CIER booz&co.

WORLD Wl corporateflnancelntelllgence

ENERGY & UTILITIES SECTOR

Energy & utilities is a sensitive sector that splits public opinion and spends a large a
mount of time under scrutiny. Political and regulatory issues weigh heavily on the
minds of executives and shape strategic decisions. Renewable energy is becoming

more important as the world pushes for environmentally sustainable solutions.
Technology is changing the way companies generate revenues and drive efficiency
through business operations. In this competitive market, consolidation will play

a key role in defining the market leaders of the future.
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Will energy and utilities need to alter their operating models
in the coming years to remain competitive?

Flaherty: While most companies focus on strategy to drive busi-
ness direction and organisation to enable process execution, few
companies spend adequate attention on their underlying operating
model to enhance fundamental performance. Challenging con-
ventional operating norms to identify and define alternative mod-
els of ownership, financing and performance may well be a pri-
mary source of differentiation in the future. Asset rationalisation,
partnering, regulatory frameworks and non-traditional sources of
financing will all be innovation levers that companies can utilise
to improve future returns to shareholders.

Filsinger: Efficiency will be achieved in two ways — though staff-
ing optimisation and through capital improvements and portfolio
optimisation in order to achieve better operational efficiencies and
improved cash flow. It will be necessary to streamline organisations,
for example by flattening out the organisation, as entities move to
reduce costs to offset other cost increases brought on by the current
regulatory environment. Asset optimisation and portfolio optimi-
sation will include specific capital projects to improve and enhance
the efficiency of the systems, be it generation, transmission or dis-
tribution. Portfolio optimisation will be necessary as the industry
tries to determine where to deploy the limited capital. Efficiency
can also be achieved with some consolidation in the industry.

McConomy: Operating models will change, primarily in re-
sponse to generation mix, including renewable mandates, which
are often not well-defined or consistent among state jurisdictions,
and possible carbon emissions schemes. The construction of new
baseload plants (especially if they are clean coal or nuclear) will
result in significant increases in retail rates and put pressure on
the state commissions to grant rate increases, allowing the utilities
to recover their investments and a fair return on the new capital,
while playing to the political pressures to keep rates low. Utili-
ties will need to manage Wall Street and shareholder expectations
versus the political reality of state regulation.

Upton: The main challenges for utilities operating in the European
market concern managing unbundled and segregated companies
and observing principles of equal treatment towards internal and
external customers —transmission system operators, for example.
Another area where action is required is the employment of new
technologies in the generation area to drive sustainable sources of
energy, and finding the right mix of technologies.

Dunn: Energy and utility companies have altered their operating
models over the past few years, even in the states which retained
the vertically integrated model. The independent generation sec-
tor and independently owned or operated transmission sector, are
changing the context in which the vertically integrated utilities
operate. Vertically integrated may have to decide which of these
businesses makes the most sense. New technologies will require
new skill sets. For example, integrated gasification combined
cycle plants are closer to the chemical industry, and carbon cap-
ture is closer to the natural gas and petroleum industry, than the
traditional electric utility. These models will continue to evolve
as they tend to increase efficiency and competition. Things move
slowly in the utility world, but the economics will demand that the
evolution continue.
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Zoli: The effects of industry sector expertise and economies of
scale are increasingly apparent as the energy sector has consoli-
dated. These changes are particularly apparent in the most highly
regulated of the industry sectors, such as the nuclear sector, where
capacity factors have increased during consolidation. These con-
solidated companies set the standard for operations and, in re-
structured or deregulated marketplaces, for price.

Lewiner: Utilities will need to adapt to new regulations. For ex-
ample, if Transmission Network Unbundling is prescribed by the
European Commission, they will have to establish new compa-
nies based on ITSO (Independent Transmission System Operator)
or ISO (Independent System Operator) models. This will oblige
them to radically change their operating models and systems in
order to ensure a seamless operational data flow between incum-
bents and these newly created spin-off companies. This is critical
for the security of electricity and gas supplies. In addition, incum-
bent utilities that have lost recurrent revenue from their networks
will need to lower their cost to serve their retail customers in order
to survive in a competitive world.

In what ways can they drive greater efficiency throughout
their organisation?

Dunn: In the US, greater efficiency is driven not only from the
engineering and technological standpoint within the industry, but
also by new entrants to the industry. Some vertically integrated
utilities have investigated outsourcing various basic functions to
achieve greater efficiency. The interest of private equity and even
hedge funds in this space will affect the energy and utility industry
just as they have affected other industries. By taking companies
private, cleaning them up and then returning the companies to the
public sector or combining them with another utility, they will
achieve greater efficiency. The Texas New Mexico situation in
which the company was taken private for five years and then sold
to PNM Resources is such an example.

Lewiner: Utilities, oil and gas companies are large and historical.
Over time, they have accumulated different layers of managerial
and IT systems. To gain efficiency they will have to streamline
and simplify their organisation, processes and IT. This will also
require them to launch a change management program to have
their employees act differently and adhere to these changes. They
can achieve significant cost savings by outsourcing their informa-
tion systems management and some business processes to spe-
cialised service firms. The savings are tangible and the quality
of service improves when utilities outsource their ‘metre to cash’
processes, for example.

Zoli: Consolidation should result in increasing efficiencies in key
areas, such as purchasing, management of maintenance efforts
(particularly scheduled outages) and the workforce.

Upton: Legal documentation and internal procedures, when deal-
ing with multiple counterparties (both internally and externally)
need to be harmonised and standardised. The approach should be
service- and quality-oriented in order to compete efficiently in an
open market.

