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	SUMMARY
· The Power Curve has softened since our last analysis (Power Curve 4, May 2).  Forward expectations are down 11%, 15% and 9% for 2001, 2002 and 2003, respectively.  The Spark Spread, an important measure of profit potential, has declined further: down 18%, 32% and 84%, respectively.
· Shape of curve remains "backwardated" - decreasing from a peak this summer.
· Softening trend has continued since January.  This period every region was affected with California and the West showing the largest declines.
· Power Producers: most favorable commodity pricing environment this summer--continue to expect positive earnings surprises 2Q and perhaps 3Q. 
· Recommendation to investors:  Expect near-term strength in Producers keyed off of strong 2Q expectations.  Recommend shifting portfolio toward Energy Merchants as we move into the summer.  Maintain positive ratings on both groups of stocks given strong near-term earnings visibility.
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The Power Curve has softened significantly since our last analysis -- Power Curve 4 on May 2.  As of May 17, forward power expectations have declined 11%, 15% and 9% for 2001, 2002 and 2003, respectively.  Forward prices now stand at $106.45 per megawatt-hour (MWh), $66.81 and $45.73, respectively.  The Spark Spread, a more important indicator of profitability for companies who own generating assets, has declined even further, down 18%, 32% and 84%, respectively, and now stands at $57.47, $20.82 and $0.64/MWh, for 2001, 2002, and 2003, respectively.Expectations in 2001, 2002 and 2003 are declining

POWER PRICES ($/MWh) - Annual
Historical Comparisons ($/MWh)
	1998
	$36.49

	1999
	$40.87

	2000
	$65.61



Forward Price Expectations (and change from 5/2/01 to 5/17/01)
Comparisons peak this summer

	2001
	$106.45
	down $13.36 (11%)

	2002
	$66.81
	down $11.68 (15%)

	2003
	$45.73
	down $4.56 (9%)



SPARK SPREAD ($/MWh) (spread between power & gas, assuming 10,000 heat rate)
Historical Comparisons
	1998
	$14.89

	1999
	$16.04

	2000
	$28.80



Forward Price Expectations (and change from 5/2/01 to 5/17/01)
	2001
	$57.47
	down $11.38 (18%)

	2002
	$20.82
	down $9.90 (32%)

	2003
	$0.64
	down $3.34 (84%)



On a quarterly basis, the outlook remains positive this summer, with year/year expectations remaining dramatically high (although having softened) for both power prices and the spark spread.  By 4Q, however, we see expectations turning negative.  Forward spark spreads triple for 2Q -- $74.80 vs. $24.27, and more than double for 3Q -- $99.89 vs. $40.20, but 4Q shows a decline:  $25.41 vs. $49.62.Quarterly comparisons peak this summer, 
decline 4Q

Quarterly Expectations - Power
	
	1Q
	2Q
	3Q
	4Q

	2000
	$28.75
	$57.18
	$79.92
	$104.59

	2001
	$105.65
	$121.46
	$143.71
	$74.59

	% Change
	267%
	112%
	80%
	(29)%



Quarterly Expectations - Spark Spread
	
	1Q
	2Q
	3Q
	4Q

	2000
	$1.09
	$24.27
	$40.20
	$49.62

	2001
	$29.77
	$74.80
	$99.89
	$25.41

	% Change
	2631%
	208%
	148%
	(49)%


Note: Italics for 2Q:01, 3Q:01, and 4Q:01 represent prices in the forward markets.
IMPLICATIONS FOR INVESTORS:  LONG THE PRODUCERS THIS SUMMER, THEN SWITCH TO MERCHANTS
The strong summer commodity comparisons suggests the likelihood of further positive surprises, particularly 2Q, for Power Producers.  Post 3Q, commodity pricing comparisons turn negative.  In the face of a negative commodity environment, companies with the most aggressive hedging programs and greatest pipeline of new plant development projects will maintain the strongest earnings visibility.  For example, we expect CPN (1H-$53.20) to double its megawatt capacity this year, and grow capacity about 60% in 2002.  Coupled with an aggressive hedging program (85% this year, 55% next year and 40% in 2003), positive earnings momentum is likely to continue well past the summer, even in the face of a more challenging commodity pricing environment.  We also think NRG (1H-$33.60) is well positioned to demonstrate earnings visibility past this summer, given its strong project backlog and hedging program.  Overall, among Power Producers, we will look for those companies with strong project development pipelines and active, market-focused hedging programs.CPN  is well-positioned to maintain earnings visibility past this summer

