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Executive Summary

Advancing A Sustainable Industry Amidst Uncertainty
Energy and utility companies are increasingly trying to balance infrastructure development needs and rising costs with financial
resources and risk.  Firms are focusing on sustainability; not merely reporting aspirations, but making investments in clean 
technology, energy efficiency, and carbon-friendly sources of energy and matériel.  Meanwhile, the industry must contemplate these 
competing demands amidst much uncertainty, whether about greenhouse gas regulation, renewable tax incentives, or rate recovery.

Natural Gas 
Prices Take Off

North America still struggles with advancing natural gas prices, as gas has emerged as a key lower emission fuel that can be 
deployed economically to power generation today and also serve as a bridge until clean coal and new nuclear generation can be 
constructed.
Unfortunately, LNG has not been able to take the “edge” off of prices, as North American destinations are getting outbid for 
supply due to burgeoning global demand.  The news doesn’t improve over longer time horizons.  It appears that greenhouse gas 
regulation may lead to further increases in gas prices, although opinions vary as to how much they might be affected.
Meanwhile, new nuclear plant development continues, but developers continue to see costs dramatically increase and are looking 
for ways in which to mitigate some of the financial risk independent of federal support promised in 2005.
The narrowing of the power supply-demand gap took a breather, as a softer economy and increasing demand-side measures helped 
moderate demand.  But despite lower forward heat rates, with long-term supply-demand fundamentals, rising fuel costs, and 
potential for extreme weather in various regions, few expect a trend to lower power market prices over an extended time horizon.

Sustainability 
Moves to the 
Fore

The language of sustainability has begun to permeate the energy utility industry.  Enterprises have begun to think beyond just 
sustainability reports to what constitutes a sustainability business model, implementing significant initiatives, e.g.,  green sourcing.
Renewable investment, particularly in wind power, continues to grow, although the investor mix is shifting from private equity to 
more traditional venture capital.  Utilities are also investing to own renewable “iron in the ground.”
Energy efficiency is emerging as a significant force in pushing off our supply shortfall at purportedly low cost (and no carbon), and 
we examine a few jurisdictions that have been successfully promoting energy efficiency, although more work remains.

Energy and 
Utility 
Companies 
Seek Economic 
“Sustainability”
as Well

Finally, economic “sustainability” is as much of a concern as environmental sustainability, and cost recovery is a key focus for all 
participants across the energy value chain.
FERC’s refined rate and financial incentives for new transmission, now in their second full year, are being selectively granted, but 
some question whether they are being applied (or denied) to the appropriate projects.
Greenhouse gas regulation (which many say is inevitable) and proposed CO2 cap-and-trade schemes are leading to a contentious 
discussion of who gets CO2 allowances, who pays for them, and where the resulting billions of dollars of wealth transfers may go.
Lastly, rate case activity is strong nationwide, with more than $7 billion of proposed rate increases requested and numbers of cases 
halfway through 2008 almost matching that of the entire year of 2007.  No end is in sight.
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Energy Industry Stock Prices

Are Utilities Undervalued?
Selected Statistics—June 2008

Group Averages at 
June 2008Company

P/E ROE
Alliant
Ameren
Aquila
CMS Energy
DTE Energy
Integrys
MDU Resources
NiSource
OGE Energy
PG&E Corp.

PSEG
Puget Energy
SCANA Corp.
Sempra Energy
UGI Corp.
UniSource 
Vectren
Wisconsin Energy
Xcel Energy

19
(σ = 12)

National Grid
Northeast Utils.
NSTAR

NRG Energy
Reliant Energy

AES
Allegheny Energy 
AEP
Constellation
Dominion
Duke Energy
Edison Int’l
Entergy
Exelon
FirstEnergy
FPL Group

Great Plains 
Energy
Hawaiian Electric
Pepco Holdings
Pinnacle West 
PNM Resources †
PPL Corp.
Progress Energy
Sierra Pacific
Southern Co.
TECO Energy  
Westar Energy

17
(σ = 4) 13%

ONEOK 
Piedmont Natural

Gas 
Questar
Southern Union
Southwest Gas 
WGL Holdings 

15
(σ = 2)

20
(σ = 2)

AGL Resources
Atmos Energy 
Laclede Group 
National Fuel Gas
New Jersey

Resources 
Nicor

17
(σ = 6) 13%

11%

CenterPoint
Con Edison
Energy East

16%

Calpine*
Dynegy †
Mirant** 

16%

0%

50%

100%

150%

200%

250%

300%

Diversified (Electric & Gas) Integrated Utilities Electric-Predominant Integrated Utilities
Gas Utilities Merchant Generators
Energy Delivery Utilities Dow Jones Industrial Average
Dow Jones Utilities Average

Notes: This panel is composed principally of Fortune 1000 energy and utility companies.  Prices are closing prices adjusted to reflect 
dividends, stock dividends, and stock splits.
P/E is common stock price (Jun. 4, 2008) as a multiple of trailing fourth-quarter earnings per share.  This is after extraordinary items 
under the applicable accounting standard.  ROE is calculated as Net Income Available to Common as a percentage of Average 
Common Equity (latest twelve months, annualized) as of Dec. 31, 2007.  Figures are rounded to nearest integer. 
σ means the standard deviation of P/E ratios for the group over the relevant period.  Averages and σ exclude statistics deemed “not 
available,” but include reported negative ROE figures.
† means P/E is greater than 70 and thus omitted from calculation of average and σ.
*Calpine’s stock price is tracked back to mid-January 2008 when it emerged from bankruptcy.  Calpine’s prior periods are not reflected 
in the normalized merchant stock price calculations. 
**Mirant stock price is tracked back to Jan. 2006, when it emerged from bankruptcy.  Mirant’s prior periods are not reflected in the 
normalized merchant stock price calculations.

Sources: SNL Financial (ROE, P/E, historical stock prices); The Wall Street Journal Online (for National Grid Group plc ADS’s P/E and ROE) 
(accessed May 19, 2008); Google Finance and www.bigcharts.com (National Grid Group plc ADS’s historical prices - close price 
adjusted for dividends and splits); ScottMadden analysis

Normalized Daily Stock Prices (May 2005–May 2008)
Averaged by Group

Merchants 236%

Gas 132%

Electric-Predominant 126%

Dow Jones Industrials 127%

Energy Delivery 121%

Diversified 116%

Dow Jones Utilities 138%

May
2005

May
2006

May
2007

May
2008

Index = 100% at May 1, 2005

The panel has been readjusted somewhat from the June 2007 stock price summary. 
In particular, AES, DTE Energy, Pepco Holdings, Puget Energy, and Xcel Energy 
have been re-categorized.  KeySpan Corp., Peoples Energy, and Duquesne Light 
have been omitted because they ceased trading after the consummation of their 
respective mergers.  Finally, Williams has been removed from the merchant 
category, having sold substantially all of its power assets in November 2007.
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Chief Executives Comment
Diversified (E&G) 
Integrated Utilities

Energy Delivery 
Utilities

Merchant 
Generators

Electric-Predominant 
Integrated Utilities

Gas 
Utilities

Considering Carbon, 
Conservation, and Cash

Investing in 
Infrastructure

Making Strategic 
Decisions

Growing Through 
Investment

Focusing on 
the Core Business

“We believe building a greener, 
low-carbon future is not only 
the right thing to do, but can 
make good business sense.”
(PSEG)

“[I]n order to allow our 
customers to more easily adjust 
to higher energy prices, and to 
allow shareholders to earn a fair 
profit, we must not wait decades 
for rate increases, but seek 
smaller and more frequent 
increases [and] automatic cost 
recovery mechanisms for large 
dollar items…” (Ameren)

