly stated its goal of reducing capital employed in non-network businesses. Once again the potential for a winner take all or in this case winner take most outcome is having a major positive effect on valuation.

Exhibit 2
Enron Case Study
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Valuation Metrics – ROIC Matters

Relevance to the Electric Industry

As we have discussed previously, new valuation metrics play a significant role in our current view of the industry.  Why look to new valuation tools to understand the direction that the electric industry is likely to take as it transitions to a competitive environment?  Because statistically, empirical studies published by Credit Suisse First Boston have demonstrated that for the larger market, earnings growth rates have almost no correlation with P/E ratios for the constituents of the S&P 500 (see exhibit 3).  

Exhibit 3
Weak Correlation Between 1999 P/Es and Long-Term Earning Growth for the S&P 500
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As the electric industry deregulates, we anticipate that the economic relationships that govern the world’s existing competitive sectors will begin to dominate the electric sector as well.  Historically, these metrics were relatively immaterial to utility investors—analysis of our electric utility universe indicates that there has been a stronger correlation between long-term earnings growth rates and one-year forward P/E ratios than the correlation for the broader markets.  Fundamentally, this relationship was driven by the fact that regulators only allowed utilities to earn their returns in line with their weighted average cost of capital.  As a result, the ability to earn excess returns could not play a central factor in valuing a company.  Rather, earnings growth acted as a truer proxy than is typical in most industries, signaling the strength of a utility’s regulatory relationships and service territory.

Exhibit 4
Strong ROIC Correlation – Multi-Industry Regression Analysis

Includes companies across all industries, per the CSFB VDF Database
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However, as this regulatory regime disassembles, we have seen the correlation between a company’s ROIC and the premium paid by the market grow dramatically (see exhibit 5).  This growing trend is dramatic – the correlation has grown dramatically since 1995, from a low 29% in 1995 to a comparatively definitive correlation of 71% in 1998 (see exhibit 5).  

Consequently, we anticipate that those electrics that are currently re-positioning their strategies towards business with high ROIC potential will emerge as the winners in the industry over the next few years.

Exhibit 5
Growing Correlation between EV/IC and ROIC for Electric Utilities
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 Company universe includes AWK, CNL, D, DPL, DUK, FE, FPC, FPL, MDU, NCE, NI, NST, PCG, PE, PNW, REI, SCG, SO, SRP, TE, UIL and WEC

Source: Credit Suisse First Boston and Company reports
New Valuation Metrics Primer

One of the basic tenants of value based analysis is that companies must earn returns on capital in excess of their cost of capital in order to create shareholder value. Companies that do earn excess returns on invested capital are valued at higher market premiums than those that do not. Said another way, companies that can earn the same returns with low investment requirements are valued higher relative to companies with high investment requirements. 

For example, Company A and B both earn $3/share; Company A must invest $1/share to sustain these earnings, while Company B must invest $2/share to sustain the earnings. Which would you prefer? Ceteris paribus, Company A is worth twice as much as Company B. 

The takeaway of this simplified example is that investors must look at the balance sheet along with the income statement to get a clear picture of the value of a company. What returns is a company getting for each dollar invested in its business? Are these return characteristics changing? What sort of investment rate will be necessary to achieve the company's top line growth targets? How could the company improve its capital efficiency? Is the company managing its inventory efficiently?  What does the current market premium/discount imply about the market's expectations of the company's future returns - are these expectations too high/low?

These questions highlight the value of the CSFB value based analysis in augmenting the qualitative and traditional analysis of companies. The rest of this section will outline the basic measurements used in this approach.

Return on Invested Capital ("ROIC")
ROIC is an invaluable tool for several key reasons:

1. Drives Market Premiums—ROIC is compared to  a company's Weighted Average Cost of Capital ("WACC") to gauge shareholder value creation. The market values companies based on how efficiently they employ capital in high return investments.  CSFB regression analysis on utilities companies indicates that on average for the period 1994-1998, a strong, positive correlation exists that suggests that excess returns (ROIC-WACC) explain 60% of fluctuation in a company's market premium (Enterprise Value / Invested Capital). 

2. Measures Quality of Earnings—ROIC includes the capital requirements of a business, which helps investors to evaluate the quality of earnings. For example, a company could be growing earnings at 25%, but this is only beneficial to shareholders if this growth results in excess returns on capital (ROIC-WACC>0). In other words, companies should consider the cost of growth (investment requirements and capital charges) when evaluating investment opportunities.

3. Avoids Accounting Distortions—ROIC is not distorted by accounting decisions. Most people today are familiar with some of the accounting issues that can distort financial results of a company.  ROIC is insulated from these problems because the components of ROIC, NOPAT and Invested Capital, are adjusted for inconsistencies in GAAP treatment of pooling vs purchasing, LIFO vs FIFO, operating leases, and nonrecurring items. NOPAT is also unlevered, which keeps ROIC from being artificially impacted by changes in capital structure, as ROE is. These adjustments allow for comparability of companies across industry lines and without regard to the financing decisions of different companies. 

ROIC can be calculated by either of two methods: 

1.
Aggregate Approach to ROIC =
NOPAT 

Average Invested Capital





2.
Value Driver Approach to ROIC  =

=
NOPAT                      Revenues   

NOPAT margin 
*

*
Revenues                   Average Invested Capital

Capital Turns

ROIC is attractive because it is cash-on-cash, it takes into account the capital intensity of a business (Invested Capital), and it avoids accounting distortions (unlevered operating earnings, LIFO/FIFO adjustments, Pooling vs. Purchase accounting)

ROIC Value Drivers - NOPAT Margins & Capital Turns 

NOPAT Margins:
(EBIT + goodwill amortization)*(1 - Cash tax rate)

Total Revenues




Invested Capital Turns:
Total Revenues

(Working Capital + net Capital Expenditures + Acquisitions net of Divestitures + Gross Goodwill)

Examination of NOPAT margins and Invested Capital turns can provide valuable insight into what area of a company's operations is driving ROIC. It is important to consider changes in these ratios in tandem to understand the full picture.

Trends

Investors can identify important shifts in the economics of businesses by watching NOPAT margins and Invested Capital turns over time. 

Comparability

Investors can use these measures to compare the operating characteristics and capital requirements of businesses regardless of industry. This is possible because of the unlevered cash nature of NOPAT and the adjustment of Invested Capital to account for operating leases, R&D expenses, LIFO reserves, and pooling accounting. 

Application - Examples

As companies make acquisitions, move into new business lines, or simply expand, their returns on capital also change. An investor can better understand these changes in ROIC by focusing on the components of ROIC. 

· If Invested Capital turns are driving ROIC, what is driving these capital turns - working capital management, acquisition of new businesses, divestment of lower-return assets, expansion into new businesses?

· If NOPAT margins are driving ROIC, how has the company achieved this - pricing pressure, economies of scale, inflation, labor or rent increases or decreases, cash taxes, an acquisition, a shift to a new business line with different margins?
Economic Profit

Economic profit is a valuable complement to ROIC - WACC, which indicates the degree of value creation, because Economic Profit tells investors the dollar amount of value that has been created/destroyed in a given period. As shown below, to calculate economic profit, we take the unlevered cash earnings of a business and subtract a "capital charge" that represents the "economic rent" of all the capital that a company has invested. Economic profit can be represented using CSFB metrics as follows:

EP = NOPAT - (WACC * Average Invested Capital)

Or, stated differently,

EP = (ROIC - WACC) * Average Invested Capital

Three Components of Value

We believe that a complete picture of a company's value must consider some measure of cash flow, some measure of risk, and some measure of forecast horizon.


Shareholder Value

Cash Flow
Risk
Forecast Horizon

(FCF = NOPAT - Investment)
(WACC)
(CAP)

Cash Flow

Free cash flow has two components - cash earnings and future investments.

NOPAT


We call the cash earnings piece "NOPAT", for Net Operating Profit After Tax.  NOPAT is the unlevered cash earnings of a business. To calculate it, we take operating income (EBIT), adjust it for cash taxes paid and the value of the tax shield from interest expense, and add back non-tax-deductible, non-cash amortization of goodwill.  

The three drivers of NOPAT are sales, EBITA margin, & cash taxes. 

Investment

Invested capital is the sum of net working capital, net fixed capital, gross goodwill, and any other operating assets. Invested capital represents the amount of capital that has been invested in the business over time. 

Investment is defined as the sum of change in working capital, capital expenditures net of depreciation, and acquisitions net of divestitures. 
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Free Cash Flow 

Free cash flow ("FCF"), the difference between NOPAT and incremental Investment, is the pool of cash that can be distributed to all the claim holders (debt & equity) of the company. FCF, as defined here, excludes financing costs (like interest expense). Free cash flow is projected and discounted to a present value in order to value a business.

Risk

This is quantified through the weighted average cost of capital.  It measures the cost of capital employed, including the cost of debt, preferred equity, and the "opportunity cost" or "economic rent" of equity.

WACC
=
(Ke) * (1-D/TC) + [Kd * (1-T)] * (D/TC)


Ke
 =
Cost of Equity


Kd
=
Cost of Debt


D/TC
=
Debt to Total Capital Ratio


T
=
Tax Rate
The CSFB value based approach to investing helps investors and analysts gain insight into the economics of a company by taking a bottom-up approach to analyzing shareholder value metrics. This framework augments traditional performance measures and helps investors isolate important drivers of value creation. We believe that a complete picture of a company's includes some measure of cash flow, some measure of risk, and some measure of forecast horizon.

Valuation of the New Economy Electric Universe – Combining New with Old **
Using both traditional and value based metrics, we believe that the New Economy Electric universe looks undervalued relative to the larger utility group.  Currently, the companies highlighted in this report are in the process of building out their new economy strategies.  As a result, while in 1998 there is little difference between the average ROIC for the new economy universe versus the larger utility group, by 2002, when these strategies have matured, we forecast an average ROIC-WACC spread of 2% for the new economy electrics, versus 0.09% for the utility average.  In addition, we forecast that average invested capital turns will increase 44% over the next few years, from 0.52 times in 1999 to 0.74 times in 2002 for the new economy electrics, while the same measure for the larger utility index will remain comparatively constant, at 0.46 times in 1999 and 0.50 times by 2002.

From a traditional valuation perspective, the new economy electric universe is currently trading at an average of 11.6x and 10.6x times 2000 and 2001 earnings, compared with 10.4x and 9.8x times for our utility index.  While the new economy universe is trading at a slight premium already, we believe that the group’s return profiles warrant a multiple expansion, to bring earnings multiples in line with true economic profit.  These companies have an average earnings growth rate of 9.4% compared with 6.9%.  Importantly, in conjunction with the ROIC profiles that correspond to these growth rates, we believe that the earning growth being generated by the new economy companies is comparatively organic and sustainable, as opposed to being driven primarily by share repurchases and debt retirements.

In addition, overall, it is the larger market capitalization companies that we see taking on new economy characteristics.  The average market cap for the new economy universe is $9.6 billion versus $3.2 billion for the larger utility group.  

Value Creation – A Relative Race

Prior to introducing our individual company analysis, and across each of the four value models discussed previously, there is one underlying issue that needs to be addressed. The electric industry, even for those companies that embrace this new economy theme, will always be comparatively capital intensive.  The average invested capital base of the nine companies that we highlight in this report is a staggering $15.6 billion.  

Rather, the two elements that beg discussion are intra-sector comparison and trend.  In other words, this is a relative race – the industry leaders will be the companies that find innovative approaches to extract superior value from their existing and future asset base.  For example Duke, one of the companies that we expect will be a predominant player among the new economy electrics, has an average forecasted invested capital base of $28.3 billion in years 2000-2002.  We project that this base as a percentage of sales should decline substantially over the same period, from 109%, 87%, and 55% in 2000-2002, respectively (we discuss the specific new economy strategies that Duke is employing to achieve these results later in this report). We do not expect to see such a dramatic decline for the majority of the industry.  

Similarly, while many of the companies that we are highlighting are currently in the build-out phase of their respective strategies, we believe that they have already done much to change their cultures and return expectations.  Thus, while many of these companies are not yet producing substantial excess returns, we already see a positive trend in their return profiles.  We expect that the pace with which the new economy electric companies should be able to ramp up their ROIC is accelerating, and accelerating quickly.

Thus, even though the electric sector is likely to remain a more capitally intensive industry than many, we see opportunities for those companies with a knowledge-based strategy that drives incremental revenue growth from their physical assets to earn superior returns relative to the rest of the industry.

Old economy firms need higher margins to support a larger capital base.  New economy electrics can withstand lower margins, because the value of information, combined with the size and scale of their operations, will drive incremental revenue opportunities from existing assets.

PECO Energy

Recommendation
Strong Buy

Price Target
$49-$50


1999
2000
2001

EPS
$3.00
$3.57
$3.90

ROIC
1998
2000
2002


6.2%
7.6%
8.7%

We are raising our recommendation on PECO Energy to a Strong Buy from a Buy.  We believe that the PECO story continues to be extremely impressive; the company remains one of the stronger power companies in North America with one of the best managements in the business and strong fundamental utility operations as well as an aggressive and successful power marketing business. 

Importantly PECO’s utility business has no ROE restrictions through 2005 and has an intelligent low risk/high return investment policy regarding its acquisitions of nuclear power plants.

We continue to see a very positive environment for PE, including strong forward wholesale electric prices as well impressive customer retention levels. For those investors who want the stability of a well run utility, while capitalizing on the growth of one of the leading power marketers and generators, PECO should be an excellent investment.

In addition, we believe that the market has overemphasized the risk profile associated with PECO’s pending merger with Unicom.  The stock is currently trading 7% below our universe averages, despite what we believe to be a superior strategy, competitive position, and management culture.  

New Economy Themes

PECO is probably one of the more aggressive companies in using its knowledge base (and those of joint venture partners) to derive value from its existing and newly acquired asset base.  Through its acquisition of nuclear power plants, as well as its power marketing, and telecommunications activities, PECO has developed proficiencies in all three of the knowledge-based value models that we see driving the sector.

Nuclear Strategy—PECO has used its knowledge and skill base to acquire and operate other utilities’ nuclear plants. While PECO’s generation strategy is not focused solely on nuclear assets, its most recent acquisitions have almost all been nuclear plants.  Management’s rational?  Running nuclear plants is one of its core competencies, and the assets have been selling for extremely attractive valuations.
By exploiting its superior nuclear knowledge base, PECO has been able to buy nuclear plants for fractions of their original cost.   In addition, by collectively operating and marketing the output of these plants on a system wide basis, PECO has been able to extract additional economies of scale.  Consequently, the value that PECO has been able to generate from these plants has substantially exceeded that realized by the plants’ previous owners.