Flaherty: Companies in the US have only begun to scratch

the surface of their performance potential. Dramatic variability ))



exists from first to fourth quartile measurement with an ‘efficient
frontier’ still an elusive target for many companies to envision.
In particular, non-fuel O&M costs of companies are growing at
almost 5 percent per year, while productivity comes nowhere
close to that level. Several concepts such as cost variabilisation,
tailored business streams, fit for purpose process design and
demand management, however, offer promise. The key, however,
will be for companies to focus on effectiveness while pursuing
efficiency. In the old world, cost reduction itself was a goal; in
the new world, performance optimisation is the goal and costs
are simply an outcome.

Filsinger: Efficiency will be achieved in two ways — though staff-
ing optimisation and through capital improvements and portfolio
optimisation in order to achieve better operational efficiencies
and improved cash flow. It will be necessary to streamline organi-
sations, for example by flattening out the organisation, as entities
move to reduce costs to offset other cost increases brought on by
the current regulatory environment. This can also be achieved with
some consolidation in the industry. Asset optimisation and portfo-
lio optimisation will include specific capital projects to improve
and enhance the efficiency of the systems, be it generation, trans-
mission or distribution. Portfolio optimisation will be necessary as
the industry tries to determine where to deploy the limited capital.

McConomy: In the US, a logical way would be consolidation,
particularly for the small to mid-sized utilities as well as pure play
and non-regulated generation entities. In some cases, the larger
utilities are considering ways to drive efficiency through carve-
outs of generation, transmission and distribution assets. Certain
utilities may focus on a niche such as T&D, for example, which
presumably may enable them to realise some economies — such
as discounts for larger purchases and shared inventories — while
being ‘best in class’ in the operation of T&D properties.

To what extent is the talent gap proving to be a problem? How
can companies recruit and retain key employees?

Filsinger: The talent gap is large as the business continues to ex-
pand, particularly in the generation trading areas and in the trans-
mission and distribution area due to the aging workforce issue.
Attracting current employees and training the next generation
is as huge challenge for the industry overall. Given the extreme
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organisations, for example by flattening
out the organisation, as entities move

to reduce costs to offset other cost
increases brought on by the current
regulatory environment.

TODD FILSINGER

ROUNDtable M |

competitive environment in the commodity trading areas, it is also
critical that companies can demonstrate the short and long term
value to the employees as they can go ‘walk across the street’
and receive ample compensation given the expansion of financial
institutions into this area. It will be important that attention is paid
to maintain competitive salaries and bonuses as well as providing
employees with a challenging and satisfying place to work. There
are players that have unique portfolios in the generation sector, for
example, that can show significant upside as the industry moves
forward (through equity or other means) thus making a difference
in recruiting and maintaining staff.

Flaherty: The perfect storm is about to hit: a tsunami of retirees is
building, a vacuum in future talent exists and the new workforce
generation views jobs as transitional means rather than career des-
tinations. All three factors are combining to leave utilities with
a crisis of unappreciated parameters. Just when new technology
is emerging to reshape the industry — SmartGrid, IGCC, nuclear
— the talent to support these business shifts is lacking. In one cli-
ent example, 43 percent of the workforce is eligible for retirement
in five years and 67 percent within 10 years: those kinds of gaps
cannot be made up through normal programs. To be successful,
companies will need to define their ‘workplace of the future’ and
incorporate the creative use of variable labour, such as retirees;
establish performance partnerships with non-traditional provid-
ers; and design compensation programs that provide employees
with incentives to excel.

McConomy: The age of the workforce at utilities is, on average,
significantly older than that in other industries. This is true in many
areas, including finance, but it is significantly true in the nuclear
and rate making areas. There have been no new nuclear plants built
in the US in decades and the proposed global new builds are strain-
ing the available talent. In addition, in many US jurisdictions, there
has not been a full rate case in years. Both at the company level
and at the Public Service Commission level, employees are enter-
ing into uncharted waters. Any of the strategies to combat this are,
by necessity, long term in nature. Generally, they include appren-
ticeship type programs where new talent is sought and taught the
industry. In areas such as nuclear, both individual companies and
industry groups are teaming with universities to encourage new
entrants into the field. The new entrants will, however, need to be
taught by experienced industry veterans.

Lewiner: Many of these companies are facing aging workforce
issues as the ‘baby boom’ generation retires. Moreover, in many
western countries, younger generations are less interested in tech-
nical training, which leads to fewer engineers. The talent gap
is thus a real challenge — more so areas such as nuclear energy,
where investment in new plants had almost ceased in recent de-
cades. Companies need to launch special recruitment campaigns
and also take advantage of the high quality engineers educated
in Asia’s universities (particularly India and China) by attracting
them to the West and by offshoring certain activities.

Upton: Talent is scarce and everyone is hunting for the same lim-
ited talent pool. Attractive remuneration packages will need to in-
clude performance based elements. In contrast to financial institu-
tions, who become more and more important market participants,
utilities may also stress the lifestyle aspect and their interest to re-
tain and develop employees long-term as a distinguishing factor.

www.financierworldwide.com | October 2007 FW | REPRINT



| ROUNDtable

Zoli: The talent gap is increasingly apparent. The industry’s em-
ployees are aging, and the opportunities for skilled engineers have
broadened substantially, altering the historic pipeline of available
recruits. Retaining capable employees now requires innovative
strategies, such as on-site training, more active on-campus re-
cruiting and compensation programs that reflect alternative mar-
ket opportunities for engineers and trained technical staff.

Dunn: The talent gap is an issue, but we are seeing management
entering the energy and utility sector from other industries. For-
tunately, for the US on a macro level, the engineering schools are
reporting an increase in applications. Thus, the supply seems to
be adjusting as the engineering career once again begins to hold
some allure. Consequently, while there is a talent gap, there is
a new younger generation both growing organically and coming
from outside the industry that may fill the gap.

