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View from the Executive Suite

Executive Summary
Summer 2005 finds the financial burdens of many energy 
companies easing; however, new pressures are rapidly 
emerging. Natural gas and coal prices are forecast to 
remain stubbornly high for the next few years.  Increasing 
interest rates will stress companies with remaining heavy 
debt burdens.  The EPA has just promulgated new rules 
regarding emissions of mercury, SO2, and NOx.  Coal-
fired generators are feeling pressure to voluntarily address 
global warming in a dual effort to satisfy both 
environmental and return on rate base concerns.  And 
finally, the industry is beginning a slow march toward 
consolidation, several RTOs are becoming active, and 
there is renewed interest in expanding nuclear generation.  
We are pleased to bring you this concise overview of the 
state of the energy industry and hope that you find this 
document informative and useful.

Top Five Trends for Summer 2005
Satisfying Investors

After shoring up balance sheets over the past several years, total shareholder returns are again a high priority for 
most energy companies.  Many players acknowledge that consistent dividend growth is the major reason investors 
buy their stock.  Dividend growth is being achieved in several ways:  measured, sustainable earnings growth, cost-
cutting,  and share repurchases.  Utilities aspire to increase dividends while protecting balance sheet integrity and 
investing for long-term growth.

Industry Consolidation
The troubles of the last few years seem to have brought the industry to a crossroads where future growth seems 
possible often through consolidation.  The merchant generation sector, in particular, is ripe for consolidation as 
some players continue to struggle with heavy debt burdens and low long-term spark spreads.  Some vertically 
integrated utilities are also seeking merger partners for a variety of reasons, such as building scale, competitive 
reach, and/or financial strength.   With a few exceptions, we also see a retreat from electric/gas convergence 
mergers.

Increasing External Cost Pressures
Most energy companies have made significant progress in cutting internal expenditures.  However, almost all are 
facing increasing external cost pressures, such as rising interest rates, projected high fuel costs, and increasing 
renewables mandates.  Such pressures may:  limit the ability to refinance outstanding debt or raise capital for 
growth opportunities;  create both spark spread (natural gas) and “dark spread” (coal) exposure and risk;  and 
hasten investments in renewable energy or renewable energy credits.

Regulatory Engagement
With only modest organic growth potential generally available from return-to-basics strategies, earnings growth is 
increasingly being sought through structural (market design), wholesale and retail rate mechanisms, and the 
consequent increased engagement of utilities with their regulators.  Rate cases have been proliferating, focusing on 
issues such as fuel cost adjustment and rate base increases for T&D reliability investment, new generating capacity, 
and environmental expenditures.

Focus on the Environment
While Congress continues to stall passage of President Bush’s Clear Skies Initiative and the EPA promulgates its 
own set of litigation-bound emissions rules, many electric utilities are pursuing their own environmental agendas.  
In an effort to alleviate the conflicting concerns of investors, consumers, and the general public, many coal-based 
utilities are making significant capital expenditures (which may, or may not, increase rate base returns) and, for the 
first time, are publicly acknowledging climate change issues.

Source:  ScottMadden analysis; LT=long term.
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Stock Price History by Class

The word “merchants” is used to describe those engaged in merchant generation and/or merchant trading.

*2:1 stock split as of Apr. 28, 2005; normalized chart is adjusted for split.
NE means no earnings for trailing four quarters.

Sources:  Stock prices and 12-month rolling EPS from nasdaq.com; 
P/E ratio from Wall Street Journal.  All stock prices on graph are mid-month.  

Stock Information—June 15, 2005

AES
Calpine
Dynegy
Mirant (restructuring)
Reliant Energy

AEP
Aquila
Duke Energy
El Paso Energy
PG&E
Williams
Xcel Energy

Cinergy
Constellation
Dominion
Edison International
Entergy
Exelon
FirstEnergy
FP&L
PP&L
Progress Energy
PSEG
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Southern Co.  
TXU

Con Edison
Duquesne Light
Energy East
National Grid USA
Northeast Utilities
NStar*
Potomac Electric
Puget Energy
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NE
---
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9
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$1.44
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---
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$3.62
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$36.38
$18.93
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$72.50
$38.70
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$58.20
$44.66
$56.70
$39.92
$34.14
$83.27
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$29.39
$47.75
$20.93
$29.68
$23.38
$23.00
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Analysts Comment on the State of the Industry
What Wall Street Analysts are Saying About Various Companies, by Industry Segment
Merchant Traders and/or 
Generators

Turnaround story will continue 
unfolding positively.  Earnings rebound 
better than expected.  Globally-sourced 
financing alleviates risk of rising U.S. 
interest rates.  Significant opportunity 
from global power demand growth 
(AES).

Liquidity improving, but in race against 
time.  Spark spreads and gas-fired 
capacity factors not likely to increase 
until late in decade.  Significant debt 
maturities over next five years.  May sell 
more assets (CPN).

Financial results highly levered to 
recovery in spark spread.  Liquidity 
good, debt maturities extended to 2010.  
Generating asset diversity dampens 
fuel-price volatility, but little room for 
strategic errors (DYN).

Great value in core business, once 
reorganized (MIR). 

Greatly improved financial flexibility.  
Debt maturity, 2010.  Thirty-three 
percent coal-fired, but key to real 
success is improved spark spread (RRI).

Trying to Turn the Corner

Ex-Merchants Who Returned 
to Core Operations in 2003

Modest earnings growth for 2-3 years 
due to high ($3.7B) environmental 
expenditures and reduced plant 
availability.  Off-system sales into PJM 
& MISO will be a significant earnings 
driver (AEP).

Unhedged merchant capacity  continues 
to be a significant drag on earnings.  
Utility margins sub-par, rate relief 
needed.  Expect divestiture of select 
regulated assets (ILA).

Cinergy merger may aid merchant 
generation outlook.  Other objectives 
may include building financial strength 
for future separation of gas and electric 
operations (DUK).  

Focus is on NG production and 
transmission.  Will sell off remaining 
power and NG gathering/processing 
assets.  Sustainable value creation is 
elusive (EP). 

Will buy back stock, monetize stranded 
costs, invest $9.8B in rate-base 
infrastructure, secure some in-house 
generation capability (PCG).

Solid balance sheet.  Accelerated 
environmental spending program, 
$1.8B 2004-2008, cost recovery 
expected.  Merger provides portfolio 
diversity (CIN).

Ongoing growth, and higher priced 
contracts, in competitive supply 
business.  May feel pressure to merge 
since EXC/PEG merger (CEG).

Solid cash flow generator.  Financial 
framework in place to grow earnings 8-
10 percent through 2007 (ETR).

Enviable nuclear position is a major 
strategic and economic advantage going 
forward.  Combined EXC/PEG will 
have earnings leverage if PJM 
implements proposed capacity market 
structure (EXC).

Near-term EPS growth will be primarily 
driven by recent increases in 
distribution rates and POLR prices 
(PPL).

Solid financials, conservative 
management, steady earnings, growing 
territory (SO).

Attractive stock for investors who want 
strong dividend yield with modest EPS 
growth (ED).

Dividend above peer average.  
Respectable earnings (EAS).

May issue stock to fund transmission 
expansion (which is facing some 
political opposition.)  Have divested 
most competitive businesses, but will 
hold on to 1,440 MW because 
proposed LICAP (locational installed 
capacity pricing plan) will likely increase 
plant values (NU).

Low risk T&D.  Recently received 
favorable regulatory treatment for 
buyout of legacy above-market PPAs 
and construction of 18-mile 
transmission line under Boston (NST).

High capital expenditures on T&D.  
Modest EPS growth for next few years 
(POM).

LT EPS growth attractive, but near-
term growth hampered by significant 
regulatory lag caused by using a 
historical test year in rate case (PSD).

Integrated Utilities 
(some with merchant activity)

Stand-Alone T&D Entities
(some with a few generation assets)

Stable, but Limited Growth Solid and Growing Low Risk, Stable

Sources:  Analyst reports Jan-Apr 2005:  Williams Capital Group, Citigroup Smith Barney, Calyon Securities, 
JP Morgan, Maxcor Electric Utilities Research, Baird, Credit Suisse First Boston, AG Edwards, Hilliard Lyons, 

Wells Fargo Securities, Janney Montgomery Scott, BB&T Capital Markets, Morgan Stanley.  Company ticker 
symbol follows analyst comment.  B=billion, NG=natural gas, POLR=provider of last resort, PPA=power 

purchase agreements, EPS=earnings per share.    
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Chief Executive Officers Speak Out
Compendium of Comments from the Chairman’s Letters in Various 2004 Annual Reports
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For the first time since we became a 
public company in 1996, we lost 
money (CPN).

We have turned the corner on our self-
restructuring, right-sized our portfolio, 
and are regaining market confidence 
(DYN).

We finalized our bankruptcy 
reorganization plan.  We will 
incorporate off-shore and convert debt 
to equity (MIR).

We again experienced a loss from 
continuing operations due to a decline 
in retail gross margin (RRI).

We will continue to reduce debt, 
execute LT sales agreements, reduce 
O&M costs, and expand our services 
(CPN).

We are positioning ourselves for the  
inevitable consolidation of the energy 
sector (DYN).

We expected to emerge from Chapter 
11 bankruptcy by mid-year 2005 
(MIR).

We will continue to improve our 
financial flexibility and cost structure 
(RRI).

We restructured into seven operating 
units to improve customer focus and 
move more decisions to  the local level 
(AEP).

We aggressively realigned our portfolio 
and regained the financial flexibility to 
control our own destiny (DUK).

We continued to reduce debt and 
refocus on our core pipeline business 
(EP).

We completed major financial 
repositioning initiatives and began a Six 
Sigma process improvement program 
(ILA). 

We will focus on gaining regulatory 
approval for significant environmental 
investments for our generating fleet 
(AEP).

We will cautiously pursue new growth 
and develop a sustainable business 
model for merchant generation 
(DUK).

We will focus on continued stability of 
our core pipeline business (EP).

We will continue to reduce debt and 
may sell more core and non-core assets 
(ILA).

We improved our balance sheet and 
took proactive environmental steps 
(CIN).    

We achieved $100 million in Six Sigma 
process improvement savings, doubling 
our goal of $50 million (D).

We acted decisively by selling our 
trading JV, pursuing utility PBR 
incentives, repurchasing stock; and, 
increasing our dividend (ETR).

By almost any measure, we are better 
positioned today than we were last year 
(EXC).

We are proactively addressing the 
GHG issue and the next wave of 
federal environmental laws and 
regulations (CIN).

For the last five years, we have grown 
our asset base profitably, now it is time 
to grow returns on invested capital (D).

We will continue to be the consistent 
industry leader in total shareholder 
return (ETR).

Our participation in PJM will enhance 
our generation, trading and 
procurement opportunities (EXC).

We focused on the expansion of our 
infrastructure and its improved 
performance (ED).

We revised our LT strategy and exited 
our wholesale marketing and energy 
services businesses (NU).

