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Who Am I?
• Sellside Equity Research regularly publish reports on publicly traded stocks in power
sector:
IPPs include: AES, Calpine, Dynegy, NRG, GenOn
Hybrid Utilities include: Ameren, Exelon, Entergy, FirstEnergy, Public Service Enterprise
Group, and PPL
• We rate the stocks (i.e. – Buy, Sell, Neutral)

• Please email me after if you would like to be added to our research distribution list

1

What’s our role here? Financial
• It’s a Misnomer.. Really is the intersection of:
– Finance
– Regulatory
– Corporate Strategy
– Supply and Demand
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Slew of Rules, But Industry’s Response has Been Impressive
• Industry has been adapting well to recent rules
– Improved compliance technologies have enabled substantially cheaper solutions

• Look at the record:
– Southern Company: $12-18 Bn range
Reduced baghouse requirements down to 4 from 17
– FirstEnergy: Started with $2-3 Bn range; now closer to $975 Mn
No longer contemplating any baghouse retrofits, just ESPs, ACI, FGD adjustments, etc
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Summary of the Impact
• ‘Scrub or Die’ Mandate for Eastern Coal Plants as part of EPA’s MATS (Mercury and Air
Toxics Rules)
– Acid Gas (Chlorine) targets effectively require scrubbers

• PRB plants: just about mercury
– Largely will stick around

• Bifurcated outcome with fuel types
– Concentrated impact because of regional usages of certain coals

• Big picture: its all about Particulate Matter
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Digging into the Rules…
• Mercury and Air Toxics Standards (MATS)
• Cross State Air Pollution Rule (CSAPR) and NAAQS
• Regional Haze
• Once Through Cooling (316b)
• Coal Ash (CCR and Effluent Guidelines)
• High Energy Demand Day (HEDD) Rules
• Illinois State SO2 Standards
• Carbon under CAA 111(d) Authority

5

The Mercury And Air Toxics Standards
• This is what really drives retrofits
– Implementation in 2015, but expect at least 1-2 years for many retrofits
– Consent decress will allow longer compliance

• Where do we stand now?
– Most plans have been fairly well delineated
– Question is whether plans are scaled back given protracted downturn

• Key Markets question: When will we see this upside in power prices?
– Some retrofits appear to be predicated on peer retirements
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Further Food for Thought on MATS
• Reductions required are greatest for ILB and NAPP coal
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MATS: Relationship between Chlorine and SO2
• Acid Gas surrogate of HCl effectively targets SO2
– Critics of the regulations are targeting this element of the rule most vociferously

8

CSAPR: Disappeared for a while…but will come back tougher
• EPA’s latest SO2 and NOx trading program was vacated at end of 2011
– This resulted in massive realignment in market: prices, liquidity, environmental markets
– Undermined confidence in trading regimes
– Impact would have been in “Group II” states including Texas

• Don’t expect EPA to come back any time soon
– Back to the drawing board: will incorporate new NAAQS stds (2008), rather than 1997 levels
– Look for proposal by 2015, with implementation for 2017/18 timeframe

• Real Question: Company with Controls OR Switch fuels
– PRB Fuel Switching (away from Lignite, other higher SO2 coals) would have been the trend
– Questions are:
1) Availability of this fuel (“Ultra-Low” SO2 of <0.5lb/MMBtu)
2) What is consolidated price impact on rail rates by increasing switching?
Have seen real price inflation on this side over last decade ($10/t to buy, $30/t to ship)
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Illinois EPA’s State Specific CPS Standards
• Question is how to implement with companies unable to deploy capital
– SO2 targets are key
– Still require retrofits despite use of lower SO2 coal

• Several large plants that would need to be addressed
– Most of Edison Mission’s Portfolio (Powerton, Joliet, etc)
– Ameren (Newton, etc)

• Recent delays in regulations due to hardship question credibility of rules
– Industry planning around non-existent retirements
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Technology Solutions!
• Industry’s creativity is the real takeaway
– Substantially alleviated industry concerns around viability of implementation

• Example #1: Activated Carbon Injection for Mercury
– Ability to effectively remove mercury in a variety of states through ‘Brominated’ ACI technologies,
among others

• Example #2: Dry Sorbent Injection (DSI) Systems for Chlorine / SO2
– Highly effective, particularly at the removal of HCl from Coal air emissions to meet MATS
– Industry was (and remains) skeptical, however, EPA ‘allows’ this to qualify as retrofit now
– Confusion between needs to achieve Chlorine target vs. substantially more for SO2
– TRONA vs. Sodium Bicarbonate.. The right product depends on application

• Issues to be addressed:
Where is the next ‘solution’?
1) Landfill issues: Fly ash and its reuse
2) Supply availability: where and how to source it consistently?
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More Solutions: NOx
• Regional Haze regulations
– Question of using SNCR (Selective Non-Catalytic Reduction) technologies in lieu of traditional
and more costly Selective Catalytic Reduction (SCR) technologies