What technology innovations are shaping (or will shape) the
energy and utilities sector?

Upton: New generation technologies are currently heavily dis-
cussed, with special focus on environmentally sustainable sourc-
es, or renewables. Clean coal, optimisation of gas fired plants,
renaissance of nuclear energy and the substitution of pipeline
based natural gas by LNG will have to be addressed by the major
utilities in due course. Investment into additional grid capacity
and optimisation of transmission technology will be similarly im-
portant.

McConomy: Important advances in technology are those that al-
low for the development of distributed generation, such as PV or
small scale generation using waste fuel/heat from an industrial
process. These sources could displace generation that the utility
would otherwise have to build. Another innovation is smart me-
ters which push information into the hands of the end users to
make decisions on usage. When innovations are combined with
variable pricing, this should flatten the demand curve and lead to
fewer baseload generation requirements.

Lewiner: New technologies will impact all the utilities value chain
segments. In generation, these include third nuclear generation
plants and geological CO2 storage. In networks, there is a focus
on new sensor-enabled smart grid operations. In retail, there are
innovations such as smart metering and new internet tools (web
2.0) that are changing customer behaviours. The combination of
these technologies with information system innovations (such as
Service Oriented Architecture) is reshaping the sector. Oil and gas
platforms operations are being altered by Fields of the Future, for
example. Implementing these new technologies will have a great
impact on people management: on one side it will trigger new
recruitments and enhanced training; on the other side it helps to
mitigate the employee retirement effects. Automated metre read-
ing significantly decreases the field workforce, for example.

Filsinger: The technology changes will largely be driven by the
environmental legislation, such as renewable and ‘carbon lite’
technologies.

Dunn: Technology innovations as well as the popularity and en-

couragement of alternative generation from wind and solar, are
beginning to shape the energy and utility sector. Demand response
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When innovations are combined
with variable pricing, this should
flatten the demand curve and
lead to fewer baseload generation
requirements.

JOHN MCCONOMY

and advanced metering infrastructure can increase the efficiency
of the current system. The efficiency of solar collectors seems
to be increasing at a very rapid rate, thereby lowering its cost.
SmartGrid can increase efficiency, improve reliability and be the
key to greater penetration of intermittent renewable energy, such
as solar, wind and ocean resources. The development of new
technologies for distributed generation could have quite an ef-
fect on the central plant system. Coal gasification and the latest
design nuclear plants may yet play a role for new central station
plants.

Zoli: Increasing focus on climate change requires a functional
approach to the large-scale integration of renewable technology,
particularly a technical means to address intermittency concerns
and a regulatory system to address initial (and likely continuing)
premiums in pricing. In addition, it is hard to imagine that we
will not experience increasing reliance on emission-free basel-
oad production, particularly nuclear production. In that context,
reprocessing or the recycling of nuclear fuel will emerge as an
important consideration.

Flaherty: The most fundamental change to the sector in the next
five years will come from adoption of technologies that enable the
SmartGrid. The delivery segment of the business has tradition-
ally lagged other segments in the relative impact of technology
innovation; however, a new future has emerged. The ability to in-
tegrate sensing, communications and control capabilities will al-
low companies to not only reduce operating costs, but to improve
system reliability and performance and avoid future baseload ca-
pacity costs. Most importantly, this will all be achievable while
supporting regulatory policy direction and providing customers
with enhanced control and choice over their energy utilisation.

With nuclear energy enjoying a renaissance, what are the ar-
eas of expected growth? What impact will this have on the
industry?

Zoli: This is the sector to watch, as it is has the unique ability to
provide reliable, cost-effective electricity without emitting green-
house gases linked to climate change. As a result, the nuclear re-
naissance should continue, with an associated need for growth in
the nuclear-service sector, the need for trained employees (in an
aging workforce) and opportunities for waste management.

»



McConomy: Nuclear energy will play a key role in the global
energy future. We would expect to see consistency of design this
time around to improve reliability and reduce the already very
high capital costs. All types of new coal generation are facing sig-
nificant hurdles in the US. Nuclear advocates understand this and
the industry is reacting by working to encourage the growth of
new talent and lining up possible sites for new build. Most likely,
new nuclear plants will be built at existing nuclear sites. Residents
of areas with a nuclear power plant are more willing than the gen-
eral public to have additional plants built in their neighbourhoods.
This may influence the location of sites. However, the significant
capital needed to build the plants, proven new technologies and
the regulators views on return of this capital will need to be re-
solved before significant building takes place.

Upton: Subject to the government giving approval for nuclear new
build, there will be busy times ahead for the technology providers,
the power suppliers, the site owners and the prospective funders, as
each will have a role to play in the government’s nuclear strategy.
This will be cost and labour intensive and is likely to lead to those
involved concentrating their efforts in the planning and building
phases, perhaps to the detriment of other potential opportunities.

Flaherty: The renewed focus on nuclear is actually a manifesta-
tion of a broader focus on ‘green or blue’ environmentally friendly
technology. While the re-emergence of nuclear as a component of
the US energy future is not a foregone conclusion given the uncer-
tainty of the licensing and financing processes, it’s revitalisation
actually opens the door for extended technology advancement.
Within the nuclear sector, advanced technologies for elements
of the fuel cycle, such as enrichment, storage and disposition are
likely to emerge to support the needs of the industry and reduce
operating risks. However, just like the earlier cycle, the challenges
will be project management performance in an era where ‘owners’
do not have adequate leverage relative to OEM and EPC firms.