We disposed of our InfrastruX 
subsidiary.  Our paramount role is to 
be a full-service combined gas and 
electric utility (PSD).

All of our utilities now operate under 
staggered, LT PBR plans.  These plans 
are key to our success (EAS).

We continue to invest in T&D 
infrastructure, pursue effective and 
efficient operations, and maintain 
disciplined financial objectives (ED). 

We have an ambitious regulated 
growth plan with infrastructure 
investments unparalleled in New 
England (NU).

We have refocused our strategy on our 
regulated utility operations (PSD).

We will continue to rationalize non-
core assets and under-performing 
businesses (EAS).

Merchant Traders and/or 
Generators

Ex-Merchants Who Returned 
to Core Operations in 2003

Integrated Utilities 
(some with merchant activity)

Stand-Alone T&D Entities
(some with a few generation assets)

Sources:  Energy industry 2004 annual reports and various news articles.  
PBR=performance based rates; LT=long term; O&M=operation and 

maintenance;  JV=joint venture;  GHG=greenhouse gas.      
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Market Trends and Emerging Issues

Supply Constraints Continue to Drive Gas Price Increases and Volatility
Demand for Gas Continues to Increase Steadily

• Increases in gas-fired power generation continues to be a key market driver (see inset 
at right)

• Industrial gas demand in 2004 continued to decline as a percentage of overall 
consumption.  As a result, volatility is expected to continue or increase, as the 
dampening effect of steady industrial gas demand is supplanted by greater volatility 
of power-driven gas demand

• Dry weather in the Pacific Northwest over the past several months, while not as 
pronounced as 2001, has substantially dimmed the outlook for hydro generation and 
will likely increase pressure on gas demand this summer

Supply Is the Constraining Factor
• Natural gas productive capacity has been flat to declining in North America. 

Generally, gross gas production is down from its 2000 peak

• 2004’s storm season, especially Hurricane Ivan, compromised Gulf production and 
cost about 170 billion cubic feet (BCF) production

• Lack of a dynamic international trade in gas has hampered ability to moderate gas 
price spikes

• Gas in storage is moderate compared to previous levels, but much of stored gas was 
procured at relatively high prices

• Liquefied Natural Gas (LNG is) seen as a key source of gas supply (some project it 
will account for 20 percent of gas supply).  Siting battles due to regulatory 
fragmentation, amount of investment required, and perceived safety/security risks 
have caused significant uncertainty as to when LNG supply will be significant.  The 
proposed federal energy bill, however, gives FERC primary jurisdiction, which may 
ease the current difficulties

• Other “unconventional” sources are seen as long-term hopes for the market (see 
quote at right)

Oil and Gas-Fired Generation is on the Margin >50 
Percent of the Time in Nearly 2/3 of the U.S.

“Moreover, new technologies are facilitating U.S. production of so-called unconventional gas reserves, 
such as tight sands gas, shale gas, and coalbed methane.  Production from unconventional sources has 
more than doubled since 1990 and currently accounts for roughly one-third of U.S. dry gas 
production….[T]he majority of growth in domestic supply of natural gas over the next twenty years will 
come from unconventional sources.”
—Remarks by Federal Reserve Chairman Alan Greenspan to the National Petrochemical and Refiners 

Association Conference (April 5, 2005) (citing Energy Information Administration projections) 

Source:  Cambridge Energy Research Associates

Sources:  Energy Information Administration; Cambridge Energy Research Associates
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Market Trends and Emerging Issues
Supply Constraints Continue to Drive Gas Price Increases and Volatility (cont’d)

S G ld S h C dit R h

Goldman Sachs 2005 Gas Price Forecast (March 2005)

Source:  Goldman Sachs Commodities Research

Source:  Oilenergy.com

Prices Are Expected to Continue to Rise and Remain 
Volatile

• General industry expectations are that gas prices will continue to remain high, given near-term supply 
constraints (various estimates range from $5.50 to $7.00/MMBTU)

• Lower productivity of wells, as well as increased rig day rates over the past year and increased costs of 
steel tubing and casings, is driving up marginal natural gas extraction costs

• Since the winter of 2002, there are some indications that gas prices have shifted to a fundamentally 
higher level (Federal Reserve Chairman Greenspan refers to a “recent shift in 
expectations…substantial enough and persistent enough to bias business-investment decisions….”)

• Offshore and onshore production (including those on federal lands) and development of Alaska 
reserves are seen as potential sources, but policy will dictate their viability

“We are entering a sustained period of higher natural gas prices and volatility.  The soonest we could see price relief is 2008, when new large LNG projects deliver new supply.  Delays could easily push that to 
2009.  The industry is becoming resigned to this environment, but it risks forcing consumers to look for alternatives to natural gas.… Beyond the end of the decade, North American gas demand may challenge 
even the ability of the LNG industry, especially when the unique risks of serving the market must be borne by the developers.”
—Michael Zenker, Cambridge Energy Research Associates, Senior Director of North American Natural Gas (February 16, 2005)

Implications for Clients
• Securing favorable rate recovery mechanisms for fuel and purchased gas is imperative, given 

continued gas price increases

• Non-gas-fired generators should continue to enjoy economic advantage, but a break in the supply 
“logjam”—through LNG or increased unconventional production or both—could threaten this 
advantage.  Developments should be monitored closely

• Risk management and astute fuel supply planning will continue to be critical competencies within 
generation organizations

• Identifying selective gas assets for potential acquisition or contracting (including storage) or 
divestiture (given their value in the current market environment) may be advantageous

Note:  MMBTU=Millions British Thermal Units (BTU)
Sources:  Oilenergy.com; Goldman Sachs Commodities Research;

Cambridge Energy Research Associates.
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Market Trends and Emerging Issues

Coal Markets Recovering from a Challenging 2004
Coal Demand Is Increasing

• Coal consumption continues to slowly increase due to economic growth, 
relative economics and availability vs. other power generation fuels (high 
prices of gas for power production, nuclear generation operating at or near 
capacity), and increasing demand from China and India (especially for coking 
coal for steel production)

• Coal fuels 51 percent of U.S. power generation and is expected to fuel 53 
percent of generation by 2025.  Consumption in the power generation sector 
grew by 1 percent in 2004 to 1,015 million short tons, driven not by increased 
coal generation (MWhs), but by increasing volumes of lower-BTU Western 
coal

• Demand continues to shift to Western coal (largely Powder River Basin) for 
environmental vs. Central Appalachian coal, despite its lower BTU content

Supply Has Been Hampered by 
Transportation Bottlenecks and 
Environmental Issues

• Domestic coal continues to provide the lion’s share of supply for power 
generation

• Getting coal to market was a major issue in 2004.  Railroad bottlenecks across 
the country delayed deliveries, although there is some expectation of 
expanded rail capacity beginning the latter half of 2005

• Production has increased as well, with a nearly 5 percent increase in Western 
production.  Appalachian coal production has increased but hasn’t returned 
to recent record levels.  Central Appalachian coal seams are thinning, and 
increasing emissions regulation, environmental lawsuits, and 
permitting/regulatory problems are making Eastern coal less competitive

• According to EIA, sourcing of coal for U.S. consumption is influenced by 
regulatory (i.e., environmental) policies and eventually by new technologies

• Unsettled public policies around emissions limits will continue to generate 
uncertainty in the coal markets

Key Dependencies 
for Coal Markets

• Increases in nuclear
generation capacity and
potential displacement of
coal-fired generation
(EIA baseline generation
forecasts only 2000 MWs)

• Greenhouse gas legislation/
voluntary GHG emission
reductions

• New technologies—
e.g., coal gasification
(IGCC), DOE Vision 21

• Increased economic growth
and warmer weather

Implications for Coal-Burning Utilities—
Managing Uncertainty

• Continue or institute astute fuel planning, which will continue to be important as utilities 
balance fuel inventory costs with uncertainties around spot availability

• Contemplate an optimal blend of spot and contract arrangements, given price uncertainty and 
cyclicality of the coal business

• Develop advantageous rate structures that provide some flexibility in procurement strategies, 
gainsharing and adequate fuel cost transfer to ratepayers

• Develop a regulatory strategy around and flexible remediation plan for emissions, especially 
greenhouse gas

• Identify areas where new coal development—traditional pulverized coal injection or coal-
gasification combined cycle—will test potential transportation capabilities

• Monitor closely relative economics of gas prices vs. coal (with emissions costs factored)

Source:  Platt’s Coal Outlook; Energy Information Administration; ScottMadden analysis;
Raymond James Equity Research coal industry report summary (Apr. 20, 2005).

Average Prices (Delivered) and Production of Coal 
Increased in All Markets in 2004
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Market Trends and Emerging Issues

Regional Transmission Organization Activity
FERC Chairman Pat Wood’s comments to ISO NE, NY ISO, PJM participants at a May 12, 2005 conference:

“You are the trailblazers of open access and competitive markets. The vision of competitive markets that you have built have shown the country what an 
independently-operated transmission grid and market can do for customers.”

Sources:  Industry news articles and RTO websites. NEPOOL=New England Power Pool;  ERCOT=Electric Reliability Council of Texas; PUC=public utility 
commission; FTRs= financial transmission rights;  RFP=request for proposals; ESBI=Ireland-based Electricity Supply Board International;  *The South 

is used to designate the area once expected to include the GridSouth and SeTrans RTOs.       

4/05 – Members told FERC they want to 
operate to meet the open access requirements 
of Order 888, but not to meet the 
requirements of RTO status.  BPA says that by 
federal law it cannot give up control of its 
transmission system and would want to 
withdraw from Grid West if it is required to do 
so

Grid West
4/05 – MISO formally launched its Midwest 
Energy Markets and began centrally 
dispatching wholesale electricity and 
transmission service throughout much of the 
Midwest.  MISO’s FERC-approved tariff calls 
for it to operate day-ahead and real-time 
energy markets for optimal dispatch of all 
regional generation

MISO

2/05 – The NY ISO deployed a new $32 
million state-of-the-art IT system which 
combines the real-time and day-ahead markets 
on a common platform.  This system improves 
the price convergence between the two 
markets and allows for more informed, precise 
and economical dispatching decisions

NY ISO

2/05 – ISO NE officially began operation as 
an RTO.  The ISO NE now exercises day-to-
day operational control of the region’s 
transmission systems and will be a single point-
of-control during emergency situations.  ISO 
NE says its operation costs consumers only 
about $0.60 per month 

ISO New England

4/05 – The PJM staff says that the 
implementation of its proposed Reliability 
Pricing Model (RPM) is necessary to avoid 
reliability problems by 2008.  The RPM aligns 
the price paid for generation capacity with 
overall system reliability requirements by 
utilizing forward auctions.  PJM members not 
all on board

PJM

5/05 – FERC may require Duke Energy to 
form an RTO to win approval of its proposed 
merger with Cinergy.  Duke wants to follow a 
plan similar to Entergy’s ITC.  Duke and other 
NC utilities, munis and co-ops are currently 
searching for an independent third party (ITP) 
to aid with regional transmission planning  