“Our challenge now is to build an 
energy infrastructure that will 
meet our customers’ energy 
needs for the next 100 years, 
while keeping rates affordable.  
This will require major changes 
to our existing regulatory 
environment.” (DTE)

“Major initiatives under way now 
include energy conservation and 
demand-side management, a 
quadrupling of our wind power 
production over the next five 
years, growth in our midstream 
natural gas pipeline business 
through capital investment, 
acquisition of additional 
baseload electric generation and 
expansion of our regional high-
voltage transmission grid.”
(OGE Energy)

“We are entering a period of 
significant investment, and the 
development of our new 
operating model should allow us 
successfully to take on this 
challenge.” (National Grid)

“Looking ahead, we will stay 
focused on our core business of 
delivering energy and harnessing 
new technologies to create a 
“smart grid” to improve both 
our and our customers’ energy 
efficiency.” (Con Edison)

“As we continue to invest in new 
transmission, we expect this 
segment will continue to grow 
and represent about 50 percent 
of our earnings within the next 
five years.” (Northeast Utilities)

“In most of our natural gas 
service territory, we are pursuing 
decoupled rates, weather 
normalization and adjustment 
mechanisms, and funding to 
promote energy conservation, 
energy audits, and incentives for 
high-efficiency commercial and 
residential natural gas products.”
(CenterPoint)

“While we will take advantage of 
appropriate opportunities, we 
have no intention of acquiring 
just for the sake of growth…If a 
transaction increases 
stockholder value, we will 
pursue it.  Otherwise, we will 
work with our current fleet and 
development options to deliver 
strong financial results and cash 
flow returns for our investors.”
(Dynegy)

“[N]either developing nor 
constructing the first new 
nuclear plant to be built in the 
United States in a generation is 
for the ‘faint of heart.’ But our 
nuclear development initiative is 
well thought out from a risk 
perspective and proceeds on the 
principle that we intend to avoid 
scrupulously ‘the unknown, 
unproven and unconstructed.’”
(NRG)

“Concerns over climate change 
have led to strong opposition to 
any new coal plants, particularly 
because no one yet knows how 
to sequester the carbon dioxide 
produced in the combustion 
process or what to do with it 
once sequestered.” (Mirant)

“A Calpine and NRG merger…
creates…a fully capable, multi-
fuel, across-the-merit order 
company with four highly 
coherent regional businesses…”
(NRG)

“Although much remains 
unknown about evolving climate 
change rules and technology, 
one fact has become clear to 
stakeholders: Nuclear energy can 
and must play a role in reducing 
carbon emissions.” (Dominion)

“Our renewables business grew 
significantly in 2007 and now 
comprises 20% of our overall 
portfolio.” (AES)

“[W]e completed a record 
amount of infrastructure 
investment and significantly 
advanced several large initiatives 
that will over the next five years 
strengthen the electric system, 
improve customer service and  
help meet state environmental 
objectives.”
(Edison International)

“The catalysts to increase future 
earnings will be continuing cost 
management, execution on our 
investment-recovery strategy 
and steady organic growth.”
(Duke)

“We are striving to reduce the lag 
between when we invest capital 
and when that investment is 
factored into our rate base.”
(AEP)

“Over the years we have looked 
at a great many forms of 
financial reengineering and 
generally found them to be 
inapplicable, inappropriate, 
unnecessary or misleading.  This 
year’s look at [MLPs] was no 
exception.” (National Fuel Gas)

“Most of our growth for the past 
20 years has come from our 
disciplined approach to 
acquiring and integrating utility 
properties.  Although we remain 
interested in future acquisition 
opportunities, we are now 
focusing on opportunities to 
invest in our existing regulated 
and non-regulated operations.”
(Atmos Energy)

“[W]e have been able to maintain 
relatively stable gas prices for 
our customers despite 
turbulence in the wholesale 
natural gas market as the result 
of our disciplined and focused 
approach to gas supply 
acquisition.”
(Laclede Group)

“[R]esults continued to be 
pressured by the effects of 
higher operating costs—most 
notably bad-debt expense and 
depreciation—and weakening 
demand for natural gas.” (Nicor)

Sources: Company 2007 annual reports; offer letter from NRG CEO Crane to 
Calpine Board Chairman Patterson (May 21, 2008)
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The Investment Community’s View
Diversified (E&G) 
Integrated Utilities

Energy Delivery 
Utilities

Merchant 
Generators

Electric-Predominant 
Integrated Utilities

Gas
Utilities

Scale and Diversification 
Are Positive for Sector

Moving to Positive Growth 
with New Investment

Some Market Softness, but 
Favorable Fundamentals 

Slow to New Infrastructure 
but Positive Outlook

Regulatory and Ratemaking 
Support a Key to Success

“[S]pending trends for ‘T’ have 
shifted forward after a shortfall 
in 2007 to keep…in line with 
expectations.  Spending growth 
in ‘D’ was meager in 2007, but 
looks poised to ramp versus 
prior expectations.”

“[D]istributors have likely become 
accustomed to lower growth 
rates during 2007, and have now 
reset their expectations.  Now 
distributors sound too 
pessimistic…”

“[A] stronger financial profile is 
necessary to compensate for the 
rising business and operating 
risks that go in tandem with the 
exceptionally large capital 
programs…”

“While earnings in 2008 may be 
restricted by the weakness in the 
housing market, we see some of 
the largely electric distribution 
utilities benefiting from 
anticipated rate increases and/or 
a full year of rate increases 
implemented in 2007.”

“Multi-utilities that participate in 
competitive wholesale and retail 
power markets should benefit 
from firming power 
prices…Some companies are 
lowering business risk by 
reducing exposure to trading and 
oil and gas exploration and 
production operations, while 
planning to use the proceeds to 
make large-scale share 
repurchases and debt 
reductions.”

“[U]tility consolidation will 
resume as smaller utilities are 
hard-pressed to compete for 
large infrastructure growth 
projects…We also believe larger 
utilities with a larger and steadier 
cash flow stream will command a 
lower cost of capital and reduced 
financing risk.”

“[R]ising construction costs and 
tightening environmental 
standards will combine to inhibit 
new plant construction and push 
some older plants into 
retirement.”

“[T]he merchant outlook has 
softened somewhat as reserve 
margin forecasts are not 
tightening in some spots.”

“Near term, reserve margins, 
commodity prices, and market 
heat rates have been the 
incremental issues affecting the 
sector.”

“Ultimately, Chinese and Indian 
long-term growth has driven up 
global energy infrastructure 
costs.  This has increased 
barriers to entry for merchant 
power, and increased the value 
of preexisting assets.”

“Through a mix of asset sales, 
equity issuance and debt 
refinancing, most power 
producers have succeeded in 
improving debt coverage levels 
and/or reducing interest 
burdens.  These companies have 
also divested some volatile 
trading operations and money-
losing toll contracts.”

“Given the low organic growth 
inherent in the sector, we believe 
some players may look for a 
tailwind by growing the rate base 
as aggressively as possible.”

“[O]ld regulatory approaches and 
long-lived assets stand in the 
way, and changing the nation’s 
approach to the provisioning of 
electricity will not come easy 
given the substantial investment 
dollars in play…[E]ven though 
there are hurdles ahead, and it 
may start a bit slow for some, we 
anticipate that retooling the grid 
will be an enduring trend.”

“[W]hile the much touted "nuclear 
renaissance" in the U.S. is still 
coming, it will move at a 
relatively slow and deliberate 
pace…[C]ompanies are cautious 
and keenly focused on risk 
management.”

“The sector has started to recover 
from the downturn that 
reflected, we believe, the fears 
over the possible impact of the 
mortgage crisis and credit 
tightening on the economy and 
the broader market…[E]lectric 
utility shares will continue to 
recover.”

“Robust long term gas prices, 
tightening supply and demand, 
high construction costs, and the 
expectation of climate change 
legislation all support continued 
outperformance for Integrated 
utilities.”

