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RWE’s earnings growth the main driver 
Despite being the third best performing utility stock year to datc, RWE still 
looks undervalued on most measures. In fact, it is one of the cheapest stocks 
in the sector 011 the FYO6E P/E niultiple ( 1 0 . 1 ~  against the sector on 12 .7~) .  
The stock market does not yet seem to have faith in our FY06E estimates, 
which appear to be some 14% ahead of coiiserisus. As a result, we think 
earnings delivery is likely to be a key driver for the share price. 

E.0N’s balance sheet conundrum 
The main obstacle to the E.ON investment case arises from its soon-to-be 
coiiipletely unleveraged balance sheet. As a result of this situation, E.ON’s 
earnings growth is more pedestrian than that of RWE, and its P/E ratio is 
less compelling. In this report we model the impact of special dividends and 
acquisitions on the earnings multiple. Either route would help make the shares 
look as cheap as we believe they are, although in practice we suspect E.ON 
will run with an inefficient balance sheet for some time to come. 
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investment Overview 

> We are raising our target prices and reiterating our Buy/ Medium 

* But we have not marked our forecast to market and our achieved 

Risk (IM) ratings on both German utility stocks 

power price assumptions remain well below the current forward 
curve 

e have raised our estimate of the German new entrant price to 
from €42/MWh ... 
are assuming this level is reached in 2010 against 2012 

ition, we are factoring into our sum-of-parts valuations an 
ension of nuclear power station lives to 45 years 

I Raising target prices once again 
We are raising our target prices, forecasts and valuations once more for both Gennan 
utilities. This move takes into account a slightly more optimistic assumption on 
wholesale power prices and we are also building in  upfront the potential extension 
to nuclear power station lives that we believe a CD1.i-led government would deliver. 

For E ON our target price rises from €75 to €86 per share, while our FY06E EPS 
estimate goes up by 6% to €6.78. 

> For RWE our target price rises from €55 to E65 per share, while our FY06E EPS 
forecast increases 2% to €5.48, 

On both stocks we retain a Buy/ Medium Risk ( 1 M) rating 

Figure 3. Share Price Performance (Indexed to 1 Jan 04=100) 

We think there is still 
more to go for 
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Source: Reulers 

crtigrou 
Smith Barney 
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Treat the forward curve 
with caution 

The new entrant price is 
what matters in the long 

run 

Our detailed arguments on power prices are set out in the section beginning on 
page 1 1, while we review the political and regulatory situation in Germany starting 
on page 18. Several key points are worth emphasising upfront. 

Forecasts not marked to market 
We have resisted the teniptation siniply to mark our forecast assumptions on power 
prices to the current forward curve. Forward prices are volatile and liquidity is thin 
for 2007 and beyond. In addition, we believe prices are at least partly being driven 
by the overheated UK gas market. The price E.ON and RWE will actually achieve 
in 2007 will chiefly reflect forward prices in the first six months of 2006, and we 
see scope for prices to soften between now and then. 

For 2005 and 2006, forward prices are more liquid. But these prices by now are 
irrelevant to the price that RWE and E.ON will realise for the bulk of their power 
in those years as both companies have sold forward almost all of their production 
until 2007. 

hi the long run, we still believe the key anchor for tlie wholesale power prices is the 
likely new entrant price, and we are raising our estimate today for the Gemian new 
entrant price from €42/MWh to E43fMWh. This is because we have tweaked our new 
entrant model to take C 0 2  explicitly into account in year 15 and beyond, although we 
still assume new entrants get for free the permits they require for their first 14 years 
of operation. 

We are also bringing forward the date at which we expect achieved prices to converge 
with new entrant levels froin 2012 to 2010. As set out on page 12, we are sceptical 
about C 0 2  as a direct driver of achieved power prices, but we do think it will enable 
new entrant prices to be achieved rather earlier than we had previously supposed. 

Figure 4 shows how our assumptions have changed and how our achieved price 
assumptions compare with tlie current forward curve. Figure 5 sets out a sensitivity 
analysis based on different levels of the new entrant price. For the range in scenarios 
covered by the table, all of which are defensible in OUI view, the implied range in 
SOP for E.0N would be from €87 to €98 per share, while for RWE the range would 
be from € S 8  to €75 per share. 

Figure 4. Achieved Power Price Assumptions (€IMWh) 

We are well below the 
forward curve for the 
next couple of years 

15 I 
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 

Source: Piatts and Smith Barney estimates 
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Figure 5. Impact of Power Scenarios on SOP Valuation 

Date of convergence New entrant price ( U M W h )  AWE SOP impact (€ per share) 
Base case SOP €64 per share 

E.ON SOP impact (€ per share) 

Base case SOP €91 per share 

2008 convergence 

2010 convergence 

40 
43 
48 

40 
43 
48 

-3 4 
+2 I 

+I1 3 

-4 7 

0 
+7 9 

-2 4 
+I 0 
+6 8 

-3 1 
0 

+5 1 

2012 convergence 40 -5  9 -3 6 

43 -I a -0 9 
4a +4.9 +3.6 

Source: Smith Barney analysis 

Nuclear life extension highly likely 
We have decided to take at face value the CDU manifesto coniniitinent to allow 
nuclear power stations to operate for as long as it is safe to do so. Current opinion 
polls suggest the CDU has enough of a lead to make it highly likely that it will form 
the next government (in coalition with the Free Democrats). However, even if the 
CDU is forced into sonie form of grand coalition with the SPD, we think a nuclear 
life extension is still highly lilcely. We estimate the impact would be an additional 
c €4 per share of value for both stocks. 

On thc negative side, the CDU has called for the life extension to be linked to lower 
power prices. However, we suspect this will be achieved by allowing the newly 
established network regulator to attack transmission and distribution revenues rather 
than by some form of intervention in the wholesale market. 

Our chief concern would be if the CDU opted to levy a supplementary tax on nuclear 
power generation with the idea of using this to pay for renewable generation projects 
which are currently subsidised by a levy on electricity tariffs. So far, this has not 
cropped up as a possibility, as far as we are aware. 

Regulatory impact deferred to 2006 
Although RegTP (now the Broz~e~netzngentu~ or BNA) assumed responsibility for 
regulating German electricity and gas networks on 13 July, we do not believe the 
regulator will begin the task of scrutinising current electricity network prices in earnest 
until October (and three months later for gas). The upshot is that we no longer see 
any need to build in a negative impact from regulation in 200.5 and we have therefore 
deferred the impact of regulation to 2006. We now assume a 6% annual decline in 
prices over five years to achieve a 30% fall by 2010. Our previous assumption was 
a S% decline over six years. This should erode revenues for RWE by around €300ni 
in 2006 and for E ON by sonie €400111. We suspect these assumptions may prove 
too harsh. 

But at what cost? 

Network regulation 

predictable 
becoming 

citigrou 
Smith Barney 
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Newsflow 
In terms of newsflow, the next event is the 1 H results for E.ON on 10 August and 
for RWE on 11 August. As usual, both companies are likely to be fairly cautious in 
any outlook statements but we do see a chance that RWE in  particular could up its 
guidance for FY0.5. 

After that, the federal election is expected to be held on September 18”’. We believe 
the run up to the election should be a positive trigger for both companies, although 
any sign that the CDU might be edging toward a possible supplementary tax on 
nuclear generation (or on carbon permits for that matter) could prompt a rethink. 

We think it is unlikely that we will see any significant pronouncements from the 
BNA on grid fees until the closing stages of 2005. 

The election in 
September is a key 

trigger 

1 Valuation and financial forecasts 
Our sum-of-parts estimate for E.ON now stands at €91 per share (as set out on page 
29) while that for RWE is now €64 per share (see page 34). These have both risen 
by some €10-1 I per share since our last published estimates. Increasingly, however, 
we believe earnings are the real drivers of the share price, particularly as far as RWE 
is concerned. 

Figure 6 sets out how our earnings estimates for both companies compare with 
consensus. We still believe the analytical community as a whole has not been 
bold enough, particularly as far as the RWE estimates are concerned. 