The South*

3/05 – FERC identifies SPP as a preferred 
candidate for Entergy’s independent 
coordinator of transmission
4/05 – To encourage new transmission 
investment in SPP, the FERC approved a cost 
allocation and recovery plan into the SPP 
tariff.   Generators will be charged an export 
fee on point-to-point transactions, which they 
will then pass on to their customers. This 
solution is unique to SPP to solve 
controversies over interstate upgrades

SPP

2/05 – CA ISO names BC Hydro executive 
Yakout Mansour as CEO
3/05 – CA ISO modifies bidding procedures 
to control escalation of uplift costs
4/05 – Modesto Irrigation Dist. announces 
exit from CA ISO’s service to join 
WAPA/SMUD by 10/05, citing less exposure 
to rolling blackouts, unpredictable increases in 
grid costs

CA ISO
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Market Trends and Emerging Issues

MISO “Day 2” Energy Markets Go Live
Midwest ISO “Day 2” Proceeds With a 
Whimper, Not a Bang

• After some delays to ensure adequate training and testing of systems, the Midwest 
ISO (MISO) “Day 2” energy markets went live on April 1.  In doing so, it 
implemented day-ahead and real-time markets, centralized dispatch, locational 
marginal pricing, financial transmission rights and other features that have been 
present in PJM for some time

• Expectations are that “Day 2” operations will improve reliability and lower 
energy costs as the grid is optimized over a larger area.  However, some market 
participants are concerned about higher prices caused by persistent transmission 
congestion given the time and potential economic disincentives to put grid 
upgrades into place.  Other issues are more practical (see inset below)

Some Key Features of MISO “Day 2” Markets
• Four financial hubs “provide price indices along the grid, which participants can 

use to contract or trade” (see diagram at right).  Loads and generators can bid 
into the day-ahead market.   Bilateral arrangements are permitted as well

• Costs will include energy costs (including losses), transmission congestion charges 
and “revenue sufficiency fees.” Revenue sufficiency fees are penalty charges paid 
to generators called upon to increase or decrease generation if load fails to 
forecast its day-ahead demand accurately

• In the real-time market, MISO sets generation economic target values for 
generators every five minutes based on the entire footprint.  There may be 
economic penalties associated with not meeting these set points

• MISO’s goal is to have 95 percent of energy cleared in the day-ahead markets, 
with the remainder clearing in the real-time markets

“Our analysis 
showed that the 
introduction of 
centralized security 
constrained economic 
dispatch using 
Locational 
Marginal Pricing 
should result in an 
annual gross 
production cost 
savings of 
approximately 
$255 million 
throughout the 
Midwest ISO 
region.”
—James Torgerson,

President and 
CEO, Midwest ISO

Midwest ISO Footprint and Trading Hubs

Ongoing Implementation Issues to Monitor

Sources:  Platts Power Markets Week; FERC press releases;
Midwest ISO press releases; ScottMadden analysis.

Vast MISO region:
15 states, 1.1 MM sq. mi.
Peak load: 107 GW
Generation:  132 GW
Transmission: 112,000 mi.

While staff reductions at the control area may be possible in the future, at 
present there is too much uncertainty in the division of functions between the 
balancing authorities and MISO.

Staffing

The ancillary services market has not been implemented.  In the future, loads will 
be able to purchase both energy and ancillary services in the market.

Ancillary 
Services

MISO must ensure that sufficient players participate in the market, including 
IPPs.  Only if there is true competition among suppliers will the theoretical 
benefits of market efficiency be realized.

Market 
Participation

MISO’s market monitor and participants will have to monitor bidding and 
pricing practices that lead to strange generation patterns.

Bidding 
Behavior

MISO must still address the practical need to determine the causes and solutions 
for declining reliability metrics.Reliability

One Practical “Hardspot”—Available Tools vs. 
Expectations for Balancing the Market
Key Issue for Ongoing Operations in MISO:  Whether and when MISO will move to a single 
control area or centralized (AGC) control of generation

• Balancing authorities (formerly control areas) still exist within the MISO footprint

• MISO took responsibility for calculating the net scheduled interchange for its control areas, 
though the control areas remain responsible for balancing load and generation

• Unlike tightly pooled PJM, MISO does not have automated generation control (AGC), which 
would facilitate balancing real-time generation and load.  Balancing authorities do have 
operating and spinning reserves at their disposal.  However, coordination with MISO and 
generation owners requires more manual processes and complex tools
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Market Trends and Emerging Issues

One Transmission Company Exits, Another Moves Forward
GridAmerica Calls It Quits

• GridAmerica, the only independent transmission company that combined 
assets of multiple companies, elected to disband effective November 1, 2005.  
GridAmerica, a subsidiary of National Grid USA, was formed in October 
2003 and is comprised of transmission assets of FirstEnergy, NiSource, and 
Ameren, which were to be managed and ultimately purchased by National 
Grid

• The end of GridAmerica was triggered by Ameren’s decision to exit the 
venture pursuant to an “out” clause in the original formation contract based 
upon an April 2005 review of business conditions.  Ameren’s exit reduced the 
size and scope of the venture, and no new partners and assets were likely to be 
added

• Another key driver for GridAmerica’s exit was that the Midwest ISO would 
be performing many of the regulatory functions that GridAmerica would 
perform, particularly long-term planning FERC Accepts Entergy’s Independent Coordinator 

of Transmission Proposal
• After extensive technical conferences, FERC accepted Entergy’s 2004 proposal to 

institute an independent coordinator of transmission (ICT) to oversee day-to-day 
operations of its transmission system, directing it to file additional tariff information, 
specifically the role of the ICT in granting transmission service

• FERC’s conditional acceptance of the ICT proposal gives transmission owner/operators 
a FERC-approved alternative to joining a full-blown RTO

• FERC clarified its other guidance to Entergy for winning final approval for its proposed 
ICT:
− Transmission service request process must be “transparent and understandable”
− It expects that Southwest Power Pool will be the ICT and will oversee, but not own, 

control, or operate the Entergy system
− FERC encouraged Entergy and the ICT to eliminate rate pancaking

• FERC likely to approve the  proposal on a two-year experimental basis, subject to 
monitoring

• While state regulators have responded favorably to the ICT proposal, industrial 
customers said the plan does not address market power issues and falls far short of 
FERC’s independence standards

2005200420032002200120001999199819971996

FERC Order 888 
Adopted (4/24/96)

MISO “Day 1”
Operations Begin 

(2/01/02)

Int’l Transmission 
buys DTE 

transmission 
assets (12/28/03)

Entergy 
proposes 

independent 
coordinator of 
transmission 

(4/01/04)

GridAmerica 
announces wind-

down of operations 
(4/26/05)

FERC Order 2000 
Adopted (12/20/99)

Trans-Elect buys 
CMS transmission 

assets (5/01/02)

TRANSLink 
suspends 
activities 
(12/01/03)

MISO “Day 2”
operations begin 

(4/01/05)

Evolution of Transmission – A Selective History

“While GridAmerica may not be a platform for growth at the present time, it is very likely that 
ITC business model will yield opportunities for National Grid in the future… We may well find 
that GridAmerica is simply an idea ahead of its time.”
—Jeff Scott, Chief Operating Officer, U.S. Transmission, National Grid USA

Sources:  Industry news; company press releases; FERC press releases;  
Leonard, Street and Deinard client update; Platt’s T&D.

GridAmerica’s Footprint
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Market Trends and Emerging Issues

PJM’s Proposed Reliability Pricing Model (RPM)

Key Points
• A demand curve-style pricing 

mechanism for capacity market prices

• A four-year auction for generation 
capacity

• Recognition of locational marginal 
pricing in capacity market prices

• Differing premiums placed on 
different generation capacity, 
including quick-start and congestion-
located assets

• A reliability backstop in case of 
emergencies

Causes of the Problem
• 1,973 MW were retired between 

2003-2004

• 2,439 MW expected to be retired 
2005-2007

• Load growth expected to expand by 
2,200 MW by 2009

• Decline in generation additions.  
Only 111 MW were added in 2003-
2004 and only 920 MW are currently 
under construction

• Using a load forecast four years out, 
market participants can lock in prices 
for capacity, and still have a chance 
to develop new projects

• Three other incremental auctions will 
be held to update the load forecasts 
and allow market participants to 
modify their positions

• While the players can lock in prices 
up to four years out, participants are 
compensated only for actual load 
served during the year for which they 
were bidding

• Provides integrated demand response 
participation

• Provides new incentives for new 
resources to be offered into forward 
auctions

• Allows merchant transmission 
solutions to offer incremental import 
capability into constrained areas to 
compete with generation solutions

• Provides a stable capacity price signal 
that can be an incentive for sustained 
investment where needed

How Would the RPM Work? Benefits

“If no action is taken to improve transmission and increase generation, parts of the PJM Interconnection will fail reliability tests starting in 2008.  The 
market is not coupled to locational value or operational reliability.  There is insufficient information to drive market participants to invest in generation and 
transmission.”
—Mark Gilrain, Sr. Engineer for Real-Time Market Operations at PJM

PJM would have to build 4,000 MW of new 
generation.  Delaying retirement of old 

facilities just postpones the problem

Amount of transmission needed cannot be 
built fast enough.  Cost would be about 

$700 million and some rights of way may 
not be available 

Other 
alternatives 

and 
issues

Add new generation Add new transmission

Sources:  Citigroup Smith Barney analyst report (Apr. 19, 2005); Electric Power Daily (Apr. 20, 2005).



13 Copyright © 2005 by ScottMadden, Inc.  All rights reserved.

Market Trends and Emerging Issues

The State of Competitive Retail Electricity Markets

These states have passed legislation repealing the 
restructuring process.

These states have passed legislation delaying the 
restructuring process.

These states have passed legislation suspending the 
restructuring process.

These states have completed studies investigating 
restructuring investor-owned utilities (power providers), 
and have decided not to pursue further action at this 
time.

These states are continuing to study and/or monitor 
restructuring investor-owned utilities, but are not 
currently pursuing further action.

The transition period for phasing in restructuring has 
begun in these states, and they are currently 
implementing a competitive electric utility market for 
investor-owned utilities.

Sources: U.S. Department of Energy; state regulatory commissions; ScottMadden research. 

California suspended direct access in 
September 2001 and officially suspended 
deregulation in January 2004.  Only two 
percent of residential customers chose to 
buy electricity from competitive suppliers. 
Customers are barred from leaving their 
regulated utility's electric service until 2013.

Some recent developments: 
• The Governor and PUC chair have 

proposed new deregulation plans as 
have the PUC staff and the 
California Assembly 

• In December 2004, the PUC laid 
out a framework enabling the 
utilities to sign long-term power 
contracts with independent 
generators and invest in their own 
generation

Arizona's Electric Competition Rules have come into 
question in a superior court and most recently an 
appellate court decision in March 2004.  Work appears 
to have been put on hold until the issues around the 
rules have been clarified.

The Oregon PUC concluded that the potential problems of offering choice to
residential customers outweigh the possible benefits.  It was further noted that the 
experience of other states showed that healthy retail competition was unlikely to occur 
in almost all circumstances.