While we have discussed the qualitative benefits of these projects in earlier reports, we believe that the most convincing evidence of the company’s ability to drive more value out of these assets than their predecessors are the numbers.  We conservatively estimate that the project-level ROIC for the nuclear portfolio that PECO has acquired over the last year is approximately 56% by 2001.  While this seems a staggering return within the generation industry, we note that our assumptions in arriving at this metric were extremely conservative.  Our return calculation does not capture the wholesale marketing revenue for the capacity not covered under purchased power agreements (PPA)—approximately 494 mw.  Importantly, while PECO only owns 50% of Amergen (and thus 50% of most of these plants), 100% of the non-contracted capacity is sold by the Amergen partnership to PECO’s Power Team, which will retain all of the associated incremental margin.  

Exhibit 6
PECO Energy – Value Based Analysis of Nuclear Acquisitions

In millions
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Power Trading and Marketing In 1994 PECO began its wholesale power marketing efforts in earnest with the development of the company’s Power Team.  The Power Team is a substantial power marketer in the United States.  By capitalizing on PECO’s 9297 MW the Power Team has been able to successfully become a leading supplier of wholesale power.  In the first three quarters of 1999 the Power Team sold over 50.7 million MWH, which were virtually all physical deliveries rather than financial paper trades.  Power Team has developed its own proprietary information technology, which it has employed to facilitate faster responses in one of the most volatile of commodities markets. In addition, by utilizing not only its own power plants but also by marketing the output of facilities owned by others, PECO has been able to extract additional value from its existing assets than might otherwise be available by selling power into the open market.
Telecommunications Strategy—PECO has also been effectively exploiting its transmission and distribution (wires) assets as well as its utility infrastructure skills.  The company has leveraged its existing rights of way, utility workforce and existing customer base to sell telecommunication services within its traditional service territory.  Because its knowledge of the telecommunications business is limited, it has entered into joint ventures with more knowledgeable partners (AT&T, Hyperion).

The result is a telecommunications business with a lower cost structure than its competitors.  For example, PECO’s AT&T PCS wireless joint venture is able to site transponders for a substantial 20% discount versus most of its rivals.  Likewise the Hyperion joint venture is able to capitalize on PECO’s rights of ways and work force to lower its cost to providing CLEC service to commercial customers in the greater Philadelphia region.  

Infrastructure Services—In addition, through Exelon Infrastructure services, PECO has been able to extract additional value by providing utility infrastructure outservicing products to other utilities on a nationwide basis.  In October, PECO substantially increased its presence in this market by purchasing 6 utility services companies from approximately $220 million.  We estimate that in the first year, we will see a ROIC of 10% from these acquisitions, ramping up in subsequent years.

Valuation Metrics

Value Based Analysis

Over the next 2-5 years, we expect that the impact of these strategies will be a substantial increase in PECO’s overall invested capital turnover.  The incremental revenue growth driven by both its trading and marketing, nuclear acquisitions, and telecommunications ventures is supported by comparatively modest capital investment requirements. In addition, we believe that PECO has the size and scale in combination with the extensive power marketing experience to remain one of the best positioned companies in the deregulating power generation market.

ROIC—We forecast that the company’s ROIC should grow from 6.2% in 1999 to 8.7% in 2002.  

NOPAT Margins—In 1998, PECO’s NOPAT margins were 14.8%, an increase of almost 3% over the prior year.  We forecast NOPAT margins stabilizing at approximately 17% over time.  This increase reflects the full return to operations of the Salem nuclear unit, which was offline through mid-1998 and the positive return profiles of the nuclear acquisitions, offset in part by decreasing power marketing margins.

Invested Capital Turnover—PECO’s invested capital turns have increased 50% over the last five years, from 0.28 in 1994 to 0.42 in 1998.  We believe demonstrates the company’s early focus on expanding its revenue streams from existing assets.  As the current knowledge-based strategies develop, we anticipate that by 2002, invested capital turns will increase to 0.51.

Sales—Sales have increased at a compound annual growth rate of 6.6% over the last five years.  Over the last three years, however, sales have grown at a CAGR of 10.6%.  We forecast an average sales growth rate of approximately 7% through 2002.  

Traditional Metrics

PECO’s stock is currently trading with a P/E ratio of 11.6x and 9.7x our 1999 and 2000 EPS estimates, respectively; compared to our new economy universe averages of 12.9x and 11.6x for the same earnings periods.  The company's dividend yield is 2.9% compared with our universe average of 4.9%.  We feel that the dividend is comparatively safe with the company having a payout ratio of around 43% in 1998.  Our interest rate sensitive 12-18 month price target is $49-$50.  At this price PECO would trade at 13.8x our 2000 estimate.  We believe this multiple is a reasonable one for a company of this quality, risk and earnings potential.  Considering the company's future growth prospects.
Exhibit 7
PECO Energy ROIC vs WACC
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Exhibit 8
PECO Energy Economic Profit Trends
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Duke Energy

Recommendation
Strong Buy

Price Target
$66


1999
2000
2001

EPS
 $3.55
$4.00 
$4.40 

ROIC
1998
2000
2002


 6.0%
7.0% 
 9.8%

We are raising our recommendation on Duke Energy to a Strong Buy from a Buy.  We believe that Duke has already transformed itself from a traditional electric utility into a knowledge based energy services company.  One of the fundamental drivers of this transformation has been a significant (and comparatively early) shift in Duke’s corporate culture and management structure.  We believe that this has been a much overlooked factor which, combined with an aggressive strategy for redeploying regulated cash flow into higher growth, higher return businesses, sets Duke apart from the historical utility environment.

For few companies is the effectiveness of this transition as transparent and measurable as it is for Duke.  As detailed in exhibit 9, for example, it becomes apparent that Duke’s focus on becoming one of the leading trading & marketing operations in the electric and gas markets has a very strong return profile.  Importantly, while in 1998 trading and marketing only contributed 5% of Duke’s total EBIT, the income generated from this segment utilized only 1.2% of the companies total invested capital.  

Exhibit 9
Estimated Value Based Metrics by Segment

December 31, 1998
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319

31

80

51

1539

3.3%

Other Energy Services

521

12

10

6

212

3.0%

Field Services **
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**Note:  In 1998, Field Services earnings were significantly impacted by low oil prices, which have since rebounded.  Based on annualized 1999 data, ROIC would be approximately 6%.

Source: Company reports and Credit Suisse First Boston
New Economy Themes

Duke has successfully employed new economy themes throughout many of its individual business segments, as well as working to create a pervasive theme in which knowledge plays a key role throughout the organization as a whole.  

We see a very distinct change, for example, in Duke’s portfolio management strategy.  Where historically Duke (and most other utilities) viewed projects with a buy and hold mentality, the company has shifted towards a continuous optimization strategy.  In this way, power plants (or any other asset) represent less of an annuitized stream of cash flows than a dynamic piece of a larger portfolio. We believe that this is indicative of a much broader organizational change – from one in which the focus was placed on the asset towards one in which the focus is placed on the knowledge base.  Duke’s current strategy requires management to look at how each potential new asset optimizes the value of existing assets, and constantly analyzes whether monetization creates more value than holding on to an asset. 

Trading and Marketing—Duke is emerging as one of the top trading and marketing organizations in the sector.  In addition to plain vanilla marketing, the group has developed a full-service risk management organization skilled in the analysis of customer risk profiles and development of customized risk management plans, which are typically higher margin transactions. Duke Energy employs the full spectrum of risk management tools such as options and long-term commodity swaps to assist with management of energy price risk and help customers achieve improved results, capturing a spread on each of these structured deals.

 The foundation for the substantial 24.5% ROIC for this segment in 1998 was clearly intellectual capital.  Over the last two years, the changes that Duke has implemented in its strategy have helped it attract new talent into the organization—in fact, it created an entirely new senior management team to innovate its trading and risk management businesses.  These managers have never been part of the bureaucratic utility structure, and have contributed substantially to changing the overall organization. 

With the deregulation of the electric markets still in the early stages, Duke sees the prospects for substantial growth in this segment. We forecast a CAGR of 19% for the EBIT contributions from Trading and Marketing through 2001, and expect that this growth profile should continue for a number of years subsequent to 2001.

Importantly, Duke is already working to replicate the success of its North American trading and marketing activities in its international operations.  In particular, in July and August of 1999, Duke acquired a substantial asset base in Latin America.  While the economics of these acquisitions are attractive on a stand-alone basis, the strategic value is actually much higher.  The company plans to develop a portfolio level trading strategy around these assets.  Although the markets are in very different stages of the develop, we believe that much of the intellectual capital is easily transferable. 

Valuation Metrics

Value Based Analysis

Over the next 2-5 years, we expect that Duke will be able to capitalize on the changes that are currently reshaping the industry and be one of the sector’s true success stories.  The changing profile of its operational focus should lead to an overall increase in invested capital turnover.  The incremental revenue growth driven in trading and marketing should continue to be supported by comparatively modest capital investment requirements.
ROIC—We forecast that the company’s ROIC should grow from 6.4% in 1999 to 9.8% in 2002.  

NOPAT Margins—In 1998, Duke’s NOPAT margins were 9%, an increase of almost 5% over the prior year.  We forecast decreasing NOPAT margins over the next 2-5 years, dropping to 6% by 2002, because trading and marketing is expected to comprise an increasingly large piece of Duke’s overall economics, which is a high volume, low margin business compared with to its traditional operations.  

Invested Capital Turnover—Duke’s invested capital turns have almost doubled over the last five years, from 0.34 in 1994 to 0.66 in 1998.  We forecast a continued acceleration in capital turns over the next few years, driven primarily by the development trading and marketing and other knowledge-based strategies, reaching 1.80 by 2002.

Sales—In order to isolate the very different profiles of Duke’s varied businesses, we have applied specific sales growth rates to each: 30%-40% annual growth at trading and marketing, 8-10% growth at the combined global asset development and utility segments, and 12% topline growth for Field Services and Duke’s other operations.  Similarly, we applied individual operating margins to arrive at the consolidated margins discussed previously.

Traditional Metrics

The stock is trading at 12.6x and 11.5x times our 2000-2001 EPS estimates, compared with our new economy universe average of 11.6x and 10.6x times for the same time periods.  The stock’s dividend yield is a below average 4.4%, compared to the 4.9% universe average. Our 12-18 month price target is $66, based on our discounted earnings valuation approach.  At this price, Duke would trade at 15.0x times our 2001 EPS estimates.  

While we view this multiple as reasonable for a utility company of this quality, risk, and earnings potential, we continue to stress our belief that Duke’s current growth prospects, as well as the strength of its skillset with regard to its unregulated businesses, warrant a multiple expansion.  At this multiple, Duke would be trading at a considerable 32% discount to the S&P 500, which we believe suggests substantial upside potential for Duke’s shares.

Exhibit 10
Duke Energy ROIC vs WACC
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Exhibit 11
Duke Energy Economic Profit Trends
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Dominion Resources

Recommendation
Strong Buy

Price Target
$51
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We are raising our recommendation on Dominion Resources to a Strong Buy from a Buy. In addition to many of the intrinsic benefits that we believe arise from the combination of Dominion and CNG, a new management style and focus has emerged for the consolidated company that fits many of our new economy themes.  

This new style is marked by an almost singular focus on shareholder value, and is facilitated by an increasingly decentralized, incentivized organizational structure. Management’s compensation is now heavily tied to its stock performance through stock options and aggressive minimum stock ownership requirements for officers.  While this is most notable at the executive level, the company has implemented this strategy down the management chain as well.  We believe that this is an essential shift on the part of Dominion, and shows strong commitment to achieving the earnings goals that it has indicated.

Dominion has already begun to demonstrate a strategic asset optimization strategy by divesting its Latin American and U.K. assets and redirecting the proceeds towards exploiting its regional competitive advantages.  In addition, the pending divestiture of Dominion Capital should provide a continued vehicle for the company to strengthen its regional generation strategy (in essence, allowing it to build out this strategy without adding significantly to its current invested capital base).

In addition, we are reforecasting our 2000-2001 earnings estimates for the consolidated Dominion/CNG.  Our revised estimates are $3.27 and $3.60 for 2000 and 2001 respectively, up from $3.23 and $3.46.  Our 1999 estimate remains unchanged at $3.01.  As the merger nears completion, we have more accurately reflected the expected synergies from the combination and the positive regulatory treatment afforded by the state commissions, which did not require that these synergies be shared with ratepayers, as originally anticipated.  In addition, we have more explicitly forecasted the positive benefits from combining the two stand-alone E&P operations.

New Economy Themes

Dominion’s current strategy contains many elements of all of our new economy value models, although it does not fit neatly into one particular category.  The company is working to generate incremental revenue off of its existing capital base through its energy marketing operations and its focus on commodity arbitrage.   While marketing activities have a relatively tight NOPAT margin, Dominion is evaluating best practices at both CNG’s and its own standalone E&P operations in order to restructure a more efficient combined E&P operation, which would effectively increase margins at this segment.  In addition, the expected synergies from the acquisition of CNG should also improve the company’s consolidated NOPAT margins, which we forecast should increase from 15.3% in 1998 to almost 25% in 2001.  

We believe that this management team should be successful because it is quietly conquering the basic tenets of the competitive, new economy model. More than many others in the industry, Dominion has communicated a consciousness of the changing role of capital efficiency in the developing power sector, which is one of the key aspects of becoming a new economy electric.  The company has publicly stated that it will not consider acquisitions that do not create immediate shareholder value and that it understands that the acquisition of assets at “any cost” are destructive to value.   As we discussed previously in this report, these are among the fundamental changes that have led to the emergence of the new economy electric.

As noted, Dominion does not fit entirely into any one of our new economy models.  More importantly, however, we have identified specific new economy characteristics in nearly all of its business segments, including the following:

Marketing—While Dominion has not aggressively entered into the multi-product trading and marketing strategy employed by Enron, Duke, and Reliant, it has become proficient in extracting value from its existing generation assets by marketing its excess generation in the wholesale market.  It has developed a solid knowledge base, and trades in several regional markets in order to obtain the highest price for its excess capacity.  Using sophisticated hedging strategies, Dominion has translated these activities into a stable, comparatively moderate risk business that provided substantial earnings, with little incremental invested capital.
Strategic Generation Development Projects—Dominion is in the process of building 2,100 megawatts of new gas fired generation along the CNG pipeline, of which 1,500-1,800 is expected to come on line by 2002.  These projects will facilitate the company’s arbitrage opportunities, by allowing it to take advantage of price disparities across the gas and electricity markets. 