• Costs are substantially lower, but will EPA allow?
– Seen this deployed across a wide array of assets already, but further implementation going
forward is key question
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Electrostatic Precipitators: Tuning them up
• Industry trend towards retrofit of existing ESPs in lieu of baghouses
– More companies still evaluating compliance systems
– Question is how small can you go? Edison Mission claims to be able to meet MATS standards
with ESPs that are <200 in Specific Collection Area (SCA).
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But what are the ideal technologies?
• Industry is in distress…
– Coal needs VARIABLE cost solutions, rather than FIXED cost solutions
– Who / What are you catering to?

• Two segments demand different solutions
– Merchant Players: limited capital base for large-scale capital
– Regulated Utilities: assurance of compliance

• Policy side: how create markets that endorse retrofits over retirements?
– Capacity market policies are ongoing debate in restructured world
– Providing visible revenues are key to balancing decision of fixed vs. variable solutions
Where is this relevant: Texas (ERCOT) and Midwest (MISO)
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How Do I Evaluate What To Do?
• What’s that plant worth to me?
– ~8x EV/EBITDA
– ~$10 Mn EBITDA/yr * 8x EV/EBITDA multiple = $80 Mn Plant Value

• What does it cost to retrofit?
– FGD on 500 MW plant = $500/kW * 500 MW = ~$250 Mn
– NO, I won’t do it! ($80 Mn < $250 Mn)
– Baghouse on 500 MW plant = $250/kW * 500 MW = $125 Mn
– NO, I won’t do it ($80 Mn < $125 Mn)

• Answer is: Retire it
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Gas Build Will Offset Coal
• Coal to gas switching takes new turn
– Switching from existing or new assets?

• Capacity payments are designed as a complement to gas price volatility
– Although this too seems to have peaked
– Will continue to see need for such markets across every region given low gas
– Keeping prices palatable: Demand Response: success and curse?
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Wrap Up: Where are Power Markets Going?
• Higher dispatch costs will drive upside to power prices
– Just don’t see if in the forwards … yet.
– 2013 will be the first summer with meaningful retirements taking effect; 4GW retired in the PJM
(Mid-Atlantic market) in the Fall of 2012

• Higher Capacity Prices (Already Been There)
– Eligible to ‘bid in’ retrofit costs into auction
– This has now peaked as new gas plant builds on Marcellus are getting announced
– Economics aren’t there yet, but are getting “close”

• Reserve margins are unchanged in PJM despite retirements
– Demand Response: opportunity around RICE NESHAP rules to retrofit Diesel Generators?

• Competition vs. Natural Gas remains a challenge for coal sector
– PRB and Lignite generators are where investment opportunity for retrofits lies
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Complete List From our ’13 Thoughts for 2013’
• 1) M&A Frenzy

• 8) Re-Regulation Continues

• 2) PJM Capacity Prices Peaked

• 9) Standard (Capacity) Market Design?

• 3) Coal Plant Retirements Head Westward

• 10) Retail Consolidation Continues

• 4) Coal: East and West Prices to Rise?

• 11) Nuclear Retirements Are Real

• 5) Rail: 2012 as good as it gets

• 12) DR and EE: Fight gets nastier?

• 6) New Gas Build?

• 13) Direction in ERCOT: Yes, Hopefully.

• 7) Feeling the Impact of Retirements

• 14) Sneak Peak: Retail Choice Reversal?

18

Risk Statement
•

Risks for Utilities and Independent Power Producers (IPPs) primarily relate to volatile commodity prices for power, natural gas, and
coal. Risks to IPPs also stem from load variability, and operational risk in running these facilities. Rising coal and, to a certain extent,
uranium prices could pressure margins as the fuel hedges roll off Competitive Integrateds. Further, IPPs face declining revenues as
in the money power and gas hedges roll off. Other non-regulated risks include weather and for some, foreign currency risk, which
again must be diligently accounted in the company’s risk management operations. Major external factors, which affect our valuation,
are environmental risks. Environmental capex could escalate if stricter emission standards are implemented. We believe a nuclear
accident or a change in the Nuclear Regulatory Commission/Environment Protection Agency regulations could have a negative
impact on our estimates.
Risks for regulated utilities include the uncertainty around the composition of state regulatory Commissions, adverse regulatory
changes, unfavorable weather conditions, variance from normal population growth, and changes in customer mix. Changes in
macroeconomic factors will affect customer additions/subtractions and usage patterns
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Required Disclosures cont’d
•