The Texas market is maturing, resulting in compressed 
margins, signs of consolidation, and increased dominance 
by the incumbent utilities.  Most competitors are serving 
niche markets.  Creditworthiness, balance sheet 
requirements, and cash flow challenges continue to 
hinder the introduction of new players.  “Price-to-beat”
has increased dramatically due to gas prices.

Illinois “Post 2006” report expresses concerns about 
lack of competition and argues that it is “still too early 
to determine if residential electric choice will be viable 
in Illinois.”

Ohio PUC establishes rate stabilization plan for setting 
rates post-2006, to protect consumers from potential 
price spikes—foregoing a market-based approach. 

New York PSC issues a statement of policy 
directing utilities to develop individual plans for 
spurring the development of retail energy markets.

Pennsylvania market remains dominated by 
incumbent utility, rate caps will expire in 2010.

Virginia PUC declines to eliminate default 
service after finding less than 0.1 percent of 
eligible customers have chosen a competitive 
supplier.

Legend

Competitive Markets ReconsideredCompetitive Markets Reconsidered
Free-market-oriented CATO Institute
recommends either total abandonment of 
restructuring and a more thorough embrace of 
competitive markets OR a return to vertically 
integrated regulated monopolies. 

Center for Advancement of Energy Markets
rejects CATO’s stark choice between complete 
deregulation (including wires) and return to 
monopoly, pointing to rough patches in previous 
industry restructurings and the potential for 
technological innovation argue for perseverance 
with the open access model.
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Industry Consolidation

Mergers and Acquisitions Activity Heats Up
$50 billion worth of unions among electric and natural gas utilities was announced in 2004, according to Thomson 
Financial, the third largest annual amount in the last 15 years (only 1998 and 1999 were higher).

Goals for an Acquirer
• Enhance platform for earnings growth going forward

• Invest within the industry core competencies

• Gain “critical mass” within specific business areas
(e.g., nuclear, gas, etc.)

Reasons M&A Activity Will Likely Increase
• M&A generates earnings growth while mitigating risk in an environment of 

increasing cost pressures

• Economies of scale are possible through consolidation

• Current economic and financial market environment is highly supportive

• Stock acquisition “currency” of some utilities is valuable

Principal Barriers
• Ability to structure a transaction that provides attractive terms to the 

acquirer and target

• Lack of synergies between the acquirer and target

• PUHCA and other regulatory hurdles

Industry leaders expect increased M&A activity but do not foresee changes
in the predominant  core business focus, which is the regulated vertically 

integrated utility model.

Sources:  Industry news;  analyst reports; GF Energy 2004 Electricity Outlook; ScottMadden analysis.

Utility Industry Is Not as Concentrated as Others, 
Indicating Room for Further Consolidation

“A realization has occurred that the four percent consensus growth rate in earnings per share is not easily 
obtainable.  The absence of any silver bullets to fill the gap drives CEOs to merger and acquisitions.”

“The next logical use of cash historically is to go out and purchase another utility company.”
—Utility industry analysts

Industry Concentration Among Selected Capital Intensive Industries (2004)
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Industry Consolidation

Reshaping the Landscape with Mergers and Acquisitions 

Sources:  Company websites and presentations;  industry news;  analyst reports.

New Name: Exelon Electric & Gas (to be headquartered in Chicago, IL)
Combined Revenues:  $27 billion
Combined Assets: $79 billion
Combined U.S. Generation: 52,000 MW
Total Employees:  28,000
Total Customers: 7 million electric;  2 million natural gas

Strategic Rationale: Improved nuclear performance;  complementary operations;  common 
regulatory framework;  significant synergies and enhanced base and scope

Synergies: $500MM/year (85 percent from operations; 15 percent from increased nuclear 
production; 70 percent from the unregulated businesses 

Market Power Mitigation: Exelon and PSEG initially offered to divest 5,500 MW of capacity, 
through a sale of several fossil fuel units (2,900 MW) and through a “virtual divestiture” of some 
nuclear capacity (2,600 MW) through LT contracts.  After several parties claimed this divestiture 
was too little, the companies offered to sell an extra 1,100 MW of PJM capacity if FERC approves 
the deal without a hearing

Other Potential Deal Stumbling Blocks: Limitations on NJ impacts; regulator requirement for 
significant amount of synergy savings to be shared with ratepayers

New Name: Duke Energy Corp. (to be headquartered in Charlotte, NC)
Combined Revenues: $27.2 billion
Combined Assets: Approximately $70.5 billion
Total U.S. Generation: 54,000 MW
Total Employees: 29,350
Total Customers: 2.7 million electric;  1.7 million natural gas

Strategic Rationale: Optimize and strengthen portfolio;  improve prospects for merchant 
generation;  increase options for future stand-alone electric and gas businesses;  create immediate 
shareholder value;  fuel and geographic diversity;  consolidated trading and marketing will enhance 
opportunities

Synergies: $400 million (pre-tax)/year steady state synergy savings; staff reductions of five
percent of 29,350 workforce

RTO Requirement: Pat Wood said that the FERC is likely to order Duke to join an RTO to win 
FERC’s blessing of its acquisition of Cinergy.  Duke would prefer to have a third party just oversee 
its grid (similar to the FERC-approved proposal from Entergy)

Other Potential Deal Stumbling Blocks: PUHCA limitations, especially  in light of recent 
AEP/CSW ruling (see next page)

Exelon - ComEd
Exelon - PECO
PSEG

PJM

ComEd, 
PECO, and 
PSEG … all 
in Exelon …
all members 

of PJM

Cinergy 
is a 

member 
of the 
MISO 
RTO

Exelon/PSEG (Purchase Price:  $12 Billion) Duke Energy/Cinergy (Purchase Price:  $9.1 Billion)
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Industry Consolidation

Reshaping the Landscape with Mergers and Acquisitions (cont’d)

Sources:  Company websites;  industry news;  analyst reports.

New Name:  Not indicated
Combined Revenues: $10 billion
Combined Assets: $32 billion
Combined U.S. Generation:  17,000 MW
Total Employees:  18,000
Total Customers: 6.6 million (gas and electric)

Strategic Rationale: Put Berkshire Hathaway capital to work, provide stable ownership, access 
to capital and long-term planning to PacifiCorp that utilities in sparsely-populated states (such as 
many of those served by PacifiCorp) need to maintain reliability

Synergies:  None announced; MidAmerican CEO Sokol states that it is not a deal with 
employee or operating synergies

Potential Holding Company Act Issues:  AEP/CSW ruling (see PUCHA discussion at right) 
makes non-contiguous geographic combinations more difficult;  Berkshire Hathaway’s status as 
financial investor/conglomerate could now pose barriers under PUHCA as well

MidAmerican/PacifiCorp
PUHCA Becomes a Potential M&A Roadblock 
Again

• After relatively liberal interpretations of PUHCA over the past 10 years, an SEC 
administrative judge found that AEP and Central & South West Corp.—combined 
since June 2000—were “clearly noncontiguous” and thus did not operate in “a 
single area or region” as required under the Public Utility Holding Company Act

• Some argue that integration and larger footprints of markets makes PUHCA less 
relevant, but this ruling introduces additional uncertainty to any transaction decision

• Previously, a transmission contract path was sufficient; the SEC’s ruling now calls 
this into question.  One key distinction of the AEP-CSW situation relates to the 
nature of ERCOT, where significant CSW assets are located, as an electric “island;”
however the SEC administrative judge also rejected the position that the entire 
Eastern Interconnection was unified within the meaning of PUHCA

• AEP is appealing this issue.  However, PUHCA repeal is included in the current 
comprehensive energy legislation being considered by the Senate, potentially 
making the issue moot

Implications for Clients
• Be prepared to answer strategic questions that are antecedents to M&A activity—

whether you are at scale, what companies might complement your portfolio of 
business/activities, and what are truly achievable synergies from any transaction

• Watch developments at the appellate level closely for ultimate resolution of the 
AEP/CSW case

• Expect increased SEC scrutiny of current and future deals—especially where 
territories are not clearly contiguous.  Deals may receive additional scrutiny and 
potential risk of later review and revision or nullification

• Carefully consider corporate structures (and related impact on operations) to avoid 
strictures of PUHCA
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Industry Consolidation

Merchants Contemplate Consolidation
Overall Business Outlook for Merchant 
Generators Remains Challenging

• Merchants have been able to bridge near-term liquidity issues with major debt 
renegotiations and extensions last year

• Many merchants hope to make operating cost improvements and retire debt ahead 
of schedule; balance sheets, however, remain weak (see ratings at right)

• Prospects for increased operating cash flows to improve balance sheets are 
dampened by forecast high prices for gas (anticipated by some to hover around 
$7/MMBTU), which is the predominant fuel for merchants

Selected Improvements in Individual Situations 
Has Led to Talk of Consolidation

• Merchants like Dynegy, which has valuable gas operations, have been able to 
enhance liquidity by selling assets or have outright “cut their losses” through asset 
sales (as with Duke Energy North America’s Southeastern assets)

• Some merchant energy executives have begun talking about an inevitable 
consolidation in the sector (see quotes at right)

Implications for Clients
• Monitor closely refinancing and liquidity enhancement trends among merchants

• Assess whether scale and scope is achievable through strategic combination with 
merchant sector participants

• Identify potential supply synergies (to meet native load obligations) that may be 
achievable through strategic combinations

• For merchants, determine best way to enhance shareholder value—either as acquirer 
or seller

Company 
Fitch 

Rating 
Moody’s 
Rating 

S&P 
Rating 

Rating 
Trend/ 
Outlook

AES B B1 B+  
Calpine CCC+ B3 B  
Dynegy CCC+ B3 B  
Edison Mission B-* B1 B+  
Mirant DD Ca N/R  
Mirant Americas Generation DD N/R N/R  
Mirant Mid-Atlantic C N/R N/R  
NRG  B1 B+  
Reliant Energy B  B+  
Williams BB  B+  

Source:  FitchRatings, Outlook 2005:  U.S. Power & Gas (Dec. 16, 2004) (N/R means not rated) 
* Mission Energy Holding Co. 

 

Sources:  Financial Times; Dow Jones Newswires; rating agency reports.

Merchant Debt Ratings Are Improving But Remain Low

“The merchant power sector needs to consolidate.  However there is no clear consolidator 
because the sector’s second-tier 10-15 companies are all small, with only 10,000-
20,000 megawatts of power each.  In five years or less, there will be three to five main 
companies in the merchant power sector.  If you combine two or three, you will have the 
right scale and scope.’”
—Interview with Bruce Williamson, Dynegy CEO (Financial Times, May 13, 2005)

“The independent power producing sector is likely to consolidate as the financial health 
of several companies improves.  I think completely they’re [utilities mergers] more 
doable.  I think consolidation is going to happen.’”
—Analyst Conference Call with David Crane, NRG Energy President and CEO (Dow 

Jones Newswires, May 10, 2005)
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Industry Consolidation

Mergers and Acquisitions Expand the Scope of Utility Shared Services
Utilities growing through mergers and acquisitions are expanding the scope of their shared services operations 
in order to achieve additional synergies.

