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	SUMMARY
· EPG reported strong 3Q operating EPS of $0.78 vs. $0.55, ahead of our and consensus estimates of $0.73 and $0.74, respectively. 
· Key Driver: Merchant Energy EBIT results remained strong, up 26% year/year to $316 million.  Power and natural gas volumes were up 4% and 48%, respectively, consistent with the others who have reported. These strong results demonstrate El Paso's ability to grow in all commodity price environments. 
· Production business also showed strong results, up 106% to $307 million, demonstrating the near-term success of El Paso's aggressive hedging program. We remain somewhat cautious of El Paso's Production earnings in 2002, given SSB's reduced outlook for natural gas prices. We increase our 2002 EPS estimate to $3.60 to reflect the stronger hedging, but remain below consensus due to SSB's view on future prices. 
· We raise our 2001 EPS estimate to $3.35 and maintain 1H rating / $65 target. 
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	Fundamentals

	P/E  (12/01E)	
	14.9x

	P/E  (12/02E)	
	13.9x

	TEV/EBITDA  (12/01E)	
	NA

	TEV/EBITDA  (12/02E)	
	NA

	Book Value/Share  (12/01E)	
	$20.68

	Price/Book Value	
	2.4x

	Dividend/Yield  (12/01E)	
	$0.82/1.6%

	Revenue (12/01E)	
	$37,895.6 mil.

	Proj. Long-Term EPS Growth	
	15%

	ROE  (12/01E)	
	15.4%

	Long-Term Debt to Capital(a)	
	55.6%

	EPG is in the S&P 500® Index.

	(a) Data as of most recent quarter





	Share Data
	
	.
	Recommendation
	

	Price (10/25/01)	
	$50.00
	
	Current Rating	
	1H

	52-Week Range	
	$74.50-$38.90
	
	Prior Rating	
	1H

	Shares Outstanding(a)	
	511.5 mil.
	
	Current Target Price	
	$65.00

	Convertible	
	No
	
	Previous Target Price	
	$65.00



	Earnings Per Share

	FY ends
	
	1Q
	2Q
	3Q
	4Q
	Full Year

	12/00A
	Actual
	$0.70A
	$0.69A
	$0.57A
	$0.73A
	$2.69A

	12/01E
	Current
	$0.96A
	$0.79A
	$0.78A
	$0.83E
	$3.35E

	
	Previous
	$0.96A
	$0.79A
	$0.73E
	$0.83E
	$3.30E

	12/02E
	Current
	        NA 
	        NA 
	        NA 
	        NA 
	$3.60E

	
	Previous
	        NA 
	        NA 
	        NA 
	        NA 
	$3.50E

	12/03E
	Current
	        NA 
	        NA 
	        NA 
	        NA 
	        NA 

	
	Previous
	        NA 
	        NA 
	        NA 
	        NA 
	        NA 

	[bookmark: trc_FtNote1_Text_Copy_1]First Call Consensus EPS: 12/01E $3.32; 12/02E $3.70; 12/03E NA




Strong 3q results;  merchant business continues to lead the way; revise 2001 EPS estimate
EPG reported strong 3Q operating EPS of $0.78 vs. $0.55, ahead of our and consensus estimates of $0.73 and $0.74, respectively. One of the key drivers to the company’s strong results remained the firm’s Merchant Energy business, which generated EBIT of $316 million, or 34% of the company’s total. Physical power and natural gas volumes increased 4% and 48%, respectively, consistent with other Energy Merchants who have reported thus far. We continue to be pleased with these results as they demonstrate El Paso's ability to grow in all commodity price environments.  In addition to Merchant Energy, the firm’s production business also showed strong results, increasing 106% to $307 million due to strong “realized” natural gas prices and the company’s aggressive hedging program. We remain somewhat cautious of El Paso's Production earnings in 2002, given SSB's recently reduced outlook for natural gas prices. Our revised 2002 EPS estimate of $3.60 (below consensus) reflects this outlook. 
We raise our 2001 EPS estimate to $3.35 and reiterate our 1H rating and a $65 price target.  This price reflects a 2002 P/E-to-Growth (PEG) ratio of 1.2x, assuming a 15% growth rate.
El Paso’s Financing Focuses on Core Business Model 
In our view, El Paso’s continued investment in its core strategic business units is a key factor in the company’s continued success within the energy markets and with investors.  The company openly maintains one off balance sheet financing vehicle, Project Electron, which has provided the company with a consistent stream of revenues and cash flow for the company’s core Energy Merchant business unit.  The financing vehicle, designed to purchase of a series of PURPA (Public Utility Regulatory Policies Act) qualified facilities, was funded with $400 million of equity and $1,000 million of debt and is backed by several long-term contracts with investment grade customers.  The assets backing the facility are well known and currently hold a value of $2.3 billion.  At its most conservative level, the project can generate $200 million per year over a five year period for El Paso.  In our opinion, we are confident that this transaction was based on a sound business decision and should not pose any issues in light of recent industry events. 