Filsinger: In addition to possible nuclear growth, other poten-
tial areas will be with the large EPC contractors that can fill the
void and deliver efficiently. The regulated utilities will enjoy a
resurgence in the generation space as the only parties likely to
take the risk along with some of the stronger merchant players
supported by private equity. Customers want some stability in
their retail rates, and gas fired generation has not been providing

If the regulatory burden can be
lifted from nuclear energy, then
there is no reason that nuclear
energy can’t compete with the US
and other technologies and be part
of the solution to global warming.

M. DOUGLAS DUNN
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that stability. There is also something of a green view and feeling
that puts pressure on new coal construction. Nuclear offers some
level of stability assuming it can be brought on line for a reason-
able figure. Nuclear expansion does have the anti-nuclear hurdle
to overcome, given the terrorist threat and waste issues that need
to be resolved. If successful, nuclear expansion will help to sat-
isfy load growth and reduce the continuing upward pressure on
gas and environmental costs.

Dunn: Nuclear energy has been ignored in the US and in certain
other developed countries, but we are seeing worldwide an in-
terest in nuclear energy. Currently, France leads the world in its
dependence on nuclear energy and in continuing development of
technology. Perhaps the US can become a leader with the next
generation of plants that are currently in the discussion stages.
Nuclear should certainly be part of the portfolio of generation
sources. The problem with nuclear energy has not been techno-
logical or geological, but rather political and regulatory in terms
of developing its nuclear waste depository and in the ratcheting
of regulatory changes for plants that were seeking to be complet-
ed and licensed as the last building cycle ended. Public opinion
previously opposed nuclear power, but global warming concerns
have changed the public opinion calculus. If the regulatory bur-
den can be lifted from nuclear energy, then there is no reason that
nuclear energy can’t compete with the US and other technologies
and be part of the solution to global warming.

Lewiner: Nuclear energy is already growing significantly in Asia.
China and India together have 130 plant projects. Countries like
Russia, Ukraine and South Africa also have big nuclear programs
for the future, with more than 20 plants each. We are witnessing a
renewed interest in Western countries identifying nuclear energy
as an economical way to replace aging plants and to accommodate
increasing electricity consumption. In Europe, Finland and France
are already building third generation plants. Countries such as the
UK, Baltic Countries and Slovakia will make similar decisions
soon. In North America, many US and Canadian utilities are an-
nouncing new projects, with around 30 in total. The prerequisites
for success are rebuilding a nuclear equipment industry, design-
ing and implementing a sound regulation system, training and re-
cruiting competent people and most importantly, implementing a
safety culture in everyday operations.

Has the regulatory burden on energy and utilities companies
increased to a challenging level?

McConomy: Volatile commodity prices, the ending of rate caps/
freezes, politics and the unintended consequences of the repeal
of PUHCA have led to a significant activism on the part of state
regulators and considerable uncertainty for industry stakeholders.
The regulatory climate has always been a challenge to utilities.
The biggest challenges come in times when the system is chang-
ing and the rules are uncertain. As utilities work through the next
rate case, a new environment of working with regulators will,
hopefully, emerge and make it easier to move forward with some
of the significant investments needed in the infrastructure over
the coming years.

Flaherty: There is no doubt that heightened regulatory interest

has returned. In a cycle where all factor costs — fuels, financing,
labour, commodities, etc. — are increasing and placing sustained
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pressure on rates, regulators are again at the core of the finan-
cial stability of the sector. Policy design can make or break the
finances of a utility, particularly where capital intensive basel-
oad projects influence the cash flows of companies. The current
trend of regulatory decisions about both new capacity additions
and revenue decoupling in the US have been supportive of strong
financial condition. However, an inability to fully recognise and
compensate increasing industry business and financial risks by
simply adopting formulaic means of establishing rates of return
will likely harm credit ratings in the future.

Zoli: There’s no getting round it, this industry is heavily regulat-
ed. However, with deregulation and restructuring in some regions,
the overwhelming regulation remains typical of that experienced
by most industries, and consists primarily of securities regulation,
the environmental impacts of ongoing operations and issues of
market control. In today’s world, this seems a reasonable burden.

Dunn: With PUHCA repeal, the regulatory burden has decreased
on the Federal level but increased on the state level to the extent
that it may be the biggest challenge to increased efficiency in the
energy and the utility sector. In particular, increased state regula-
tion can be seen in merger transactions. On a worldwide basis,
the US has many more small utilities and consolidation should
naturally occur. The state regulatory barriers to consolidation can
be unpredictable. State agencies may now require ‘net benefits’ to
ratepayers instead of applying the traditional ‘no harm’ standard.
This is the only industry where if one buys the product, the regula-
tor seems to think that one has acquired an ownership interest in
the production plant for the product. There is no easy way to of re-
move the hands of the regulator from the pocket of shareholders.
The transacting parties need to be creative to find common ground
with each constituency in each case. Obviously, if the state com-
missions overreach, its going to discourage consolidation which
otherwise would lead to greater efficiency and lower costs that
would benefit the ratepayer.

Filsinger: On the environmental side, regulations are a burden.
Not only are utilities having to deal with all the traditional is-
sues but also the carbon and renewable standards. This will force
the utilities to invest further to address these issues, which ulti-
mately will increase retail rate pressure, which then puts them
back in front of the commission on the traditional rate side. This
will challenge utilities to find ways to reduce other costs to help
offset increasing environmental costs. Given that ratepayers have
already felt the crunch of rising gas and coal costs, the challenges
of obtaining rate increases will increase substantially.