Figure 6. Pre-exceptional Earning Estimates (€ Per Share) 

We are above 
consensus, particularly 

for RWE 
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Source Smith Barney and Reufers 

E.ON’s earnings progression is hampered by its uiigeared balance sheet. This is a 
situation which we do not expect to be resolved quickly. However, it is worth noting 
that E.ON could look rather more attractive on a P/E basis if it had a more optimal 
balance sheet. For example, Figure 7 shows the results of some simple modeffing of 
the effect of an acquisition and a special dividend on E.ON’s P/E rnultiples according 
to our forecasts. Both would boost the P/E multiple, and make E.ON look rather niore 
attractive. In practice, however, E.ON has ruled out making any further commitment 
on dividends until Spring next year, while a major acquisition also does not seem to 
be imminent. Our hunch is that share price weakness caused by such an acquisition 
could be a buying opportunity. 
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Figure 7. Impact of Special Dividend and Acquisitions on E.ON's Earnings (€ per Share) 

If only EON had the right " 1 I 

c \  
balance sheet. .. 
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/ E ON willi Eiobn Special dividend 9 0  - 

8 0  - 
E ON with Etobn special dividend and EiObn acquisition 
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Source Smith Barney Assumes acquisitions and special dividends are made on 1 January 2006 with the acquisition at a 20% P/E premium to 
the current sector WO6E P/E multiple 

Figure 8 provides main valuation multiples for both companies on our revised 
forecasts. Based on sector average FYO6E P/E and EV/EBITDA multiples, 
a share price of a 0 - 9 2  can be justified for E.ON and €68-72 for RWE. 

Figure 8. Valuation Multiples 
FYO6E sector multiples N05E N06E FYO7E 

support €80-92 for €.ON PE (pre-exceptional, pre-goodwill) 

and €68-72 for RWE E ON 12 6 11 3 11 2 
RWE 13 9 10 1 9 3  
Sector average 14 1 12 7 11 8 
E ON share price at sector average 86 86 80 
RWE share price at sector average 56 70 70 

EWEBITOA (adjusted) 

E ON 
RWE 
Sector average 
E ON share price at sector average 
RWE share price at sector average 

EWEBlTOA (adjusted, pre associates) 

E ON 
RWE 
Sector average 
E ON share price at sector average 
RWE share price at sector average 

7 2  
7 2  
7 5  
81 
60 

6 4  
6 9  
7 0  
92 
57 

Dividend yield 

E ON 3 6% 
RWE 3 5% 

E ON share price at sector average 62 
44 

Sector average 4 5% 

RWE share price at sector average 

6 8  
6 1  
7 0  
80 
72 

6 0  
5 9  
6 5  
92 
68 

4 2% 
4 9% 
4 6% 

71 
60 

6 7  
5 8  
6 6  
76 
70 

5 9  
5 5  
6 2  
88 
66 

5 0% 
5 7% 
5 0% 
77 
63 

Source: Smith Barney based on share prices at close on 27 July 2005 

citiqrou 
Smith Barney 
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Our target prices are intended to reflect a compromise between the sum-of-parts 
approach to valuation and one based on the standard multiples. Overall, we think 
a reasonable case can still be made for botli companies on valuation grounds, but 
whereas concerns over acquisitions are likely to be an ongoing issue for E.ON’s 
share price, we believe RWE’s shares will simply be driven higher by the delivery 
of earnings growth. 
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Wholesale Power 

MWh below the current forward curve bu 

constraint on German power price 

42/MWh in 2012 previously -- 
I Time to revisit our assumptions 

Back in March, we set out a base case for German wholesale power prices involving 
a steady rise towards a €42/MWh new entrant level by 2012'. Already we have been 
overtaken by events: the forward 2006 baseload contract breached the €40/MWh 
level last month, peaked at €45/MWh and now trades at around €43/MWh. 

Figure 9. Forward Baseload Power Prices in Germany (€/MWh) 

Forward prices have 
risen more strongly than 

wesupposed 

2002 baseload --ZOO3 baseload - 2004 baseload - 2005 baseload 
---2006 baseload -2007 baseload - 2008 baseload 

Source: Platts and Smith Barney analysis 

Most people seetn to agree that the key factor pushing forward prices higher has 
been the carbon market, while the carbon market in turn appears to have been driven 
by a number of factors, including high UK gas prices and downward revisions to the 
allocations of carbon pennits in some countries. 

Smith Barney 
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These high power prices have led to a steady stream of upgrades for the German 
utility stocks as analysts shift their power price assumptions closer to the current 
forward curve. 

We too are shifting to a more optimistic set of assumptions today, but we are also 
trying to sound something of a note of caution. At the outset, two key facts are 
worth stressing. 

> First, both E.ON and RWE have sold forward nearly all of their expected 
production for 2006 as well as 2005 We are not changing our achieved power 
price assumptions for either of those years and we think the strength of the 2006 
contract price is now pretty much an irrelevance. What we are really arguing 
about is the outlook for 2007 and beyond. 

Second, we suspect that forward power prices, carbon prices and gas prices for 
2007 are not really very meaningful as the liquidity of these markets is likely to 
be very liniited. We want to avoid being duped into a sharp power price upgrade 
on the back of forward prices that are of dubious significance. 

w e  are sounding a small 
note of caution 

€35/MWh should be in 
the bag for2006 

On the plus side, we are now more confident that our assumptions and forecasts for 
2006 are reasonable. Ai1 achieved power price in the region of €3S/MWh at baseload 
should be pretty much in  the bag for both companies, which means that RWE really 
should deliver nearly 40% growth in  recurrent EPS next year on top of 2.5% growth 
in FYOSE. 

However, despite all the noise that rising carbon prices and gas prices have generated 
over the last few months, we think the long-run constraint on German power prices is 
still the new entrant price - i s .  the level at which a new competitor would be tempted 
to enter the market. Our view on this price has not really changed a great deal and, 
although we are raising our base case estimate today, it only rises by €lMWh to 
€43/MWh. 

We are, however, assuming this price is reached two years earlier than we had 
previously assumed. The justification for these changes in view is set out below on 
page 14. Some readers may prefer to jump straight to these pages and skip out the 
following section, where we explore recent trends in forward prices in more detail 
and set out our own theories on the real drivers of German power prices. 

_.- 

!=really drives the German power price? 
We think most analysis of the impact of carbon trading on the German market starts 
ffoiii the wrong assumption. Encouraged by the companies themselves, many seen1 
to believe that the key determinant of the German power price is short-run marginal 
cost (SRMC). Given that this must now include the opportunity cost of carbon as 
well as the cost of the fuel consumed, the explanation for the sharp rise in German 
power prices since the start of carbon trading seems clear. 

Further, the numbers also seem to add up more or less, at least as far as the 2006 
contract is concerned. At €43/MWh, the 2006 baseload price is close to the carbon- 
inclusive SRMC, while the correlation of the forward price to the carbon price is 
also fairly clear (Figure 11). 
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But the idea that SRMC sets Gernian power prices is not consistent with the way 
the German power price has behaved. For example, forward power prices in 2007 
are slightly lower than 2006 prices, even though 2007 C 0 2  prices are a shade higher 
than those in 2006. Some people argue that this is because the 2007 power prices are 
not yet “properly factoring in” carbon, arid that 2007 power prices must therefore rise 
still further. This would mean achieved prices in 2007 would probably be even 
higher than the current forward curve suggests. 

However, we think this is way too optiniistic a view. Power prices have never been 
purely driven by SRMC in the past, so it seeins odd to believe that this will be the 
case going forward. 

For example, Figure 12 shows how the price of the year-ahead baseload contract in 
Germany has changed over the last five years. The chart also shows our estimate of 
short-run marginal cost based on the fuel cost for a typical coal-fired plant with 34% 
efficiency. There does not seem to be an autoiilatic link between changes in fie1 prices 
(Le. SRMC) and changes in power prices. In fact, when coal prices have fallen, power 
prices have tended not to change so that margins Iiave expanded instead. On the other 
hand, power prices tend to rise wheri fuel prices rise, so that margins are preserved. 