“[C]ustomer growth at all gas 
utilities will continue to be 
pressured until the housing 
market begins to rebound.”

“With ratepayers already paying 
higher prices for natural gas 
supply costs,…utilities will face 
an uphill battle in securing 
significant rate increases for 
delivery and maintenance.”

“With the persistence of 
economic uncertainty, gas 
distributors continue to 
outperform all other subgroups, 
largely led by names with rate 
stabilization and visible non-
regulated infrastructure growth 
catalysts.”

“[D]emand destruction and aging 
infrastructure remain challenging 
for the industry as it works with 
regulators to find common 
ground.”

“We remain positive on the long 
term fundamentals…, generally 
favoring E&P-exposed and/or 
FERC regulated businesses to 
the somewhat more mercurial 
state regulated utilities.”

Sources: Hilliard Lyons; Standard & Poor’s Stock Reports; Brean Murray Carret & Co.; 
Wachovia Capital Markets; Citigroup Global Markets; Moody’s; SNL Financial; 
KeyBanc; Stanford Group Company; Calyon Securities



Energy Supply, Demand, and Markets



8 Copyright © 2008 by ScottMadden, Inc.  All rights reserved.

Natural Gas Dynamics: The Story in Pictures
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...As Gas Storage Levels Are Down 
from 2006-07 (But Comparable to 2004–05)

Natural Gas Prices Have Risen Dramatically 
Since Mid-2007, Approaching Post-Katrina Levels
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Natural Gas Index Prices (Jan. 2004–June 2008) 
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...And Price Signals Seem to Be Sending
Rig Counts Upward Again

EIA Projects Price Moderation, but Natural Gas Futures Prices 
Indicate a Higher Floor Price at >$10/MMBTU

$0

$2

$4

$6

$8

$10

$12

$14

$16

Jul-08 Oct-08 Jan-09 Apr-09 Jul-09 Oct-09

Month/Delivery Month

Sp
ot

/
Se

tt
le

 (
in

 $
/

M
M

B
T

U
)

NYMEX Natural Gas Futures Prices (June 6, 2008 Settle)
vs. EIA Short-Term Gas Price Forecast (Henry Hub)

Sources: EIA; SNL Financial

NYMEX NG Futures Settle Price (by Delivery Month)

EIA NG Spot Price Forecast (Henry Hub) (by Month)

Source: Baker Hughes



9 Copyright © 2008 by ScottMadden, Inc.  All rights reserved.

Different Troubles for North American LNG: 
If We Build It, Will They Come?

U.S. LNG Imports (Jan. 2002-Feb. 2008)
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Liquefied Natural Gas (LNG) Imports Decline
• U.S. LNG imports were at 115 BCF for the first four months of 2008, 

considerably lower than the import total of 282 BCF at this time last year
• EIA’s 2008 LNG import forecast was revised downward to 580 BCF from 680 

BCF
• Through this past winter, global demand for LNG remained high, making 

higher prices available to LNG suppliers for deliveries to the Asia-Pacific region 
and Europe, and difficulty in getting LNG cargoes to North American shores

Supply Availability Is an Emerging Concern
• The relevant question when it comes to the LNG industry is not whether there 

will be adequate LNG infrastructure, which has been the perennial concern, but 
enough LNG supply

• With supply limitations, some have pointed to the potential of the industry to 
“overbuild” LNG regasification capacity.  About 40 LNG terminals are either
before FERC or are being discussed by the LNG industry for North America

• Proposed capacity, however, may begin to fall off:
– Supply availability and local opposition have caused some projects to be 

stopping merchant LNG projects, including Quoddy Bay (ME), Ingleside 
(TX), and Gros Cacouna (Quebec)

– Four U.S. Senators from states in which LNG terminals have been 
proposed are pushing legislation to limit FERC siting authority, which could 
further stall development in certain regions

Some Hope for Supply Recovery, But Market Uncertainty Remains
• RBC estimates that global liquefaction capacity will increase by at least 25% by 

2010, thus increasing the number of cargoes potentially traveling to the United 
States

• While supplies may recover, however, many industry observers point to the 
potential for continued uncertainty in LNG markets caused by:

– Geopolitical events (e.g., Iran and Venezuela are major LNG exporters)
– The nature of LNG capacity (perhaps more peaking and less baseload)
– Developer nervousness (as supply/demand dynamics) 
– Lack of global interchangeability of LNG (causing increased costs to adapt 

the gas to North American standards)
– Continued status of North America as a seasonal (summer), “swing” market 

and variability of supply to that demand profile

Sources: Energy Information Administration; SNL Financial; Federal Energy Regulatory Commission; 
Natural Gas Week (May 19, 2008)
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Nuclear: New Alliances and Cost Recovery Concerns

Technology

Submittal Dates TBD

2007 2008
New Reactor Licensing Applications (as of May 29, 2008) - Estimated Schedule by Fiscal Year

2013 20142009 2010 2011 20122005 2006

Southern - Vogtle (GA) (2)

Design Certification Amendment
TVA - Bellefonte (AL) (2)

Progress - Harris (NC) (2)

Duke - Lee Station (SC) (2)
SCANA - Summer (SC) (2)

Design Certification
Dominion - North Anna Dominion - North Anna (VA) (1)

Vogtle Early Site 

Progress - Levy Cty. (FL) (2)

Entergy - Grand Gulf (MS) (1)

Entergy - River Bend (LA) (1)

Design Certification
UniStar - Calvert Cliffs (MD) (1)

UniStar - Nine Mile Point (NY) (1)

AmerenUE - Callaway (1)
Amarillo Power - TBD (TX) (2)

Alt. Energy Hldgs. - Bruneau (ID) (1)

NRG - So. Texas Project (TX) (2)

Design Cert. - Mitsubishi USAPWR
Luminant - Comanche Pk. (TX) (2)

Clinton
Unannounced Applicant ESP

Unannounced - TBD
Unannounced - TBD

Entergy - Grand Gulf 

FPL - Turkey Pt. (FL) (2)

Exelon - Victoria Cty. (TX) (2)

DTE - Fermi (MI) (1)

PPL - Bell Bend (1 )

Duke ESPs

Blue Castle Project - Utah

Applications roll in: As of May, eight new applications have been 
submitted (six docketed) since NRG filed for its COL license with the 
NRC last September
JV competition: NRG formed a joint venture with Toshiba in March 
2008, creating a subsidiary, Nuclear Innovation North America LLC 
(NINA).  The JV will split its efforts between the South Texas Project 
(STP) and the development of new projects ($300 million over the next six 
years).  It plans to provide the NRC a letter of intent for at least one new 
project in 2008.  Anticipated JV advantages:

– Contractor certainty: Toshiba will be the prime contractor for STP 
Units 3 and 4 using its advanced boiling water reactor design

– Price certainty: NRG claims it can lock in a fixed-price contract 
with Toshiba to obtain its ABWR technology at a lower price than
other new unit estimates

Unistar Nuclear Energy, spearheaded by Constellation Energy, added 
Electricité de France as partner last July, receiving an investment 
commitment of $625 million.  Unistar hopes to establish Areva’s EPR 
technology, not yet certified, as a broadly accepted standard
Recovery assurance sought: Uncertainty about disallowance of new 
nuclear costs has been a major factor hampering more rapid nuclear 
development. For example, to spur development, Kansas recently enacted 
a law to facilitate recovery of certain nuclear development expenses.  Key 
features include:

– Statutory coverage related to preliminary engineering, study, 
feasibility, prepayments for major equipment, and permitting costs 
only

– PUC review of prudence and reasonableness of costs before 
developing a recovery mechanism

Several other states have legislation permitting recovery of prudent pre-
construction costs for new nuclear plants, including Florida, Georgia, 
Iowa, Louisiana, Mississippi, North Carolina, and South Carolina