Sources:  ScottMadden analysis.

Some moves to shared services have not been successful:
• The track record for centralizing core operating company functions such as engineering, construction, and maintenance is mixed

− Challenges have included differing standards and operating practices, distances between geographically dispersed operating companies, and definition of accountability 
between the central organizations and local operating company leadership

− Cost allocation issues have also been a concern—as more core functions are located in the service company, the allocation of their costs to the operating companies is more 
vulnerable to challenge in rate proceedings

Nevertheless, the widespread success of the shared services model and the opportunity to derive additional synergies from mergers and acquisitions will continue to drive 
centralization of more functions into shared services.

Increasing consolidation within the electric utility 
industry is fostering a “third wave” of 
centralization, bringing additional functions into 
shared services.

• Recent additions to shared services include 
customer service, fleet management, materials 
management, facilities, and real estate

Large utility holding companies with multiple 
operating companies have typically formed service 
companies to house corporate functions as well as 
the services “shared” by the operating companies.

• Traditional shared service functions have 
included accounting, human resources, and 
information technology

Over time, additional functions have been added to 
the roster of shared services, typically by 
centralizing functions formerly located in the 
operating companies.

• This “second wave” of shared services has 
included purchasing, environmental affairs, 
safety, security, and claims management

• Accounting
• Human Resources
• Information Technology

• Purchasing
• Environmental Affairs
• Safety
• Security
• Claims Management

• Customer Service/Call Centers
• Customer Billing
• Fleet Management
• Materials Management
• Facilities
• Real Estate/Right of Way

Traditional Shared Services “2nd Wave” Shared Services “3rd Wave” Shared Services
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Managing the Energy and Utility Enterprise

Environmental Projects Create the “Perfect Storm” for Balance Sheets
Challenges of Environmental Retrofit Projects

Environmental retrofit projects present fossil power plant owners with all the 
classic project risks (safety, budget, schedule and performance), magnified by:

• Scale: With SO2 mitigation projects costing $175-200 per kW, every 5,000-
6,000 MWs represents $1 billion in capital spending

• Regulatory Project Drivers: These project drivers can change rapidly and 
unpredictably—March 2005 Clean Air Mercury Rule could easily not have 
included cap and trade provisions or have required significant reductions 
before 2010

Project Risks
The scale and compressed schedule for environmental projects creates unique 
balance sheet risks.

• Performance Risk: Owners in 30 Eastern states have delayed projects to 
reduce regulatory uncertainty, consequently creating a coincident peak
demand for construction services.  Not all projects will receive the “A” design 
and construction teams

• Technology: Scrubbers being installed today are new technology for most 
plants—integrating operations to maintain availability is a major challenge

Implications for Project Owners
The Russian proverb, “trust, but verify” is apt in this situation.  For project risk, 
three key areas need to be reviewed thoroughly and then monitored closely for the 
duration of the environmental program: 

1) Project controls and reporting—Know where your projects are at all times 
to improve chances to fix problems early and less expensively

2) Forward market operations—Ensure  power purchases and transmission 
capacities are planned and hedged dynamically to keep up with changing 
project requirements 

3) Regulatory management —Ensure plans reflect latest regulatory directions

Sources:  EPA; ScottMadden analysis.

Market Risks
Regulatory drivers also propagate market risks for environmental retrofit projects: 

• Cost Recovery Asymmetry: Inconsistent deregulation of generation state-
by-state creates the potential for asymmetry in wholesale power sales between 
generation owners able to recover project costs through retail rates versus 
those who can only recover costs through competitive wholesale markets

• Purchases to Offset Capacity Reduction: Permanent reductions in peak 
plant capacities due to non-attainment, may limit revenue generation and 
require expensive power purchases to meet load requirements

• Environmental Costs: Environmental standards for waste materials 
(gypsum is classified as a solid waste by the EPA) may affect by-product 
disposal options and costs significantly

Uncertainty about the ability to 
recover environmental compliance 
costs may also restrict access to 
additional capital—or at least 
increase its costs.  That cost in turn 
puts additional pressure on projects 
to reduce costs and potentially take 
more schedule and performance 
risks to meet budget targets.

Project Project 
Scale Scale 

++
Regulatory Regulatory 

Project Project 
DriversDrivers

Project Project 
RisksRisks

Market Market 
RisksRisks

The
Balance
Sheet

The
Balance
Sheet

Clear Skies 2003

EPA 2005 CAIR

EPA 2005 CAMR

2008 2010 2015 2018

2.1 NOx

Notes:
• NOx and SO2 values in millions of tons annually
• Hg values in tons annually
• Clear Skies 2003 applies to all states
• EPA 2003 CAIR applies to 28 Eastern states

4.5 SO2

26 Hg

1.7 SO2

3.0 SO2

15 Hg

1.5 NOx

3.6 SO2

1.3 NOx

2.5 SO2

38 Hg 15 Hg

2005

5.1 NOx

11.2 SO2

48 Hg

Environmental Legislation Comparison

Current

Taken together, these risks combine to form a 
turbulent environment for balance sheets
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Nuclear Generation Positioned for Resurgence
Construction of new nuclear generation plants will be initiated in the United States during the next five years.  More 
than 100 new plants are needed by 2030 if the current mix of nuclear generation in the country’s electricity supply is to 
be maintained.

“It’s time for America to start building again.  That’s why . . . my administration launched the Nuclear Power 2010 program.” —President George W. Bush, April 2005

“We need to start building again. . . To expand the use of safe nuclear energy. . .” —Samuel Bodman, Secretary, DOE, April 2005

“We are seeing greater enthusiasm over the prospect of new nuclear plant construction than the industry has seen since the early days of nuclear power.” —Joe Colvin, President and CEO,  NEI

“The United States needs to add about 100 nuclear power plants over the next two decades to meet burgeoning demand for electric power and maintain the current generating mix.” —Niles J. Diaz, Chairman, NRC, 
May 2005

“It’s not that something new and important and good had happened with nuclear, it’s that something new and important and bad has happened with climate change.” —Stewart Brand, Environmentalist and Founder of 
the Whole Earth Catalog, May 2005

Hurdles to Overcome (and their Outlook)
Construction Risks

• Advanced reactor designs are expected to lower costs to $.050/kWh or better
• Start-up tax credits equal to those offered wind and solar generation should close the gap
• Pre-construction design certification will help avoid regulatory delays during construction

Operating Risks
• Safety statistics are at historical highs.  A nuclear plant is one of the safest places to work in the United States
• Operating costs are coming down while generation capacity continues to edge upward
• Uranium prices are up, but new supply should return prices to historical levels within five years

Financial Risks
• The Price-Anderson Act must be renewed through 2025. The House and Senate have approved this provision 

in the Energy Policy Act of 2005
• DOE is funding $500M for engineering design work through the Generation IV program
• Long-term power purchase agreements must be locked down, but are likely
• Multiple consortiums are being developed to share design and construction risks

Nuclear Accident
• Near perfect safety record for 45 years
• Twenty-five years since Three-Mile Island.  Incident proved that redundant safeguards work
• Terrorism:  Utilities have spent about 50 percent additional per site for additional security since 9/11.  Nuclear 

plants among the most threat-resistant sites in the United States
Nuclear Waste

• Momentum building for final approval of Yucca Mountain Repository, but not home yet
• Growing environmentalist realization that the hazards of spent fuel may be less troublesome than the hazards 

of fossil emissions and global warming

Sources:  Industry reports; ScottMadden analysis.

Why Now?
• Alternative Fuel Costs:  Oil and gas are historically high 

and projected to stay there.  Combined cycle gas generation is 
at 5.6+¢/kWh.  Nuclear at 6.7¢/kWh is within the ball park

• Energy Independence: EIA projects a 50 percent increase 
in electricity demand by 2025.  Without additional domestic 
generation, oil imports will rise from 25 percent to 38 percent 
of domestic consumption

• Global Warming: With or without the Kyoto Agreement, 
achieving significant reductions in NOx, SO2, and mercury 
emissions will require some source of clean energy.  Nuclear 
generation is the only cost effective option that can deliver 
the necessary volumes

• The Hydrogen Economy: Hydrogen is abundant, but 
must be produced.  Nuclear generation is a prime candidate 
to support large-volume hydrogen production

Speaking Out
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Nuclear Generation Positioned for Resurgence (cont’d)
Momentum is growing supporting the construction of new nuclear plants.  No ground has been broken yet, but it’s 
likely to happen before 2010.

Sources:  Industry reports; ScottMadden analysis.

Private Sector Momentum
• License Renewals: Some 30+ of the 104 nuclear units in the U.S. have been approved for license renewal; another eight 

applications are pending and 20+ more are expected

• Power Uprates: Nearly a dozen uprate requests have been approved over the past four years and another dozen are pending 
approval.  They will add more than 1,000 MW of new nuclear capacity to the U.S. fleet

• Restarts and New “Brownfield” Units: Nearly new construction (Browns Ferry (AL) and completion of proposed second 
units (Clinton (IL), Bellefont (AL), and Harris (NC)) have boosted perceptions that a new nuclear unit can be timely and 
successfully constructed

• Early Site Permits: Dominion, Entergy and Exelon have all submitted ESPs for NRC consideration and approval

• Construction Consortiums: Three groups have sprung up in the past 12 months to focus on design research and 
construction
− NuStart Energy Development LLC:  A  consortium consisting of Exelon, Entergy, Constellation, Southern Company, 

EDF, GE and Westinghouse 
− Dominion Energy Consortium
− TVA Consortium

Public Sector Momentum
• It Starts At The Top: The President wants to do this!

• Nuclear Power 2010 Program: DOE launched this program in 2002.  Partnership between the U.S. 
Government and industry to license new Generation III plants and develop the world’s most advanced 
nuclear power plant by 2010

• Generation IV International Forum: U.S. joined this international group of 11 countries which is funding 
research into advanced nuclear reactor design

• Next Generation Nuclear Plant Program: DOE is funding this initiative to support advanced reactor 
design work.  Anticipated Generation IV designs should be completed prior to 2020

Pre-certificationEPR (Framatome ANP)

Pre-certificationESBWR (GE)

Finalizing CertificationAP1000 (Westinghouse BNFL)

Pre-certificationGT-MHR (General Atomic)

Pre-certificationACR700 (AECL)

Pre-certificationIRIS (Westinghouse BNFL)

CertifiedAP600 (Westinghouse BNFL)

CertifiedABWR (GE, Toshiba, Hitachi)

CertifiedSystem 80+ (Westinghouse BNFL)

NRC StatusNRC StatusDesign (Lead Vendor)Design (Lead Vendor)

Certification Status for Leading 
Reactor Designs in the U.S.