Short-run marginal cost 
has not really driven the 

German power price in 
the past 

Figure 12. Year-ahead Baseload Power Prices in Germany and Fuel Costs (e/MWh) 
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Instead we think the fact 
that there are just four 

players is significant 

So we would not get too 
carried away by carbon 

The new entrant price is 
still the key long-run 

anchor 

This pattern is consistent with our view that it is the behaviour of the dominant four 
generators in the Gemian market which is the overwhelming factor controlling the 
German power price. This ruling quartet was established in 2000 as a result of 
various mergers (e.g. RWE-VEW, VEBA-VIAG). Since then, we believe, the link 
between shoi t-run marginal cost and German power prices has been an indirect one. 
Rising fuel prices have basically been used to ratchet the German power price closer 
to the new entrant price. In our view the launch of carbon trading should be seen in 
the same light. 

This, in  our view, is the significance of carbon in the German market: it has allowed 
new entrant level pricing to be achieved much earlier than we had supposed. 
However, as discussed below, it has not really changed the level of the new entrant 
price, at least under the current rules for allocating carbon permits in Germany. 

Two key predictions follow from our view that the oligopolistic nature of the 
German market is the key determinant of power prices. 

First, German power prices should not carry on rising indefinitely, even if carbon 
prices do. If the new entrant level is breached, we would expect the oligopoly to 
allow prices to soften to stave off new entry. 

> Second, if carbon prices do tumble, there is not necessarily going to be an 
equivalent negative impact on power prices. This is just as well, as the evidence 
suggests that the overheated LJK gas markct has been the dominant influence on 
the carbon price. 

We do believe, however, that it is in the interests ofthe incumbent Gennan 
generators that forward power prices drift a little bit lower in future months. 

rievising power price assumptions 
If we set aside the evidence from the current forward curve for 2007 and beyond as 
potentially misleading, we think there are still two key anchors on the power prices 
that RWE and E.ON can be expected to achieve in  coming years. 

1. We think it is fairly clear that the 2006 achieved price will be around 
E3S/MWh, based on the average level of the 2006 forward price when the 
two companies renewed their power sales contracts (i.e. chiefly 1H06). 

2. We think the long-run power price will tend to hover at just below the level 
at which it irialtes economic sense to build a new power station - any higher 
and the incumbent generators will risk sacrificing market share to new 
entrants, any lower and the incumbents will needlessly be sacrificing margin. 

As noted above, we have changed slightly our estimate for the German new entrant 
price and we have also brought forward the date by which we expect the achieved 
power price to converge on this level 

New entrant price 
When we last calculated a new entrant price for the German market, we decided not 
to take carbon costs into account because, under the current rules, new entrants in 
the German market receive for free sufficient permits to cover their first 14 years 
of operation. 
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We think carbon is not 
very important for new 

entrants in Germany 

The range is from 
€3 7/M Wh-48/M Wh 

It is of course possible that the rules for allocations to new entrants will change and 
that ultimately new entrants will need to buy carbon permits to cover their carbon 
requirements. However, we suspect this rule will apply at least for the first two 
phases of carbon trading (i.e. up to 2012). 
The change we are malting reflects our adoption of a slightly more sophisticated new 
entrant model, which now takes into account the fact that carbon costs will have an 
impact in year 1 S and beyond instead of ignoring carbon completely. The result is a 
inodest increase in our calculated new entrant price (by about €l/MWh) depending 
on the assumed carbon price. 
We are at this stage not changing our fuel price assumptions. Under our base case 
and high case fuel assumption, we assume the current contractual link between gas 
prices and oil price remains intact in Germany. Our base case adopts a long-run oil 
price assumption of US$32/bbI, consistent with the Smith Barney house view. Our 
high case assumes US$40/bbl, which is arguably closer to consensus expectations. 
The low case, on the other hand, represents a perhaps unlikely scenario of intense 
competition in the German gas market leading to a decoupling of gas prices from 
oil prices. 

Figure 13. New Entrant Model Assumptions 

Fuel scenario description High Base case LOW 

Long run gas price €l3/MWh (or 26p/therm, or €1 l/MWh or 22p/therm, or W M W h  or 16p/therm, or 
US$5 l/mmBTU) plus US$4 4/mmBTU) plus US$3 VmmBTU) plus 

EVMWh transport costs WMWh transport costs WMWh bansport costs 
Construction costs of €0 5m per MW, 80% load factor, 25 year operational life, 2 year lead 
time, 35% tax rate, 54% efficiency, E40lkW annual fixed costs growing by inflation rate of 

2% a year 10% post-tax nominal discount rate 

Other assumptions 

New entrant price 
(excluding carbon costs) 
New entrant price 
(€15/tonne carbon) 
New entrant price 
(€30/tonne carbon) 

€46/MWh €42/MWh E37lMWh 

€47/MWh E431MWh €38/MWh 

E39IMWh €48/MWh €44/MW h 

Source: Smith Barney 

Assuming E l  S/tonne carbon, the end result is a central case new entrant assumption 
of €43/MWIi, compared with €42/MWh previously. 

Convergence 
Predicting the date at which achieved power prices converge to the new entrant level 
is not easy. From a hndamental perspective, we still believe that new capacity is not 
really needed in the Gemian market until beyond 2010, especially if nuclear power 
station lives are extended as now seems likely. 
However, the oligopolistic nature of the market suggests this price may be achieved 
rather sooner, especially under the smokescreen provided by the introduction of 
carbon trading. 
We have therefore brought forward our assumption for the date of convergence by 
two years, from 2012 to 2010 and we have decided to assume a linear increase in 
prices between 2006 and 2010. This is of course a fairly arbitrary assumption, but 
we feel it is preferable to simply marking our forecasts to the current forward curve. 

citigrou 
1s 
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I Threats to higher wholesale power prices 
Rising electricity prices are controversial in any country and this is clearly the case in 
Geniiany. Energy intensive coiisumers have been complaining about high prices for 
the last couple of years and the decision by Norsk Hydro to close its aluminium smelter 
in Hamburg last month has provoked a further chorus of disapproval. 

In practice, there is no obvious mechanism for the direct political intervention in the 
wholesale power market. Regulating tlie market, or imposing a price cap or similar, 
would require new legislation arid runs contrary to European moves to liberalise the 
market. In our view, only if wholesale power prices soar to levels well above tlie new 
entrant price is the German government likely to contemplate such direct intervention. 

We discuss below tlie CDU’s desire to link its proposal to extend the lives of German 
nuclear power stations to an expectation of lower prices, but in short we think this will 
either result in greater pressure on the network prices, or in some form of windfall tax, 
rather than an undermining of the wholesale power price. 

We would not completely rule out the possibility of some modification to tlie European 
emissions trading scheme. However, we suspect this would need to come at an EU 
level, and that Germany is unlikely to act uiiilaterally in this regard. 

As a result, we are reasonably comfortable that direct action by politicians to curb 
wholesale power prices will not materialise. However, we do suspect nevertheless 
that forward prices will soften further over the rest of the Summer. We think the 
incumbent generators will decide in the run up to the federal election that it is more 
politically expedient to adopt a less rigid policy towards adding carbon costs to 
power prices than has so far been the case. 

In fact, power prices have already been weakening over the last few weeks, with the 
2006 contract offE2fMWh from its high of around €45/MWli. In our view, a further 
decline in the forward curve to tlie high € 3 0 ~  would be helpful politically and would 
not undermine our forecast assumptions. Equally, we would be rather concerned 
were the forward curve to rise back toward the €45-.50/MWh level. This in our view 
would be a sign that the level of control that the incumbents have over power prices 
is much less than we currently suppose. 

As well as risking some form of political backlash, such high wholesale power prices 
would increase the risk that E.ON and RWE could lose market share to new entrants. 
Figure 14 shows the current list of major new power station pro.jects currently 
underway in German excluding those planned by the four major incumbent generators. 
Most of these projects have been under consideration for several years and there does 
not so far seem to be a wave of new projects that have been provoked by the recent 
wholesale power price rise. Given current gas prices this is hardly surprising - our 
€43/MWh new entrant price assume a long-ntn gas price of €1 l/MWh. The current 
year-ahead gas contract at the Gennan/Dutch border is trading at over €20/MWh. 