We are maintaining our positive ratings on both Power Producers and Energy Merchants at this time, in the face of a favorable near-term commodity price outlook.  However, we think Power Producers are likely to reach a seasonal peak relative to Energy Merchants this summer, and recommend lightening positions this summer and adding to positions in Energy Merchants.  Energy Merchants historically have shown much less earnings sensitivity to commodity prices since they primarily make money through trading and risk management, an activity which generates profits in both rising and falling commodity price environments.  Two “pure play” Energy Merchants -- Enron (ENE-1H) and Aquila (ILA-1H), have essentially zero earnings sensitivity to the level of commodity prices.  Profit margins remain steady in both rising and falling environments.  We especially think Enron is cheap given a cluster of events and concerns that have affected businesses at their periphery (e.g.:  India, 4% of assets), yet their core Merchant Energy (84% of earnings) platform remains solid. Others, such as Dynegy (DYN-1H; $54.85), Duke Energy (DUK-1M; $46.63) and El Paso (EPG-1H; $65.01), have very nimbly hedged and sold forward their generating capacity.  They are trading plant capacity like pork bellies, but the sophistication of their trading desks lets them make hedging decisions earlier than their peers, thereby locking in higher margins.  Such companies also aggressively match their long positions in power with offsetting long positions in natural gas.  We are particularly impressed with what Dynegy, Duke and El Paso have accomplished in this regard.Recommend ENE, ILA, DYN, EPG, DUK and MIR

VOLATILITY -- A SECOND ORDER FACTOR FOR ENERGY MERCHANTS, TO REMAIN STRONG

Volatility is a second order factor for Energy Merchants.  During 4Q:00 and 1Q:01, volatility ran at nearly double last year’s level, stimulating profitability of the energy trading desks of nearly every Energy Merchant we cover.  Energy Merchants get paid to manage volatility; the greater volatility is, the more money they make.  Although we have seen a decline in April and May volatility from 2000 levels, we expect that volatility should recover for the traditionally high summer season and continue to show shoulder-month strength as we move into the fall and winter.  For the full year, we expect 2001 volatility to match the already well above-normal volatility we saw during 2000.  We think volatility will gradually taper in 2002 and 2003.Volatility to
 remain strong

Volatility is a second order effect.  Far more important in energy trading/marketing is origination of energy risk management products and services, such as new long-term hedges or tolling agreements with customers.  We track this in the form of physical volumes delivered.  Generally, profitability tracks volumes, which have grown industry-wide in the significant double-digit range, between 15% and 65% percent.  We expect 20%-40% growth from 2001-2003, tapering modestly thereafter, with growth driven by the opening of new markets such as Europe, and new commodities, such as weather hedges.  Bandwidth trading is incremental to our view.Transaction volume growth to remain strong.

So, given rapid growth in volumes, we expect volatility to be incrementally positive in 2001, with a modest, gradual decline toward “normal” levels in 2002 and 2003.  A crucial point is that volatility is nearly completely independent of the level of commodity prices.  A rapidly declining price environment can also create tremendous volatility and opportunity for Energy Merchants to employ their services. We attribute the rise in volatility in 2000-2001 not to the rise in power prices, but to the uncertainty created by political and credit risk, as well as the increasing correlation of gas and power prices, which has brought greater volatility to the gas markets.  Electricity is naturally about 7x more volatile than gas; as electricity prices “inject” their influence into the gas markets, they increase gas volatility.  As disturbing as the events in California are, we expect political and credit risk to gradually subside after peaking this summer, bringing volatility down somewhat in concert.Volatility is independent of commodity prices

Power Price Volatility -- Month-by-Month Comparisons (Actual)
	
	2000
	2001

	January
	138%
	177%

	February
	55%
	134%

	March
	19%
	237%

	April
	142%
	122%

	May
	388%
	179%

	June
	545%
	

	July
	284%
	

	August
	168%
	

	September
	196%
	

	October
	103%
	

	November
	172%
	

	December
	281%
	



METHODOLOGY:  WHAT IS THE POWER CURVE AND THE SPARK SPREAD?  WHAT IS VOLATILITY?
The Power Curve measures the actual views of market participants who trade power in 11 regional power pools.  The Spark Spread measures the spread between forward power and natural gas prices.  This is the most important indicator of profit potential for operators of power plants where gas is the fuel input (cost) and electricity is the output (revenue).  The Spark Spread measures the difference between these two commodities.  We have assumed a “heat rate” of 10,000 which reflects peaking and older gas-fired power plants.  Newer plants being built typically have heat rates of about 7,000.  Using the latter metric results in higher spark spread values, but does not change the backwardated shape of the curve or the decline in expectations. The Spark Spread shows that gas is likely to remain firm over the next 3 years relative to power, especially in 2003, when the Spark Spread declines significantly.
SEE POWER CURVE 4 REPORT, PUBLISHED MAY 2.


Calpine Corporation# (CPN-$54.07; 1H)
Duke Energy# (DUK-$46.63; 1M)
Dynegy Inc. (DYN-$54.85; 1H)
El Paso Energy Corporation# (EPG-$64.17; 1H)
Enron Corporation# (ENE-$54.95; 1H)
#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.
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 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.
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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.  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.  The research opinions herein may differ from those of The Robinson-Humphrey Company, LLC, a wholly owned subsidiary of SSB.  Salomon Smith Barney is a service mark of Salomon Smith Barney Inc.  
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