Leverage to Commodity Prices
El Paso remains price and spark spread-neutral in the power markets through their trading activities, as nearly all of their generating capacity is either locked in long-term contracts or has been tolled to other parties.  This was a calculated decision based upon their outlook for the supply & demand balance in the United States power markets, which we agree with. We applaud El Paso’s decision to remain price-neutral in this environment.
On the other hand, El Paso remains somewhat exposed to the long-term price of natural gas, due to its E&P operations.  Production contributed 33% to consolidated earnings in the quarter, compared to 20% a year ago.  El Paso is aggressively hedged, and the long-term demand for gas infrastructure, driven by the strong growth in gas-fired generation, remains.  However, we remain cautious on El Paso’s Production unit given weakness in the forward gas markets.  Longer term, we also think that El Paso is likely to reduce the proportion of earnings in E&P which will be positive for valuation.

SUMMARY OF KEY BUSINESS SEGMENTS

Merchant Energy
El Paso’s Merchant Energy business posted another strong quarter, growing EBIT to $316 million from $251 million, or 26%, over the year ago quarter.  This business segment continues to make up the bulk of the company’s earnings, accounting for 34% of the total. This segment is broken into three operating units:  North American Merchant, International, and Petroleum Services.  In our opinion, the key growth driver among these operations is the North American market, which has shown the most strength over past quarters.  

In the third quarter, El Paso’s Merchant business benefited from the combination of higher trading volumes with a higher margin product mix.  Power trading posted the largest volume growth, increasing to 60.6 million MWH from 40.9 million, or 48%, on a year over year basis.  Gas volumes increased moderately, to 7.3 BBtue/d from 7.0 BBtue/d from the year ago quarter.  In addition, the El Paso profited from a shift in product mix, increasing its focus on higher margin origination structures.

Within the segment, Marketing & Trading and origination accounted for nearly 45% (evenly split) of the unit’s EBIT, up from 5% the year prior.  Management Fees increased to nearly 16% of the Merchant business, up from 12% over the same period.  The remainder, the segment’s asset based earnings, which are mainly related to the company’s refining facilities and international operations, decreased significantly as a percent of the total, falling to 40% from 83%.  This drop was primarily due to declining refining margins and lost revenues resulting from a fire at El Paso’s Aruba refining facility.
Another positive aspect of the company’s business is that approximately 70% of the segment’s earnings are turned into cash within the same reporting period.  These earnings generated from fees and transactions that close within a 90-day period, in our opinion, provide an additional layer of “quality” to the segment’s earnings base.  Furthermore, El Paso attempts to manage its portfolio such that only 10% of volume is marked-to market and the vast majority of the portfolio is realized in cash within a two year time horizon.  

Production
El Paso’s Production business proved to be a strong contributor this quarter, increasing EBIT over 106% to $307 million from $149 million year over year.  This segment, which made up 33% of the company’s overall returns, reaped the benefits of significantly higher natural gas prices and the incremental production generated from large capital investments made early in 2001.  Gas prices increased to $3.46 per Mcf (thousand cubic feet) from $2.60 per Mcf a year ago, while realized oil, condensate and liquids prices remained nearly flat over that same period.  We expect El Paso’s average realized prices to remain flat to slightly lower in 2001 and 2002, as El Paso’s hedges expire and they begin to sell forward at current market prices, which are lower than their previous average.  El Paso is currently 85% hedged for the remainder of 2001 at $3.79, 70% hedged for 2002 at $4.07, and approximately 44% hedged for 2003 at $3.99.  In comparison, at the end of 2Q01, El Paso was 76% hedged for 2001 at $3.84, 51% hedged for 2002 at $4.21, and 30% hedged for 2003 at $4.25.