See the next section for 
more On politica1 risks 

We would be reassured 
byslightlylower forward 

prices 
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Figure 14. Major New Power Station Projects (Excludes Projects Planned by Main incumbents) -. 

So far there is no major 
dash by new entrants 

Name Capacily Status Target Comment 
on-line 

date 

Saarbrucken 400MW Feasibility study 2007 Backed by Electrabel 

Lubrnin (Concord l2OOMW Construction to begin shortly 2007 50% Saalfeld Group/ 
Power) CCGT 50% EnBW 
Hum Knapsack 800MW Statkraft recently bought the project from 2007 Essent is to take 33% 
(Statkraft) CCGT lntergen Decision recently taken to proceed of the output 
Harnrn h r o p  800MW Final go-ahead recently given 2007 Backed by 26 
(Trianel) CCGT municipal utilities 
Herdecke Cuno 4OOMW Final go-ahead recently given 2007 Backed by Statkraft 

CCGT and two municipal 
utilities 

lngelheimer Aue 400MW Appears to be at an early stage 2007 Backed by three 
CCGT municipal utilities 

Dettelbach 800MW Appears to be at an early stage 2007/8 Backed by the 
CCGT Nurnberg municipal 

u t i l i i  

CCGT 

Source: Power in Europe 

._ 1 Conclusion 
Although we are raising our assumptions of achieved power prices, we are not marltirig 
our forecasts to the current forward curve. This would be substantially too optimistic 
in our view. We think forward prices are more likely to soften than to rise fiirther. 111 

any case, both E.ON and RWE have already sold forward the bulk of their power until 
2007. Our assumption for the achieved power price in 2007 now stands at E37/MWh - 
i.e. some WMWh below the current forward price for that year. 

citrgrou 
Smith Barney 
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Regulation and Politics 

act at all in 2005 ... 

nsion has bee 

f extra taxation could be a 

I Introduction 
On the political and regulatory frolit, the two key issues remain: 

the likely impact of regulation on network profits; and 

> the consequences of a probable new CDU-led government in Germany from 
September 200.5. 

I Regulation: impact delayed to 2006 
The Energy Industry Act completed its passage through Parliament on 17 June with 
the telecoms and post regulator finally assuming the additional responsibility of 
overseeing gas and electricity networks on 13 July 200.5 under the new name of the 
Biindesnetzngenfz~~. (BNA, or Federal Network Agency). 

Getting the legislation through parliament was a tortuous process and the Government 
was forced to compromise in several areas. We identified the areas where some form 
of compromise was likely in our report of 22 March’. These are reviewed in Figure 15 
which also sets out the final decisions reached. 

There is nothing particularly alarming on the list, in our view. Perhaps the most 
important compromise was the decision to allow local regulation of smaller networks 
This allows the BNA to focus its energies more on the larger operators such as E.ON 
and RWE. Indeed, BNA head Matthias Kurtli has already indicated that he will initially 
target both the largest operators as well as those with the highest prices. However, 
he has also played down his ability to have an immediate impact on energy prices. 
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Figure 15. Main Areas of Compromise 

No devil in the final 15SUe Compromise Agreed Our view 

detail of the Energy This was not a major surprise, but Involve local government Utilities serving above lO0k customers will have their -. 

industry Act in the regulatory process network fees overseen by the BNA, but those falling below 
that threshold may be overseen by the economics ministry 
in their local federal state Alternatively, the state may 
delegate this responsibility to the BNA 

does simplify the BNAs task and 
potentially could allow network 

prices to be cut more rapidly 

Nature of accounting 
used for regulation 

Prices for existing assets are to continue to be set using 
current cost accounting, but historic cost accounting is to 
be used for new assets 

This should be neutral over the 
life of the assets 

Allowed rate of return Prices are to be set on the are basis of real returns on 
equity of 6 5% for electricity and 7 8% for gas These 
rates of return are fixed until the start of incentive-based 
regulation 

The BNA has been tasked with designing incentives for 
cost cutting after 1 year It must do so in consultation 
with the utility industry, however. 

In line with the draft proposals 

Incentive-based 
regulation 

Source: Smith Barney 

The next step in the process is that the utilities have three months to notify the BNA 
of their existing network charges for electricity, and six months to do the same for 
gas. The BNA then has a further six months to object to the existing charges. If no 
objection is made, then the existing fees are deemed approved. 

In practice, we expect the utilities will take their time to submit the required data, so 
that the BNA will not begin to review the bulk of current network charges until mid- 
October for electricity and January 2006 for gas. This means that we are unlikely to 
see any reduction in network fees during 2005. It also means there should not be too 
much to worry about by way of share-price sensitive newspaper headlines emerging 
from the BNA until November/December. 

As a result, we have decided to change our assumptions on network prices. 
We previously assumed prices fall 5% a year froin 200.5 (inclusive) to reach a 
30% decline by 2010. We are sticking with our expectation of a 30% decline, which 
we think should bring German network fees down to UK levels, but we now assume a 
6% annual decline starting in 2006. As before, we are not factoring in any additional 
cost cutting into our numbers beyond that the companies have already announced. 
This, of course, is likely to be a conservative assumption. 

Figure 16 sets out the negative impact from regulation in Germany factored into 
our forecasts for both RWE and E.ON taking into account both electricity and gas 
network operations as well our expectations for cost cutting in the business area 
concerned based 011 current published cost cutting plans. 

An incentive-based regime will 
probably not become effective 

until 2007 

Timetable now clearer 

citrqrou 
Smith Barney 

19 



German Utilities - 28 July 2005 

Value based on volumes I Value based on load - Value based on length 

Average value Circuit Value per Value GWh Value per Value GW Value per Value 
length km (€m) GWh GW 

(km) 

€.ON 
Transmission 33355 10,829 038 4,063 21,000 0 13 2,646 
Distribution 6,902 417,407 0020 8,483 106,731 0069 7,341 
AWE 
Transmission 4,123 11,903 0 38 4,466 30,000 0 13 3.780 
Distribution 5,904 331,157 0.020 6,730 93,300 0.069 6,417 

We think our forecasts 
are likely to prove a 
worst case scenario 

Value based on customers 

Custom- Value per Value 
ers (m) customer 

7 7  634 4,880 

7.2 634 4,563 

Figure 16. Forecast Change in Network Profits (€m) 

E.ON 2 0 0 5 E  2 0 0 6 E  2 0 0 7 E  2 0 0 8 E  2 0 0 9 E  2010E Total 

Regulation 0 -409 -392 -375 -359 -250 -7785 
Cost cutting 50 50 0 0 0 0 100 
Volume grawth/other 105 101 97 94 90 89 576 
Net impact 155 -258 -294 -281 -269 -162 -1109 

20 



German Utilities - 28 July 2005 

Finally, it is also worth noting that our valuations are consistent with implied FYOSE 
EV/EBITDA multiples of between 6 . 0 ~  and 7.Ox for the businesses of which the 
network assets form a part (i.e. E.ON’s Central Europe and Pan European Gas business 
units and RWE’s Energy division). This conipares with the sector average FYOSE 
EVIEBITDA of 7.Sx, to which infrastructure stocks tend to trade at a premiulli. 

[Politics: any sting in the tail? 
We believe the stockmarket has already begun to factor in the potential nuclear 
power station life extension that should materialise if the CDU wins the forthcoming 
federal election expected on 18 September. 

Given that the CDIJ is some 17 points ahead in the opinion polls, and that the CDU’s 
manifesto explicitly calls for nuclear power stations to be allowed to generate for 
as long as their safety can be guaranteed, it seems entirely reasonable to us for the 
shares to begin to reflect this potential upside. At this stage, the most likely future 
government looks set to be a coalition of the CDU with the business-friendly Free 
Deniocratic Party. However, it is possible that the recently fonned Left Party will 
win enough votes to force the CDU into some form of grand coalition with the SPD. 
Either way, we suspect the nuclear power station life extension will be on the cards. 