KEY DEFINITIONS

•

Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12 months.
Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and not a forecast of, the equity risk premium).
Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock's price target and/or rating are subject to possible change in the near
term, usually in response to an event that may affect the investment case or valuation.
Short-Term Ratings reflect the expected near-term (up to three months) performance of the stock and do not reflect any change in the fundamental view or
investment case.
Equity Price Targets have an investment horizon of 12 months.
EXCEPTIONS AND SPECIAL CASES

•

UK and European Investment Fund ratings and definitions are: Buy: Positive on factors such as structure, management, performance record, discount;
Neutral: Neutral on factors such as structure, management, performance record, discount; Sell: Negative on factors such as structure, management, performance
record, discount.
Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review Committee (IRC). Factors considered by
the IRC include the stock's volatility and the credit spread of the respective company's debt. As a result, stocks deemed to be very high or low risk may be subject
to higher or lower bands as they relate to the rating. When such exceptions apply, they will be identified in the Company Disclosures table in the relevant
research piece.
Research analysts contributing to this report who are employed by any non-US affiliate of UBS Securities LLC are not registered/qualified as research analysts
with the NASD and NYSE and therefore are not subject to the restrictions contained in the NASD and NYSE rules on communications with a subject company,
public appearances, and trading securities held by a research analyst account. The name of each affiliate and analyst employed by that affiliate contributing to
this report, if any, follows.

•

UBS Securities LLC: Julien Dumoulin-Smith

•

Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report.

•

Analyst Certification

•

Each research analyst primarily responsible for the content of this research report, in whole or in part, certifies that with respect to each security or issuer that the
analyst covered in this report: (1) all of the views expressed accurately reflect his or her personal views about those securities or issuers and were prepared in an
independent manner, including with respect to UBS, and (2) no part of his or her compensation was, is, or will be, directly or indirectly, related to the specific
recommendations or views expressed by that research analyst in the research report.
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any financial instruments or to participate in any particular trading strategy. No representation or warranty, either express or implied, is provided in relation to the accuracy,
completeness or reliability of the information contained in this document (“the Information”), except with respect to Information concerning UBS. The Information is not intended to be
a complete statement or summary of the securities, markets or developments referred to in the document. UBS does not undertake to update or keep current the Information. Any
opinions expressed in this document may change without notice and may differ or be contrary to opinions expressed by other business areas or groups of UBS.
•Nothing in this document constitutes a representation that any investment strategy or recommendation is suitable or appropriate to an investor’s individual circumstances or
otherwise constitutes a personal recommendation. Investments involve risks and investors should exercise prudence and their own judgement in making their investment decisions.
The financial instruments described in the document may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures are
not suitable for all investors, and trading in these instruments is considered risky. Mortgage and asset-backed securities may involve a high degree of risk and may be highly volatile
in response to fluctuations in interest rates or other market conditions. Foreign currency rates of exchange may adversely affect the value, price or income of any security or related
instrument referred to in the document. For investment advice, trade execution or other enquiries, clients should contact their local sales representative.
•The value of any investment or income may go down as well as up and investors may not get back the full amount invested. Past performance is not necessarily a guide to future
performance. Neither UBS nor any of its directors, employees or agents accepts any liability for any loss (including investment loss) or damage arising out of the use of all or any of
the Information.
•Any prices stated in this document are for information purposes only and do not represent valuations for individual securities or other financial instruments. There is no
representation that any transaction can or could have been effected at those prices and any prices do not necessarily reflect UBS's internal books and records or theoretical modelbased valuations and may be based on certain assumptions. Different assumptions by UBS or any other source may yield substantially different results.
•Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management. The analysis contained in this document is based on
numerous assumptions. Different assumptions could result in materially different results. The analyst(s) responsible for the preparation of this document may interact with trading desk
personnel, sales personnel and other parties for the purpose of gathering, applying and interpreting market information. UBS relies on information barriers to control the flow of
information contained in one or more areas within UBS into other areas, units, groups or affiliates of UBS. The compensation of the analyst who prepared this document is determined
exclusively by research management and senior management (not including investment banking). Analyst compensation is not based on investment banking revenues, however,
compensation may relate to the revenues of UBS Investment Bank as a whole, of which investment banking, sales and trading are a part.
•For financial instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC) acts as a market maker or liquidity
provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity provider is carried out in
accordance with the definition given to it by the laws and regulations of any other EU jurisdictions, such information is separately disclosed in this document. For financial instruments
admitted to trading on a non-EU regulated market: UBS may act as a market maker save that where this activity is carried out in the US in accordance with the definition given to it by
the relevant laws and regulations, such activity will be specifically disclosed in this document. UBS may have issued a warrant the value of which is based on one or more of the
financial instruments referred to in the document. UBS and its affiliates and employees may have long or short positions, trade as principal and buy and sell in instruments or
derivatives identified herein; such transactions or positions may be inconsistent with the opinions expressed in this document.
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