Applications roll in: As of May, eight new applications have been 
submitted (six docketed) since NRG filed for its COL license with the 
NRC last September
JV competition: NRG formed a joint venture with Toshiba in March 
2008, creating a subsidiary, Nuclear Innovation North America LLC 
(NINA).  The JV will split its efforts between the South Texas Project 
(STP) and the development of new projects ($300 million over the next six 
years).  It plans to provide the NRC a letter of intent for at least one new 
project in 2008.  Anticipated JV advantages:

– Contractor certainty: Toshiba will be the prime contractor for STP 
Units 3 and 4 using its advanced boiling water reactor design

– Price certainty: NRG claims it can lock in a fixed-price contract 
with Toshiba to obtain its ABWR technology at a lower price than
other new unit estimates

Unistar Nuclear Energy, spearheaded by Constellation Energy, added 
Electricité de France as partner last July, receiving an investment 
commitment of $625 million.  Unistar hopes to establish Areva’s EPR 
technology, not yet certified, as a broadly accepted standard
Recovery assurance sought: Uncertainty about disallowance of new 
nuclear costs has been a major factor hampering more rapid nuclear 
development. For example, to spur development, Kansas recently enacted 
a law to facilitate recovery of certain nuclear development expenses.  Key 
features include:

– Statutory coverage related to preliminary engineering, study, 
feasibility, prepayments for major equipment, and permitting costs 
only

– PUC review of prudence and reasonableness of costs before 
developing a recovery mechanism

Several other states have legislation permitting recovery of prudent pre-
construction costs for new nuclear plants, including Florida, Georgia, 
Iowa, Louisiana, Mississippi, North Carolina, and South Carolina

Continued Uncertainty for New Nukes
• Construction cost estimates have increased in recent years, 

with recent estimates of $3,000–$8,000 per kilowatt, in many 
cases before transmission costs

• Regulatory recovery remains a risk, generally proportionate to 
escalating costs

• Uncertainties remain, as three of five designs aren’t certified, 
federal guarantees appear insufficient, and confidence in 
adequate spent waste storage is needed

Combined License Phase (Projected)

Combined License Phase

Hearings

Early Site Permit Phase (Projected)

Early Site Permit Phase

Design Certification Phase

Source: Nuclear Regulatory Commission

Legend

Project description: Applicant – Unit Name (State) (No. of Units Proposed) 

AP 1000

ESBWR

EPR

ABWR

USAPWR

Site or 
Technology 
TBD

Sources: SNL Financial; Nuclear Regulatory Commission (as of May 29, 2008); 
Nuclear Energy Institute; company press releases
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Power Markets Update
Slower Economic Growth and Selected Capacity Expansion  

Has Deferred Some Reserve Margin Tightness
Demand-Side Resources Are Increasing 

in Many Markets

After Some Moderation, However,
Peak Power Prices Are on the Rise
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Citigroup Global Markets, Spark Spread Biweekly (June 2, 2008)

• Increasing power supply scarcity was generally less problematic across 
the country over the past year.  Some near-term forecasts show 
declining forward heat rates, indicating continued dampening of demand 
growth due to a soft economy

• Prices, however, are not necessarily reflecting this “slack,” as they have 
edged up in recent months, as coal and gas prices continue to escalate  

• Moreover, some regional disparities exist.  For example, Texas saw 
wholesale market prices surge this spring despite a general absence of 
“tightness’ in the market, worrying market officials and regulators and 
threatening competitive retail suppliers 

• Long-term, there remain reasons for worry about reserve margins.  One
recent report identified 228 GW of potential retirements, largely due to 
economics driven by age and cost of environmental compliance.  With 
coal projects stalled and new nuclear years away, and expectations of 
resumed healthy economic growth in 2009, supply adequacy will again 
be a nagging problem
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SO2 and NOx Emissions Markets: Mixed Messages

SO2 Markets Show Some Softness
• Spot prices have significantly decreased from last year and are trending down, and recently there has been a lack of market volume and volatility
• SO2 futures are also trending downward 
• Overall, the SO2 market has been softened, however, while EPA’s national air quality standard has been revised and 2009 Clean Air Interstate Rule (CAIR) 

emission cuts are pending, prices have not yet reacted
• SO2 prices are predicted to remain stable or decrease over the near-term with some intermittent spikes, pending resolution of CAIR litigation (below)

But NOx Markets for 2009 are Tightening
• Annual NOx market prices for 2009, the year in which the next phase of CAIR compliance begins, continue to rise.  2009 vintage allowances have been 

trading in the $4,000 to $5,000 per ton range since mid-April
• The EPA estimates that, looking at market fundamentals, 2009 annual NOx prices should be between $1,500 and $2,000 per ton, based upon capital costs 

required with NOx reduction.  The EPA observes that current markets are not driven by this, as selected catalytic reduction capital costs would have to be five 
times current levels to justify a $3,000 per ton NOx reduction cost

• Current vintage NOx prices, however, remain low.  Before the NOx budget trading program began, the EPA estimated that 2007 allowance prices would be 
more than $5,000 per ton (in 2006 US$).  But 2007 and 2008 prices (prompt vintages) have been well below that, recently settling in the $700 to $800 per ton 
range

Legal Challenges Create Uncertainty
• A key issue for emissions markets is the resolution of a federal appeals case in which North Carolina challenged CAIR and the EPA’s authority and discretion 

to implement its emissions trading program.  The challengers believe, and the appeals court seemed to indicate, that the EPA should tighten its requirements
• Separately, in an action brought by a number of states, the D.C. Federal Court of Appeals vacated the Clean Air Mercury Rule, which provided a cap-and-trade 

approach to regulating mercury emissions rather than mandate best available control technology
• Pending resolution of these cases, some uncertainty will remain around EPA programs and allowance pricing dynamics

Sources: SNL Financial; Evolution Markets; EIA; EPA; FERC; MSNBC.com; Troutman Sanders; 
BNA Environment Reporter (Mar. 28, 2008); Cooper Environmental Services
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Carbon Emissions Markets: What Can We Learn from Europe?

Sources: Industry news; Point Carbon, Carbon 2008: Post-2012 Is Now (Mar. 11, 2008); European Climate Exchange; 
Pew Center on Global Climate Change; www.ecb.eu/stats/exchange/eurofxref/html/eurofxref-graph-usd.en.html
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• Debate continues over the features of a greenhouse gas (GHG) cap-
and-trade program as part of debate of federal GHG legislation

• Meanwhile, the U.S.’s first GHG cap-and-trade program—the Regional 
Greenhouse Gas Initiative—takes effect soon, beginning in 2009

• In deliberations of policy and implementation approaches, policymakers 
are looking at Europe’s carbon emissions trading scheme (EU-ETS) for 
lessons

• Some of the EU-ETS’ Phase I shortcomings have been well-publicized: 
overallocation of allowances, “windfall” energy prices (which included a 
CO2 adder despite free allocations to utilities), and lack of a reliable 
emissions baseline for some member states

• Carbon price uncertainty and volatility were problems in the EU-ETS, 
which complicates the ability to make long-lived energy investment 
decisions

• Europe now enters Phase II (2008-2012) with reduced allocations, so 
markets and regulators will be looking beyond the “trial period” of 
Phase I to further understand the markets’ dynamics

Europeans Expect CO2 Allowances to Be 
More Expensive Than They Thought in Early 2007

European CO2 Allowance Price Volatilities 
Were Significant During EU-ETS Phase I

Source: ECX
Source: Pew

NB: At June 1, 2008
1€ = US$1.5521

2007 Mean: €18

2008 Mean: €24
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Natural Gas and GHG Constraints: Possible Impacts
In April the Energy Information Administration (EIA) 
evaluated the potential economic impacts of the proposed 
Lieberman-Warner climate change legislation (S.2191)
(or “L-W”)