Our Best Guess
• Ground breaking on first unit before 2010, although completion may not be in time to stave off anticipated 

capacity needs early next decade

• First wave of construction:  30 to 50 advanced BWR units (2010 – 2030)

• Second wave of construction:  30 to 50 AFR units (2030 and beyond)

NuStartNuStart

NuStart Energy Development LLC
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Large business process outsourcing deals are not new to the 
energy industry…

IT, HR, Finance, Supply Chain, 
Customer CareCap GeminiHydro One

IT, HR, Finance, Purchasing, CIS, 
FacilitiesAccentureBC Hydro

2003

IT, HR, Finance, Supply Chain, 
Customer ServiceCap GeminiTXU Energy

IT, HR, F/AIBMWilliams

2004

… but as the number of deals grows, difficulties—many of 
which are tough to mitigate—are gaining more attention…

Difficulties cited by companies across
industries with outsourcing deals in place¹

Vendor Employee Turnover/Training

Loss of Bargaining Power

Loss of Flexibility

Governance

Hidden Costs

Intellectual Property/Confidentiality

Knowledge Loss

Cost – Related (Not Hidden Costs)

Loss of Control

Vendor Under-Performance

17%

17%

22%

22%

22%

26%

30%

30%

35%

35%

Percentage reporting risk experienced
¹ Deloitte Consulting Outsourcing Study

… and share key drivers
• Improve fiscal performance
• Gain access to critical skills
• Harness best practices
• Gain flexibility and/or scalability
• Transfer and/or reduce risk

Beware of Vendor Sizzle
• Have a thorough understanding of your organization and the outsourcing provider
• Know your culture’s appetite for outsourcing
• Establish vendor qualification standards
• Consider various bid strategies

Take Your Time
• Evaluating outsourcing providers and negotiating agreements is complex and time 

intensive
• Establish a realistic timeline upfront

Get Professional Help Upfront
• Receiving upfront advice from consultants and lawyers is infinitely preferable to 

being saddled with a bad long-term contract
• You, not the vendor, should control the entire process

Know What You Want
• Incorporate your internal and external goals (cost, delivery partnering, etc.) into the 

process so that they drive your requirements, vendor selection, contract preparation 
and vendor relationship

Understand the Entire Outsourcing Process
• Each of the four steps in the outsourcing process is essential
• A breakdown in any one step can spell disaster
• Promote internal understanding and buy-in

Walk Before You Run
• Start small
• Test the waters by selectively outsourcing to determine:

− Your culture’s receptivity
− Workable contract terms
− How to manage an outsourcing relationship
− Key internal players

Do Not Underestimate the Contract’s Importance
• Take the time to develop a contract that is comprehensive and targets the objectives 

you are trying to achieve
• Have resources to handle the transition and the ongoing vendor relationship

Source: “Seven Imperatives to Successful Outsourcing,” Shared Services News, 9/02, authors Brad Kitchens and Bob Reynolds.

Imperatives for Successful Outsourcing
Energy Industry Outsourcing Expands . . . with Some Difficulties
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Technology Update—AMR and BPL Interest Builds
After years of false starts and hype, automated meter reading (AMR) and broadband over power lines (BPL) are 
moving ahead and beginning to deliver on past promises.

On the other hand, BPL deployments reflect a variety of strategies and approaches.  
Some supportive comments have been made in recent months, along with some 
cautionary words:

“We’re hopeful it will grow.”
—FERC Chairman Pat Wood

“BPL Service will fundamentally alter the way we live and work.”
—FCC Commissioner Kathleen Abernathy

“We’re all excited about BPL and we don’t want to impede it.”
—Commissioner Laura Chappelle, Michigan PSC

“For electric utilities, these [internal] BPL applications may be even more valuable than the 
potential profits from consumer Internet services.”
—Karen George, Primen (an EPRI subsidiary)

“Regulators would prefer to see BPL business negotiated between an unregulated utility affiliate and 
an outside third-party BPL vendor.... A Supreme Court ruling in favor of open access ‘would 
destroy the business case for BPL.’”
—Electric Utility Week (Feb. 7, 2005) (quoting an E-Source survey of state regulators)

“Many challenges remain for BPL, including…constructing viable business models to attract more 
customers and create more revenue.”
—New Millenium Research Council report

Customer
Internet Service

Utility-Only
Operation

Internal and
External Services

Internal
Implementation 

Partnered
Implementation

Leased
Access

Business Model

Scope of
Services

Cinergy/
Current

City of
Manassas/
COMTek

Progress
Energy/
EarthLink

Sources:  Industry reports; FCC; United Power Line Council; Power Line Communication Association;
EPRI; Electric Light & Power; Public Utilities Fortnightly; Chartwell’s Best Practices;

New Millennium Research Council, Powering the Broadband Market in 2005 and Beyond (Feb. 2005).

Joint venture approach or management model in which power 
companies hire a manager to operate the broadband business or to
handle technical or business elements

Partnered 
Implementation:

Passive model in which lines are leased to retail internet service 
providers

Leased Access:

Retail model in which power companies provide the service and 
bundle Internet access with utility service

Internal 
Implementation:

ConEd/
Earthlink

South Central
Indiana REMC/
IBEC

Duke Power/
Main.net

In commercial service
Trial only

Southern/
Amperion/
Main.net

PPL/
Amperion/
Main.net  

AMR Begins to Show Benefits
AMR devotees, who were included in what one utility observer called the 
“faith dimension,” are beginning to see the unanticipated benefits upon which 
feasibility for wide-spread deployment depended:

• Unanticipated or partially anticipated benefits at PPL, according to 
Bernard Bujnowski, Director of AMR, in a recent white paper included:
− Improved storm restoration (aided by the ability to ping meters)
− Localized blink counts that support improved reliability analysis for 

more focused maintenance
− Improved individual customer power quality analysis
− Higher levels of credibility with customers
− Significantly reduced numbers of informal high bill complaints and 

of justified informal high bill complaints
− Improved demand billing

• These are benefits that companies recently wrestled with defining and 
including in their business cases

• We expect to see a continued steady rollout of AMR solutions, with 
justification that increasingly reflects the types of benefits seen by PPL

BPL Gets Support, But Business Models Vary

A Sampling of BPL Business Models
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The Impending Industry Challenge:  The Aging Workforce
The Average Age of the Utility Workforce Is 
Nearing 50 With Average Length of Service of 
Nearly 20 Years 

• About 20 percent will be eligible for retirement in the next five years (see graph at right)

• Example:  Dominion Resources—“The Wave” of retirees
− 25 percent will be eligible to retire by 2007
− 45 percent will be eligible to retire by 2012

• Example:  Sacramento Municipal Utility District—50 percent of 2000 employees eligible 
for retirement in the next five to ten years

Hiring in Recent Years Has Been Minimal
• Lack of jobs (only 2 percent of advertised jobs on the IEEE website were for power 

engineers)

• There is a less-than-glamorous image of power careers

• Electrical engineering students have shift away from concentrating on power 
engineering—IEEE reports that less than 500 power engineering grads/year in 2005; 
about 2000 existed in the 1980s

How Some Plan to Address Workforce Issues
• Assess workforce management:

Plan for technical attrition, invest in a workforce pipeline

• Provide incentives for staff to remain:
Financial incentives, new work assignments

• Hire consultants and contracting firms to fill the gap
− Issues:  Expensive; loss of internal knowledge; creates demand for workers outside 

the utility companies

• Reverse trend in undergraduate power engineering enrollment:
Cooperative training programs; apprenticeships, internships, and summer jobs

• Create long-range succession planning and personnel planning programs
− Add staff and retain existing staff as long-range goals (more costly to hire than to 

retain)
− Fill mid-career gap in experience and expertise with career planning, mentoring
− Encourage minorities/women to consider power engineering
− Identify critical skills and job category requirements and staffing needs

Typical Power Delivery Industry Employee Age
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Sources:  www.energycentral.com; Transmission and Distribution World; Utility Business Education Coalition; EnergyBiz (May/June 2005).

There Is a Wave of Pending Retirements in the Utility Industry

Challenges Are Increasingly Seen as Critical 

Most utilities don’t have a formal plan to meet 
projected workforce needs through recruitment, 
hiring, retention, training, and development”

Workforce shortage is a nationwide issue—
highest attrition over next five years are in jobs 
most difficult to fillAmerican Public Power 

Association Research

85 percent of CEO respondents have difficulties 
in finding adequately skilled workers in the future, 
which threatens their ability to meet customer 
needs

90 percent of CEO respondents indicate 
“growing problem” finding entry-level people to 
replace retirees

Utility Business Education 
Coalition Industry Survey

“…Never stop hiring, no matter what you are doing…you can lay people off but still 
keep hiring on the other end.”
—Past President, IEEE Power Engineering Society
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The Return of the Rate Case
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Average Authorized ROE Has Declined

35-40 
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Sources:  Major Rate Case Decisions, Regulatory Research Associates, Inc.:
FitchRatings; Public Utilities Fortnightly; ScottMadden analysis.

Rate Case Filings Are Becoming More Complex
• Current total and marginal cost of services methodologies may no longer be valid 

given changing market conditions

• Existing rate designs may no longer address potential bypass and/or customer 
switching situations

• FERC codes of conduct have raised cost separation issues

• PBR elements are being introduced by regulators to increase system reliability and 
customer satisfaction levels

Recent Survey Results Show That Return On 
Equity (ROE) Is One of the Most Controversial 
Issues

• In the MidAmerican gas case submitted last year, the return on equity was never 
resolved.  The commission staff refused to go higher than 10 percent.  The 
company refused to go lower than 10.75 percent.  In the end, the case was settled 
on a specific dollar amount for increased revenue requirements

• Authorized returns in 2001 through 2003 were approximately 35 to 40 basis points 
below rates in the mid to late 1990s; more recent returns are even lower (2004 
averages: 10.56 percent for electric, 10.57percent for gas)
− As suggested by Fitch Ratings last year, many regulators believe that business 

risks have been reduced (e.g., divestiture of generation, use of tracker accounts, 
etc.) resulting in lower returns

Alternative Approaches Are Being Tested By 
Utilities and Commissions

• Faced with the potential for a reduction in authorized ROE, coupled with the 
potential for contentious proceedings given the increased complexity, many utilities 
are developing alternative cost recovery mechanisms, seeking commission approval 
outside of general rate cases
− Broader application of pass-throughs, riders and/or tracking accounts
− Pre-approval and/or single project treatment for environmental upgrades and 

capacity additions
− Cost recovery of ISO/RTO fees

• Some states have implemented mechanisms to accelerate the approval and recovery 
of prospective investments
− Regulatory support for new infrastructure investments should continue

• There has also been increasing consideration of alternative dispute resolution 
procedures, as well as pre-filing discussions and collaboration amongst the various 
parties to resolve differences

Rate Case Activity Is Increasing
• Rate case activity levels are increasing; many utilities have announced plans to file 

general rate cases in the next two years (as remaining rate freeze periods and other 
moratoriums expire)
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Federal Legislation Activity:  Energy Bill Moving Toward Passage

Sources:  Industry news; Congressional press releases.