But we also suspect the utilities will not have it all their own way under a CDU-led 
government. Already, for example, the CDU manifesto states that the extension of 
nuclear power station lives must also lead to lower electricity tariffs. So before we 
quantify the impact of the nuclear life extension on value, it is worth reviewing the 
possible offsetting negatives that could also crop up under a new government. 

Our view of the areas of risk are set out in Figure 18. In short, we do not see any way 
a CDU-led government could mandate lower power prices other than by increasing 
pressure on the BNA to cut network prices. This is a risk which we think the stock 
market has already taken on board. 

Nuclear life extensions 
now seem highlylike‘y 

But wi// there be any 
Offsetting negative? 

cltrqrou 
21 

Smith Barney 



German LJtilities - 28 July 2005 

Figure 18. Possible Political Threats to the German Utilities 

Issue Possible mechanism Comment Verdict 

Achieve lower electricity prices 

Force generators to enter into power 
sales agreements at prices below the 
current forward curve 

Introduce a cap to wholesale power 
prices 

There is no legal mechanism that would enable the government to do this and we 
doubt the utilities would enter into such agreements voluntarily 

There is a precedent in the UK in the early 1990s when the UK electricity regulator 
capped prices in the power pool, but the UK pool was a fairly artificial market that 
was much easier to regulate that the German wholesale power market (and indeed 
the revised UK power market) which is based chiefly on bilateral OTC contracts 
between generators and resellers Moreover, there is no legal mechanism for such 
intervention in the German wholesale power market 

We believe this is not legally possible in the German market The state is only able 
to mandate a disposal of assets in the event of a merger or acquisition 

Very unlikely 

Very unlikely 

Reduce the concentration of ownership 
of generation by forced divestments of 
power stations 

Very unlikely 

Cut network orices This is already underway as a result of the Energy Industry Act of June 2005 This is in the 
hands of the BNA 
as discussed 
above 

Withdraw or modify emissions trading 
scheme 

The German government is unlikely to act unilaterally in this regard and so far there 
appears to be no sign of a EU move to change the emissions trading regime 

Unlikely 

Windfall t a x  

Tax on carbon permits We would not rule out some move by the government to claw back some of the 
value that was given for free to the utility companies when the carbon permits were 
allocated 

A possibility 

Tax on nuclear power stations A new government could seek to couple the extension of nuclear power station lives 
with some form of tax on nuclear power 

A possibility 

Source: Smith Barney 

Rather than mandating price cuts, it is far easier, in our view, for an incoming 
government to impose some form of additional tax on the utilities. The revenue raised 
could not be used to subsidise power customers directly without prompting some form 
of protest from Brussels. But it could be used to help fund thc existing subsidies for 
renewable energy, for example. Under the current system, these are paid for by a levy 
on grid fees and therefore contribute to Germany’s high electricity prices. 

We see two possibilities here. 

P A tax on carbon permits. At current market prices, the permits granted for free 
by the German government for the 2005-2007 period have a value of %9bn for 
RWE and €2.7bn for E.ON. Retrospectively taxing this grant would be highly 
controversial, but is something we would not rule out. 

A tax on nuclear power stations. This is perhaps more likely as a direct 
payback for the extension of nuclear power station lives. We could see, for 
example, a levy per TWh on nuclear energy sold. This would of course be 
strongly resisted by the companies, who would claim that the nuclear life 
“extension” simply restores the conditions on which the original investment 
decisions were made. 

we are a little worried 
about new fax 

possibilities 
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Aside fioni taxing nuclear production per TWh, we could also see some inove to bring 
Gcnnan nuclear provisions more into line with those in other countries. There is of 
course a precedent for Gennan governments to force the release of nuclear provisions: 
the incoming Red-Green government did just such a thing in the tax reforms of 1999. 

Our valuations take no account of any future tax a new government might introduce 
on nuclear power production or on carbon permits. We do, however, take into 
account the impact of tax on the portion of the nuclear provisions which we believe 
to be overstated (resulting in a tax cost of €1.6bn for E.ON and €1.2bn for RWE). 

Valuing nuclear power stations 
Because of the strong likelihood of an extension to nuclear power station lives, 
we have decided to factor this into the updated valuations we are publishing today 
As we pointed out in our report in  March2, There are two main benefits to the 
extension of nuclear power station lives. 

> First, the direct impact on operating cash flow - the companies generate extra 
cash flow for longer at next to zero cost in  terms of capital expenditure. 

> Second, the delay to decomniissioning liabilities and hence a reduction in terms 
of net present value. 

Nuclear life extensions 
havt? a modest impact in 

NPV terms 

Figure 19 and Figure 20 shows the impact on operating cash flow (pre-interest and 
pretax) we predict under various scenarios for nuclear station lives. The impact 
on value is perhaps not as large as might be supposed because the extra cash flows 
occur some way into the future and so their net present value is smaller than would 
otherwise be the case. 

_I 

Figure 19. NPV of Nuclear Cash Flows for E.ON (€m) Figure 20. NPV of Nuclear Cash Flows for RWE (ern) 

1200 

loo0 

800 

600 
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0 

Source: Smith Barney Source: Smith Barney 

Under a central scenario of a 45 year life, we estimate the additional operating cash 
flows to be worth: 

> €2.8bn for E.ON or €4.1 per share; and 

> €2.4bn for RWE or €4.3 per share 

over and above the cash flows under the current consensus agreement which is based 
on a 32-year average life. 

* 

Smith Barney 
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The inipact on the back-cnd liabilities is fairly marginal according to our estimates. 
On the one hand, the decommissioning liability shrinks, but this is offset by an 
increase in the back-end costs of dealing with spent nuclear fuel (as more spent fuel 
is produced). Figure 21 sets out our estimates of the net impact. 

Figure 21. Estimated Value of Nuclear Liabilities (€In Unless Stated) 

Decommissioning Consensus 40 year life 50 year life 
agreement liabilities fall too 

€.ON (2004 book value: 613.5bn) 
Decommissioning liability 2291 2094 1708 
Spent fuel liability 3653 4260 5036 

Total liability 7709 8023 8323 
Taxation impact on provision release 1765 1669 1578 

per share t l  1 11 6 12 0 

RWE (2004 book value E9.Obn) 

Decommissioning liability 1705 
Spent fuel liability 1743 

1180 
Total liability 4628 
Taxation impact on provision release 

1268 
2632 
1142 
4771 

per share 8.2 8.3 8.4 
Source: Smith Barney 

Based on a 45-year life, the combined impact of the extra operating cash flows plus 
the associated changes to the nuclear liabilities is worth E3.9 per share for E.ON and 
E4.2 per share for RWE. 

1 Conclusion 
Regulatory risk has, if anything, receded slightly in the German market over the 
last few months. There were no nasty surprises in the final version of the Energy 
Industry Act of last month and Matthias Kurth of the new regulatory agency has so 
far played down his ability to have an iininediate impact on power prices. We still 
anticipate a substantial cut in network prices over the next few years, but this is 
unlikely to begin until 2006. 

Meanwhile, we think it is reasonable to begin to factor into the share prices of 
E.ON and RWE the potential extension of nuclear power station lives and we 
suspect the forthcoming federal election will continue to support a strong share 
price performance from both German utilities. 

1535 
1984 
1165 
4683 
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E,ON: Balance Sheet Concerns 

no imminent move t o  address this iss 

ng n o  adjustment for the  balance sheet situation 

1 Investment thesis 
E.ON’s share price has done well over the last few months, chiefly on the back of 
the rising electricity price in the German market and the potential for nuclear power 
station lives to be extended. As discussed elsewhere in this report, we expect these 
factors to continue to support the shares over the coming months. 

€.ON has exceeded 
expectations with its 

disposals 

Figure 22. Share Price and Price Relative to DJ Stow 

Relative to DJ Sloxx 

Source: Reuters and Smith Barney anaiysis 

Aside from these issues, the other key driver for E.ON concerns its balance sheet 
strength. As a result of the successful disposals of Viterra and Ruhrgas Industries 
E.ON is set to end 2005 with a net cash position of some €3.Sbn according to our 
estimates. 