Telecommunications—Another example of how Dominion is creating new revenue opportunities by leveraging its existing assets is telecommunications.  While this is not as prominent an aspect of their strategy as it has become for others in the sector, it demonstrates management’s intention to extract the most out of every part of its existing business.  For example, the company has begun to add antennas to its transmission towers, which it monetizes through long-term leases with cellular companies.  Management is currently evaluating other opportunities, including joint ventures, through which it could substantially increase its value opportunities available through telecommunications. 

Valuation Metrics

Value Based Analysis

We expect that through continued innovation and existing operations, Dominion should generate substantial improvements in the quality of the 8-10% earnings growth that it has targeted.  We believe that because this growth is being driven not by financial re-engineering but by operational excellence, Dominion should continue to reap the economic benefits of its existing regional competitive advantages and core competencies.  
ROIC—We forecast that the company’s ROIC should grow from 4.9% in 1999 to 7.1% in 2002, as the expected synergies from the merger with CNG are realized.  In addition, we note that these are conservative estimates, as they reflect the assumption that the proceeds from the divestiture of the Dominion Capital and Virginia Natural Gas are used to pay down debt.  As ROIC focuses only on unlevered earnings, to the extent that Dominion actually uses the proceeds to grow its business we would expect to see an increase in its returns on invested capital.  

NOPAT Margins—In 1998, Dominion’s NOPAT margins were 15.3%, relatively in line with the previous year.  We forecast increasing NOPAT margins over the next 2-5 years, reaching 26% by 2002, as the realities of merger synergies are achieved.  While this increase appears substantial, we note that there are two large above market purchased power contracts dropping off at Virginia Power in 2000 and 2001, which contribute significantly to this increase.

Invested Capital Turnover—Dominion’s invested capital turns have remained relatively constant over the last five years, and were 0.36 in 1998.  We forecast an immediate decrease in capital turns as a result of the acquisition of CNG.  However, we subsequently expect turns to increase modestly year-over-year, reaching 0.26 by 2002.

Sales—Through 2001, we expect that the divestitures of the Latin American assets, Dominion Capital, and Virginia Natural gas will result in top-line declines.  However, with the incremental 1,800 megawatts that are scheduled to come on line in 2002 and the onset of retail marketing efforts, we expect a substantial 18.5% revenue increase in 2002, which subsequently declines to a more normal level of growth off of the 2002 base.

Traditional Metrics

We believe that even assuming dilution from the impending merger with CNG in 2000, Dominion is currently undervalued.  The stock is trading at 13.6x and 12.5x times our 1999 and 2000 estimates, compared with our universe averages of 12.9x and 11.6x. Based on the growth prospects in 2000 and beyond, we believe that the new company should trade at a premium to the electric group.  Based on the current dividend policy, which the company has reaffirmed, the stock currently has a 6.3% dividend yield compared with 4.9% for our universe. Our 12-month price target is $51; combined with Dominion’s strong dividend yield, a total return of 31% is possible.

Exhibit 12
Dominion Resources ROIC vs WACC
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Exhibit 13
Dominion Resources Economic Profit Trends
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Southern Company

Recommendation
Strong Buy

Price Target
$31-$32


1999
2000
2001

EPS
$1.89
$2.05
$2.21

ROIC
1998
2000
2002


5.5%
6.1%
7.6%

We are raising our recommendation on Southern Company to a Strong Buy from a Buy.  We believe that Southern Company is transforming itself into a New Economy Electric and will be one of the dominant players in the electric /gas industry in the next five years. . The Company already has a strong position in the competitive energy markets in the United States and some good international investments.  Management’s strategic plan for future growth, combined with Southern’s extremely strong balance sheet should lead to above average EPS, ROIC and economic profit growth over the next five years.

Company’s Strategy
Southern Company should grow in several areas.  Through the combination of incremental revenues/earnings coming from new projects and trading/marketing at Southern Energy, slow growth at the utility and the repurchase of stock, Southern should be able to conservatively grow EPS at 8% annually through 2001.  At the same time the quality of that growth should improve as we see ROIC-WACC spread increase from –0.09% in 1998 to 1.9% in 2002 with a CAGR for ROIC of 8%. 

Southern’s largest non-regulated subsidiary Southern Energy should be the main catalyst of the improvement in both earnings growth and quality.  The regulated utility assets should be able to grow earnings 2%, while stock buyback, telecommunications and wholesale bulk power sales may contribute to some upside surprises.  With Southern down 22% over the last 12 months and trading at only 10.3 times 2001 earnings, we believe investors have a unique opportunity to capture value at $23 per share.

We further believe that investors have a misperception that Southern’s international operations have not been successful.  In fact, with the exception of Latin America, international investments have been extremely profitable for Southern, and we expect will be a major growth driver.  Most significantly, our forecasts reflect a 3 year EPS growth rate of 45% from CEPA, Southern Energy’s Asian subsidiary, and an overall 22% 3 year growth rate at SEI.  With the expected divestiture of its Argentinean and Chilean investments, Southern’s Latin American exposure will decrease significantly, and plays an extremely minor role in the expected contributions from SEI overall.  

Our forecasts project earnings contributions from SEI of $0.45, $0.55, and $0.63 in 1999, 2000, and 2001, respectively.  These estimates are conservative.  In addition, our forecasts assume a stable 2% growth rate from Southern’s utility operations.  Our EPS estimates for the regulated business are $1.64, $1.70, and $1.71 in 1999, 2000, and 2001, respectively.

On a consolidated basis our EPS estimates are $1.89, $2.05 and $2.21 per share.   Our interest rate sensitive price target is $31-$32, a potential increase of 23%.  Combined with a 5.6% yield, the total return of 43% is possible.  We think our 2000 and 2001 EPS estimates could be at least $0.05 per share to low, especially after seeing the strength of the third quarter.

New Economy Themes

Southern Company has been aggressive in using its knowledge base (and those of joint venture partners) to derive value from its existing and newly acquired asset base.  In addition Southern has added a lot of intellectual capital over the last few years to add to an already deep pool of talent.  Through its acquisition of power plants around the world, power marketing in the United States and the creation of a virtual gas company Southern is transforming itself into a New Economy Electric. Southern can fall into at least two of the knowledge-based value models we see driving the sector.

Power Plant Development/Acquisitions .  Southern uses its knowledge and skill base to acquire and operate other utilities’ power plants.  In addition Southern is a developer of new Greenfield projects. Management’s rational?  Running and building power plants is one of its core competencies, and the assets although not cheap, will contribute to building regional networks that can be exploited by Southern’s trading and marketing division SCEM.
By exploiting its superior development and operational knowledge base, Southern has been able to buy and build plants that are increasing returns and contributing to building a regional trading/marketing network.  Simply put, by collectively operating and marketing the output of these plants on a system wide basis, Southern should be able to extract additional economies of scale and value from their assets.  Consequently, the value that Southern should be able to generate from these plants should substantially exceeded that realized by the plants’ previous owners.

The Virtual Gas and Electric Company  Instead of buying a gas company, Southern has created a virtual gas company through several joint ventures and contracts.  As seen in exhibit 14 below Southern through several agreements has obtained access to significant natural gas storage, capacity and production to help support their power generation assets as well as their trading and marketing operations.  Both their gas production, which accounts for close to 3% of the total production in the U.S., and their storage, which accounts for over 1% of available storage are significant.  The up front investments are relatively low, the 1returns on invested capital are in excess of 10% while earnings are not diluted by a major acquisition.  We would expect Southern to continue to grow their virtual gas company instead of making a major acquisition of a large LDC or pipes company.  

Exhibit 14
SCEM Virtual Gas and Electric Assets
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Source: Company reports
On the electric side Southern is also creating a small virtual electric company through power generation management. Power generation management is the integration of standard utility functions with non-regulated energy, trading, marketing and scheduling functions.  Specifically Southern will do load forecasting, Dispatch/bidding, daily/forward trading, scheduling, fuel supply and direct sales marketing.  However, unlike the virtual gas company, Southern has and should continue making asset acquisitions of generation as well.  Southern already has acquired over 1700 MW’s of capacity that can be leveraged through SCEM.  Over the next five years Southern hopes to build that portfolio substantially outside the Southeast.  Southern receives attractive returns for the power generation management and increases those returns by allowing SCEM to manage the capacity.  Basically Southern through SCEM, can use the capacity to sell to the plant owners and into the wholesale markets.  SCEM can use the capacity to create various types of product and services around the capacity. Southern’s advantage in this arena is driven by several themes relating to the new economy: 

1. SCEM allows them to earn higher returns on the assets than most of their competitors;

2. A superior knowledge base of the power markets and energy management make them the preferred manager;

3. SO’s enormous size gives them an advantage in several areas including access to capital and lowering costs through economy of scale. 

Trading and Marketing—The strategy on the trading and marketing side has several facets that also fits into our Value Model 1 the power broker.  Southern will seek to extract new income sources from existing assets, with minimal incremental investment. Southern is developing a trading and marketing operation to exploit their proprietary knowledge of the wholesale generation markets gained from the broad geographic reach of their physical assets for both electricity and fuel. Southern is in the midst of creating a dynamic organizational structure to take advantage of market opportunities while maintaining solid risk management controls.  Their stated strategy on the trading side is to establish a significant presence in the physical and financial marketplace, actively pursuing a market maker trading role to ensure efficient pricing and hedging capabilities.  On the marketing side Southern will develop and market an array of innovative/sophisticated value added energy and energy linked products and services that meet consumers and suppliers needs.  To pull this all together Southern has been actively increasing their intellectual knowledge base by developing a world class employee talent pool as well as making major investments in systems, controls and processes to provide superior returns on their investments.  Although costly to build this network, once built the earnings and ROIC should increase significantly

Valuation Metrics

Value Based Analysis

Over the next 2-5 years, we expect that the impact of both of these strategies will be an increase in Southern’s overall invested capital turnover.  The incremental revenue growth driven by trading and marketing and the capital efficient manner with which it has set up its virtual gas and electric operations is supported by comparatively modest capital investment requirements. In addition, we believe that Southern has the size and scale in combination with the extensive power marketing experience to remain one of the best positioned companies in the deregulating power generation market.

ROIC—We forecast that the company’s ROIC should grow from 6.1% in 1999 to 7.6% in 2002.  

NOPAT Margins—In 1998, Southern’s NOPAT margins were 16.2%, an increase of almost 20% over the prior year.  We forecast NOPAT margins increasing to approximately 18% over time.  This increase reflects the continued expansion of Southern’s international and domestic power projects, offset to a degree by increasing trading and marketing volumes.

Invested Capital Turnover—Southerns’s invested capital turns have remained relatively constant at 0.34 from 1994 through 1998. As the current knowledge-based strategies develop, we anticipate that by 2002, invested capital turns will increase to 0.43.

Sales—Sales have increased at a compound annual growth rate of 8.3% over the last five years.  We forecast an average sales growth rate of approximately 10% through 2002.  

Traditional Metrics

Southern’s stock is currently trading with a P/E ratio of 12.6x and 11.7x our 1999 and 2000 EPS estimates, respectively; compared to our new economy universe averages of 12.9x and 11.6x for the same earnings periods.  The company's dividend yield is 5.6% compared with our universe average of 4.9%.  We feel that the dividend is comparatively safe with the company having a payout ratio of around 76% in 1998.  Our interest rate sensitive 12-18 month price target is $31-$32.  At this price Southern would trade at 15.4x our 2000 estimate.  We believe this multiple is a reasonable one for a company of this quality, risk and earnings potential. 

Exhibit 15
Southern Company ROIC vs WACC
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Exhibit 16
Southern Company Economic Profit Trends
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Edison International

Recommendation
Buy

Price Target
$31


1999
2000
2001

EPS
$2.00
$2.24
$2.49

ROIC
1998
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5.9%
6.7%
7.7%

We are reiterating our Buy rating on Edison International.  We continue to believe EIX has one of the strongest management teams in the industry, with a consistent track record of consistent growth from prudent, high-performing investments in its non-regulated business.

We continue to see a very positive environment for EIX, including strong forward wholesale prices as well as a constructive regulatory environment with a PBR mechanism in place through the end of 2001. Edison is one the fastest growing New Economy Electrics we estimate EPS to grow at close to 11% through 2002.
New Economy Themes

Innovative Regulatory Environment EIX has been one of the companies that has used its knowledge base to effectively leverage off its existing utility assets. The utility has been able earn more than its cost of capital through an innovative PBR mechanism which allows it to earn above its allowed ROE of 11.6% while meeting certain performance standards.  In addition the company has reached a regulatory agreement that should allow the company to exploit its extensive fiber optic network in Southern California.

Generation Strategy  Since 1986 EIX as used its knowledge and skill base at its independent power (IPP) subsidiary Edison Mission Energy (EME) to develop, acquire and operate more than 75 power projects throughout the world.   Over the years EME has demonstrated the ability to effectively compete for and develop power projects with a combination of superior financial, developmental and operating skill that has made it one of the premier IPPs in the world.  EIX net ownership in projects either operating or under development has grown from 2,637 MW in 1994 to 22,770 MW at the end of 1999.  The company has had a compound earnings growth rate of 24.5% in the same time frame, while maintaining an A- Standard & Poor’s credit rating which should allow for substantial financial flexibility going forward.


Telecommunications Strategy—EIX is also in the process of more effectively exploiting its utility owned fiber optic assets.  Recently the utility (Southern California Edison) reached an agreement with the California Public Utility Commission (CPUC) which allows it to more effectively utilize its 5,000 miles of fiber (making EIX the third largest player in the Southern California market).  Under this agreement the company shares 10% of its fiber revenues with ratepayers while keeping 90% for shareholders.  With this extensive fiber optic network in Southern California  EIX is well positioned to extract a considerable level of value over the next several years from these assets. However, the company is just beginning to capitalize on these assets and probably will not show any meaningful revenues until 2002.

Valuation Metrics

Value Based Analysis

Over the next 2-5 years, we expect that the impact of both of these strategies will be a substantial increase in EIX’s overall invested capital turnover.  The incremental revenue growth driven by both the IPP and utility growth is supported by comparatively modest capital investment requirements.