The EIA compared legislative impacts to its current forecast 
(which does not assume GHG regulation).  Under L-W, 
only 9 new GWs of conventional pulverized coal capacity is 
added by 2030 (EIA’s current forecast is 104 new GWs).  
Much of the difference would be made up for by renewable, 
gas-fired, oil-fired, or nuclear generation

In its base case assessment of L-W impacts, EIA found that 
national average delivered electricity prices (in present value 
terms) rise modestly by 2030, to 9.82¢ versus its current 
forecast of 8.85¢

EIA L-W projections are sensitive to two key uncertainties:
• Costs and availability of new technologies 
• Cost and availability of offsets outside of the energy 

sector, both domestically and internationally
But, if bullish assumptions about new technology development 
do not occur, gas demand for power generation could grow 
significantly

Several industry and business organizations also examined the 
legislation.  Their view:

• Natural gas price increases would be greater than EIA 
projects

• EIA forecasts do not take into account realities of 
constructing nuclear plants and of successfully deploying 
CCS widely at commercial scale*

Reality Check: Under Lieberman-Warner, If Clean Coal and New 
Nukes Are Expensive or Late, A Rush to Gas and Renewables

15

Notes: GHG means greenhouse gas.  CCS means carbon capture and storage.
*However, EIA captures this in its “Limited Alternatives” case.  **Price reflected is in 2007$

Sources: Energy Information Administration; American Council for Capital Formation/National Association of Manufacturers; 
National Gas Council; Global Insight; SNL Financial; Nuclear Energy Institute
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Renewable and “Clean” Energy: Show Me the Money
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Investment Continues, but Investor Mix Changes
• Investment in “clean” energy, which includes renewable and green energy, 

continues to grow despite a global economic slowdown
• Venture capital to the sector is increasing, even as private equity investment—

hit by the credit crunch—declines
• Wind is attracting the most investment, followed by biofuels, biomass, and solar
• The initial public offering of Ibedrola’s renewables arm for US$6.6 billion is the 

high water mark of investment valuations in the sector over the past 12+ months
• However, cost of capital for all projects, including renewables, continues to rise 

in the wake of the subprime meltdown.  As a result, there is more opportunity—
and need—to use equity in funding structures

Utilities Assume a Larger Role in Renewables Ownership
• Utilities are increasingly interested in renewable asset ownership, rather than 

merely acquiring green power through a power purchase agreement
• This goes in tandem with increasing receptivity of PUCs to “reasonable” rather 

than “lowest cost” resources, to support state-level green energy goals
• Also, contrary to belief, some utilities (via IRS private letter rulings) are finding 

that they can take advantage of production tax credits (PTCs), where deliveries to 
ratepayers are deemed “third-party sales”

Production Tax Credit Extension Is a Key Uncertainty
• Congress, in its 2007 energy legislation, extended the renewable PTC through 

year-end 2008
• DOE, however, recently found that PTCs (at least for wind power) are not as 

crucial for wind adoption as is transmission integration.  Nonetheless, many 
believe that a further PTC extension is critical for continued growth of 
renewables; some point to a slowdown of renewables development in mid-2008 
unless the PTC is renewed

• The outlook for extension through at least year-end 2009 looked promising 
earlier in 2008, particularly with passage of the Clean Energy Stimulus Act of 
2008, introduced as part of Federal housing foreclosure relief

• But observers are now less bullish that the PTCs will be extended, or that an 
extension would last more than one year, since there was little specificity about 
how they would be financed.  Under “pay-as-you-go” Congressional funding 
requirements, proponents face the difficult challenge of finding offsets from 
other programs

Investment Continues, but Investor Mix Changes
• Investment in “clean” energy, which includes renewable and green energy, 

continues to grow despite a global economic slowdown
• Venture capital to the sector is increasing, even as private equity investment—

hit by the credit crunch—declines
• Wind is attracting the most investment, followed by biofuels, biomass, and solar
• The initial public offering of Ibedrola’s renewables arm for US$6.6 billion is the 

high water mark of investment valuations in the sector over the past 12+ months
• However, cost of capital for all projects, including renewables, continues to rise 

in the wake of the subprime meltdown.  As a result, there is more opportunity—
and need—to use equity in funding structures

Utilities Assume a Larger Role in Renewables Ownership
• Utilities are increasingly interested in renewable asset ownership, rather than 

merely acquiring green power through a power purchase agreement
• This goes in tandem with increasing receptivity of PUCs to “reasonable” rather 

than “lowest cost” resources, to support state-level green energy goals
• Also, contrary to belief, some utilities (via IRS private letter rulings) are finding 

that they can take advantage of production tax credits (PTCs), where deliveries to 
ratepayers are deemed “third-party sales”

Production Tax Credit Extension Is a Key Uncertainty
• Congress, in its 2007 energy legislation, extended the renewable PTC through 

year-end 2008
• DOE, however, recently found that PTCs (at least for wind power) are not as 

crucial for wind adoption as is transmission integration.  Nonetheless, many 
believe that a further PTC extension is critical for continued growth of 
renewables; some point to a slowdown of renewables development in mid-2008 
unless the PTC is renewed

• The outlook for extension through at least year-end 2009 looked promising 
earlier in 2008, particularly with passage of the Clean Energy Stimulus Act of 
2008, introduced as part of Federal housing foreclosure relief

• But observers are now less bullish that the PTCs will be extended, or that an 
extension would last more than one year, since there was little specificity about 
how they would be financed.  Under “pay-as-you-go” Congressional funding 
requirements, proponents face the difficult challenge of finding offsets from 
other programs

Sources: SNL Financial; RenewableEnergyWorld.com; CNET News.com; World Business Council for Sustainable Development; Renewable 
Energy Focus (Jan. 4, 2008); Platt’s Electric Utility Week (Apr. 14, 2008); DOE, Energy Efficiency and Renewable Energy, 20% 
Wind Energy by 2030 (May 2008); National Renewable Energy Laboratory, Innovations in Wind and Solar PV Financing (Feb. 2008)
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Success Stories in Residential Energy Efficiency

Features of Selected Residential Energy Efficiency Programs

Targeted Segments Key Program Elements Cost Recovery Mechanism

British 
Columbia

Homebuilders, homeowners, 
low-income households, 
communities

High profile educational campaign; customers can use the web to measure 
their progress toward a set energy-saving goal
Free energy saving kits offered to low-income households; buybacks, and 
removal of old appliances

Offset by a two-tier rate plan to industrial customers, 
charging a lower rate for consumption levels below a 
target based on historical usage

California Homebuilders, homeowners, 
low-income households, multi-
family residential building owners

ENERGY STAR homes promoted through incentives to developers
Rebates offered for energy-efficient equipment, lighting, and appliances

Public goods charge.  
Efficiency portion: About 5.4 mills/kWh

New York Homebuilders, homeowners, 
low-income households

Close partnership between the state, utilities, contractors, and retailers to plan, 
design, and administer programs
Results measured for individual homeowners to ensure cost effectiveness
Programs coordinated through N.Y. State Energy Research and Development 
Authority

System benefit charge.  Each utility collects a sum 
equal to 1.42% of its 2004 revenue and submits this 
annually

Vermont Homebuilders, homeowners, 
multi-family residential building 
owners

Most programs coordinated through Efficiency Vermont
Focus on statewide standardization by partnering with energy-efficiency 
equipment and service providers 

Energy efficiency charge.  
About 3.7cents/kWh in 2006

Energy efficiency programs are coming of age, as utilities and 
governments learn what is working.  Most jurisdictions have a 
range of parallel programs and initiatives.  We look at a few 
examples here.