Lewiner: Financial, health and safety, and environmental regula-
tions have been introduced in all countries. They are triggering
additional management complexity, information systems changes
and new lobbying activities, all of which increases the cost of op-
erations. These regulations can have a negative effect on strategic
questions such as security of supply. This is evidenced by recent
nationalistic regulations adopted by oil and gas rich countries.
These short sighted decisions, made by countries including Ven-
ezuela or Bolivia, deprive them of the much-need exploration and
production competencies brought by the oil and gas majors, and in
the long term will inevitably lead to reduced oil and gas output.

Upton: The common perception suggests the regulatory burden

has increased. There is some merit in arguments suggesting a cer-
tain self-sustainable character of regulatory action. Increasingly,
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The real burden and challenge lies not
in the amount of regulation but being
able to clearly separate those that
create opportunities from those that

merely have a self-sustaining character.
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the immediate effect of work creation for the regulator is more
apparent than the necessity of the action to achieve core regula-
tory objectives. Leaving this aside, there is no doubt that regula-
tion becomes more intertwined each year, in terms of European
and national regulation, regulation that drives sustainability and
that which drives core utility revenue streams. For many, keeping
abreast of these developments is indeed a challenge, and one with
a negative connotation. At the same time, from many new pieces
of regulation there is a business opportunity arising for utilities,
which significantly outweighs the burden and costs associated
with understanding and implementing it. Thus the challenges also
have positive connotations. The real burden and challenge lies
not in the amount of regulation but being able to clearly separate
those that create opportunities from those that merely have a self-
sustaining character. Demand for advice suggests that utilities in-
creasingly wish to get more savvy at successfully challenging and
curtailing the latter, and thus relish the challenges brought about
by the changing regulatory landscape.

How are climate change, carbon credits and other environ-
mental issues factoring into boardroom decisions?

Lewiner: In March 2007, the European Union asked its members
to commit to 20 percent of energy consumption and CO2 emis-
sions reductions by 2020, as well as to achieve a proportion of 20
percent of renewable energies in their consumption. By December
2007, each state will have compulsory targets and will in turn
assign stringent objectives to their domestic companies. This is
already the case in the Kyoto protocol mechanism where big en-
ergy companies have an Emission Rights quota. The management
of these Emission Rights is critical, as they can now translate into
significant costs or big incomes, especially when the certificate
prices soar. These environmental issues will also have a big impact
on decisions surrounding the construction of new plants, pushing
boards towards carbon free (nuclear or renewable) investments.

Dunn: Climate change, carbon credits and other environmental
issues are creeping into boardroom decisions, some obviously
more than others. Creating a viable market for carbon credits that
is well known and understood by all of the players will take some
time to develop. In new investments, our clients are already an-
ticipating a carbon regime being effected in the US (even outside
of California and the Northeast, where state legislation is already
enacted). For example, new coal and IGCC plants are expecting to
have to meet a carbon sequestration program and are building in
the cost of compliance in their development decisions. »



Filsinger: Executive teams and board members must think through
the impact of the unknown, with respect to the carbon issue. As the
various proposals and views demonstrate, this is a long way from
being fully defined and the final impact could vary widely by en-
tity. The decisions now taking place are requiring the boardroom to
insist on significant scenario analysis to fully appreciate the impact
of various investment decisions. Some of these issues include new
build technologies and timing, deployment of capital that doesn’t
address the climate change issue, long term contracting, and the as-
sociated environmental risk overall. In addition, many boardrooms
are considering the green strategy on the operation of the entities
— purchasing green, green office space, green transport. It is clear
that any long term decision needs to include the impact of potential
carbon regulations and the undefined potential costs thereof.

McConomy: The biggest challenge in boardroom decisions in
this area is anticipating how the regulators will react. There are
currently different rules in each state (and some inconsistency
with federal rules) and clarity with one set of rules would make
boardroom decisions much easier. The US is facing the need to
build new baseload generation to replace an aging fleet and to
meet growing demand. The environmental/climate issues will im-
pact the choice of technology which will have a significant impact
on retail rates for the next 15-25 years. There is a huge focus at
the board level on next generation coal and nuclear generation to
address these concerns.

Zoli: These are the issues that daily drive project development,
as well as plant and system operations, decisions. Viewed largely,
the sector’s operations are controlled, and often limited, because
of environmental regulation. While climate change regulation is
in its infancy, it will only add to the changing profile of electric-
generating facilities that can operate, or not (absent purchased
credits or offsets) only by satisfying these requirements.

Flaherty: The impact of policy shifts on this industry have al-
ways been to affect the level of capital to be deployed, which
leads straight to the boardroom. The current level of policy direc-
tives focused on ‘carbon’ occupy attention, not only because of
the enormity of their potential financial requirements, but also be-
cause of the uncertainty over the consequences of these decisions.
Making the wrong bet or acting without adequate protections can
be catastrophic if second-guessed later. Consequently, boards are
taking longer to reach actionable decisions simply because of the
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breadth of the unknowns and the scale of the impacts of these de-
cisions. The central issue they struggle with in many cases relates
to whether they have confidence in management executing and
regulators responding fairly in an unmarked playing field.

Upton: Most utilities participate in these markets as hedgers.
Hedging against adverse business conditions, whether they arise
out of the market itself or regulations, is an important strategic
boardroom decision. Over the last year, nearly every utility has
formed a strategy for participating in JI and CDM activities, as
well as carbon capture and storage, renewable energy and clean
coal activities. The interesting trend is that both the involvement
in voluntary markets and the standards of most utilities and their
customers have increased significantly over a short period of
time. There is room for consolidation among the variety of off-set
standards. But it shows that apart from hedging strategy concerns
arising from climate change, there are strategic, commercial prod-
uct decisions to be made. This is not new and has been with us
for quite some time. But the speed at which their involvement is
growing more sophisticated is encouraging. The major challenge
of the market is to factor short tem regulatory drivers (most of
which are only clear up until 2012, when the Kyoto Protocol ex-
pires) into long-term investment decisions.