Pipeline
The company’s pipeline business generated $273 million of EBIT in 3Q01, down 8% from $297 million in 3Q00.  Although throughput volumes increased 2.5%, to 18,536 BBtue/d from 18,084 BBtue/d, on a year over year basis, the segment was hurt by lower revenues from the late 2000 recontracting of capacity on the Tennessee Gas Pipeline system.  El Paso continues to invest in the pipeline business, as several projects are currently under construction or in development which will potentially add 8 billion Bcf/d to the unit’s capacity. 

Field Services
El Paso’s field services business unit returned a modest 3% increase in EBIT, earning $60 million in 3Q01 versus $58 million in 3Q00.  This slight upward movement was the mixed result of increasing gathering, processing, and transportation volumes offset by declining margins.  Gathering and Transportation volumes rose to 6,071 BBtu/d from 3,821 BBtu/d, an increase of 59%, while Processing volumes rose to 4,551 BBtu/d from 3,124 BBtu/d, an increase of 46%.  Countering this volume growth, margins on each of these segments fell to $0.14 per MMBtu from $0.17 per MMBtu, a decrease of nearly 18%.

Other - Global Networks
El Paso’s management declared that they are pulling back on the company’s investment in their Global Networks business, stating their view on the industry is “opaque” at best.  The company stated that they will only focus on bandwidth communications within Texas and limit all other spending in this area to merely cover maintenance requirements.  We view these strong statements by El Paso management to be significant, given the mixed signals provided by other Energy Merchant management teams over the past few weeks regarding the future of the bandwidth market.

We continue to view the bandwidth market with cautious optimism.  In our opinion there are two factors that, combined, need to be apparent before a market for bandwidth risk management products can exist.  First and foremost, our view is that the market needs to see a sustainable increase in the counterparty creditworthiness of the market participants.  Second, we will be watching for growth in bandwidth trading volumes, which will represent the validation of the market for risk management products, in our view.  Although we do not foresee this scenario in the near future, we remain bullish on the prospects for bandwidth trading over the long-term. 


KEY OPERATING FIGURES
	Operating EBIT:
	3Q:01
	3Q:00
	Comments:

	Merchant Energy
	$316
	$251
	Up 26%;  KEY LONG-TERM DRIVER: Increased structured origination, over 50% asset and management fee based activities

	Pipelines

	273
	297
	Throughput up 2.5%;  lower revenue from recontracted capacity on Tennessee Gas Pipeline

	
	
	
	

	Field Services
	60
	58
	Increased volumes offset by weaker margins

	Production
	307
	149
	Production volumes up 17%-benefit of early year capital spending;  realized gas prices up 33%

	
	
	
	

	Other
	(28)
	(8)
	

	Total Operating EBIT:
	$928
	$747
	Up 24%

	
	
	
	

	Interest expense
	$279
	$273
	

	Minority interest
	51
	54
	

	Income taxes
	97
	135
	

	
	
	
	

	Net income
	$405
	$284
	Up 43%

	
	
	
	

	Adjusted diluted EPS
	$0.78
	$0.55

	Up 42%; major adjustments for merger-related expenses and ceiling test charges

	Diluted shrs. outstanding
	519.6
	516.7
	

	
	
	
	

	Megawatt hrs. sold (MMwh)
	60.6
	40.9
	Up 48%

	Natural gas sold (BBtue/d)
	7.3
	7.0
	Up 4% organic growth


* all figures adjusted for various charges extraordinary items, the largest of which being those associated with their merger with The Coastal Corporation.