ROIC— As a result of these recent capital expenditures, our analysis forecasts a ROIC-WACC spread of only 0.6% in 1999.  However, as the contract restraints on these assets are eliminated, EME will begin to be able to earn a much higher return on these investments.  We are forecasting that the ROIC-WACC spread strengthens to 1.8% in 2002.  In particular, we forecast that the company’s ROIC should grow from 5.9% in 1998 to 7.7% in 2002.  

NOPAT Margins—In 1999, we forecast NOPAT margins of 15.5%, increasing to approximately 17.4% by 2001 remaining relatively stable at this level.  This increase is driven by a number of factors, including increasing operating efficiencies at Southern California Edison, which the utility is able to retain under its current regulatory settlement, and continued strong performance from the company’s generation projects. 

Invested Capital Turnover—EIX’s invested capital turns have increased almost 20% over the last five years, from 0.43 in 1994 to 0.52 in 1998.  We believe demonstrates the company’s early focus on expanding its revenue streams from existing assets.  The substantial investments that EIX made in 1999 to grow its generation portfolio lower the company’s invested capital turnover profile to approximately 0.38 in 1999, which then increase to 0.44 by 2002.  However, as we noted earlier, while the company’s invested capital base did accelerate, as we would anticipate from a company that is focusing heavily on the super-generator model, the increasing NOPAT from these investments more than offsets the impact, and still demonstrates a positive return profile. 

Sales—Sales have increased at a compound annual growth rate of 5% over the last five years.  Over the last three years, however, sales have grown at a CAGR of almost 7%.  We forecast an average sales growth rate of approximately 5% through 2002.  

Traditional Metrics

The shares of EIX are undervalued.  EIX currently trades at a 13.5x times and  12.0x times to our 1999 and 2000 EPS estimates, with a yield of 4.0%, compared with our new economy universe averages of 12.9x, 11.6x and 4.9%, respectively. 

In a flat interest rate environment, our 12-18 month price target is $31, derived from our discounted earnings valuation approach.  At this price EIX would trade at 13.8 times our 2001 EPS estimate.

Exhibit 17
Edison International ROIC vs WACC
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Exhibit 18
Edison International Economic Profit Trend
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Reliant Energy

Recommendation
Strong Buy

Price Target
$31


1999
2000
2001

EPS
 $2.09
$2.32 
$2.53 

ROIC
1998
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 6.0%
6.6% 
7.6% 

We are upgrading our recommendation on Reliant Energy to a Strong Buy from a Buy.  We believe that Reliant has begun to implement a number of core changes in both its operational strategy and its organizational structure that support the development of a very strong new economy focus.  Throughout many of its key business segments, the company has identified new business opportunities through which it creates layered services, increases margins, and creates incremental revenue streams from its existing asset base.

In addition, as we have discussed previously, efficient redeployment of capital has emerged as one of the largest challenges in transitioning to a competitive, knowledge-based environment.  Within this construct, we believe that Reliant has one of the most cohesive growth strategies in the business.  Unlike the extreme pace of asset acquisition that has recently characterized many of its peers, Reliant’s acquisition strategy has been more strategically focused, with major acquisitions providing both shareholder value and strategic positioning in the domestic and international arenas.  This will become increasingly important as Reliant addresses the issue of redeploying the proceeds from its pending securitization of stranded assets.  

We are reforecasting our 2000-2001 earnings estimates for Reliant as a result of a more detailed analysis of the positive implications of deregulation legislation in Texas, the impact of the company’s transition off of regulatory accounting, and the acceleration of the UNA acquisition, offset somewhat by tighter margins resulting from the increasingly large role of trading and marketing.  Our new 2000-2001 estimates are $2.32 and $2.53, up from $2.29 and $2.44 for the same periods.  Our 1999 estimate remains unchanged at $2.09 per share.

New Economy Themes

Trading and Marketing—Among the new economy strategies outlined previously in this report, Reliant has the potential to become one of the preeminent Power Marketers in the sector.  Although its Wholesale Energy operations only began in earnest in 1998, this segment is expected to see significant growth, with comparatively modest incremental investment (we note that unlike some of its peers, Reliant reports its asset development efforts combined with the related trading and marketing, which is important to note in any comparison analysis).  We are forecasting continued strong growth; our estimates assume a 63% increase in revenues in 1999, 35% in 2000 and 25% in 2001.  Overall, margins on these activities are comparatively small, however the considerable volume will still be an important earnings driver. 

Importantly, although active in the standard wholesale market, Reliant’s trading and marketing strategy places a great deal of emphasis on the ancillary services market, which have larger margins, lower transaction costs, and offer many value added products to customers.  Other than Duke Energy and Enron, Reliant’s management does not see many other active participants that have developed the range of risk management and credit enhancement products that it offers to customers (such as weather derivatives).  Reliant employs a number of key products, for example to absorb a portion of the risk for other companies’ merchant plant development, which require little capital at risk, help customers achieve improved results, and allow Reliant to capture a relatively healthy spread on each structured deal. 

Reliant has also actively pursued new talent to shape its trading organization, and has made attracting new intellectual capital a major focus for the organization.  We believe that the company has built a strong infrastructure and market presence, which should facilitate the growth of its intellectual capital base. 

With the deregulation of the electric markets still in the early stages, Reliant sees the prospects for substantial growth in this segment. Importantly, Reliant is already working to replicate the success of its North American trading and marketing activities in its international operations.  In particular, the acquisition of UNA, based in the Netherlands, established a strong foothold for Reliant’s European growth strategy. While the economics of the UNA acquisition is attractive on a stand-alone basis, adding $0.07 to our earnings forecast in 1999, $0.25 in 2000, and $0.13 in 2001 (the decrease is driven by the termination of power contracts as the region transitions to competition), the strategic value is actually much higher.  The company plans to develop a portfolio level trading strategy around these assets.  Although the markets are in very different stages of development, we believe that much of the intellectual capital is easily transferable. 

Telecommunications— On a much smaller scale, Reliant is also implementing a number of additional strategies aimed at creating new revenue opportunities from its existing physical and intellectual asset base.  For example, Reliant has rolled out a regional telecommunications business in its incumbent service territory that utilizes its existing infrastructure and workforces to create new opportunities to increase shareholder value. Reliant’s utility, HL&P, has been providing internal telecommunications services associated with its core business for several years and has an extensive fiber optic backbone and related telecommunications infrastructure. This infrastructure includes two Nortel voice switches and a fiber backbone of over 300 route miles throughout metropolitan Houston. Reliant Energy Communications will focus on leveraging this infrastructure and related skill set to capture an evolving market as customers seek Internet replacements for traditional telecommunications services. Initial data services will include private line, Internet access, frame relay, ISDN and DSL. While we do not expect substantial earnings contributions from this segment in the near term, we see a great deal of medium term potential, with little incremental capital and no earnings drag in the interim.

Valuation Metrics

Value Based Analysis

Over the next 2-5 years, we expect that Reliant will be able to capitalize on the changes that are currently reshaping the industry and become an increasingly dominant player in the power markets.  The changing profile of its operational focus should lead to an overall increase in invested capital turnover.  The incremental revenue growth driven in trading and marketing should continue to be supported by comparatively modest capital investment requirements.
ROIC—We forecast that the company’s ROIC should grow from 6.1% in 1999 to 7.6% in 2002.  

NOPAT Margins—In 1998, Reliant’s NOPAT margins were 9.2%.  We forecast decreasing NOPAT margins over the next 2-5 years, dropping to 7% by 2002, because trading and marketing is expected to comprise an increasingly large piece of Reliant’s overall economics, which is a high volume, low margin business compared with the traditional utility.  

Invested Capital Turnover—Reliant’s invested capital turns have increased almost 75% over the last five years, from 0.37 in 1994 to 0.65 in 1998.  We forecast a continued acceleration in capital turns over the next few years, driven primarily by the development trading and marketing and other knowledge-based strategies, reaching 1.11 by 2002.

Sales—In order to isolate the very different profiles of Reliant’s varied businesses, we have applied specific sales growth rates to each: 20-25% annual growth at its consolidated non-regulated segments, (including trading and marketing, international operations, and interstate pipelines) and 2% growth at the regulated utility segments.  Similarly, we applied individual NOPAT margins to arrive at the consolidated margins discussed previously.

Traditional Metrics

The stock is trading at 11.2x and 10.1x times our 1999-2000 EPS estimates, compared with our new economy universe average of 12.9x and 11.6x times for the same time periods.  The stock’s dividend yield is 6.4%, compared to the 4.9% universe average. Our 12-18 month price target is $31, based on our discounted earnings valuation approach.  At this price, Reliant would trade at 13.4x times our 2000 EPS estimates.  

Exhibit 19
Reliant Energy ROIC vs WACC
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Exhibit 20
Reliant Energy Economic Profit Trends
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AES Corp.

Recommendation
Buy

Price Target
$85
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2001

EPS
 $1.88
$2.99 
$3.57 
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 8.3%
8.5% 
8.5% 

AES is a power industry new entrant.  The company aggressively invests in power generation and distribution assets on a global basis.  Today AES is active on virtually every continent in the world with the exception of Antarctica.  The company was formed in 1981 as a domestic power project developer.  Today AES is the largest independent power producer in the world with over 24,000 net MW in operation.  

Investment Outlook

We reiterate our Buy rating on AES.  In our view the risk/reward profile of AES shares has improved considerably over the past several months with the mitigation of many of our investment concerns regarding AES’s emerging markets exposure.  

With these concerns diminished, we believe we are left with a very compelling underlying growth story.  In particular, AES is among the best in the industry at locating new investment opportunities and attracting financing.  Exemplifying this skill, AES recently won the competitive bid for the 4000 MW Drax power station in the UK agreeing to pay $3 billion.  This transaction should be accretive to EPS by $0.40 in 2000. 

29% EPS Growth Projected Through 2001   We project about 29% EPS growth through 2001.  Our 1999-2001 EPS estimates are $1.88, $2.99 and $3.57, respectively.  Our model assumes no unannounced acquisitions or developments.  As such, there is considerable upward revision potential to these estimates. Indeed, the company is currently evaluating 165 new business opportunities (both acquisitions and developments) totaling 120,000 MW in aggregate.  Success on this front would serve as positive catalysts for the stock price and our earnings estimates.

Valuation   Our price target is $85 per share.  We derive out target price from our discounted cash flow model, employing a 10.2% discount rate.  AES currently trades at 23.3 and 19.5 times our 2000 and 2001 EPS estimates, respectively.  This valuation implies a 30% discount to the S&P 500 multiple, based on 2001 our EPS estimate.  At $85 per share, AES would trade at 28 and 24 times our 2000 and 2001 EPS estimates, respectively.  At these levels, based on 2001 EPS, AES would trade at a 14% discount to the S&P 500 multiple and at a discount to our projected 29% growth rate.  

New Economy Themes

1. Knowledge Drives Returns    At the core of AES’s business is its new business development network.  AES’s regional acquisition and development teams are knowledgeable on and active in virtually every viable power market and participate in all major privatization auctions.  At any given time, the company reviews over 150 new business opportunities around the world.  Out of this total, AES has historically been able to identify and execute on at least 10-15 projects annually that meet its 15-20%+ hurdle rates (levered IRR).  

2. Financing Skills    AES is able to leverage its knowledge base through its financing prowess.  AES has a strong track record of financing its growth, even in turbulent markets.  Since 1996 the company has raised about $9.3 billion of debt and convertible securities and $2 billion of common equity.

3. Decentralized Organization   AES has one of the most decentralized management structures in the industry, if not all of corporate America.  One of AES’s primary tenets is to make every employee (“person”) a businessperson.  This company practices this principle by allowing all employees to make key strategic decisions.  Senior management sees its role as an advisor, not a decision maker.  Project subsidiaries make all financing and capital expenditure decisions.  Traditionally, those employees who are closest to the action, not senior management, seek out new investments.  

Value Based Analysis Reveals Attractive Business Model Economics

ROIC   We project ROIC to grow from 8.3% in 1998 to about 10.2% in 2005.

Invested Capital Turnover   Driving the ROIC growth is an increase in capital efficiency as measured by the invested capital turnover ratio.   AES generates a tremendous amount of free cash flow after the completion of its announced acquisition and development backlog.  While significant upfront expenditures are required, ongoing business operations require minimal capital expenditures ($360 million) to maintain the company’s earnings power.  This dynamic drives an increase in the invested capital turnover ratio from 0.33 in 1998 to 0.49 in 2005.

NOPAT Margins   For AES the NOPAT margin is a relatively insignificant value driver for AES.  This ratio decreases slightly to 21.9% in 2005 from 22.8% in 1997.

Sales   We project sales to grow by about 29% compounded annually over the next 4 years from $2.4 billion in 1998 to $6.1 billion in 2002.  This growth is driven by the buildout of AES’s large acquisition and development backlog.

Exhibit 21
AES Corp. ROIC vs. WACC
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Exhibit 22
AES Corp. Economic Profit Trends

1996-2005E
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Calpine

Recommendation
Strong Buy

Price Target
$72
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2000
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EPS
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Calpine is a new entrant to the sector whose primary strategy is to profit from deregulation by replacing the old outdated generation capacity base with new state-of-the-art technology.  The company was formed in 1984 as an engineering services firm.  In the late 1980’s Calpine entered the power project development business.  Its initial public offering took place in 1996.

Investment Outlook

We reiterate our Strong Buy rating on Calpine.  Overall, our rating is based on: 1) A Unique Market Opportunity; 2) 30% EPS Growth; 3) Upward estimate revision potential

1. Unique Market Opportunity and Strategy   Calpine faces an unique market opportunity.  The company projects the need for 300,000 new MW of domestic generation capacity by 2004 through displacement, plant retirements and load growth—about 100 times its current operational capacity

2. 30% EPS Growth   We are projecting 30% EPS growth through 2002.  Our 1999-2002 EPS estimates are $1.60, $1.99, $2.40 and $3.05, respectively.  Overall, growth is driven by the buildout of Calpine’s announced development pipeline.  Calpine currently has 3,355 MW in operation, 4,076 MW in construction and 3,417 MW in development.  

3. Upward Estimate Revision Potential   Our current earnings estimates only assume the acquisition and buildout of 6,380 additional MW.  No unannounced acquisitions or developments are incorporated into our model.  This assumption is highly conservative. 

Valuation   Our near-term price target for Calpine is $72,  derived from our DCF analysis.  Calpine currently trades at 28.3 times our 2001 EPS estimates, a slight discount to its growth rate.  Given CPN’s upward estimate revision potential and management’s credibility, we believe that a multiple expansion is warranted. 