What importance are companies placing on renewable ener-
gy, and how is this manifesting itself in practice?

Filsinger: Most companies are taking renewables into account as
a matter of environmental responsibility if not regulatory compli-
ance. We have seen many companies willing to pay a premium
to partner with renewable energy. This has turned out to be im-
portant PR in demonstrating environmental responsibility. We
are also seeing the value of renewable energy credits climbing in
those regions where it is mandated and traded, but also within a
national market — even where it is not driven by legislation. This
is a real issue with real consequences.

Flaherty: Renewables are no longer an available option — they
are tablestakes for every company. Mandates aside, it only makes
sense that companies pursue ‘green or blue’ solutions in today’s
political and regulatory environment where they are economically
available. The challenge, however, is whether pursuit of renewable
agendas achieve the intended result or at the intended price. While
wind is the current ‘darling of the dance’, it is not an ubiquitous so-
lution, nor does it come without additional costs, such as transmis-
sion and back-up capacity, which are often overlooked. Building a
renewables strategy needs to incorporate both the real economics
of adoption and the realities of achievement of intended results.

Lewiner: The proportion of renewable energies varies consider-
ably in Europe, from 30 percent in Sweden to 1.4 percent in UK.
Currently, the average is 6.5 percent — well below the 20 percent
target. Hydropower has the largest share of renewables in Europe
and has still over 30 percent growth potential. Many utilities are
investing heavily in wind power. Iberdrola, for example, now has
4000 MW installed capacity and is targeting 10,000 by 2010. The
value of wind mills manufacturing companies has soared to the
point where certain experts refer to a ‘green bubble’. In the long
term, we hope technical progress will enable wind power to be-
come economically viable without subsidies. Photovoltaic solar
energy has the biggest potential but technical breakthroughs are
needed to improve the energy efficiency of solar cells and to reduce
their production cost. Today, some utilities are looking at strategic
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investments across the value chain, including silicon production.

Zoli: In the US, most states have developed requirements for a
portion of the electric supply to reflect renewables. Many utili-
ties have adopted this approach. Large, often publicly traded cor-
porations have echoed this goal of some use of renewables. In
practice, these aspirations, though often unmet, create a market
for renewable supply, often at a premium. Thus, they remain im-
portant market drivers.

Dunn: I think most companies are considering renewable en-
ergy, some to the point of being leaders such as Iberdrola from
Spain, one of the largest wind generators in the world and FPL
Energy, the largest wind generator in the United States. Regula-
tion may actually assist in this regard by demanding, as is re-
quired in over 20 states, that a percentage of energy generation
be from renewable resources. These renewable technologies af-
fect the existing system in at least two ways: utility scale plants
tend to be remotely located, requiring that the transmission grid
be expanded with investment not contemplated just a few years
ago. At the same time, certain of these technologies, such as so-
lar, are modular and are providing a boost to distributed genera-
tion — which in turn means less demand for central station power
generation investment. The amount of investment in these new
technologies has been extraordinary — as an example, while still
a small portion of the overall installed generation, wind energy
accounts for 20 percent of new installed capacity in the US in
2006. The picture will change considerably over the next 5-10
years, as renewable energy becomes a significant portion of the
generation portfolio.

McConomy: Renewable Portfolio Standards (RPS) are being
established in most states. Renewable energy is important in
every utility, but it is defined differently in each jurisdiction.
In practice, players are emerging who specialise in renewables;
but all utilities and generation companies are considering them
and waiting for the uncertainties to clear up before making sig-
nificant capex decisions. Proposed federal energy legislation
would force more utilities to buy or build renewable generation
to meet the proposed federal RPS. Availability of wind turbines,
transmission access and a myriad of other factors could become
significant issues that could impede implementation of national
RPS.

Upton: Most utilities are under a direct or indirect obligation
to increase the renewable energy in the fuel mix they are pro-
viding. It has therefore become a simple necessity for most of
them to engage in the respective feed-in or green certificate
support schemes. In addition, however, there are a number of
utilities, investment banks and venture capital funds that have
been successful at deriving significant revenue from renewable
energy schemes. In some areas, therefore, there has been a dash
for clean and renewable energy projects. At the same time, large
amounts of investment money have literally been chasing com-
panies developing bio fuel project or clean energy technologies.
Although this mini bubble is bursting at the moment, there is a
continued appetite for renewable energy projects, which in most
developing countries are also eligible CDM projects. There are
important regulatory developments ahead in Europe which will
bring the national support schemes in line with internal market
requirements. This will have arbitrage opportunities for some
and considerable hedging challenges for most utilities, especially
in countries with high financial support schemes.
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Is the energy and utilities sector ripe for consolidation? How
would you describe the current M&A environment?

Upton: In nearly every geographic region and every part of the
utility supply chain, there is (and always will be) an argument for
consolidation. However, the picture could not be more diverse. In
Europe, for instance, further consolidation of big national players
is seriously constrained by the lack of interesting targets, syner-
gies and the restrictions of competition and merger regulations.
The GdF/Suez merger has been driven more by political interest
in creating a national champion than by natural synergies. E.ON/
Endesa faced protectionist national regulatory barriers. At a lower
level, consolidation by regional utilities and privatised munici-
palities has continued at the same speed. Consolidation in emerg-
ing markets (in terms of privatisation and regulation) appears to
be gathering pace yet again.

Zoli: It has been consolidating, and this consolidation will contin-
ue, particularly in those established sectors requiring specialised
expertise, such as the nuclear and coal sectors. It is not a factor
yet in the emergent markets, such as the renewables sector, except
at the supplier level. Certainly, the renewables sector will benefit
from consolidation, after the innovation curve is reached.