The Senate passed an energy bill with an electricity title in late 
June.  A final bill could be sent to President Bush by August 1.
Key components of the Senate legislation:    

• Repeals PUHCA
• Expands FERC’s authority to review utility mergers

− Requires “expeditious consideration” of transactions
− Requires FERC to consider whether deal will result 

in cross-subsidization and harm to a utility, 
consistency with the public interest, and impacts on 
markets, rates and regulations

• Creates a federal renewable portfolio standard, requiring 
10 percent of energy supplies come from renewable 
resources by 2020

• Voice a “Sense of the Senate” that Congress should enact 
mandatory, market-based limits on greenhouse gas 
emissions

• Allows FERC to codify that utilities can use their 
transmission rights to protect their native load customers 

• Creates a national grid watchdog to set and enforce 
transmission reliability standards and creates a federal 
backstop siting authority for new transmission lines

• Bans FERC from conditioning or mandating utility 
membership in an RTO, including in conjunction with 
merger approval

• Terminates FERC’s proposed rulemaking on standard 
market design

• Does not mandate participant funding, but FERC may 
approve participant funding of transmission, but only 
without regard to the applicant’s RTO membership status 

• Provides federal loan guarantees for innovative energy 
technologies (e.g., coal gasification, advanced nuclear 
power)

Senate

“I … congratulate my … colleagues on the energy committee for 
writing a bill strong enough to receive the overwhelming endorsement 
of the Senate.”
—Sen. Pete Domenici (R-NM), Senate Energy & Natural 

Committee Chairman

The House passed H.R. 6 on April 20, 2005.  Key components:  
• Repeals PUHCA
• Changes PURPA to end mandatory requirements for 

utilities to buy and sell power to qualifying facilities
• Requires FERC to consider and approve utility mergers, 

sales or acquisitions of more than $10 million within 180 
days of a filing request

• Allows FERC to codify that utilities can use their 
transmission rights to protect their native load customers

• Declines to authorize FERC to mandate RTO 
membership (should be voluntary) and shifts burden to 
FERC to show why RTO applications are non-compliant 
with Order 2000, if it deems them so

• Does not require participant funding 
• Forms an electric reliability organization to set and enforce 

grid standards.  Annual budget to be capped at $50 million
• Gives FERC clear jurisdiction over siting and approval of 

LNG facilities
• Renews Price-Anderson nuclear liability protections for 20 

years

House of Representatives 

“I agree with our President—four years is long enough for an 
energy bill.”
—Rep. Joe Barton (R-TX), House Energy and Commerce

Committee Chairman

Areas to Watch in Conference Committee

Conflicting concerns between House and Senate about increased 
FERC merger oversight may generate vigorous debate.

House Energy Committee Chairman Joe Barton (R-TX) has begun a 
review of the work and credentials of scientists who have advocated 
greenhouse gases, setting the stage for a battle over emissions limits 
and a mandated renewable portfolio standard.

Debate over key petroleum issues—drilling in the Arctic National 
Wildlife Refuge and protection of oil producers against liability arising 
from the gasoline additive MTBE—will likely garner much of the 
attention of the media.

Cost of subsidies and tax credits will be a key sticking point. The 
Senate bill is estimated to cost about $16 billion vs. the $8 billion cost 
of the House bill.

• Gives FERC exclusive jurisdiction over siting and approval 
of LNG facilities onshore or in state waters

• Renews Price-Anderson nuclear liability protections for 20 years
• Does not authorize offshore drilling at this time, but authorizes study to inventory oil and gas resources on 

the Outer Continental Shelf
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Implications of the New Leadership at DOE, FERC, and the EPA 

New Leadership 
(and Nominees)

Implications for 
the Energy 

Industry

DOE FERC
The White House appears poised to designate 
FERC Commissioner Joseph Kelliher to chair 
the FERC, replacing outgoing Chairman Pat 
Wood.

Previously, many thought the White House 
might nominate former Texas PUC Chairman 
Rebecca Klein to the FERC chairmanship, but 
was perhaps difficult to confirm given 
perception of her as a Wood protégé.

Mr. Kelliher has been a FERC commissioner 
since 2003.  Prior to that, he was Senior Policy 
Adviser to former Energy Secretary Spencer 
Abraham, Majority Counsel to the House 
Commerce Committee, in private law practice, 
and on Rep. Joe Barton’s (R-TX) staff.

It is unclear who the White House will 
nominate for the open FERC commissioner 
position vacated by Kelliher.  

Senate Energy Committee Chairman Domenici 
purportedly preferred current Commissioner 
Kelliher for the FERC chair.

Kelliher is perceived as friendly to the industry, 
less activist on policy, and more focused on 
legal issues and setting policy on a case-by-case 
basis.

Kelliher has openly stated that policy focus 
should be on grid investment and that RTOs do 
not necessarily have to run markets.  He 
encourages an increased role of stakeholders in 
RTO governance and advocates reform of 
Orders 888 and 2000 to encourage grid 
investment, while ensuring non-discrimination.

EPA

Johnson’s installation was hailed by industry 
groups and has drawn cautious approval from 
environmental groups—the latter pleased with 
his non-political background while being 
somewhat skeptical of his independence.

President Bush will seek Johnson’s help with  
passing his stalled "Clear Skies" plan for 
curtailing power plant pollution, but not 
emissions of carbon dioxide, the main 
greenhouse gas linked to climate change.

Sources:  Industry news, EPA website, DOE website. 

On February 1, Dr. Samuel W. Bodman was 
sworn in as Energy Secretary.  Dr. Bodman’s 
Senate confirmation was unanimous.  Bodman 
has had several other cabinet positions 
(specifically Deputy Secretary of Commerce and 
Treasury), taught at MIT, and been CEO of 
Cabot Corp., a large chemical company, and 
COO of Fidelity Investments.

Bodman’s elevation is unusual—rarely do 
deputy secretaries get elevated to the top spot. 
Most are appointed to manage day-to-day 
operations.

“The DOE commends the House for 
developing H.R. 6, which is consistent with 
President Bush’s National Energy Policy.  The 
bill’s electricity title would help strengthen the 
reliability of our transmission grid and help 
create a more favorable investment climate for 
upgrades.…While we are pursuing new forms 
and sources of energy, our most accessible 
source might very well be the energy we waste 
through inefficiency.”

Stephen Johnson was formally sworn in as the 
new EPA Administrator by President Bush on 
5/23/05.  Johnson is a career EPA employee 
(24 years with EPA) with degrees in biology and 
pathology.  His field of expertise at EPA has 
been pesticides and toxics.

Johnson is the first trained scientist to lead 
EPA.

Johnson is committed to working with 
Congress to advance President Bush’s Clear 
Skies Initiative, but understands the need to put 
regulations in place now, prior to passage of 
such legislation.

On March 15, 2005, while serving as EPA 
Acting Administrator, Johnson signed the 
EPA’s new rule regulating mercury emissions 
from power plants.

Bodman was a surprise nominee for the DOE 
post, having limited or no energy policy 
experience.

Bodman’s charge includes securing reliable 
supply (through grid, LNG, pipelines, and 
ANWR exploration) and fostering new 
technologies (including nuclear).

The DOE Secretary is generally perceived as a  
solid manager who knows his way around 
Washington.

A key goal of Bodman’s will be to resurrect and 
push through Congress a comprehensive energy 
package.
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Framing the Climate Change Discussion

• Despite the non-acceptance of the U.S. of the Kyoto Protocol, vocal non-
governmental organizations and even U.S. legislators, in efforts such as the 
McCain/Lieberman Climate Stewardship Act, have made greenhouse gas 
reduction (GHG) an ongoing issue

• Utilities and generators differ in their level of acceptance of the legitimacy of 
the science underlying climate change.  However, some Midwestern coal-
burning utilities and utilities with large nuclear fleets have taken the lead in 
identifying potential impacts upon the business and in some cases strategies 
for mitigation and remediation

On the Front Burner
• For nuclear generators, GHG regulation is a competitive weapon that can help 

levelize some of the fixed cost advantages of coal    

• For coal generators, key strategies to control the dialogue and the regulatory and 
legislative outcome.  As stated by AEP, “among the most significant economic 
drivers for coal-based generators are current and future environmental policies, 
particularly air quality policies and programs”

• These efforts mirror some of those that preceded implementation of the Clean Air 
Act in the early 1990s including:
− Degree of long-term regulation—reductions vs. offset vs. cap-and-trade, etc.
− Governmental or other entities overseeing GHG regulation
− Amount of reduction required
− Timing of emissions reduction
− Structure of emissions markets

• Policy initiatives are in some cases a continuation of early mover activities on the 
emissions trading front by large coal-fired generators like AEP with the formation 
of the Chicago Climate Exchange (see next page)

GHG Policy as Weapon or Economic Threat

Emerging Reporting Initiatives—
Education and Stewardship

• Large integrated oil companies have issued environmental and sustainability reports 
for a number of years.  Increasingly, for utilities, conveying to stakeholders a 
company’s environmental efforts and successes is becoming an important 
demonstration of responsive corporate management

• Utilities have increasingly begun identifying climate change as a significant issue and 
have been incorporating some statement or acknowledgement of the issues in 
annual reports.  Degree of analysis and projection differed among utilities (see table 
at left)

Sources:  Industry news; David Gardiner & Associates, Electric Power Climate 
Risk Disclosure (Apr. 2005) (prepared for Ceres); ScottMadden analysis.

Future GHG Scenarios Assessment (per CERES) 
Components of 

Analysis AEP Cinergy TXU 

Position on 
Climate Change 

Enough is known…for us to 
take actions to address its 
consequences 

Eventually will operate…”in 
a carbon-constrained 
world” 

None 

Multiple 
Scenarios? 

   

• EPA 
Proposed  
Rules (Clean 
Air Interstate 
and mercury 
rules, Clear 
Skies) 

   

• “Cap-and-
Trade” 
(McCain- 
Lieberman) 

   

• Carper Clean 
Air Planning 
Act (4 
pollutants with 
CO2 
regulation) 

   

Quantified 
Implications? 

New Plant Capital NPV 
(2004-30):  $3.5B - $7.4B 
Total O&M Costs NPV 
(2004-30):  $2.6B - $11.6B   

None None 

Qualitative 
Discussion of 
Implications 

   

Ceres, a non-governmental organization composed of  
environmentalists, investors, and industrial companies (including a 

handful of utilities), sponsored an assessment of environmental 
disclosures in three utility annual reports and scored them for 

inclusion or exclusion of certain disclosures or positions.
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Framing the Climate Change Discussion (cont’d)

• “GHG emissions are not currently 
regulated”

• “While legislation to reduce GHG 
emissions has been introduced in 
Congress, none has yet been 
approved.  We believe it is unlikely 
legislation requiring GHG limits 
will be passed in the next two 
years”

• “Our costs to comply with these, 
or other new environmental 
regulations, will depend on a 
number of factors, including the 
timetables, levels of emissions 
reduction required, the impact on 
coal prices, and most importantly, 
whether the EPA will adopt a cap 
and trade or a command and 
control approach to further 
regulation”

What Does the Cinergy 12/04 “Air Issues”
Report Tell Us About Greenhouse Gas (GHG) 
Emissions?