The fact that both disposals surprised on the upside in terms of achieved price 
contributed to the strong share price performance in part, but chiefly served to 
rekindle speculation about what E.ON will do with its balance sheet strength. 

Bot its balance sheet 
problem is now 

obvious than ever 

ci t ig rou 
Smith Barney 
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There are three basic options. 

> First, E.ON could use its balance sheet to make acquisitions. 

> Second, the company could gear up its balance sheet by returning value to 
shareholders. 

> Third, E.ON may end up operating indefinitely with an inefficient balance sheet. 

In practice, we suspect E.ON will end up pursuing a blend of all three options 

Acquisitions 
On acquisitions, E.ON continues to search for opportunities in  various markets 
(see Figure 23), but none of these looks set to provide the major €10-20bn investment 
opportunity that would seriously improve the efficiency of E.ON's balance sheet. 

Figure 23. E.ON's Target Markets 
Market Opportunity sought Our view 

Central 
Europe 

Gas 

UK 

Nordic 

us 

Russia 

Italy 

Invest in generation and continue to make selective acquisitions in 
Eastern Europe 

Equity gas in North Sea and Russia 

Selective acquisitions in Eastern Europe and Italy Build 
infrastructure in IIK and Nordic market 

Enter international LNG business 

Optimise existing position 

Acquire or build new generation capacity and act as a consolidator 
downstream 

Focus is on organic growth with "long term external growth 
opportunities" 

Potential to invest in power generation jointly with Gazprom 

Build power stations 

Acquisitions and investments are likely to be relatively small 

Up to €2bn has been earmarked over the next three years in securing 
upstream gas 

Acquisitions and investments are likely to be relatively small 

Again, investments are likely to be fairly small 

Most likely by incremental investments in new power stations or other 
assets as opportunities present themselves 

This is proving a slow process in the Nordic market and major opportunities 
are not at all obvious 

This has to be a possibility for a major acquisition eventually 

We doubt this will involve a major capital commitment 

Likely to be value-enhancing at current power prices but difficult to execute 

Source: Smilh Barney 

We believe E.ON is unlikely to attempt to add to its UK position by launching 
a major acquisition in that market. However, we would not rule out a move in 
Spain or in the US utility market in due course (i.e. 2006 or beyond). Nor would 
we completely rule out a major investment in upstream gas. Overall, we expect the 
share price to continue to be dogged from time to time by speculation that a major 
acquisition is imminent, but we doubt one will materialise during 2005. 

Special dividends 
On the possible return of value, E.ON CEO Wulf Bernotat has repeated indicated 
that share buy-backs are not on the agenda. E.ON has already committed, however, 
to paying a special dividend with the proceeds of its planned disposal of Degussa 
(around e3bn at current market value expected some time in 2006). Of course, this 
falls well short of what would be needed to make a serious dent in the balance sheet. 
An additional special dividend is possible in due course, but Bernotat has made clear 
that no such announcenient will be made before March 2006. 
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We suspect the balance 
sheet will remain 

inefficient for some time 

Status quo 
This leaves the third option: running with an inefficient balance sheet. In practice, 
this has been the default approach of E.ON since its creation in 2000 and of its 
predecessor company Veba for maiiy years. We have seen major acquisitions and 
share buy backs since 2000, of course, but these have not been enough to offset the 
rate at which E.ON has generated cash flow both from operations and from disposals. 
We suspect E.ON will continue to operate with a less than ideally leveraged balance 
sheet for the foreseeable future. 

Impact of leverage 
On our revised forecasts, E.ON looks reasonably attractive on a P/E basis and even at 
our revised €86 target price, the stock would be on a modest discount to the sector as 
far as the FY06E ratio is concerned. 

However, were E.ON to leverage up, either by special dividend or by acquisition, 
the valuation would look rather more compelling. 

We believe E.ON could comfortably run with a net debt/EBITDA ratio of around 
2.0, suggesting the group has around €22bn of net debt capacity based on our FY06. 
Figure 24 shows the implied P/E ratio at our target price based on various special 
dividend payments, assuming the share price falls by the exact amount of the special 
dividend. A ElObn special dividend would leave the shares looking just about as 
cheap as RWE oil the FY06E P/E at the current share price. 

A special dividend would 
clearly help 

Figure 24. Impact of Special Dividend 

Special dividend per share (€) 0 7.2 14 4 21 “6 2a 8 
Price target ex special dividend (E) a6 7a a 71 6 64 4 57 2 
N 0 6 E  EPS (€) 6 7a 6 4a 6 17 5 87 5 57 

Special dividend paid on 1 January 2W6 (Em] 0 5,000 10,WD 15,040 20,OW 

NO6 PIE at our target price 12.7~ 12.2x 1 1 . 6 ~  11 .ox 10 .3~  
Source: Smith Barney estimates 

An acquisition would probably be less earnings enhancing because E.ON would 
probably be buying earnings at a higher multiple. Figure 25 sets out a similar 
analysis assuming E.ON pays a 10% and a 20% premium to the current sector 
FY06E P/E of 1 2 . 8 ~ .  Of course, any speculation that E.ON might be about to spend 
€10-20bn at a 20% P/E premium to the sector would likely do the E.ON share price 
no good in the short run. We suspect this would ultimately prove to be an ideal 
buying opportunity in the long-run however. 

But so would an 
acquisition 

Figure 25. Impact of Acquisition 

Size of acquisifion made on 1 January 2006 (Ebn) 0 5 10 15 20 

10% premium 
N 0 6 E  EPS (€) 
NO6 PIE 

6 7a 6 90 7 02 7 14 7 27 
12 7x 125x 12 3x 12 l x  11 9x 

20% premium 

FYO6E EPS (€) 6 78 6 a6 6 93 7 01 7 09 
NO6 PIE 1 2 . 7 ~  12 .6~  12 .5~  12 .3~  12.2x 
Source: Smith Barney estimates 

ci tiqrou 
Smith Barney 
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I Valuation and financial forecasts 
We have updated our valuation and financial forecasts to take account of several 
issues, the most important of which are as follows. 

> We have taken into account the disposal of Vittera and Ruhrgas Industries. 
These should be completed in 3Q05 with a combined profit on disposal of €3.0bn 
reported under discontinued operations together with the operating net profit of 
both businesses for the period up to the disposal. The €7bn price tag for Viterra 
beat our estimate by some €1 .Sbn, while Rulirgas Industries went for €1 .Sbn, or 
roughly double tlie amount we had factored into our E.ON SOP. 

We have raised our achieved wholesale power price expectations for 2007 and 
beyond arid deferred the erosion of network prices by regulation into 2006 from 
2005 as discussed elsewhere in  this report. We have also assunied E.ON's 
nuclear power stations now have an operational life of 45 years. 

b We are also delaying the first time consolidation of the Hungarian gas businesses 
from mid 2005 to the end of 2005. In addition, we are now adopting a US$/E 
exchange rate assumption of I .25 against 1.35 previously as tlie average rate for 
FYOS and beyond. We retain a W J K &  assumption of 0.70. 

viterra and Ruhrgas 
disposals now factored 

in 

Figure 26 summarises the main changes which flow through as a result of these 
changes, while our revised SOP valuation is presented in Figure 27. Chiefly because 
of the disposals of Viterra and Ruhrgas Industries (€3 per share) and the assuriied 
nuclear life extension (€4 per share), our SOP has risen by € 1  0 per share since our 
last published version. 