Dunn: In the US, the energy and utility sectors are extremely ripe
for consolidation. The largest company in this country is among
the smaller companies in the developed economies worldwide.
Consolidation can occur here both horizontally, that is to say gen-
eration consolidation, transmission consolidation and retail con-
solidation, so long as the retail distribution company is kept sepa-
rate by state to keep regulators from claiming revenues for their
state and shifting the expenses to another state. There is also room
for a vertical consolidation. In most regions, the utility sector is too
fragmented. Consolidation would benefit the ratepayer by improv-
ing efficiency and providing the scale for significant infrastructure
investment. Currently every management is looking at its M&A
playbook. For some, the answer will be to go private to avoid
the quarterly analyst critics, so management can take long range
decisions to reshape the company. For others, vertical mergers to
achieve economies of scale and synergy savings is the answer.

McConomy: The industry is ripe for consolidation. The current
M&A environment is one of tempered enthusiasm. Most industry

players see the benefit to be gained by consolidation, but several »



significant mergers have not made it through their long regulatory
review processes. We see individual asset transactions continuing
and likely consolidation of smaller to mid-sized utilities and gen-
eration companies. Consolidation will be one strategic option that
utilities could follow to achieve greater efficiencies. The current
state regulatory environment is a significant hurdle at this time.
Generation M&A has not slowed, but the buyers have changed
from primarily US corporates and traditional private equity play-
ers to infrastructure funds and foreign corporates.

Filsinger: In the merchant sector, consolidation is quite likely.
As entities attempt to become more competitive, consolidation
will be an obvious way to reduce unit overhead costs and also
achieve better portfolio optimisation. In the regulated sector it is
less likely in the US as entities continue to deal with the market
power issues that rise to FERC with each transaction. We expect
private investment in the sector to continue as private equity finds
areas of value to deploy their capital.

Flaherty: In the US, well over 100 investor owned utilities still
exist with market capitalisations a fraction of the largest utilities
in the world. Excessive fragmentation, however, has never been
the issue related to the need for consolidation. The challenge has
always related to two factors: social considerations and regulatory
mindsets. On the ‘social’ front, movement has occurred as attrac-
tive buyout packages assuage the pressures of dealing with an un-
certain operating future. From a regulatory perspective, decisions
have generally been balanced in prior deals, and have only been
onerous when ‘other factors’ such as loss of price caps loomed.
Currently, the uncertainty over carbon has more to do with deal
slowdown than anything else.

Lewiner: The utilities sector will continue its consolidation. Some
large pan European mergers were announced in 2005, including
E.ON/Endesa and Suez/Gaz de France. These mergers were real
sagas and it is only now, after more than 18 months, that we can
determine the outcome. Due to pressure from the Spanish Gov-
ernment, the E.ON/Endesa deal did not happen as ENEL/Acciona
were selected as the future owner. With the support of the French
President, Suez and Gaz de France have finally agreed on their
merger conditions on 3 September 2007. By the second half of
2008, this merger should give birth to one of the three top utilities
in Europe. These two cases illustrate the desire of governments to
create national champions in strategic sectors such as energy. In
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much shorter time, smaller and amicable mergers were success-
fully closed in a much shorter timeframe, such as Iberdrola/Scot-
tish Power.

Do you expect to see more companies adopt a cross-border
acquisition strategy to boost global market share? How will
this play out?

Flaherty: The field of realistic foreign based suitors in the US is
far smaller than the population of actual buyers with capability.
In part, the utility business in reality is regional in nature and far
flung operating outposts are difficult to manage. More important-
ly, the geopolitics of the world serve as a limiter to achievability in
many countries. In particular, the concerns of local politicians and
regulators over foreign entrants are difficult to ascertain ahead of
the announcement. Consequently, well-heeled foreign companies
may not always be the best option for the seller that is concerned
about actually closing the deal. Nonetheless, for those established
companies, such as National Grid that have a track record, there
is no reason to think that their growth will stall. New entrants that
have no operating track record or political congruity with the US,
on the other hand, will be challenged to make headway simply
because they can afford the transaction.

Upton: The big national utilities have few opportunities other
than engaging in cross-border acquisition. Most national acquisi-
tions will not be possible because of merger regulations. Howev-
er, the painful lessons from previous ventures, into the US market
in particular, is that utilities will probably go to some length to
realise opportunities closer to their existing geographical cover-
age. There still a way to go in Europe before we see another dash
for foreign shores, but it seems inevitable.

Filsinger: Cross-border strategies will become more active as
entities try to strengthen their position and diversify risks. This
is also more likely as the sector continues to recover overall. We
have seen some momentum in the area recently (Key Span/Na-
tional Grid, for example) and we would expect to see more as en-
tities find ways to deploy capital. The cross-border strategy seems
to be an effective way to increase market share, diversify and yet
not have to deal with local regulations around market power that
arises with M&A within an incumbent’s geography.

McConomy: In the current regulatory environment, with the
great need for infrastructure investment in the US, it is unlikely
that many US utilities will invest outside of the US. The pure
play merchants continue to invest globally. We are seeing more
interest on the part of European and Asian investors into the US.
The lower risk along with stable cash returns that capital invested
in infrastructure projects generate is very attractive to offshore
infrastructure funds. Inbound foreign investors will be eyeing the
US now that the European market has pretty much been consoli-
dated to the maximum allowable level under the current European
environment until pending resolution of regulatory uncertainties.
The US is the next best investment destination while waiting for
the regulatory uncertainties to settle.

Zoli: For utilities, consolidation will be limited. Electricity is still
mostly a local, or at best regional phenomenon.