• “We believe we will eventually 
operate our business in a ‘carbon-
constrained’ world and that it is our 
responsibility to prepare now”

• “Our voluntary goal is to reduce our 
GHG emissions to five percent 
below our 2000 level during the 
period 2010-2012.  We have 
committed $21 million to help us 
reach this goal”

• “Since there is no readily available 
CO2 control technology, we will 
meet our goal through:  plant 
efficiency, effective DSM, 
renewables, forest preservation,  
purchasing allowances, and 
sequestering GHG in underground 
geologic formations”

What is the Chicago Climate Exchange (CCX)?
• Voluntary, multi-sector market for reducing and trading GHG emissions.  The 

CCX is running a pilot program for the electronic trading of GHG emission 
allowances for the years 2003-2006.  Covers CO2 plus several other greenhouse 
gases.  Mission is to build a market-based emission reduction and trading program

• Members include many large non-utility corporations and AEP, Green Mountain 
Power, Manitoba Hydro, and TECO Energy

What are others 
doing and saying?

Calpine, which has one of the 
largest, cleanest fleets of natural 
gas plants, said that by 2008 it 

aims to reduce its greenhouse gas 
efficiency rate by four percent 

from 2003 levels

Exelon announced that it has 
established a voluntary goal to 

reduce greenhouse gases by eight 
percent from 2001 levels by the 

end of 2008

Entergy intends to be recognized 
as an environmental leader, not 

only in generation, but among all 
U.S. industrial companies 

AEP was a founding member of 
the Chicago Climate Exchange 
and has committed to reduce or 

offset GHG emissions a 
cumulative ten percent between 

2003 and 2006

Large state pension funds in 
CA, CT, and NY city recently 

promised to invest $1 billion in 
technologies that produce low 

GHG and other emissions

“It is sort of unrealistic to conclude that there will 
never be a CO2 regulation in the U.S.  For 
planning purposes, when you’re thinking about 
investing billions of dollars in sulfur dioxide, 
nitrogen oxide and mercury, it is prudent to be 
thinking about the possibility and probability of 
climate-change regulation.”

—John Blaney, ICF Consulting, 3/29/05

“I’m sure you might expect us to duck this issue.  
After all, we burn 25 to 30 million tons of coal 
each year.  We are one of the largest burners of coal 
in the U.S. …and coal has been linked to global 
warming.  Further, no law currently mandates the 
reduction of CO2 and other greenhouse gas (GHG) 
emissions from our power plants.  …To simply 
avoid this debate and fail to understand its 
implications for our company is not an option.  

—Jim Rogers, President, CEO, and 
Chairman of Cinergy, 12/04

“At Exelon, we accept that the science of global 
warming is overwhelming.  We accept that 
limitations on greenhouse gases emissions will prove 
necessary. Until those limitations are adopted, we 
believe that business should take voluntary action to 
begin the transition to a lower carbon future.”

—John W. Rowe, Chairman, President 
and CEO, Exelon,  5/6/05

Industry Commentary

Sources:  Industry news; annual reports.
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Rates, Politics, and Policy

New EPA “Cap and Trade” Rules 

• This rule requires emissions caps by 2015 on sulfur dioxide (SO2) and nitrogen oxide 
(NOx) equivalent to reductions of emissions of 70 percent and 60 percent, 
respectively, from 2003 emission levels

• Utilities with regulated coal-fired generators will endeavor to get the cost of CAIR 
compliance approved in rate-base, which will effectively pass all or most of the cost 
onto the consumers.  Merchant generators in this region, however, do not have this 
ability and may face severe financial challenges

• The enforcement of this rule will raise operating and capital costs for a number of 
companies in the electric power industry

• This EPA rule does not carry the weight of legislation and could become the subject of 
extensive litigation

Clean Air Interstate Rule
On March 10, 2005, the EPA issued the Clean Air Interstate Rule (CAIR).  This 

ruling is separate from, but related to, the Clean Air Mercury Rule.  This rule targets 
28 states in the East and Midwest U.S. and the District of Columbia and is more 

stringent than Bush’s Clear Skies proposal.    

Ozone and particles
Ozone only
Particles only
Not covered by CAIR

This rule is effective as of 
May 16, 2005

Clean Air Mercury Rule
On March 15, 2005, the EPA issued its first-ever federal rule to permanently cap and 
reduce mercury emissions from coal-fired power plants. This rule makes the U.S. the 
first country in the world to regulate mercury emissions from coal-fired power plants.  

• Establishes “standards of performance” limiting mercury emissions from new and 
existing coal-fired power plants

• Creates a market-based cap-and-trade program that will reduce nationwide utility 
emissions of mercury in two distinct phases
− The EPA is assigning each state a mercury emissions budget.  Each state must 

submit a plan on how it will meet the budget and reduce emissions from 
utilities with coal-fired generation

− Phase 1 begins in 2010. The cap for the first five years of 38 tons per year is a 
20 percent—22 percent reduction from current emission levels.  This cap is 
expected to be met by the industry through the use of existing and proposed 
SO2 and NOx pollution-control devices which captures a significant amount of 
mercury emissions

− Phase 2 begins in 2018.  The cap will become 15 tons per year, which is a 70 
percent reduction from current levels

• Litigation:
− Attorneys general from ten states (CA, CT, ME, MA, NH, NM, NJ, NY, VT, 

WI) and the PA Environmental Protection secretary filed suit on May 18, 2005 
to block this rule

− Many environmental groups, and others, wanted the EPA to institute a more 
stringent control regime based on another alternative solution: requiring coal-
fired plants to install Maximum Achievable Control Technologies (MACT)

Sources:  EPA website; industry news; FitchRatings, 
Fitch Comments on EPA’s CAIR (March 16, 2005).
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Rates, Politics, and Policy

RECs help wind facilities avoid the challenges of 
delivering wind power to specific customers.  They can 
simply deliver their power onto the regional grid.

RECs expand the pool of potential green power 
customers.

Key benefits?

Green tags; tradeable renewable certificates (TRCs).Alternative names for RECs?

The REC system in the U.S. is just beginning.  There 
are still some regulatory hurdles to overcome before 
the REC market is fully open and robust.

Key problem with RECs in U.S.?

RECs are being used in the U.S., Europe, Australia, 
Sweden, and Italy.Where are RECs used?

In some cases, companies have purchased RECs 
directly instead of buying them bundled with electricity.  How can RECs be used?

The regulatory compliance market (e.g., utilities in 
states where renewables mandates are in place) and the 
voluntary market (e.g., large corporations such as 
Alcoa, Cargill, Dow, DuPont, GE, GM, IBM, Johnson 
& Johnson).

What are the two markets?

Customers can buy RECs directly from wind 
generators or go through one of about 20 retail REC 
marketers, such as Green Mountain Energy.

Where do you get them?

A renewable energy credit (REC) is the unbundled 
environmental attribute or benefit associated with a 
MWh of electric production from a “green” source.  
“Green” retail electricity is often delivered by 
combining RECs from one source with electricity from 
another.

What is an REC?

Why Are Large Corporations Interested in 
Large-Scale Purchases of RECs?

• Greenhouse gas benefits.  By buying RECs, a company can claim it helped 
meet emissions targets

• Strengthen relationships with customers and shareholders based on 
environmental issues

• Wide selection of REC suppliers, more so than the selection of green 
power providers

• RECs simplify things.  Customer does not need to change its electricity 
contracts or switch electricity providers

• RECs enable a company to acquire a renewable energy product for 
multiple facilities in various locations with just one contract

• RECs can be certified by auditing programs to ensure environmental 
benefits were produced, delivered, and not sold twice

Explosive Growth of Renewable Energy Credits
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Book Summary

“Conspiracy of Fools”:  The Enron Story 

“By 1994, overseas power plant 
development was in trouble.  

Bonuses were paid when financing 
was achieved, not when the plant 

became operational.  Enron’s 
solution:  spin off into new entity 
and book plant sales as revenue.”

International Investment

“California had created a mishmash 
of rules based on market theories 
that only a politician could love.  

Skilling advised his lieutenants, ‘Just 
know the rules better than anybody 
else.  Then you’ll make money.’ ”

California

Deregulation and RTOs

“Early in 2000, Ken Lay advised 
Dick Cheney:  ‘To avoid another 
California, competition should be 
brought to all electricity markets.  

Oversight of the grid ought to go to 
federal regulators, and we ought to 
have larger regional transmission 

grids.’”

“A new slide clicked up entitled, 
‘Year-End Transactions $2.8 

Billion’… all involving sales of assets 
to entities put together by Enron 

itself.  All to help fix up the numbers 
before the company issued its 

financials.”

Year-End Accounting

Excerpts from: “Conspiracy of Fools”
“Fortune said: Enron was a mind-
numbingly complex operation that 

seemed to gush earnings—but from 
where no one knew. Skilling 
explained:  Mark-to-market 

accounting creates more earnings 
than cash … and the off-balance 

sheet debt is meaningless.”

Special Purpose Entities

“The Anderson Professional 
Standards Group was floored …
The idea made no business sense. 

Enron hoped to use the entity as its 
own little marketplace, available to 
purchase assets … and then,  turn 

around and book profits from those 
asset sales.”

“By 1998, Enron had become a virtual cult of creativity, often placing swagger over substance.  
New ideas were celebrated for their newness, for their potential.  Enron was diversifying into 
business after business with no unifying strategy.  It was operating pipelines and international 
power plants.  It was trading gas and electricity.  It was managing the energy needs of 
commercial and retail customers.  It was dabbling in the water business.  It was building a 
broadband network and secretly constructing an automated energy-trading system.  It was 
creating and trading financial derivatives.  Enron was becoming anything and everything.  At 
the same time, it was beginning to operate like an investment fund, purchasing stakes in 
companies in fields far from Enron’s expertise.  

Enron’s buying spree mirrored events in the marketplace.  The dot-com boom was pushing 
stock prices beyond reason.  The eye-glazing financial basics were no longer the backbone of 
investing.  If investors only “believed” that was good enough.  So began the twisted interplay 
between Enron and the market.  As prices rose, so did asset values.  With mark-to-market 
accounting, those increases translated into reported profits.  So long as markets kept climbing, 
Enron could do no wrong.  It was bathed in an aura of infallibility.  

With so much of the reported profits tied to mark-to-market accounting, Enron brought in 
comparatively little actual cash.  CEO Andy Fastow’s group filled the gap.  Every more 
complex ways of borrowing were assembled.  Enron’s heavy spending for everything—fat 
salaries, bonuses, new businesses, extravagant parties, came, in large part, from borrowed cash 
(and, many times from internal “special purpose entities”).  The setup was unsustainable.”

Source:  “Conspiracy of Fools,” Kurt Eichenwald, Random House, Inc., (2005).

Mark-to-Market and 
Off-Balance Sheet Debt
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