Figure 26. Main Forecast Revisions 

item Old forecast New forecast E.ON guidance Comment 

2005 adjusted EBIT 8040 (+9%) 7661 (+I 1%) "Slight rise year on Forecast cut reflects 
year" deconsolidation of 

Viterra etc 
2005 headline EPS 5 97 (-10%) 10 86 (+64%) "Substantially above Consensus on 

Reuters is El 0 3 
2005 adjusted EPS 6 01 (+gob) 6 08 (+I 0%) 

2005 DPS 2 70 (+15%) 2 76 (+I7 5%) Double digit growth Consensus on 
Reuters is €2 71 

last year" 

2006 adjusted EPS 6 39 (~6%) 6 78 (+6%) 

with 50-60% payout 
ratio in FY07 

2006 DPS 3.11 (+15%) 3.24 (+17.5%) 
Source: Smith Barney 
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Figure 27. E.ON Sum of Parts 
Value (€m) Value per share Method FVOSE 

(em) EBITDA (€m) 
Central Europe 37,826 55 Chiefly based on DCF of component parts 5,396 
Pan-European gas 9,677 14 DCWRAB benchmarking 1,574 
UK 10,511 15 €0 3m per MW, €160 per customer and RABs 1,564 
Nordic 8,519 12 Assumed EBKOA multiple 1,136 
US-Midwest 4,024 6 Assumed EBKDA multiple 536 

Total core businesses (ex 69,404 100 10,042 
associates) 

Corporate centre -1,153 -2 Assumed EBKDA multiple -165 

Reality check 

7 Ox FVIEBITDA multiple in 2D05E 
6 I x  FVIEBKDA multiple in 2005E 
6 7x WEBITDA multiple in 2005E 
7 5x FVIEBITOA multiple in 2005E 
7 5x FVEBITDA multiple in 2005E 
7 Ox FV/EBITDA multiple in 20D5E 
6 9x FV/EBITDA multiple in 2005E 

Financial assets 16,770 24 Estimated book value at 31/12/05 682 
Total 86,174 125 10,724 8 Ox RIIEBITOA multiple in 2005E 

Net cash 3,461 5 Forecast book value at 31/12/05 
Pension liabilities -8,637 -12 Forecast book value at 31/12/05 
Nuclear liabilities -8,184 -12 Based on Smith Barney model - current book 

value is €12 3bn 
Other liabilities -5,844 -8 Based on Smith Barney model -current book 

value is €13 Obn 
Minorities -4,197 -6 Forecast book value at 31/12/05 

Net equity value 62,774 91 
Source: Smilh Barney 

In view of the increase in our SOP estimate, we have raised our target price from €7S to 
€86. This represents a € 5  per share (or €3.5bn) discount to our sum of parts which 
we think is sufficient to account for the potential risks arising from future acquisitions. 
The €86 target price is also supported by the main valuation ratios (see Figure 8) which 
suggest that E.ON would trade between E80 and €92 at a sector average rating in terms 
of FYOGE EV/EBITDA or PIE. 

Risks 
We rate E.ON Medium Risk. The risk rating on the stock is derived after consideration 
of a number of factors. These factors include an assessment of industry-specific risks, 
financial risk and management risk. In addition, we consider historical share price 
volatility, based upon the input ofthe Smith Barney quantitative research team, as a 
possible indicator of future stock-specific risk. Risks elsewhere include regulatory 
risks in both the gas and the electricity markets in Germany as well as the risk that 
EON may pay too much for future acquisitions. In addition, the group's financials are 
complex and transparency is not all it could be. For example, provision movements 
complicate the reconciliation of P&L account to cash flow, and the divisional profit 
breakdown provided is at a higher level than we would like. With regard to the 
investinerit thesis and achievement of our target price, these could be undermined by 
renewed competition in German generation, or by regulatory change proving more 
severe than we currently anticipate. In addition, E.ON may make acquisitions and has a 
track record of paying prices above our view of fair value. Finally, if competition does 
erupt in the German gas market, then Ruhrgas would probably need to renegotiate its 
long-term gas purchasing and this might not prove to be a smooth process. 

citiqrou 
Smith Barney 
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Figure 28. Breakdown of Adjusted EBlT (em) 

2003A 20MA 2005E ZONE 2W7E 2008E 2W9E 2010E 

Central Europe 2,979 3,602 4,194 4,440 4,514 4,569 4,632 4,704 
Pan-European Gas 1,463 1,428 1,538 1,541 1,449 1,335 1.221 1,203 
UK 610 1,017 1,028 1,060 1,093 1,125 1,157 1,190 
Nordic 546 701 671 728 789 853 916 982 
US-Midwest 31 7 349 374 374 381 388 396 403 
Corporate centrelconsolidation -31 9 -314 -248 -148 -148 -148 -1 48 -148 

Core businesses 5,596 6,783 7,557 7,995 8,078 8,122 8,174 8,333 
Viterra 456 471 0 0 0 0 0 0 
Degussa 176 107 107 107 107 107 107 107 
Total continuing operations 6,228 7,361 7,664 8,102 8,185 8,229 8,281 8,440 
Source: Company accounls and Smith Barney eslimates 

Figure 29. Key Financial Figures 

2W3A 2004A 2005F 2 0 N F  2W7F 2008F 2W9F 2010F 

EPS horn ongoing operations (€) 6 04 6 62 6 04 6 78 6 80 6 83 6 80 6 89 

Total reported group EPS (€) 7 11 661 1086 6 78 6 80 6 83 6 80 6 89 
Adjusted EPS (€) 4 24 5 52 6 08 6 78 6 80 6 83 6 80 6 89 

EPS horn discontinued operationslother (€) 107 -001 4 82 0 00 0 00 0 00 0 00 0 00 

DPS (€) 2 00 2 35 2 76 3 24 3 81 3 93 4 04 4 17 
Cashflowlshare (€) 9 6  9 8  108  11 3 11 5 11 7 11 8 12 0 
Free cash flow (€in) 2,878 3,260 3,278 3,524 3,320 3,467 3,577 3,757 
Net cash (debt) (E ON definition) (€m) -7,855 -5,483 3,461 4,689 5,371 5,800 6,238 6,750 
Gearing 26% 17% -6% -9% -10% -10% -11% -11% 

EBITDAfnet interest expense 8 5  9 2  28 1 34 0 36 5 37 1 37 6 39 0 
Payout rabo based an clean earnings 47% 43% 45% 48% 56% 58% 60% 61 Yo 

Source Company accounls and SmrVl Barney estimates 
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Figure 30. Group Financial Forecasts (€m) 

Profit and Loss 2003A 2004A 2005F 2006F 2007F 2008F 2W9F 2010F 

Sales 42,541 44,745 49,383 
Operating costs 33,991 34,922 39,341 
Adjusted EBITDA before associates 8,550 9,823 10,042 
Adjusted EBITDA including associates 9,458 10,520 10,724 

Adjusted EBlT 6,228 7,361 7,664 
of which associates & income from investments 908 697 682 

Depreciation -3,230 -3,159 -3,060 

Adjusted interest income -1,663 -1,140 -854 
Net book gains 1,257 589 94 

Other non-operating earnings 195 97 0 
Restructuring costs and non-operating earnings -479 -1 08 -185 

Pre-tax profit 5,538 6,799 6,719 
Tax -1,124 -1,947 -2,206 
Minorities -464 -504 -529 
Discontinued itemslother 697 -9 3,175 
Net attributable profit 4,647 4,339 7,159 
Adjusted net attributable profit 2,772 3,621 4,010 
*Pre-tax profit before restructuring costs, non-operating earnings and financial exceptionals 

48,363 
37,824 
10,539 
11,216 
-2,926 
8,290 

677 
-805 

0 
0 
0 

7,485 
-2,460 

-556 
0 

4,469 
4,469 

47,962 48,145 48,339 48,645 
37,284 37,372 37,466 37,567 
10,677 10,773 10,873 11,077 
11,349 11,440 11,535 1 1,733 

8,351 8,371 8,398 8,542 
672 667 662 656 

-800 -812 -824 -834 
0 0 0 0 
0 0 0 0 
0 0 0 0 

7,551 7,560 7,574 7,709 
-2,482 -2,446 -2,451 -2,495 

-583 -61 3 -643 -675 
0 0 0 0 

4,485 4,501 4,480 4,538 
4,485 4,501 4,480 4,538 

-2,999 -3,069 -3,137 -3,191 

Cashflow 2003A 2W4A 2005F 2006F 2W7F 2008F 2009F 2010F 

Gross cash flow 5,538 5,972 6,828 7,324 7,470 7,617 7,727 7,907 
Capex -2,660 -2,712 -3,550 -3,800 -4,150 -4,150 -4,150 -4,150 
Acquisitions -6,536 -2,958 -1,271 0 0 0 0 0 
Disposal proceeds 7,463 1,825 8,772 0 0 0 0 0 