New Economy Themes  

1. Knowledge Drives Returns   At the core of Calpine’s business is its large highly focused acquisition and development team. This group has considerable expertise in market and site selection, community relations and permitting.  Indeed, Calpine has a strong track-record in locating and executing on high returning projects.  Since the company was formed it has acquired 41 power plants.  It has also succeeded in amassing one of the most impressive domestic asset development pipelines in the industry.

2. Financing Skills    Calpine is able to leverage is knowledge base through its financing prowess.  The company has developed a solid reputation in the capital markets since its first public debt issuance in 1994, raising $1.6 billion of senior debt, $276 million of convertible preferred securities and $699 million of common equity.

3. Decentralized Organization   Calpine has managed its rapid growth by devolving considerable decision making authority to its 3 regional business units.  This organizational structure allows it to respond quickly to new opportunities when they arise.   

Value Based Analysis Reveals Attractive Business Model Economics

ROIC   We project ROIC to accelerate rapidly from 7.4% in 1998 to about 12.6% in 2005.  

Invested Capital Turnover   This acceleration in ROIC is driven by increasing capital efficiency as measureed by the invested capital turnover ratio.  While Calpine significant upfront expenditures are required to put CPN’s plants into operation, ongoing business operations require minimal capital expenditures ($30-$40 million) to maintain its earnings power.  This dynamic drives an increase in the invested capital turnover ratio from 0.41 in 1998 to 0.54 in 2005.  

NOPAT Margins   For Calpine the NOPAT margin is a relatively insignificant value driver.  The NOPAT margin remains relatively unchanged over the forecast period increasing from 21.6% in 1997 to 23.2% in 2005.

Sales   We project sales to grow at a compound annual rate of 39% over the next 4 years from $556 million in 1999 to $2.1 billion in 2002.  This growth reflects the buildout of Calpine’s development backlog.

Exhibit 23
Calpine ROIC vs. WACC
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Exhibit 24
Calpine Economic Profit Trends

1997-2005E
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We are reiterating our Buy recommendation on NSTAR.  We believe that the NSTAR story continues to evolve toward our New Economy Electric theme.  NSTAR’s strategic vision is to become the premier wires and pipes delivery company in the region by employing a conservative business strategy.  To compliment this strategy NSTAR is also building a very successful unregulated business portfolio in telecommunications with RCN and a profitable district energy business with AES.  

There are a number of factors driving our bullish outlook.  We should begin to see an acceleration of the cost synergies created by the merger with ComEnergy. Importantly NSTAR’s utility business has a rate freeze and no ROE restrictions through 2004 so the savings will go to shareholders.  In addition, over the last year, the company has brought in a substantial amount of cash (approximately $925 million) through securitization and the sale of the Pilgrim Nuclear station.  While the majority of this has been deployed (both to pay down debt and to help fund the merger), it has resulted in a company with a clean, strong balance sheet.  This sets the foundation for the company’s announced $300 million stock repurchase, which can now easily be financed through short term debt (we have the company repurchase approximately 8 million shares through 2001).  In addition the joint venture between Boston Edison and RCN (a subsidiary of C-TEC) to provide local and long distance telephone service, video, high speed internet access and eventually energy management services in the Boston area is taking off.

These factors, combined with the very positive regulatory environment in Massachusetts, drive our expectations of 9-10% average earnings growth, which is amongst the best in the group.  Our 1999-2001 EPS estimates remains unchanged at $2.95, $3.26 and $3.60, respectively.  The quality of that growth should increase as well with ROIC climbing to x% by 2002 up from x% in 1998.  Our interest-rate sensitive price target is $50, which indicates a total potential return of almost 28%.

New Economy Themes

Innovative Regulatory Environment NST is using its knowledge base to effectively leverage off its existing utility assets. The utility has been able earn more than its cost of capital through an innovative rate deal that freezes rates  and has no ROE cap for the next four years.  In addition the company has reached a regulatory agreement that allows the company to exploit its infrastructure in the Boston and surrounding areas.  They are doing this in telecommunications.  

Telecommunications Strategy—NSTAR has been effectively exploiting its transmission and distribution (wires) assets and work force.  The company has used its existing rights of way, utility workforce and existing customer base to sell telecommunication services within its traditional service territory.  Because its knowledge of the telecommunications business is limited, it has entered into joint ventures with a more knowledgeable partner (RCN).  The joint venture is providing and will provide local and long distance telephone service, video, high speed internet access and eventually energy management services. The venture’s goal is to provide one stop shopping for energy and telecommunications services to a population of 1.5 million the Boston metropolitan area.  The telecommunications network is expected to cost approximately $300 million.  This venture will take the form of an unregulated business and will utilize Boston Edison’s 200 miles of existing fiber optic cable.  

Currently the build out is going well.  To date NST has $190 million invested in the venture, 22 towns have signed to video agreements, 12 under construction, and 5 with operational systems.  In addition the two companies have built 1000 miles of the network already.  The target is for 30%+ penetration for on-net connections.  

The economics of the joint venture have been very beneficial to NSTAR thus far.  Qualitatively this JV makes a lot of sense, but quantitatively the results are even better.  Thus far NST has invested $190 million in cash and is losing about $0.15 per share this year.  However NST has converted $11 million of their investment into RCN stock which is now worth $50 million.  So on the first $11 million NST has gotten a return of 5 times.  NST will be converting another $90 million shortly.  We estimate that after the conversion that $90 million could be worth over $220 million, more than double the original investment.  

In addition, it is important to note that the shareholder value created through the conversion (and appreciation) of RCN common stock is not reflected in the company’s ROIC profile.  Because this conversion effectively creates a new asset for the company with no relevant earnings stream, it is not captured in NOPAT.  As a result, it is only the operating earnings of the joint venture that are reflected in NST’s ROIC calculation.  As the buildout phase of the telecommunications joint venture winds down it becomes earnings positive, we see a positive trend in NOPAT and thus an increase in ROIC.  However, while not operating earnings, the positive value extracted through the conversion to RCN shares should certainly be considered when evaluating the effectiveness of capital invested in the venture.  Clearly, NST is creating a lot of value for their shareholders through this JV.

Valuation Metrics

Value Based Analysis

The combination of the divestiture of its generation assets, synergies from the COMEnergy merger, and the telecommunications venture all have positive value based implications for NSTAR. 
ROIC—We forecast that the company’s ROIC should grow from 7.3% in 1999 to 8.1% in 2002.  However, within this timeframe, we forecast that NST’s returns will  drop significantly in 2001 to reflect the first two-year period after the COMEnergy merger (this is relevant because we use average invested capital as the denominator for our calculations) and subsequent increase in ROIC in 2002 as the buildout phase of the telecommunications strategy declines and continued synergies from the merger are realized. 

NOPAT Margins—In 1998, NSTAR’s NOPAT margins were 13.7%.  We forecast NOPAT margins remaining relatively constant through 2001, and then increasing to 18% as both merger synergies and the RCN venture mature. 

Invested Capital Turnover—NST’s invested capital turns have increased 9% over the last five years, from 0.47 in 1994 to 0.51 in 1998.  We forecast an initial decline in capital turns as a result of the investment in COMEnergy.  In 2002, we forecast invested capital turns of 0.46.

Sales—As a result of competition in NSTAR’s region and the divestiture of generation, we forecast decreasing sales in 1999 and 2001 (in 2000, sales increase 59% as a result of the acquisition of COMEnergy).  Beginning in 2002, we forecast modest 2% growth at the regulated business, and 20% topline growth from the telecommunications venture.

Traditional Metrics

NST’s stock is currently trading with a P/E ratio of 13.5x and 12.2x our 1999 and 2000 EPS estimates, respectively; compared to our new economy universe averages of 12.9x and 11.6x for the same earnings periods.  The company's dividend yield is 5% compared with our universe average of 4.9%.  We feel that the dividend is comparatively safe with the company having a payout ratio of around 73% in 1998.  Our interest rate sensitive 12-18 month price target is $48.  At this price NSTAR would trade at 14.7x our 2000 estimate.  
Exhibit 25
NSTAR ROIC vs WACC
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Exhibit 26
NSTAR Economic Profit Trends

1994-2003E
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Utilities

Although there are a number of companies in the electric industry that are transforming themselves into New Economy Electrics most will remain primarily regulated utilities.  As highlighted earlier, we have identified 9 companies that we believe are ahead of the pack in the transformation process: two new entrants (AES, CPN) and seven investor owned utilities (D, EIX ,DUK ,NST ,REI ,PE , SO).  These seven IOU’s have a good chance of breaking out of the utility pack and expanding their multiples and investor base.  

What Will Happen To The Rest?

Almost every company in the utility industry is changing their business practices and exploring new opportunities.  There are a number of companies (such as TXU, CMS Energy, DPL and FPL Group) that although good utility stories, may or may not develop into a New Economy Electric.  Will these companies and others like them acquire the knowledge base and skill sets, not to mention possess the assets and regulatory flexibility to completely transform?  The next few years will define what each company in the industry will evolve into. Since we believe in a winner-take-all scenario in this industry longer-term, for those that cannot completely transform themselves—and there should be many—consolidation and break-ups may be the end result.  

In the mean time, there is nothing wrong with being a utility.  Whether the company is a New Economy Electric or a utility (electric or gas), the fundamentals of the industry continue to improve.  Utilities, like New Economy Electrics, are benefiting from the de-regulation/re-regulation of the industry.  At the same time with the help from the new high-tech world, utilities are improving their operations and adding services.  The generation market remains a seller’s market and consolidation is creating economies of scale.  Thus, if a company can put it all together, including successfully changing their corporate culture, they may be able to create superior value for the shareholder.  If not, management can either sell or break up the company.  Either way we see opportunities for investors, although our bias is towards consolidation and divestiture.

So Why Are The Fundamentals Improving For Utilities Too?

Simply put, the transformation occurring in the industry is making it cheaper to generate, transmit or distribute a  kWh/therm of electricity/gas.  If regulators, through new innovative regulation/deregulation, allow utilities to keep the benefits for the shareholders, then both earnings growth and the quality of that growth should improve.  Unfortunately unlike the deregulated portion of the industry, at some point the regulators may decide to recapture some of the financial benefits for the ratepayers too.  This reality of being a regulated utility is what prevents many of these companies from taking on more growth characteristics like their New Economy Electric brothers.  However, as seen in the past with companies like Nisource in Indiana, DPL in Ohio or FPL Group in Florida, if the regulators leave you alone for a period of time, the EPS growth and quality of that growth/returns can increase.  So although we contend the way to play the electric industry is by owning the New Economy Electrics, there are some good stories in the utility group as well.

The New Utility

As the industry transforms itself, so will electric and gas utilities.  As stated above the transformation can take on different characteristics, but at the end of the day the utility will be dependent on the regulators policies.  These policies will be an important factor in helping a management team decide which direction to head.  The second important factor is the companies/management’s skills sets.  Does the company have the tools and or scale longer-term to compete in the generation business? Or does management feel the better strategy is to remain a regulated utility.  Over the last few years we have seen companies like PECO, NSTAR, New England Electric and DPL Inc just to name a few, make these tough decisions.  These decisions really had to do with desire to remain a regulated monopoly for the most part or transform the company into something else such as a New Economy Electric.  In some cases like Massachusetts there was pressure put on the utilities by regulators/legislators to divest their generation assets.  While in Pennsylvania the utilities were allowed to do either and in fact they did with PECO remaining a full service provider and DQE selling there generation assets.

Our belief is over the next 5-10years the industry will continue to consolidate and break itself up.  The industry will consist of Power Brokers/Generators which will take on New Economy characteristics and distributors that will benefit from the new economy but remain slower growing regulated entities.  Within the regulated portion of the business there could be a further break up of not just generation, but transmission as well as discussed in FERC’s recent order 2000.  It is apparent that the FERC has recognized that the relatively new competitive nature of the power markets requires a clearer separation of transmission operations from other market activities, while allowing RTOs incentives to operate their systems more efficiently. However, the FERC’s order does appear to promote a more innovative and non-traditional approach to transmission pricing thereby increasing the potential for substantially better economic returns on these assets. 

Thus, going forward we believe that there could be two primary types of regulated utilities.  Distribution companies regulated by the states and Transmission companies regulated by the FERC.  In both cases we would expect new innovative regulation that could deviate somewhat from the ratebase/rate of return type of structures.  However, in most cases returns could be capped reducing the long-term value of some of these companies.

Are Utilities Cheap?

We have made a strong case on why investors should own New Economy Electrics, but should they own utilities.  The answer is maybe—compared with historical levels, electric utilities look undervalued based on most traditional measures such as relative P/E’s, EPS growth, yield spreads, price/book and average yield (see table xx).  They appear to be a real value play.  In addition the overall fundamentals and EPS outlook seem to be improving with a average three year EPS growth rate of around 7%.  Unfortunately thus far investors do not care.  The Philadelphia Electric Utility index was down 21% in 1999 while the NASDAQ was up 84%, the Dow Jones Industrial was up 25% and the S&P 500 was up 20%.  Since 1991 the UTY is up 24% while the other indexes are up 1007%, 346% and 356% respectively.  Even at the low prices the group is currently trading at, combined with improving fundamentals, is this type of environment that investors want be overweight utilities?  Depends on ones view of the market and how it is valued.  If one believes the current market environment/ psychology is going to change, value investing will come back, investors are feeling more defensive and interest rates are going lower utilities over the next year are a good place to be.  The key is the change in the market environment/psychology.  If the current trends continue utilities may have a tough time recovering from there latest sell off.  In addition if you believe in EVA most utilities will not excite you yet.  We do not know what is going to happen over the next year in the market, but our hope is investors will look at some of the good things utilities are doing too.