Lewiner: July 2007 was the last milestone for the liberalisa-

tion of European electricity and gas markets, and now all cus-
tomers are free to choose their supplier. Incumbent utilities that
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are losing market share in their historical geographies have
undertaken cross-border acquisitions, such as EDF in the UK,
Germany, Italy, Switzerland and Eastern Europe, and E.ON in
the Nordics, Benelux, Spain, Italy, France and Eastern Europe.
But the situation is complex as different European players have
divergent strategies. Utilities are aiming to become larger pan-
European companies with the ability to invest in the required in-
frastructures. Some countries are considering energy questions
as strategic and favour the emergence of national champions.
The European Commission wants to create more fluidity and
competitiveness in the market, with smaller actors.

Dunn: As the European national champions become too large for
their individual countries, they naturally must consider this large
economy where so many acquisition targets are present. So I think
yes, we will see companies not only from Europe, but also from
Asia, invest in the US energy and utility sector.

What investment opportunities exist for private equity and
venture capital? Will they act as positive agents for change?

Dunn: Investment opportunities continue to exist for private equi-
ty in the developed economies because all of the companies grew
up either as a function of government or in a cocoon of regulation
both at the federal and state level. Consequently, private equity
can invest while the company is private and make changes to cre-
ate long term value prior to bringing the company back to the
market. Hedge funds work on a shorter time frame and, while the
company is taken private, usually have their own ideas on man-
agement and want to make much more rapid change. Anything
that increases the efficiency of the organisation is a positive agent
for change. In most transactions, the acquirer has surveyed the ho-
rizon and picked the target as a place where the acquirer can make
positive changes through the institution of best practices or as
synergy efficiencies. The biggest test for value creation will come
from the KKR-TXU deal, if the financing for it holds together.
Certainly other transactions, such as the buyouts of International
Transmission Company and TNP Enterprises have been positive
agents for change. Had the proposed private equity transaction for
Unisource been completed, it would have been a positive situa-
tion for all constituencies, including the customers. It was turned
down for political reasons at the public service commission, based
on the history of Unisource rather than the transaction.

Zoli: Opportunities exist for the private equity and venture capital
markets. At this stage, it is more common to see that influx at the
service and supplier level, or for smaller projects — particularly in
the renewable sector. However, as the funds get larger, the focus
is bound to shift to the larger energy stakes. Certainly, they can
represent positive agents for change, but electricity is an essen-
tial service, and there will be low tolerance for uncertainty in the
available power supply, so that can and will be a limiting factor.
The bankruptcy page book offers real insight here.

Lewiner: Equity funds and banks are investing in firms with re-
current low risk revenues, such as network infrastructures and
water assets. Further unbundling in Europe will create more
opportunities for them. In 2000, Warren Buffet started to invest
in US utilities such as CALENERGY and MidAmerican. Now,
KKR and Texas Pacific are finalising the takeover of TXU, a size-
able Texas based utility, and we can expect more of these deals in
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the future. These funds introduce a new short term, financial and
profit oriented culture to technical, long term and economically
minded utilities. For venture capitalists, the renewable energy
space and the development of clean and low energy consump-
tion devises is a vast playground. By injecting funds in start-ups
and helping to manage them, they should boost innovation in this
strategic domain.

McConomy: The US will require significant investment in new
baseload generation and transmission expansion/upgrade projects.
The return opportunities for capital investments will be attractive
to private equity, venture capital and other non-traditional sources
of capital. With their investment of capital, these investors can
challenge the traditional financing methods and possibly intro-
duce new/innovative methods not previously used in the utility
industry, which could lower financing costs and benefit custom-
ers. Private equity will continue to provide capital, but only with
reasonable return expectations. Transmission with the enhanced
returns is an example of private equity getting further into the
mix. Venture capital will be there, but behind the scenes (where
they typically are) fostering development of new technologies,
particularly around renewables.

Filsinger: The opportunities are nearly endless here depending
of the risk appetite of the funds. These opportunities include
the more risky coal and nuclear investment to offset the rising
and persistent gas environment, renewables, carbon generated
investments and vertically integrated utilities, among others. The
carbon and renewable pressures create many new types of invest-
ment opportunities in sequestration, IGCC, wind, hydro and geo-
thermal. To the extent this capital drives investment in new areas
it can be a positive agent for change as it will help the industry
move forward from a technology perspective. However, shorter
term investments are less likely to move the industry forward.

Upton: For some time hedge funds, private equity and venture
capital have played a role in the energy market. We anticipate the
significance of their many, mostly speculative, roles to increase
in the near future. Venture capital funds have fuelled the struc-
tured financing of clean and renewable energy projects, which
steadily increases. Many hedge funds participate as speculators
in the energy and environmental securities markets, often with
a prime focus on gas storage, spot LNG and CO2 certifications
(EUA, CERs, ERUS, AAUs and VERs). Their participation has
increased. Private equity in core utility company fields are still
few and far between, but their interest in the sector’s support ser-
vices has gathered pace.

Flaherty: The day of the financial sponsor has not yet waned,
regardless of the state of the current capital markets or regulatory
processes. The impact of these acquirers has not been uniformly
observed, as styles have ranged from passive and benign owner-
ship to active and aggressive involvement. The challenges to tra-
ditional financial sponsors from a plethora of hedge funds seek-
ing distressed assets may have diminished, only to be replaced by
deeply capitalised infrastructure buyers pursuing highly valued
properties. Since financial buyers seem to convey a level of spir-
ited aggressiveness in the market, their impact on the acquired
business can be expected to increase, particularly when attractive
self-build and infrastructure expansion opportunities abound in
most companies. W
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