[bookmark: SSB_ReusableText][bookmark: SSB_Insert]Investment Thesis
[bookmark: TRC_THESIS]The successful adoption of their Energy Merchant platform, coupled with the continued stability of their pipeline segment, drives our 1H (Buy, High Risk) rating for El Paso Corporation.  Our 12-month price target of $65 reflects what we see as a current undervaluation of their existing merchant segment, which has gained significant traction over the past several quarters and which we now view as one of the leading Energy Merchants.  We see El Paso Corporation growing organically through the expansion of their merchant strategy into new commodity markets, and also through acquisitions, as we have seen in their pipelines, field services, and production businesses.
Company Description
[bookmark: TRC_DESCRIPTION]El Paso Corporation is a global diversified energy company, with business segments that include Merchant Energy, Pipelines, Production, and Field Services.  As demonstrated by their strong contribution to earnings, pipelines have traditionally been El Paso's focus.  However, we applaud El Paso's recent adoption of a Merchant Energy strategy-- one that combines trading and marketing skills with the ownership of physical energy assets.  El Paso has announced their intention to grow their merchant operations through replication of the strategy to new products and geographies, such as bandwidth and the European gas and electricity markets, and continues to grow their pipeline, field services, and production businesses through acquisitions.
[bookmark: SSB_ReusableText][bookmark: SSB_ReusableText]
ADDITIONAL INFORMATION AVAILABLE UPON REQUEST
# Within the past three years, Salomon Smith Barney, including its parent, subsidiaries and/or affiliates, has acted as manager or co-manager of a public offering of the securities of this company.
Securities recommended, offered, or sold by SSB: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested.  (c) Salomon Smith Barney Inc., 2025.  All rights reserved.  Any unauthorized use, duplication or disclosure is prohibited by law and may result in prosecution.  Please refer to ticker SSBDISCL for important Salomon Smith Barney Disclaimer information.
ADDITIONAL INFORMATION AVAILABLE UPON REQUEST
# Within the past three years, Salomon Smith Barney, including its parent, subsidiaries and/or affiliates, has acted as manager or co-manager of a public offering of the securities of this company.
Salomon Smith Barney ("SSB"), including its parent, subsidiaries and/or affiliates ("the Firm"), usually makes a market in the U.S.-traded over the counter securities recommended in this report and may sell to or buy from customers, as principal, securities recommended in this report.  The Firm or employees preparing this report may have a position in securities or options of any company recommended in this report.  An employee of the Firm may be a director of a company recommended in this report. The Firm may perform or solicit investment banking or other services from any company recommended in this report.
Securities recommended, offered, or sold by SSB: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested.  Although information has been obtained from and is based upon sources SSB believes to be reliable, we do not guarantee its accuracy and it may be incomplete or condensed.  All opinions and estimates constitute SSB's judgment as of the date of the report and are subject to change without notice.  This report is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security.  Investing in non-U.S. securities, including ADRs, by U.S. persons may entail certain risks.  Investors who have received this report may be prohibited in certain U.S. states from purchasing securities mentioned in this report from SSB.  Please ask your financial consultant for additional details.  This report has been approved for distribution in the United Kingdom by Salomon Brothers International Limited, which is regulated by the Securities and Futures Authority.  The investments and services contained herein are not available to private customers in the UK and South Africa.  This report was prepared by SSB and, if distributed in Japan by Nikko Salomon Smith Barney Limited, is being so distributed under license.  This report is made available in Australia through Salomon Smith Barney Australia Securities Pty Ltd. (ABN 64 003 114 832), a Licensed Securities Dealer, and in New Zealand through Salomon Smith Barney New Zealand Limited, a member firm of the New Zealand Stock Exchange.  This report does not take into account the investment objectives or financial situation of any particular person.  Investors should obtain advice based on their own individual circumstances before making an investment decision.  Salomon Smith Barney Securities (Proprietary) Limited is incorporated in the Republic of South Africa (company registration number 2000/025866/07) and its registered office is at Grosvenor Corner, 195 Jan Smuts Avenue, Rosebank, 2198, Republic of South Africa.  Salomon Smith Barney is a service mark of Salomon Smith Barney Inc.  
© Salomon Smith Barney Inc., 2025.  All rights reserved.  Any unauthorized use, duplication or disclosure is prohibited by law and may result in prosecution.
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