Exhibit 27
Credit Suisse First Boston Valuation Table (Based on 6.53% 30-Year Treasury Yield)
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1.40

4.65%

40.57

34.7%

39.3%

35.71

6.00%

2.87

3.06

3.10

3.31

9.8

9.7

9.1

49%

5.1%

5.2%

1.18

-29.74%

B

Cleco Corporation

CNL

30.44

1.66

5.45%

40.41

32.8%

38.2%

34.76

5.50%

2.25

2.40

2.64

2.91

12.7

11.5

10.5

74%

8.9%

2.8%

1.61

-11.29%

B

CMS Energy

CMS

29.88

1.46

4.89%

39.77

33.1%

38.0%

37.17

6.50%

2.47

2.95

3.32

3.66

10.1

9.0

8.2

59%

13.9%

8.4%

1.57

-37.84%

B

Florida Progress

FPC

41.13

2.18

5.30%

54.00

31.3%

36.6%

52.50

4.00%

2.90

3.10

3.26

3.41

13.3

12.6

12.1

75%

5.6%

1.8%

2.15

-7.06%

B

Texas Utilities

TXU

34.63

2.40

6.93%

44.50

28.5%

35.4%

35.84

4.60%

2.76

3.17

3.40

3.75

10.9

10.2

9.2

87%

10.5%

4.4%

1.19

-25.84%

B

MDU Resources

MDU

20.94

0.84

4.01%

27.24

30.1%

34.1%

22.73

4.60%

1.38

1.49

1.65

1.77

14.1

12.7

11.9

61%

8.5%

3.7%

2.02

-20.99%

H

TECO Energy

TE

18.19

1.30

7.15%

22.99

26.4%

33.6%

20.30

5.25%

1.68

1.68

1.81

1.90

10.8

10.0

9.6

77%

4.1%

4.4%

1.59

-34.61%

H

New Century Energies

NCE

29.81

2.32

7.78%

37.00

24.1%

31.9%

34.00

4.95%

3.06

3.00

3.23

3.43

9.9

9.2

8.7

76%

4.6%

2.1%

1.31

-37.97%

H

American Water Works

AWK

21.06

0.86

4.08%

25.99

23.4%

27.5%

22.51

3.50%

1.58

1.64

1.71

1.81

12.8

12.3

11.7

54%

4.8%

5.4%

1.37

-37.48%

H

Northern States Power

NSP

19.44

1.45

7.46%

23.30

19.9%

27.4%

20.89

5.50%

1.84

1.96

2.08

2.21

9.9

9.3

8.8

79%

6.3%

1.6%

1.20

-29.95%

H

DTE Energy

DTE

30.13

2.06

6.84%

36.00

19.5%

26.3%

36.00

NA

3.05

3.38

3.29

3.71

8.9

9.2

8.1

68%

6.5%

0.0%

1.18

-29.74%

H

Avista Corporation 

AVA

14.75

0.48

3.25%

18.00

22.0%

25.3%

14.00

4.90%

1.36

0.74

1.57

1.66

19.9

9.4

8.9

35%

6.9%

0.0%

1.22

-23.87%

H

PG&E Corp.

PCG

20.69

1.20

5.80%

24.10

16.5%

22.3%

21.51

5.95%

1.88

1.97

2.21

2.32

10.5

9.4

8.9

64%

5.3%

0.0%

0.98

-33.13%

H

SCANA Corp

SCG

26.19

1.10

4.20%

30.00

14.6%

18.8%

27.00

4.50%

2.12

1.51

2.10

2.25

17.3

12.4

11.6

52%

2.1%

-8.8%

1.55

-18.48%

H

United Illuminating

UIL

50.19

2.88

5.74%

46.41

-7.5%

-1.8%

40.91

4.20%

3.00

3.65

3.56

3.63

13.7

14.1

13.8

96%

6.6%

0.0%

1.58

-4.74%

Utility Averages

25.59

1.49

5.87%

33.37

33.2%

39.1%

29.15

4.87%

2.22

2.32

2.51

2.69

11.41

10.15

9.49

67%

6.87%

1.13%

1.40

-29.31%

IPP

H

York Research

YORK

3.94

0.00

0.00%

7.50

90.5%

90.5%

N/A

N/A

0.33

0.36

0.39

0.44

11.0

10.0

8.9

0%

10.5%

0.0%

0.90

16.49%

B

AES Corporation

AES

69.63

0.00

0.00%

85.00

22.1%

22.1%

N/A

N/A

1.67

1.88

2.99

3.57

37.1

23.3

19.5

0%

27.9%

0.0%

7.00

42.27%

SB

Calpine

CPN

68.00

0.00

0.00%

72.00

5.9%

5.9%

N/A

N/A

1.10

1.60

1.99

2.40

42.5

34.2

28.3

0%

30.0%

0.0%

9.56

412.00%

R

MidAmerican Energy

MEC

34.00

0.00

0.00%

35.05

3.1%

3.1%

N/A

N/A

2.15

2.18

2.62

2.97

15.6

13.0

11.4

0%

12.0%

0.0%

2.45

-4.39%

IPP Averages

43.89

0.00

0.00

49.89

0.30

30.38%

NA

NA

1.31

1.50

2.00

2.35

26.56

20.11

17.06

0%

20.10%

0.00%

4.98

116.59%

E:  Credit Suisse First Boston Estimates

 

How to use the valuation table:

 

1) Table is sorted by column 6.

2) Our 12- to 18-month  price target, based on the current 30-year Treasury bond yield, can be found in column 4.

3) Sensitivity of price targets, based on 100-basis-point increase in the current 30-year Treasury bond yield, can be found in column 7.

4) The company's risk premium, based on various industry risks that significantly affect our price targets (lower=less risk), can be found in column 8.

Source:  Company Reports and Credit Suisse First Boston Estimates


Appendix: Earnings Models

Exhibit 28
PECO Energy Income Statement

In millions, except per share data

[image: image34.wmf]CGR

1997

1998A

1999E

2000E

2001E

2002E

99-02E

PED Electric Sales (in Kwh).........................................................................

63857

73268

77809

80556

83212

84773

2.9%

Operating Revenues:

Electric........................................................................

4167

$4,810

$4,780

$4,963

$5,230

$5,304

3.5%

Gas.............................................................................

451

400

505

518

544

571

4.2%

233

247

334

498

728

1,221

54.0%

TOTAL.....................................................................

4,618

5,210

5,285

5,480

5,774

5,874

3.6%

Operating Expenses:

Fuel and Energy Interchange.....................................

1,290

1,752

2,090

2,164

2,234

2,273

2.8%

Operations and Maintenance..........................................

1,431

1,129

1,330

1,265

1,257

1,257

-1.9%

Depreciation.................................................................

581

767

220

270

517

569

37.2%

Other Taxes..................................................................

310

280

250

260

260

262

1.5%

TOTAL........................................................................

3,612

3,927

3,890

3,960

4,268

4,361

3.9%

Operating Income.................................................................

1,006

1,283

1,395

1,521

1,506

1,514

2.8%

Other Income and Deductions:

Interest expense.....................................................

(373)

(331)

(353)

(378)

(373)

(366)

1.2%

Preferred Dividend Of Subsidiary.................................

-29

-31

(12)

(12)

(12)

(12)

0.0%

AFUDC.......................................................

22

4

12

10

10

10

-5.9%

Settlement of Salem Litigation...............................................

70

0

0

0

0

0

NM 

Ameren & extra Peach Bottom cont........................................

0

0

0

9

67

72

NM 

Other, Net....................................................................

(66)

(73)

(50)

(35)

(18)

12

NM 

TOTAL.........................................................................

(376)

(431)

(403)

(406)

(326)

(284)

NM 

Income before income taxes and ext. item..................................

629

852

992

1,115

1,180

1,230

6.0%

Income Taxes..................................................................

293

320

397

457

484

504

6.8%

Income before extraordinary item.........................................................

337

532

595

658

696

725

5.4%

Extraordinary item (net of 1.29 million of tax).............................................................

(1,834)

0

0

0

0

0

NM

Net Income..........................................................

(1,497)

532

595

658

696

725

5.4%

Preferred Stock Dividends..............................................................

17

13

10

0

0

0

-100.0%

Earnings for Common Stock......................................................

(1,514)

519

585

658

696

725

6.0%

Average Shares Outstanding................................................

223

224

195

184

182

182

-2.3%

Earnings per Common Share..............................................

($6.80)

$2.32

$3.00

$3.57

$3.82

$3.98

10.0%

Dividend per Common Share.................................................

1.77

1.00

1.00

1.00

1.00

1.00

0.0%


Note:  Estimates represent stand-alone PECO forecasts, and do not reflect the impact of the pending Unicom merger. 

Exhibit 29
Duke Energy Income Statment

In millions, except per share data

[image: image35.wmf]CGR

1997

1998A

1999E

2000E

2001E

1998-01E

Revenue

Regulated Electric

4401

4626

4757

4947

5145

3.6%

Northeast & Midwest Pipelines

1468

1426

1141

1198

1258

-4.1%

Field Services

2481

2094

2272

2499

2749

9.5%

Trading and Marketing

7411

8614

11155

16175

23454

39.6%

Global Asset Development

109

237

564

846

1235

73.4%

Other Energy Services

343

436

536

660

811

23.0%

Crescent Resources

124

181

181

181

181

0.0%

Other   

-28

-4

-10

-10

-10

35.7%

Total Revenue

16309

17610

20596

26495

34823

25.5%

Expenses

Natural Gas & Petroleum Products Purchased

7705

7497

9896

14349

20806

40.5%

Fuel used in electric generation

743

767

763

809

857

3.8%

Net interchange and purchased power

1960

2916

3053

3639

4531

15.8%

Other operations and maintenance

2721

2738

2957

3194

3449

8.0%

Depreciation and amortization

Regulated Electric

498

522

545

570

596

4.5%

Northeast & Midwest Pipelines

229

215

172

172

181

-5.6%

Field Services

71

80

90

102

115

13.0%

Trading and Marketing

7

11

17

25

37

50.0%

Global Asset Development

9

31

87

226

508

154.0%

Other Energy Services

6

12

16

20

26

30.0%

Crescent Resources

4

6

9

14

20

50.0%

Other   

17

32

32

32

32

0.0%

Total Depreciation

841

909

935.8

1160

1515

18.6%

Property and other taxes

369

350

378

408

441

8.0%

Total Operating Expenses

14339

15177

17983

23560

31600

27.7%

Other Income and Expenses

Deferred Returns and AFUDC

109

88

88

88

88

0.0%

Other, net

29

126

95

95

95

-9.1%

Total Other

138

214

183

183

183

EBIT

Regulated Electric

1282

1512

1548

1588

1628

2.5%

Northeast Pipelines

420

476

505

535

556

5.3%

Midwest Pipelines

204

226

70

0

0

nm

Field Services

157

76

170

230

275

53.6%

Trading and Marketing

44

122

110

159

206

19.1%

Global Asset Development

5

80

220

405

510

85.4%

Other Energy Services

18

10

20

24

29

42.3%

Crescent Resources

98

142

149

171

189

9.9%

Other   

-120

2

5

10

15

95.7%

Total EBIT

2108

2646

2796

3121

3408

8.8%

INTEREST AND OTHER

 

Interest Expense

(472)

(514)

(574)

(619)

(654)

8.4%

Minority interest and other

(23)

(96)

(105)

(115)

(125)

9.2%

TOTAL.....................................................................................

(495)

(610)

(679)

(734)

(779)

8.5%

 

EARNINGS BEFORE TAXES.........................................................

1,613

2,036

2,117

2,388

2,629

8.9%

Income Taxes...............................................................................

639

777

804

907

999

8.7%

 

Earnings Before Extraordinary Item.........................................................

974

1,259

1,313

1,480

1,630

13.8%

Preferred Dividend...............................................................................

72

21

21

21

21

0.0%

 

NET INCOME.......................................................................

902

1,238

1,292

1,459

1,609

9.1%

Average Shares Outstanding....................................................................

360

361

364

365

366

0.5%

 

EARNINGS PER SHARE.....................................................

$2.51

$3.43

$3.55

$4.00

$4.40

8.6%

DIVIDEND PER SHARE......................................................................

$1.90

$2.20

$2.20

$2.20

$2.20

0.0%


Exhibit 30
Edison International EPS Breakdown by Segment

[image: image36.wmf]CGR

1997

1998

1999

2000

2001

1998-01E

Southern California Edison

$1.44

$1.35

$1.26

$1.40

$1.45

2.6%

Edison Mission

$0.29

$0.36

$0.57

$0.71

$0.87

33.8%

Edison Capital

$0.15

$0.29

$0.37

$0.43

$0.47

17.7%

Parent and Edison Enterprises

($0.13)

($0.17)

($0.20)

($0.30)

($0.30)

22.1%

Total

$1.75

$1.83

$2.00

$2.24

$2.49

10.8%




Exhibit 31
Southern California Edison Income Statement

In millions, except per share data

[image: image37.wmf]CGR

1996

1997

1998A

1999E

2000E

2001E

1998-00E

Electric Sales (in Kwh)...............................................................

75572

77234

76998

78139

79297

80472

1.5%

Electric Operating Revenues.....................................................................

7583

7953

8847

8980

9134

9271

1.6%

Operating Expenses:

Fuel.....................................................................

631

881

324

175

175

175

-18.5%

Purchased Power-contracts ............................................................

2,706

2,854

2,626

2,326

2,126

1,926

-9.8%

Purchased Power-power exchange ............................................................

0

0

1,984

2,014

2,044

2,075

1.5%

Provisions for Regulatory Adj. Clauses........................................

(226)

(411)

(473)

(370)

(125)

15

NM

Gain on Sale of Fossil Plant

0

0

(543)

0

0

0

NM

Other Operating Expenses....................................................

1,178

1,212

1,481

1,546

1,493

1,565

1.9%

Maintenance.........................................................

329

406

411

417

415

423

1.0%

Depreciation and Amortization..................................

1,064

1,240

1,546

1,597

1,649

1,715

3.5%

Taxes-Other than Income.......................................

190

129

128

122

125

128

-0.1%

Income Taxes.....................................................

578

582

446

308

341

354

-7.4%

Total Operating Expenses...........................................

6,450

6,893

7,929

8,134

8,243

8,375

1.8%

Operating Income.............................................................

1133

1060

918

846

891

895

-0.8%

Provision For Rate Phase-in Plan...............................

(84)

(48)

0

0

0

0

NM

AFUDC (Equity)....................................................................

16

8

12

8

8

8

-12.2%

Interest Income...............................................................................

38

45

67

65

65

65

-0.9%

Other Nonoperating Income-net..................................................................

(4)

(23)

(4)

(4)

(4)

(4)

0.0%

Total Other Income (expense)....................................

(34)

(19)

74

69

69

69

-2.6%

Income Before Interest Charges...............................................

1,100

1,041

992

915

959

964

-1.0%

Interest Charges:

Interest on Long-term Debt...................................

381

346

422

406

390

375

-3.9%

Other interest expense............................................................

74

101

64

59

69

69

2.5%

AFUDC dedt............................................

(10)

(9)

(8)

(7)

(6)

(5)

-14.4%

Capitalized interest..................................

(2)

(2)

(1)

(1)

(1)

(1)

0.0%

Total Interest Expense.......................................

