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What’s Next in the Electric Utility Industry?

F I N D I N G

NEW
GROWTH for 

“The hook.”
That is one analyst’s description of

Warren Buffett’s mid-May move to

expand his utility investments to

the West Coast through Iowa-based

MidAmerican Energy’s agreement to

purchase PacifiCorp for $5.1 billion.

At the time, the legendary investor

said he hoped to buy more energy

assets over the next decade, adding,

“We’ll never be a seller, but we’re

always a buyer.”
Written by Jim Brumm
Produced by Nuala Byrne
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“Buffett got people excited,”

former analyst Julie Cannell

explains, citing the new crop of

value-investors attracted to share-

holder-owned electric utilities for

the first time since the Enron scan-

dal and energy market crises

pushed these stocks sharply lower

in 2001 and 2002. 

Since then, stock performance

for the sector has been exception-

al. The debt-to-capitalization ratio

has improved tremendously, as have net

income, positive free cash flow and general

credit quality. Much of this is due to

reduced dividend tax rates — which height-

ened the attractiveness of this dividend-

oriented industry — and the industry’s shift

away from diversified, non-core businesses

and back to basics.

But with Buffett’s move, Cannell says,

the 30-month rise in utility stock values

“seemed real” to investors. They finally

focused seriously on the industry’s growth

potential. Moreover, the expectation that

new legislation would finally bring industry

regulation into the 21st century seemed to

enhance that potential.

By early August, shortly after Congress

passed the Energy Policy Act of 2005, these

investors had bid utility stock prices, as

measured by the S&P Utilities Index, to the

highest levels in five years. This pushed the

Utility Index over 165, more than double its

mid-October 2002 low of 82.

Calling the new legislation the most sig-

nificant change in federal utility regulation

in 70 years, Federal Energy Regulatory

Commission (FERC) Chairman Joseph

Kelliher said it is “a very good law” that

reflects Congressional desires for a stronger

energy infrastructure.

In addition to regulatory changes, the

new law “is chock-filled with tax incentives

to support new utility infrastructure invest-

ment,” wrote Merrill Lynch utility analyst

Steve Fleishman. He summarized the key

ones as:

• Accelerated tax depreciation for electric

transmission and gas distribution (15

years compared with 20 previously)

• Accelerated depreciation of emissions

control equipment (seven years com-

pared with 20)

• Two-year extension of the production tax

credit for renewables (valued at 1.8 cents

per kilowatt hour generated)

• Nuclear incentives, including a production

tax credit for new nuclear plants and better

tax treatment of decommissioning funds

• Tax deferral on gains from selling trans-

mission assets to an independent trans-

mission organization

• A 20% tax credit for clean-coal facilities

Fleishman also pointed out that “the pollu-

tion control incentive has not been well adver-

tised and could help those with large environ-

mental [capital expenditure] mandates.”

The tax changes enhance the dramatic

opportunities for investment being created

“as the U.S. economy becomes more and

more dependent on more and more reli-

able electric energy,” says Michael Morris,

chairman, president and CEO of American

Electric Power and chairman of Edison

Electric Institute, the trade association for

shareholder-owned companies.

Investors in shareholder-owned electric

utilities are hooked — and they will remain

so. The need for expanded infrastructure

and the removal of investment strictures

hold the promise for greater growth and

better stock performance in the sector. 

Demand Grows
Morris sees those opportunities reflected in,

for example, the profit growth potential of

coal and nuclear power plants. For a decade

now, the need for additional generation has

been satisfied by building natural gas-fueled

power plants and pressing aging plants into
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TO THE STREET

From Peachtree Street to Wall
Street, Southern Company’s goal
is to achieve excellent financial
results through conservative 
management, backed by a well-
executed, low-risk business strategy.

Our business model is simple
and transparent – focused on the
business we know best in the
region we know best. We strive to
build constructive regulatory rela-
tionships, maintain healthy capital
spending and make sure we never
lose sight of the fundamentals
that drive the business – superior
reliability, low prices and industry-
leading customer satisfaction.

Our goal is to achieve 5% 
annual growth in earnings per
share over the long term with a
return on equity in the top quar-
tile of electric utilities. We pay
attention to the basics, set credi-
ble goals and focus our talents on
meeting or exceeding those
goals.

Our emphasis on sustaining
excellent results is the major 
reason why we look to the future
of this company with great 
confidence.

For more information about
Southern Company, visit:

www.southerncompany.com.

STOCK PERFORMANCE
FOR THE SECTOR HAS 
BEEN EXCEPTIONAL.
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service. While these plants and existing

transmission infrastructure got the industry

through the summer’s heat waves and deliv-

ered record supplies of electricity, the rising

cost of gas made this an expensive effort,

Morris explains. 

Added to this summer’s heat stress have

been the larger demands of a growing econo-

my — and that growth is expected to con-

tinue. The U.S. Energy Information Agency

(EIA) projects that, by 2025, electricity

demand will increase nearly 50% over 2002’s

demand, to 5.47 trillion kilowatt hours. The

agency expects the growth to be particularly

strong in the commercial sector, where it will

average 2.4% per year as rapid additions to

commercial floor space, the continuing pene-

tration of new telecommunications technolo-

gies and medical imaging equipment and

increased use of office equipment overwhelm

the expected efficiency gains for electric

equipment in the sector.

EIA sees more moderate electricity demand

growth in the industrial and residential sectors,

projecting averages of 1.3% per year and 1.6%

per year, respectively, as they too reflect the

greater use of computers, printers and other

electrotechnologies, large and small. 

Building Value in the 
Rate Base
According to Cannell (now a consultant

specializing in electric utilities who often

testifies in state utility regulatory proceed-

ings), state commissions have also recognized

the need for electric company investments

triggered by this growth — investments

which some have estimated will reach $12.7

billion by 2030.