• Consumers Paying for EE: Most programs reviewed were 
funded by a government-approved surcharge on electricity bills, 
which help cover costs  

• Cooperative Approaches: Costs on comprehensive programs are 
typically shared across a variety of partners including government, 
utilities, and manufacturers and retailers of energy-efficient 
products

• New Homes Focused on Energy Star: New home programs 
focus on promoting ENERGY STAR-rated homes.  Some 
jurisdictions are using a “push-pull strategy,” incentivizing builders 
to adopt energy efficient building techniques while focusing 
marketing campaigns on home buyers to create demand

• Consumers Paying for EE: Most programs reviewed were 
funded by a government-approved surcharge on electricity bills, 
which help cover costs  

• Cooperative Approaches: Costs on comprehensive programs are 
typically shared across a variety of partners including government, 
utilities, and manufacturers and retailers of energy-efficient 
products

• New Homes Focused on Energy Star: New home programs 
focus on promoting ENERGY STAR-rated homes.  Some 
jurisdictions are using a “push-pull strategy,” incentivizing builders 
to adopt energy efficient building techniques while focusing 
marketing campaigns on home buyers to create demand

California

British
Columbia

New
York

Vermont

Participation Rate: 12% 
of VT ratepayers in 2006

Energy/Load Reduction: 
1% reduction in electric 
energy needs in 2006; 
cumulative 5.3% reduction 
since 2000

Participation Rate: 11% of single-family 
homes in 2006 were ENERGY STAR-
rated, along with 2.2%-3.6% of existing 
stock (in 2007)

Energy/Load Reduction: Energy 
savings of 31.7 GWh through Dec. 31, 
2007 for both existing and new ENERGY 
STAR-labeled single-family homes

Participation Rate: 
Not readily available

Energy/Load Reduction:
Forecasted energy savings 
of 735 GWh as of 2006*

Participation Rate: 
Not readily available

Energy/Load Reduction: 
566 GWh/year in cumulative 
savings  from FY 2003-2007

Note: *Includes three major CA electric IOUs and encompasses all residential electric efficiency, excluding low income programs
Sources: ACEEE; BC Hydro; NYSERDA; California Energy Commission; 2006 California utility energy efficiency reports; DSIRE; Efficiency Vermont
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An Introduction to Green Sourcing

Source: ScottMadden analysis

Traditionally, the convergence of the supply chain and “green”
has brought forth practices such as environmental certification,
product life-cycle assessments, pollution prevention, and 
product-based services (or reverse logistics).  ISO 14001 has 
standardized many of these practices.   

Increasingly, firms are measured on their sustainability efforts, 
and certain investors have adopted a “triple bottom line” of 
economic, social, and environmental performance.  Green 
sourcing helps firms improve those results.

Sourcing Strategy Components

Green 
Sourcing 
Defined

Green sourcing is a disciplined procurement 
methodology consistently applied across the 
organization to provide environmental performance 
improvement while minimizing cost

Green sourcing involves the following:
– Improving environmental performance while 

minimizing cost and increasing efficiency, applied 
across the supply chain and organization 

– Identifying effective process improvements and 
carbon- and waste-elimination strategies in the 
entire supply chain

– Treating environmental impact as a risk that must 
be reduced and/or avoided

The ideal green sourcing program
– Creates a partnership across the supply chain and
– Designs an information/material closed-loop 

model that passes information to the customers, 
suppliers, and utility managers in terms of credible 
environmental and social standards, options, and 
implications

Some 
Green 
Sourcing 
Strategies

Assess potential suppliers’ environmental practices and 
stewardship in order to avoid risk 

Update and monitor procurement processes and 
supplier performance for environmental impact 

Participate in the Green Suppliers Network to aid in 
identifying environmental waste and targeting the root 
causes of waste and loss 

Use value stream mapping to identify sources of waste 
and loss, and use the results to develop an efficiency 
improvement plan

Integrate supplier screening with raw material 
procurement and risk management processes 

Screen sourced products for safety, product risk, and 
supplier risk, and assign a risk rating to each category as 
well as to the overall product 

Forces 
Influencing 

Supplier, 
Product, and 

Service 
Selection

Purchase 
Price

Environmental 
Performance

Reliability 
of Service

Interfacing 
Processes Supplier 

Diversity
(WMBE)

Performance 
Track Record

Total Cost and Value 
of Ownership

Generic Steps in a Green Sourcing Program

Assess 
your company’s 

environmental 
position and 
expectations

Identify 
appropriate

suppliers 
and match 

with demand

Evaluate 
supplier

operations
against best

practice standards

Update & monitor
procurement

processes and
supplier

performance



Policy and Regulatory Activity
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A Quick Look at Electric Transmission Incentives

Selected Transmission Projects and Their FERC-Granted Incentives

If partial, how 
adjusted?

ROE 
adder CWIP

Cancellation 
recovery Other

PATH
(AEP/AYE)

Tehachapi (SCE) ROE adder 
reduced

Wichita-Reno-
Summit (Westar)

Twin Cities, etc. 
(Xcel in MN)

Canada-California 
(PG&E)

Select incentives
not accepted*

Susquehanna-
Roseland 
(PPL/PSEG)

ROE adder 
reduced

Middletown-to-
Norwalk 
(UIL Holdings)

Limited incentive 
for advanced 
technology

Rationales for Various Transmission Incentive Approvals and Rejections

Rationale Example

Approvals Project is large in scope and magnitude 
and not merely an expansion

Tehachapi (SCE)

Significant financial risk/project will 
greatly increase costs and rate base

Wichita-Reno-Summit 
(Westar)

Supports renewable energy and 
promotes policy objectives

Twin Cities, etc. 
(Xcel in MN)

Project included in RTO RTEP PATH (AEP/AYE)

Rejections
Not enough evidence showing the 
project is not “routine”

Conastone & Waugh 
Chapel substations 
(BGE)

Project included in an RTO expansion 
plan

Susquehanna-Roseland 
(PPL/PSEG)

Project is at an early stage Canada-California 
(PG&E)

Overview of FERC Order 679
• Order 679 permits companies to receive incentive rate treatments for power 

transmission projects
• Each applicant tailors its proposed incentives to the type of transmission investments 

being made, and projects are evaluated and approved on a case-by-case basis
• Order 679-A, issued Dec. 2006, revised Order 679 and limited financial incentives to 

new transmission projects, an attempt at a more cautious approach to granting 
incentives

• Various types of incentives exist
– Major incentives include incentive-based ROE adders; construction work-in-

progress (CWIP) recovery; and recovery of costs of abandoned 
facilities/canceled projects

– Some companies are coupling incentive-rate treatment filings for specific 
projects with the 50 basis point adder for RTO participation, though the adder 
is not project specific

• Some of these incentives were previously granted to independent transmission 
companies (RTO adder, recovery of CWIP, etc.)