443

435

477

457

452

438

-2.8%

NET INCOME.......................................................................................

656

606

515

458

507

526

0.7%

Dividends of preferred securities.........................................

34

29

25

22

22

22

-4.2%

NET INCOME.......................................................................................

622

576

491

436

485

504

0.9%

Average Common Shares Outstanding......................................

437

400

364

347

347

347

-1.6%

Earnings Per Share........................................................................

$1.50

$1.44

$1.35

$1.26

$1.40

$1.45

2.6%

Dividends Per Share to parent.................................................................

$1.82

$4.68

$3.11

$1.08

$1.12

$1.16

-28.0%


Exhibit 32
Southern Company Income Statement

In millions, except per share data

[image: image38.wmf]CGR

1997

1998

1999E

2000E

2001E

98-2001E

Electric Sales (in Kwh)............................................................

156451

164335

167519

170774

174103

1.94%

Operating Revenues..............................................................

8688

9362

9285

9398

9513

0.53%

Operating Expenses:

Fuel & Purchase power...................................................................................................

2,418

2,710

2,764

2,819

2,876

2.00%

Non-fuel O&M...................................................................…………………………………….

2,175

2,386

2,386

2,386

2,386

0.00%

Accelerated Depreciation.....................................................................……………..

159

316

109

115

160

-20.30%

Other Depreciation & Amortiz...............................................................

996

974

1,000

1,000

1,000

0.88%

Taxes other than income taxes...............................................................

500

509

519

530

540

2.00%

Federal and state income taxes...................................................

735

733

733

728

723

-0.46%

Total operating expenses..............................………………………………….

6,983

7,628

7,511

7,578

7,685

0.25%

Operating Income.....................................................…

1,704

1,734

1,774

1,820

1,828

1.77%

Other Income(Expense):

Interest Charges&Dividends.....................................................................…………………

645

689

729

769

769

3.73%

Other,net......................................................................…………………..

45

85

85

85

85

0.00%

Regulated Net Income.............………………………………

1104

1130

1130

1136

1144

0.41%

Regulated Earnings per share................................................

$1.61

$1.62

$1.64

$1.70

$1.71

1.89%

Other Contributors To Parent

South America Net Income………………….

5.1

12.4

16.5

10

10

-6.92%

Caribbean Net Income……………………………………………………

7.9

9.2

10.9

11.6

11.6

8.03%

Europe Net Income……………………………………………………………

68.6

139

110

101

111

-7.22%

CEPA Net Income……………………………………………………………..

3

68

135

195

200

43.28%

United States Non-Regulated Net Income..

3.2

19

54

92

111

80.10%

Leasing Net Income…………………………..

9

12

15

15

15

7.72%

SO Corporate Net Income…………………..

-31

-136

-136

-136

-100

-9.74%

SEI Corporate Net Income…………………..

-27.4

-20

-32

-55

-40

25.99%

Other Subsidiaries Net Income……………………………..

-30

-9

-10

0

14

NM

Consolidated Net Income.............………………………..

1113

1224

1293

1370

1476

6.44%

Average Shares (mil.)..........................……………………………………………….

685

697

687

667

667

-1.46%

Consolidated Earnings per share................................................

$1.62

$1.76

$1.88

$2.05

$2.21

8.01%

Dividends per share....................................................…………………

$1.30

$1.34

$1.34

$1.34

$1.34

0.00%


Exhibit 33
Dominion Resources Consolidated Income Statement

In millions, except per share data

[image: image39.wmf]CGR

1997*

1998

1999E

2000E

2001E

98-01E

Electricity Sales (Mwhs)..........................................

85,962

68,784

70,481

72,220

74,003

2.5%

OPERATING REVENUE:

Virginia Power...........................................

5,079

4,437

4,533

4,573

4,677

1.8%

East Midlands...........................................

1,970

1,010

0

0

0

0

Dominion Energy.....................................

333

383

424

1,053

1,141

43.9%

Dominion Capital.....................................

296

409

500

250

0

-100.0%

TOTAL...........................................

7,382

6,238

5,458

5,875

5,818

-2.3%

OPERATING EXPENSES:

Fuel, net..................................................

1,621

954

974

999

1,024

2.4%

Purchase Power Capacity, net............................

718

742

742

677

657

-4.0%

Supply & Distribution-East Midlands............................

1,466

655

0

0

0

-100.0%

Deferred Fuel.......................................

0

0

0

0

0

NM

Impairment of Regulatory Assets

0

0

0

0

0

NM

Other Operation........................................

1,238

1,446

1,352

1,272

1,133

-7.8%

Maintenance..........................................

0

0

0

0

0

NM

Depreciation & Amortization..........

819

761

698

1,248

1,290

19.2%

Other Taxes..............................................

282

306

314

313

321

1.7%

TOTAL.................................................

6,143

4,863

4,080

4,509

4,425

-3.1%

Operating Income - D & Combined E&P

1,239

1,375

1,377

1,367

1,393

0.4%

Operating Income - CNG (excl. E&P)

0

0

0

619

629

NM

TOTAL OPERATING INCOME

1,239

1,375

1,377

1,986

2,021

13.7%

OTHER INCOME:

Utility................................................

14

18

18

18

18

0.0%

Non-utility.........................................

19

75

27

0

0

NM

CNG - Other

0

0

0

26

26

NM

Corporate Overhead

0

0

12

12

12

NM

TOTAL..............................................

33

93

34

33

33

-29.5%

INTEREST CHARGES:

Interest Expense..........................................

628

573

473

758

661

4.9%

Pref Div of Virginia Power..................

47

65

47

47

47

-10.5%

TOTAL................................................

674

638

520

805

707

3.5%

Income before Income Taxes.....................................

598

830

891

1,214

1,347

17.5%

Provision for Fed Income Tax..................................

260

266

278

425

471

21.0%

Minority Interest..................................

47

27

31

5

5

-43.3%

Net Income before chg in acct...............

291

537

581

784

870

17.5%

Cum effect of acct chg...........................

0

0

0

0

0

NET INCOME.....................................................

291

537

581

784

870

17.5%

Average Shares Out .........................................................

185

196

193

240

241

7.3%

EARNINGS PER SHARE.........................................

1.57

2.75

3.01

3.27

3.60

9.5%

DIVIDENDS PER SHARE.......................................

2.58

2.58

2.58

2.58

2.58

0.0%


Exhibit 34
Dominion Resources: Virginia Power Income Statement

In millions, except per share data

[image: image40.wmf]CGR

1997

1998

1999E

2000E

2001E

98-01E

Electricity Sales (Mwhs)..........................................

85,962

68,784

70,481

72,220

74,003

2.5%

OPERATING REVENUE:

2.2%

0.9%

2.3%

Electric...........................................

5,079

4,437

4,533

4,573

4,677

1.8%

Nonutility.............................................

0

0

0

0

0

NM

TOTAL...........................................

5,079

4,437

4,533

4,573

4,677

1.8%

OPERATING EXPENSES:

Fuel, net..................................................

1,621

954

974

999

1,024

2.4%

Purchase Power Capacity, net............................

718

742

742

677

657

-4.0%

Deferred Fuel.......................................

0

0

0

0

0

NM

Impairment of Regulatory Assets

0

0

0

0

0

NM

Other Operation........................................

813

919

919

919

919

0.0%

Restructuring..........................................

0

0

0

0

0

NM

Depreciation & Amortization..........

584

563

570

580

595

1.8%

Other Taxes..............................................

268

290

296

302

308

2.0%

TOTAL.................................................

4,003

3,468

3,501

3,477

3,503

0.3%

OPERATING INCOME...........................................................

1,076

968

1,032

1,096

1,174

6.6%

Operating Margin %

21%

22%

23%

24%

25%

OTHER INCOME:

Utility................................................

14

18

18

18

18

NM

Non-utility.........................................

0

0

0

0

0

NM

AFUDC...............................................

0

0

0

0

0

NM

TOTAL..............................................

14

18

18

18

18

0.0%

INTEREST CHARGES:

Interest Expense..........................................

304

296

289

289

289

-0.8%

Pref Div of Virginia Power..................

47

47

47

47

47

0.1%

TOTAL................................................

351

342

335

335

335

-0.7%

Income before Income Taxes.....................................

740

644

715

779

857

10.0%

Provision for Fed Income Tax..................................

269

248

250

273

300

6.5%

36%

39%

35%

35%

35%

Net Income before chg in acct...............

470

396

465

506

557

12.1%

Cum effect of acct chg...........................

0

0

0

0

0

NET INCOME.....................................................

470

396

465

506

557

12.1%

Average Shares Out .........................................................

185

196

193

240

241

7.2%

EARNINGS PER SHARE.........................................

2.54

2.02

2.41

2.11

2.31

4.5%

DIVIDENDS PER SHARE.......................................

2.58

2.58

2.58

2.58

2.58

0.0%


Exhibit 35
Dominion Resources: Diversified Income Statement

Combined E&P, Dominion Capital, and Dominion Energy

[image: image41.wmf]CGR

1997

1998

1999E

2000E

2001E

98-01E

Electricity Sales (Mwhs)..........................................

0

0

0

0

0

NM

OPERATING REVENUE:

Electric...........................................

0

0

0

0

0

NM

Dominion Energy

333

383

424

1,053

1,141

43.9%

Dominion Capital

296

409

500

250

0

TOTAL...........................................

333

792

924

1,303

1,141

12.9%

OPERATING EXPENSES:

Fuel, net..................................................

0

0

0

0

0

NM

Purchase Power Capacity, net............................

0

0

0

0

0

NM

Deferred Fuel.......................................

0

0

0

0

0

NM

Deferred capacity expenses.......................

0

0

0

0

0

NM

Other Operation........................................

283

361

433

428

354

-0.6%

Maintenance..........................................

0

0

0

0

0

NM

Depreciation & Amortization..........

103

116

128

393

415

53.0%

Other Taxes..............................................

14

16

19

11

13

-5.2%

TOTAL.................................................

400

492

579

832

782

16.7%

OPERATING INCOME...........................................................

(67)

300

345

471

358

6.1%

OTHER INCOME:

Utility................................................

0

0

0

0

0

NM

Non-utility.........................................

5

27

27

0

0

NM

AFUDC...............................................

0

0

0

0

0

NM

TOTAL..............................................

5

27

27

0

0

NM

INTEREST CHARGES:

Interest Expense..........................................

127

168

185

137

70

-25.4%

Pref Div of Virginia Power..................

0

0

0

0

0

NM

TOTAL................................................

127

168

185

137

70

-25.4%

Income before Income Taxes.....................................

(189)

159

188

334

289

21.9%

Provision for Fed Income Tax..................................

(30)

18

28

101

90

71.0%

Minority Interest..................................

47

27

31

0

0

-100.0%

Net Income before chg in acct...............

(206)

114

129

233

199

20.4%

Cum effect of acct chg...........................

0

0

0

0

0

NET INCOME.....................................................

(206)

114

129

233

199

20.4%

Average Shares Out .........................................................

185

196

193

240

241

7.3%

EARNINGS PER SHARE.........................................

-1.11

0.58

0.67

0.97

0.82

12.2%

DIVIDENDS PER SHARE.......................................

0.00

0.00

0.00

0.00

0.00

NM


Exhibit 36
Reliant Energy Income Statement

In millions, except per share data

[image: image42.wmf]CGR

1997

1998

1999E

2000E

2001E

1998-01E

Electric Sales (in Kwh)..............................................................................................................

67,001

72,731

73,375

74,512

75,835

1.4%

REVENUES:

Electric.........................................................

4,251

4,349

4,319

4,370

4,454

0.8%

Natural Gas Distribution...............................................

893

1,813

1,994

2,124

2,128

5.5%

Interstate Pipeline...............................................

108

283

277

297

306

2.7%

Energy Marketing...............................................

1,605

4,456

7,259

9,800

12,250

40.1%

International...............................................

92

259

224

59

0

-100.0%

Other...............................................

48

749

974

1,022

1,073

12.7%

Eliminations...............................................

(124)

(421)

(690)

(882)

(1,102)

37.8%

Total...................................................................

6,873

11,487

14,357

16,790

19,108

18.5%

EXPENSES:

4,717

4,959

Fuel & Cost of Gas Sold.................................................................

2,820

4,785

6,126

7,941

9,717

26.6%

Purchased Power....................................................

699

2,215

3,665

4,131

4,432

26.0%

Gross Margin %

49%

39%

32%

28%

26%

Operating & Maintenance....................................

1,206

1,661

1,807

1,878

2,035

7.0%

Taxes - other than income..........................................

297

494

474

474

470

-1.6%

Depreciation & Amortization.............................

652

857

863

890

834

-0.9%

Other Operating Expenses.............................

136

0

0

0

0

NM

Total.................................................................

5,809

10,011

12,936

15,315

17,488

20.4%

Operating Income...........................................................................

1,064

1,476

1,421

1,474

1,620

3.1%

Operating Margin %

15%

13%

10%

9%

8%

OTHER INCOME:

Unrealized Loss on ACES............................................................

0

0

0

0

0

NM 

Litigation Settlements......................................

0

0

0

0

0

NM 

Time Warner Dividend Income...........................................................

41

41

25

8

8

NM 

Interest Income..........................

7

0

0

0

0

NM 

Interest Income-IRS refund........................................................

56

1

1

1

1

0.0%

Other - Net...................................................

4

24

17

0

0

NM 

Total....................................................................

108

66

43

9

9

-48.6%

Interest on Long-term Debt..................................

321

416

407

399

390

-2.1%

Other Interest....................................................

77

98

98

108

108

3.4%

AFUDC-debt.........................................................

(3)

(4)

(3)

(3)

(3)

-11.3%

Distribution on  trust securities.........................................

26

29

53

53

53

NM 

Preferred Dividend Requirements...............................

2

0

0

0

0

NM 

Total................................................................

424

539

555

557

548

0.6%

Income before Income Taxes.......................................................................

748

1,004

908

927

1,081

13.0%

Income Taxes................................................................................

285

462

332

343

400

6.3%

UNA net income...........................................

0

0

19

72

36

Net Income................................................................

463

542

596

656

717

15.7%

Avg Common Shares Outstanding (mil.)....................

254

284

285

283

283

3.7%

Earnings per share...................................................................................................................................

$1.82

$1.91

$2.09

$2.32

$2.53

9.9%

Dividends per share................................................................................................................