Describing most recent rate decisions by

these bodies as constructive, she explains

that regulators have a “growing awareness of

the need to have financially viable” utility

companies. While the returns that state

commissions have allowed regulated utilities

have been reduced as interest rates declined

in recent years, the amounts are “still solid,”

she says. 

These returns reflect the profit potential

of investments in regulated activities — a

utility’s rate base. As commissions clear

spending on new power plants, environ-

mental controls for older plants, transmis-

sion upgrades and other necessary efforts to

meet growing demand, the approved spend-

ing becomes an investment that expands the

utility’s rate base.

With a larger base, the company has an

opportunity to show earnings growth,

which Cannell describes as the “valuation

investors really look at” in their search for

new investments.

The value of this growth may be surpris-

ing. In a research comment written after

Congress completed work on this year’s

energy legislation, Harris Nesbitt electric

utilities analyst Michael Worms cited the

(continued from page 62)
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American Electric Power (AEP),
based in Columbus, Ohio, is one
of the largest electric utilities in
the United States with more than
5 million customers in 11 states.
AEP is also the largest generator
of electricity in the U.S.

AEP has long been an industry
leader, completing the nation’s
first major mine-mouth power
plant in 1917, the first long-
distance high-voltage transmis-
sion line, the first generating unit
to operate with steam above the
supercritical-pressure level and
developing the world’s largest
coal-fired generating units.

AEP is leading again through 
its commitment to build the 
first large-scale Integrated
Gasification Combined Cycle
(IGCC) clean-coal plant in the
United States. This plant will cul-
minate more than a decade of
working to bring clean-coal gen-
eration to commercial viability
while keeping coal as a vital ener-
gy option by improving its envi-
ronmental performance.

AEP assures continued value for
its shareholders by focusing on
our mission of bringing comfort
to our customers, supporting
business and commerce, and
building strong communities.

For more information about
AEP, visit www.AEP.com.

THE U.S. ENERGY 
INFORMATION AGENCY 
(EIA) PROJECTS THAT, 
BY 2025, ELECTRICITY
DEMAND WILL INCREASE
NEARLY 50% OVER 2002’S
DEMAND.
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law’s reliability mandates and production

incentives and said that “we look for even

greater infrastructure expansion” than the

electric power industry has been discussing

in its recent growth predictions. 

Growth Through Mergers
Beyond the potential for profit growth, the

new energy law removes several obstacles to

utility mergers and also dangles the possibil-

ity of higher stock values as non-utility com-

panies — from private equity funds to large

manufacturing companies to investment

banks — get the chance to buy electric and

gas companies. Such purchases had been

blocked since the Depression by the Public

Utility Holding Company Act (PUHCA),

which was repealed by the new energy law.

However, such investments will not be

automatic, Worms pointed out, explaining the

state and federal regulatory process “remains

intact, which could be viewed as a consider-

able hurdle” to mergers and acquisitions. 

Merrill Lynch’s Fleishman also cites the

impact of state regulation and the enhanced

merger oversight granted the Federal

Energy Regulatory Commission by the new

energy law. But he believes that “PUHCA

repeal combined with consolidation trends

in the non-regulated power business could

spur additional utility M&A activity.” He

adds, “Nevertheless, this is not exactly a

repeal of Glass Steagall,” referring to the

change in Depression-era banking laws

that spurred tremendous consolidation in

the financial industry a few years ago.

“Remaining FERC and state regulatory

obstacles still make utility M&A a difficult

process,” the analyst explains.

The nontraditional players have attract-

ed the attention of Ken Hurwitz, a partner

in Haynes and Boone’s energy practice,

who sees “financial institutions coming into

the [utility] sector.” His views were echoed

by FERC’s Kelliher, who told reporters that

utilities “might see more financial industry”

interest, adding, “I think this is a good

thing, especially for a capital-intensive

industry” like utilities.

The commission is “optimistic that

PUHCA repeal will bring sorely needed

new avenues of capital investment into the

U.S. electricity sector, particularly for the

transmission grid, where investment has

been lagging growth for years,” Kelliher’s

prepared remarks explained. 

Hurwitz expects the nontraditional inter-

est to come from someone who has already

developed a skill set related to utilities. As an

example, he cited the investments GE has

already made in the gas industry. Beyond the

new investments, he expects the U.S. to

“wind up with a smaller number of utilities.”

EEI’s Morris believes PUHCA’s repeal

“will add to the asset acquisition game” by

lowering “the barriers to non-utilities or

international companies.”

As a result, he expects others “who think

like Buffett” will be making utility invest-

ments, which means “capital will flow into

this business — as it needs to.”
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Constellation Energy is the
leader in the competitive energy
industry. The company’s strate-
gic vision combines a broad 
and diverse power generation
fleet with world-class risk 
management and commodities
capabilities. 

The combination has been
exceptionally successful, con-
verting this once regional utility
into a $12.5 billion energy indus-
try leader. Constellation Energy
now holds the number-one
North American market share
position in wholesale and retail
competitive power supply. 

The company owns and oper-
ates more than 100 generating
units throughout the United
States, totaling 12,000 mega-
watts of capacity, and is a lead-
ing nuclear plant operator.
Constellation Energy delivers
electricity to 1.2 million cus-
tomers and natural gas to
620,000 customers in Maryland
through the Baltimore Gas and
Electric Company. 

Constellation Energy’s bold
strategy and consistent execu-
tion continues to be rewarded
by Wall Street, where the com-
pany’s shares (NYSE:CEG) have
risen more than 130% since 2001
and significantly outperformed
the Dow Jones Utility Index and
the S&P 500.

www.constellation.com
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