Rules for Incentives under Order 679 and 679-A
• To receive incentives, projects must:

– Ensure reliability or reduce the cost of delivered power by reducing congestion
– Demonstrate a “nexus” between the incentive being sought and the 

investment being made
– Involve new infrastructure—projects must not be a work in progress or under 

construction and must not be “routine”
• Incentives for “advanced technologies” must have strong evidence
• Approval is favored for new renewable resources, especially wind

What Opponents Have Said
• Some FERC commissioners believe that

– Incentive rate treatments are being approved too easily
– Proper approval procedures are not being followed, and 
– RTO expansion plans, which support baseline projects, do not necessarily 

satisfy FERC’s standard of review for rate incentives
• Rate incentives should only be awarded to projects that face excessive or unique 

challenges
• Better non-transmission infrastructure improvement alternatives may exist

Prospects for the Future
• The jury is out on effectiveness, but the consensus seems to be that FERC will 

continue to grant incentives as long as there is a need to interconnect new generation 
and renewable energy to the grid

Full incentive awarded Partial incentive awarded
Note: *FERC allowed PG&E to recover prudently incurred pre-commercial and abandonment costs, but deferred its decision 

on the remainder of PG&E's request. The utility will need to resubmit its request once it completes future studies.
Sources: SNL Financial; FERC; FitchRatings; ScottMadden analysis
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CO2 Allowances: Big Money on the Table

Facets of Allowance Distribution: 
Potentially Advantaged and Disadvantaged Parties

Allocation 
vs. Auction 
of CO2
Allowance 
Is Taking 
Center 
Stage

The Senate began discussing a 
climate change bill, but tabled 
further action for now
The debate is increasingly 
focused on whether to allocate 
or auction emissions 
allowances
One report estimated that 
under the Lieberman-Warner 
proposal’s allocation of 
allowances, the following 
value would be received:*

– To the 100 largest power 
producers: $10.4 billion

– To regulated electric 
distribution companies: 
$5.7 billion

A Wall Street Journal editorial 
estimates that under an 
allowance auction scheme, 
auction revenues would be 
$3.32 trillion by 2050

Key Issues 
on the 
“How’s” of 
CO2
Allowances

Allocation vs. auction
Manner of allocation: MWh 
output vs. historical 
emissions/fuel
Phasing and volumes if 
allocate, then auction
Sectoral coverage
(e.g., power generation only or 
multiple sectors)
Regional, national, and global 
application and coordination
Disposition of auction 
revenues: to which good?
Alignment with technology 
developments

Generator Allowances

Load Serving Entity 
(“LDC”) Allowances

Auction

Allocate 
(and/or Grandfather)

Based on…

Fossil
Heavy

Fossil
Light

Neutral: relatively
DIS-ADVANTAGED

Relatively
ADVANTAGED: dis-
incented to improve

DIS-ADVANTAGED: 
highly incented to 
improve

Neutral or relatively
ADVANTAGED

Fossil
Heavy

Fossil
Light

Fossil
Heavy

Fossil
Light

DIS-ADVANTAGED: 
incented to improve

ADVANTAGED: 
some say a windfall

Historical Emissions 
or Fuel Inputs

Historical Power 
Output/Consumption

Note: *At an assumed allowance cost (or value) of $10 per ton of CO2
Sources: SNL Financial; The Wall Street Journal, p. A16 (June 2, 2008); EIA; 

CERES, Benchmarking Air Emissions (May 2008); ScottMadden analysis
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Rate Case Activity: As Strong As Ever
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Rate Cases Concluded by Year

Utility Rate Case Activity Continues Unabated Sizeable Increases and Lower ROEs Have Defined the Past Four Years

Average Rate Change (in $ Millions) and 
Average Authorized ROE (Gas & Electric)
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Selected Statistics from Pending 
Rate Cases as of June 10, 2008

No. of Pending
Rate Cases

Rate Increases 
Requested (Total)

Proposed Rate 
Increases as % 

of Revenue 
(Average)

Electric 41 $6.0 billion 13.63%

Gas 35 $1.25 billion 7.64%

Sources: Regulatory Research Associates; ScottMadden analysis

Rate Increases as a % of Revenue (Average)

Increases Requested Are a Meaningful Percentage of Revenues More than $7 Billion in Proposed Increases Are Pending

As infrastructure investment, fuel costs, and operating 
costs increase, and utilities seek to implement efficiency 

and other new programs, rate activity—and rate 
increases—continue to be pursued by many utilities
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Sustainable Enterprise Management – A SMART Model

What the Sustainable Enterprise Is… …And What It Is Not

Assessment of business model, policies, practices, and products to create a cohesive strategy 
to ensure readiness and to respond to building government and market forces

Emerging greenhouse gas (GHG) constraints
Shifting energy cost and independence fundamentals
Customer and investor preference for sustainability

Not just…
Energy efficiency
Renewables
Carbon footprint
Environmental compliance
Sustainability report, etc.

The SMART Model

A tool devised for a cohesive, integrated approach by ScottMadden 
and Alston + Bird

SScottcottMMadden adden AAlston lston RReadiness eadiness TToolool Maximize Opportunities
• Operational savings from efficiency measures; cost avoidance from 

reduced carbon footprint
• Asset value from renewable platforms and other methods of producing 

allowances and offsets
• Energy and carbon cost hedges from renewable resources under long-

term supply contracts
• Enhanced reputation, brand, and market capitalization
• Access to favorable costs of capital, insurance, and risk management
• Capture and monetization of GHG credits from current and prospective 

assets, energy management, and operational efficiency measures
• Enhanced employee recruiting and retention profile
• “Clean and lean” procurement and supply chain practices
• New products and services; monetization of these efforts

Manage Risks
• Operational impediments from GHG compliance
• Injury to reputation, brand, and market capitalization
• Exposure to damages, especially from nuisance lawsuits, given Supreme 

Court EPA carbon ruling and diluted standards for “standing”
• Unpredictable energy costs and unstable energy supply
• Increased cost of financing, insurance, and risk management from the 

application of sustainability risk profiles
• Challenges in responding to emerging regulatory and industry disclosure 

standards
• Tariff or other barriers to products and services based on their carbon 

content and/or performance vs. other sustainability standards
• Disadvantaged position in the labor market

Source: Alston+Bird, ScottMadden analysis



Managing the Energy and Utility Enterprise
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Utility Service Companies Under Stress
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Rising Costs Create Service Company Stress
• Service company costs are increasing; while it is not significantly faster than direct 

expenses, the absolute increases are drawing attention
• Since allocated service company costs end up in the utility cost of service, operating 

companies (OpCos) are pushing back
• State regulators are attacking service company costs in rate proceedings, often because

– Service company costs have increased substantially since previous rate cases and
– Justification for service company charges to OpCos, especially if based upon 

allocations rather than direct charges, is often lacking

Traditional Responses Are Not Producing the Desired Results
• Unfortunately, some of the actions that utilities are taking in response are not working:

The Shared Services Management Model Offers a Better Solution
• Several electric utilities, some with service companies and some without, have had great 

success implementing the shared services management model:
– Clearly defined support services, with direct charge-backs based upon actual usage 

and service levels
– Strong service level agreements (SLAs) with clear expectations for service quantities, 

levels, and costs
• The shared services model provides “the best of both worlds”—more accountability and 

control in the OpCos for service company costs, more accountability of support 
functions for performance and responsiveness, and economies of scale from centralized 
support functions

• Support function costs are more understandable to the OpCos and more defensible in 
rate proceedings because the percentage of direct charges is increased

Service Company Costs (Excluding Pensions & 
Benefits) Are Creeping Upward

Service Company Functions (Excluding Pensions & 
Benefits) as a % of Total Company O&M Expenses

0%

5%

10%

15%

20%

25%

30%

35%

40%

2002 2003 2004 2005 2006

High

High

3rd Quartile 3rd Quartile

Median
Median

1st Quartile
1st Quartile

Low

Low

Action Desired Result Unintended Consequences

Decentralize service company 
functions

OpCo control and 
accountability

Higher costs due to loss of economies of scale
Duplication and redundancy
Reduced consistency, control, and compliance 

Identical budgeted percentage 
cost changes for OpCos and 
service companies

Perception of 
fairness

Less-than-optimal allocation of resources

Service Company and OpCo 
joint oversight committees

Collaborative 
solution

Lack of reliable information on demand for 
services, service levels, and service-company 
performance prevents a consensus solution

Sources: FERC data; ScottMadden analysis

Ratio of Service Company Direct Charges to
Indirect Charges Varies Widely

2006 Service Company Direct Charges as a 
Percentage of Service Company Total Costs

Panel Average

Sources: FERC data; ScottMadden analysis

Sources: SEC U-13-60 Reports for 2002-2004; FERC Form 60 Reports for 2005-2006; 
FERC Form 1 Reports for 2002-2006; ScottMadden analysis
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Entergy Nuclear Spin-Off: Beginning of a Trend?