1.50

1.50

1.50

1.50

1.50

0.0%

NM = Not Meaningful

CGR = Compound Growth Rate

Source: Company reports and Credit Suisse First Boston estimates


Exhibit 37
Reliant Energy – Regulated Electric & Gas Operations Income Statement

In millions, except per share data

[image: image43.wmf]CGR

1997

1998

1999E

2000E

2001E

1998-01E

Electric Sales (in Kwh)..............................................................................................................

67,001

72,731

73,375

74,512

75,835

1.4%

REVENUES:

Electric.........................................................

4,251

4,349

4,319

4,370

4,454

0.8%

Natural Gas Distribution...............................................

2,202

1,813

1,994

2,124

2,128

5.5%

Interstate Pipeline...............................................

0

0

0

0

0

NM 

Energy Marketing...............................................

0

0

0

0

0

NM 

International...............................................

0

0

0

0

0

NM 

Other...............................................

0

0

0

0

0

NM 

Eliminations...............................................

0

0

0

0

0

NM 

Total...................................................................

6,453

6,162

6,313

6,494

6,582

2.2%

EXPENSES:

Fuel & Cost of Gas Sold.................................................................

2,531

2,149

2,387

2,565

2,579

2.6%

Purchased Power....................................................

386

391

303

305

306

0.3%

Gross Margin

3,536

3,622

3,622

3,625

3,697

0.7%

Gross Margin %

55%

59%

57%

56%

56%

Operating & Maintenance....................................

1,253

1,237

1,286

1,312

1,375

2.2%

Taxes - other than income..........................................

0

0

0

0

0

NM 

Depreciation & Amortization.............................

693

780

749

697

694

-2.5%

Other Operating Expenses.............................

444

454

456

456

466

0.7%

Total.................................................................

5,307

5,011

5,182

5,334

5,421

1.5%

Operating Income...........................................................................

1,146

1,151

1,130

1,160

1,161

0.3%

Operating Margin %

18%

19%

17.9%

17.9%

17.6%

OTHER INCOME:

Unrealized Loss on ACES............................................................

0

0

0

0

0

NM 

Litigation Settlements......................................

0

0

0

0

0

NM 

Time Warner Dividend Income...........................................................

0

0

0

0

0

NM 

Interest Income..........................

0

0

0

0

0

NM 

Interest Income-IRS refund........................................................

0

0

0

0

0

NM 

Other - Income

0

0

0

(3)

(3)

NM 

Total....................................................................

0

0

0

(3)

(3)

NM 

Interest on Long-term Debt..................................

300

275

245

243

240

-4.4%

Other Interest....................................................

0

0

0

0

0

NM 

AFUDC-debt.........................................................

(3)

(3)

(3)

(3)

(3)

0.0%

Distribution on  trust securities.........................................

0

0

0

0

0

NM 

Preferred Dividend Requirements...............................

0

0

0

0

0

NM 

Total................................................................

297

272

242

240

237

-4.5%

Income before Income Taxes.......................................................................

849

879

888

917

921

2.8%

Income Taxes................................................................................

306

316

320

330

332

2.6%

UNA net income...........................................

0

0

0

0

0

Net Income................................................................

543

563

569

587

590

2.8%

Avg Common Shares Outstanding (mil.)....................

254

284

285

285

285

4.0%

Earnings per share...................................................................................................................................

$2.14

$1.98

$2.00

$2.06

$2.07

1.5%

Dividends per share................................................................................................................

1.50

1.50

1.50

1.50

1.50

0.0%


Exhibit 38
NSTAR Income Statement

In millions, except per share data

[image: image44.wmf]CGR

1995

1996

1997

1998

1999E

2000E

2001E

98-01E

Electric Sales..............................................................

17,486

18,026

18,550

18,957

18,431

22,514

22,496

5.9%

REVENUES(gas &electric)...........................................................................................

1,629

1,666

1,776

1,623

1,557

2,479

2,231

11.2%

OPERATING EXPENSES:

Fuel..................................................................................

170

194

270

93

10

0

0

-100.0%

Purchased Power..................................................................................

365

395

409

475

565

1,100

837

20.8%

Operations and Maintenance........................................................................

439

417

415

386

327

543

543

12.1%

Restructuring Costs...............................................

0

0

0

0

0

0

0

NM

Depreciation and Amortization..............................................

153

185

189

192

166

200

205

2.2%

Amort of Access charge...............................................

0

0

0

0

25

65

66

NM

Amort of Deferred Nuclear Costs..................................

19

0

0

0

0

0

0

NM

Demand-Side Management Programs..................................

45

31

30

52

52

0

0

-100.0%

Taxes, Property and Other......................................

106

107

108

84

69

90

93

3.3%

Income Taxes....................................................................

82

89

95

98

106

93

103

1.7%

TOTAL OPERATING EXPENSES..............

1,381

1,418

1,515

1,380

1,320

2,091

1,847

10.2%

INCOME FROM OPERATIONS..................................

248

247

261

243

237

388

384

16.5%

OTHER INCOME...................................

0

1

(10)

(12)

(6)

(2)

(2)

NM

Income Before Interest and Taxes................................

248

248

250

231

231

386

382

18.3%

INTEREST EXPENSE:

Long-Term Debt...................................................

107

95

92

83

78

197

186

30.9%

AFUDC - Credit........................................................

(5)

(2)

(1)

(2)

(1)

(1)

(1)

-16.2%

Other........................................................

13

15

14

9

9

0

0

-100.0%

NET INTEREST EXPENSE..........................................

115

107

106

90

86

196

185

27.1%

PREFERRED DIVIDENDS..................................................

16

15

13

9

6

7

7

-7.3%

NET INCOME.......................................................................

118

125

131

132

139

183

190

12.9%

Commonwealth Energy Merger Impact

(5)

0

0

Total NET INCOME

118

125

131

132

135

183

190

AVERAGE SHARES.................................................................

47

48.27

49

48

46

56

53

3.4%

EARNINGS PER SHARE.....................................................

$2.52

$2.60

$2.71

$2.75

$2.95

$3.26

$3.59

9.2%

DIVIDEND PAID.....................................................................

1.84

1.88

1.88

1.88

1.94

2.00

2.06

3.1%


Exhibit 39
AES Corp. Income Statement

In millions, except per share data

[image: image45.wmf]CGR

1996

1997

1998

1999E

2000E

2001E

98-01E

Revenues

Total Electricity and Steam Sales

824

1,361

2,382

3,752

5,721

6,129

37.0%

 

Services

11

50

16

16

16

16

0.0%

 

Total Revenues

835

1,411

2,398

3,768

5,737

6,145

36.8%

 

Operating Expenses:

 

Cost of sales

495

940

1,579

2,589

4,005

4,257

39.2%

Cost of services

7

41

8

8

8

8

0.0%

Selling, general and administrative

35

45

56

60

65

70

7.7%

Provision to reduce contract receivables

20

17

22

13

-100.0%

Total Operating Costs and Expenses

557

1,043

1,665

2,670

4,078

4,335

37.6%

 

 

Other Income and (Expense):

 

Interest Expense

(144)

(244)

(485)

(695)

(913)

(936)

24.5%

TIDES preferred dividend

(6)

(24)

(24)

Interest Income

24

41

67

70

70

70

1.5%

Foreign currency exchange loss

0

(7)

(1)

0

0

0

-100.0%

Total Other Income and (Expense)

(120)

(210)

(419)

(631)

(867)

(890)

28.5%

 

Equity Income (pre Tax)

49

126

232

200

290

360

15.8%

 

Income Before Taxes and Minority Interest

207

284

546

667

1,082

1,281

32.9%

 

Income Taxes

74

77

145

198

344

413

41.8%

Minority Interest

8

19

94

100

100

100

2.1%

 

 

Net Income

125

188

307

369

639

767

35.7%

 

Avg. Basic Shares Outstanding (mil.)..............................

152

167

178

191

206

206

5.1%

Basic Earnings Per Share...................................................................................................

$0.83

$1.13

$1.73

$1.93

$3.10

$3.72

29.1%

Avg. Diluted Shares Outstanding.......................................

157

178

189

203

222

222

5.5%

Diluted Earnings Per Share................................................

$0.80

$1.11

$1.67

$1.88

$2.99

$3.57

28.8%

 NM = Not Meaningful

 CGR = Compound Growth Rate

Source: Company Reports and CSFB Estimates


Exhibit 40
Calpine Corp. Income Statement

In millions, except per share data

[image: image46.wmf]CAGR

1996A

1997A

1998A

1999E

2000E

2001E

2002E

98-02

Revenue:

Electricity and steam sales

199,464

237,277

507,897

              

 

696,370

              

 

952,630

              

 

1,498,916

           

 

2,022,848

           

 

41.3%

Service contract revenue

6,455

10,177

20,249

18,701

18,423

18,944

19,369

-1.1%

Income (loss) from unconsolidated

6,537

15,819

25,240

                

 

30,844

                

 

39,120

                

 

39,584

                

 

53,584

                

 

20.7%

   investments in power projects

 

 

 

Interest income on loans to power projects

2,098

13,048

2,562

                  

 

3,468

                  

 

1,931

                  

 

1,931

                  

 

1,931

                  

 

-6.8%

   Total Revenue

214,554

276,321

555,948

              

 

749,384

              

 

1,012,104

           

 

1,559,375

           

 

2,097,732

           

 

39.4%

Cost of revenue

Plant operating expenses

61,894

72,366

256,079

              

 

376,890

              

 

501,715

              

 

869,398

              

 

1,236,975

           

 

48.3%

Depreciation

39,818

47,501

73,988

                

 

62,517

                

 

82,119

                

 

115,222

              

 

131,291

              

 

15.4%

Production royalties

10,793

10,803

10,714

                

 

7,500

                  

 

7,500

                  

 

7,500

                  

 

7,500

                  

 

-8.5%

Operating lease expenses

9,295

14,031

17,129

                

 

33,000

                

 

41,900

                

 

41,900

                

 

41,900

                

 

25.1%

Service contract expenses

7,400

8,607

17,417

                

 

13,810

                

 

12,616

                

 

12,859

                

 

13,166

                

 

-6.8%

   Total cost of revenue

129,200

153,308

375,327

493,717

645,849

1,046,878

1,430,832

39.7%

 

Gross profit

85,354

123,013

180,621

255,667

366,255

512,497

666,900

38.6%

 

Project development expenses

3,867

7,537

7,165

7,763

7,996

8,236

8,483

4.3%

General and administrative expenses

14,696

18,289

26,780

34,000

36,040

40,725

46,019

14.5%

Income from operations

66,791

97,187

146,676

213,904

322,219

463,536

612,398

42.9%

 

Interest expense

45,294

                        

 

66,708

93,726

                

 

123,988

              

 

180,472

              

 

246,256

              

 

307,276

              

 

34.6%

Capitalized Interest

(5,242)

(7,000)

                 

 

(34,515)

               

 

(54,488)

               

 

(21,813)

               

 

(5,000)

                 

 

-8.1%

Net Interest Expense

45,294

                        

 

61,466

                      

 

86,726

                

 

89,473

                

 

125,983

              

 

224,443

              

 

302,276

              

 

36.6%

TIDES Dividend

2,645

                  

 

15,870

                

 

15,870

                

 

15,870

                

 

Total financing costs

92,118

                

 

141,853

              

 

240,313

              

 

318,146

              

 

 

Other income, net

(6,259)

                         

 

(17,438)

                     

 

(13,423)

               

 

(20,290)

               

 

(30,696)

               

 

(34,290)

               

 

(35,290)

               

 

27.3%

Pre-tax income

27,756

53,159

73,373

142,076

211,062

257,513

329,542

45.6%

 

Provision for income taxes

9,064

18,460

27,054

                

 

51,858

                

 

77,038

                

 

93,992

                

 

120,283

              

 

45.2%

 

Net Income

18,692

34,699

46,319

                

 

90,218

                

 

134,024

              

 

163,521

              

 

209,259

              

 

45.8%

 

 

Weighted average shares of common stock outstanding

25,806

39,892

40,242

52,380

63,480

64,080

64,680

12.6%

 

Basic EPS

0.73

0.87

1.15

1.72

2.11

2.55

3.24

29.5%

 

Weighted average shares of common stock outstanding

29,758

42,032

42,328

56,380

67,480

68,080

68,680

12.9%

Diluted EPS

0.63

0.83

1.09

1.60

1.99

2.40

3.05

29.2%


N.B.: CREDIT SUISSE FIRST BOSTON CORPORATION may have, within the last three years, served as a manager 
or co-manager of a public offering of securities for or makes a primary market in issues of any or all of the companies 
mentioned.
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Americas

Eleven Madison Avenue
New York, NY  10010, U.S.A.
1 212 325 2000

Atlanta
1 404 656 9500
Pasadena
1 626 395 5100

Boston
1 617 556 5500
Philadelphia
1 215 851 1000

Buenos Aires
1 541 394 3100
San Francisco
1 415 836 7600

Chicago
1 312 750 3000
São Paulo
55 11 822 4862

Houston
1 713 220 6700
Toronto
1 416 352 4500

Mexico City
1 525 202 6000

Europe

One Cabot Square
London E14 4QJ, England
44 171 888 8888

Amsterdam
31 20 575 4444
Paris
33 1 40 76 8888

Budapest
36 1 202 2188
Prague
42 2 248 10937

Frankfurt
49 69 75380
Vienna
43 1 512 3023

Geneva
41 22 707 0130
Warsaw
48 22 695 0050

Madrid
34 1 532 0303
Zug
41 41 726 1020

Milan
39 2 7702 1
Zurich
41 1 335 7711

Moscow
7 501 967 8200



Asia Pacific

Three Exchange Square
8 Connaught Place
Central, Hong Kong
852 2101 6000

Auckland
64 9 302 5500
Shanghai
86 21 6219 0808

Beijing
86 10 6410 6611
Singapore
65 538 6322

Melbourne
61 3 9 280 1666
Sydney
61 2 9394 4400

Mumbai
91 22 284 6888
Taipei
8862 2718 5919

Osaka
81 6 243 0789
Tokyo
81 3 5404 9000

Seoul
82 2 3707 3700
Wellington
64 4 474 4400

** The statistics for the New Economy Electrics universe exclude both of the new entrants discussed in this report: Calpine and AES.  We do this to more conservatively reflect the economic impact of the new economy strategies on the companies that are transitioning from previously regulated environments.  Including Calpine and AES, the average ROIC spread is x% in 2002, the average earnings growth rate is 13.6%, and 2000-2001 P/E ratios are 15.0 times and 13.3 times, respectively.
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