The Transaction
• In November, Entergy Corp.’s Board approved a spin-off of its non-utility nuclear assets, 

separating them from its regulated nuclear business.  The transaction will be financed by 
$6.5 billion in debt

• Entergy will also enter into an equal ownership nuclear services joint venture—EquaGen 
LLC—with the spun-off entity, Enexus Energy Corp.  EquaGen will operate the nuclear 
assets of Enexus and offer nuclear services to third parties.  Entergy Nuclear Operations 
will remain the operator of the utility plants

• Enexus will consist of Entergy’s competitive market nuclear assets and a power marketing 
operation

• The two transactions are to be completed in September 2008 

The Rationale
• Pure play: Enexus will be the only pure-play, emission-free nuclear generating company 

in the United States
• Shared operations expertise: EquaGen would hold nuclear operational expertise that 

could be shared between the non-utility spin-off and Entergy’s regulated nuclear units
• Distinct risk profiles: Separating the unregulated nuclear units from the regulated nuclear 

units creates two distinct businesses with differing risk and geographic focus
• Value creation: Entergy believes that Enexus EBITDA will be $2 billion by 2012 and that 

Entergy can achieve a 6% to 8% CAGR in earnings per share post-spin-off.  Beyond that, 
Enexus would grow through acquisitions, new generation, and through EquaGen’s 
growth.  Moreover, Entergy expects Enexus to be a “cash machine”

The Possible Hurdles
• Entergy states that new nuclear units would be developed under the regulated utility 

operation and not by the spin-off due to the difficulties of building new generation in the 
Northeast United States

• Regulatory approvals are still needed, and there is opposition from New York’s Attorney 
General.  Some analysts believe a September 2008 closing date is optimistic

• Troubled credit markets have created concern that Entergy will not be able to secure 
attractively priced financing for spin-off debt

• Some analysts are not concerned, however, with timing and approvals.  One analyst 
believes that “ETR’s non-regulated nuclear assets will continue to gain in value with or 
without the spin-off”

Sources: SNL Financial; Entergy investor presentations; Hilliard Lyons (Apr. 28, 2008)

Spin-Off Assets

Entergy Franchise Territory

Entergy Electric Service Territory

Entergy Nuclear Assets

Will Others Follow Suit?

There is speculation that other companies will also 
spin-off their unregulated assets.  Wachovia 
“expects more integrated electric companies to 
follow Entergy Corp.’s lead…in the next year or 
two,” but public comments have not necessarily 
reflected this sentiment:

Exelon says that it will “observe [the spin-off] 
with a keen eye and see what happens,” but has 
stated, “We wouldn’t just respond to this and 
say, ‘Yes, us too.’ ”

FPL is not yet convinced that a spin-off of 
their merchant wind generation is the way to 
go, but will be observing “with great interest”
Iberdrola SA’s spin-off of its wind business
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Gas Operations: Distribution Integrity Management Program
What is it? The Pipeline and Hazardous Materials Safety Administration (PHMSA) is developing a new rule regarding distribution integrity management 

programs (DIMP) for gas operators of all sizes
The rule is expected to be a high-level, flexible federal regulation.  It will be a new approach to pipeline maintenance and safety in that it will 
require operators to follow a risk-based program, rather than adhere strictly to a prescriptive set of regulations

Background Beginning in 2000, PHMSA published a series of rules designed to improve pipeline safety, establishing integrity management requirements for 
hazardous pipelines in 2000 and 2002 and for gas transmission pipelines in 2003.  Under these rules, operators were required to identify threats to 
their pipelines, analyze the associated risks, collect pipeline system data, and mitigate the applicable threats and integrity concerns
In late 2004, PHMSA wanted to issue a similar rule for gas distribution pipelines and created an industry stakeholder team to assess how such a rule 
could be designed and implemented.  The team produced a Phase I report in 2005, in which it assessed the current state of integrity management 
for U.S. gas distribution systems and defined a proposed framework for the new rule.  Phase II will involve rulemaking and developing guidance 
for compliance
The Gas Piping Technology Committee, an independent standards organization that has helped shape pipeline safety rules, is developing a 
guidance document designed to help operators understand and comply with the new program

Key 
Elements of 
the Rule

The proposed rule includes seven key elements for operators to follow:
1. Develop and implement a written integrity management plan
2. Know how the distribution system is operated and maintained
3. Identify threats, both existing and potential
4. Assess and prioritize risks

5. Identify and implement appropriate measures to mitigate risks
6. Measure performance, monitor results, and evaluate program 

effectiveness
7. Report performance to federal and/or state agencies

1970 1980 1990 2000 2010

New rule could be in place 
by mid-2009.  Operators 
would then have one year to 
develop their own plans

PHMSA may 
publish rule for 
comment in 
mid-2008

Pipeline Safety Improvement Act 
of 2003 required transmission 
operators to implement integrity 
management programs

Existing safety regulations 
for distribution pipelines 
were established in the 
early 1970s

Evolution of DIMP In 2006, Congress mandates 
installation of excess flow valves 
(EFVs) on new and renewed single-
family-residence service lines

DIMP Phase I 
Report published 
in 2005

Source: AGA, Integrity Management for Gas Distribution: Report of Phase I Investigations (Dec. 2005) 
(accessible at http://www.aga.org/NR/rdonlyres/F5CAE87B-1D67-4006-9D5C-8759181B0E56/0/0512DIMP.pdf)

Implications for Gas Distribution System Operators

DIMP will incorporate many 
traditional key practices (e.g., DOT 
reports, leak surveys, and required 
inspections)

However, DIMP will be a major shift 
away from a universal set of 
regulations, instead requiring a more 
tailored, proactive, risk-based 
methodology

■ Structured methodology for identifying and mitigating distribution system 
risks, especially in leak detection/repair and damage prevention

■ Required installations of EFVs on new/renewed single-family residence 
service lines (an exception to PHMSA’s “high-level” approach)

■ More frequent communication with utility commissions, as each state will be 
responsible for tailoring the DIMP for operators within its jurisdiction

■ More stringent requirements for tracking and reporting all relevant system 
data (e.g., materials, operating pressure, leak history, age, etc.)

■ More thorough documentation of processes

What Operators Should Do Now

Assess distribution system data 
(e.g., GIS, work management 
systems)
Compare existing processes to 
DIMP guidance
Identify potential impacts of 
DIMP on employees/contractors 
training, and other resources

What Operators Should Do Now

Assess distribution system data 
(e.g., GIS, work management 
systems)
Compare existing processes to 
DIMP guidance
Identify potential impacts of 
DIMP on employees/contractors 
training, and other resources
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ScottMadden, Inc., is a leading management consulting firm that 
specializes in the energy industry, shared services, and outsourcing.  The 
combination of our industry knowledge, consulting experience, and 
tailored approach distinguishes us from other firms.  We assemble small 
teams of consultants who bring deep experience and knowledge to each 
challenge and combine them with active client participation to facilitate 
an open exchange of ideas. 

Now in our 25th year, ScottMadden has served more than 300 clients, 
successfully delivering more than 1,500 projects—a testament to our 
proven approach to corporate progress.  Our clients are located 
throughout the United States and include some of the largest names in 
the energy industry as well as many other Fortune 500 companies. We are 
proud of our heritage and our ability to offer each client individual 
attention, regardless of size.

The culture we bring to clients is one of no bureaucracy, strong work 
ethic, and personal reward based on client success.  We are proud of our 
relationships cultivated by our candor, honesty, and commitment to our 
clients’ best interests.  ScottMadden prides itself in consistently delivering 
an exceptional consulting experience. 
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