Issue/(redemption) of group equity -7 0 0 0 0 0 0 0 
Othedchange in scope of consolidation 2,966 1,990 0 0 0 0 0 0 
Change in net debt 5,143 2,519 8,944 1,227 682 429 438 512 

Dividends -1,621 -1,598 -1,835 -2,296 -2,639 -3,038 -3,140 -3,245 

Balance Sheet 2003A 2W4A 2OffiF 2006F 2007F 200EF 2009F 2010F 

Intangible assets 4,153 3,788 3,440 3,125 2,838 2,578 2,341 2,127 
Property plant and equipment 42,797 43,563 40,346 41,536 42,974 44,816 46,065 47,739 
Financial assets 17,725 17,263 17,804 17,943 18,279 18,612 18,943 19,271 
Stocks 2,477 2,647 2,687 2,727 2,768 2,809 2,852 2,894 
Receivables 18,025 18,436 18,567 18,700 18,836 18,975 19,116 19,260 
Cash and equivalents 10,795 12,016 5,000 5,000 5,537 5,966 6,404 6,916 
Other assets 1,923 1,895 1,895 1,895 1,895 1,895 1,895 1,895 

Total assets 97,895 99,608 89,539 90,926 93,126 95,650 97,616 100,101 
Debt -19.631 -18.333 -2,373 -1,145 -1,000 -1,000 -1,000 -1,000 
Provisions -34,328 -34,242 -34,429 -35,240 -36,080 -36,950 -37,853 -38,789 
Trade creditors -3,778 -3,662 -3,735 -3,810 -3,886 -3,964 -4,043 -4,124 
Other liabilities -13,449 -13,516 -13,477 -13,320 -13,219 -12,821 -12,426 -12,035 
Minorities -4,625 -4,144 -4,197 -4,252 -4.311 -4,372 -4,436 -4,504 

Shareholders Funds 29,774 33,560 39,177 41,008 42,480 44,392 45,706 47,499 
Source: Company acmunls and Smith Barney estimates 

ci t i g rou 
Smith Barney 
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RWE: Driven By Earnings Growth 

I Investment thesis 
RWE has been the third best perfomiing utility stock under our coverage year to date, 
outperforming its rival E.ON by 20%. The key to this outperfonnance is simply 
RWE’s operational and financial leverage into the Gernian wholesale power price. 
Each additional €I/MWIi on the achieved power price boosts our FYOGE EPS estimate 
by 3.5% (compared with 2 0% for E.ON). 

Figure 31. Share Price and Price Relative to DJ Stoxx 
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Source: Aeuters and Smith Barney analysis 

Even though RWE has performed very strongly, we think there is still more to go for. 
In particular, we think consensus estimates of RWE’s earnings are substantially too 
low. For E.ON, our forecasts appear to be closer to consensus expectations. With 
RWE’s new policy to link dividends directly to earnings, we suspect future dividends 
are also likely to be substantially higher than consensus estimates. 
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Figure 32. Comparison of our Forecasts with Consensus Estimates 

Our forecast Consensus estimate (as RWE guidance Comment We think consensus Itern 
compiled by RWE estimates are still too 

low 2005 operating result 6049 (+I%) 7661 (+11%) "Single digit growth" 
(Em) 
2005 EPS according to 4 25 ( ~ 1 2 % )  4 03 (+6%) "Single digit growth" We think RWE's 
IAS (q guidance is too low 
2006 EPS according to 5 11 (+20%) 4 50 (+12%) 
[AS ('4 

Below the 29% 
growth reported at 

the 1 Q stage 

2005 OPS 1 95 (~30%) 1 75 (+17 5%) At least 15% annual 
growth with 50% 

payout ratio in FY06 

2005 recurrent EPS (€) 3 97 (+25%) 

2006 recurrent EPS (€) 5 48 (~38%) 

2006 DPS 2.75 (+41%) 2.09 (+17.5%) 
Source: Smith Barney 

We think the key reason consensus estimates are low is simply that RWE has been 
fairly downbeat in its guidance year to date. We expect RWE will continue this 
policy given the political and regulatory situation in the Gennan niarltet. However, 
there is a chance that it will slightly raise its guidance at the lH05 results on 11 
August in view of the fact that there is not likely to be any significant impact on 
network revenues fiom regulation during FY0.5 ~ 

If we are right with our forecasts, then RWE's share price should continue to perform 
well. Quite simply, the stock will be derated too quickly in terms of prospective P/E 
if the share price does not continue to rise. 

Figure 33. Forecast PIE Ratios at Current Share Price 

RWE gets derated 

price rises 
rapidly unless its share l 7  

100 - 

7 5  5 0  5 
2004A 2005E 2006E 2007E 

--E ON --WE - - - Sector 1 . I European market 

Source: Company accounts and SmiUl Barney estimates 

We do not expect any major strategic developments at the company, other than a 
continued focus on its existing operations and some minor ongoing disposals (chiefly 
the rest of the waste business and the water operations i n  Chile, Spain and Thailand). 

ci t tgrou 33 
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I Valuation and financial forecasts 
We have adjusted our forecasts and valuations to take account of tlie new power 
price scenario set out in this report and to build in the expected extension of nuclear 
power station lives. We have also delayed the onset of the negative impact from 
regulation until 2006, although we are maintaining our expectation of a 30% fall in 
network prices by 20 10. 

The other changes we are making to our forecasts are as follows. 

> We now assume a US$/€ exchange rate of 1.2.5 against 1.3.5 previously for 200.5 
and beyond. 

> We have revised downwards once again our forecasts for tlie UK electricity 
business npower on the back of higher carbon prices which the business is 
temporarily unable to pass on as a result of its 9TWh of fixed-price power sales 
contracts which do not fully expire until the end of next year. We now expect 
a 33% decline in the operating result for this business. 

We have factored in the profit warning at the small renewable energy subsidiary 
Harpen, which is now foreseeing a net loss of around €30m against a €32111 profit 
last year on the back of write-downs and delays to major projects. 

we may be too cautious 
on DEA 

Despite the high oil price, we have chosen not to revise upwards our expectation for 
RWE DEA, the small upstream oil business that form part of RWE Power. DEA has 
so far failed to benefit from the oil price booin as a result of hedging arrangements. 
However, we hope to learn more about this business at the 1 HOS results. 

The net impact of these changes is negligible on our FY0S EPS and DPS estimates. 
However, our FY06E recurrent EPS forecast rises by 2% to €5.48, and, based on a 
SO% payout ratio, we are now forecasting a FY06E DPS of €2.74 per share, up from 
€2.50 previously. 

Our SOP has risen by €1 1 since we last published our valuation. This chiefly reflects 
the more optimistic achieved power price assumptions and the assumed exterision to 
nuclear power station lives. 

Figure 34. RWE Sum of Parts 

Value Value per Method FYOSE Reality check 
(€m) share (=Em) EEITOA (€m) 

Power 28,048 49 Chiefly based on DCF of component parts 2,521 7 1 I x  WEBITDA multiple in 2005E 
Energy 18,078 32 RABs and multiples of component parts 3,016 6 Ox FV/EBITDA multiple in 2005E 
npower 4,497 a Per MW and per customer benchmarks 497 9 Ox FVIEBITDA multiple in 2005E 
Water 16,934 30 Regulatory asset bases 2,166 7 8x RIIEBITDA multiple in 20O5E 
Total core businesses 67,557 120 8,311 8 l x  FVIEBITDA multiple in 2005E 
Othdcorporate overhead -287 -1 7x EWEBITDA multiple 
Financial assets 3,497 6 Forecast book value at 31/12/05 
Total 70,767 126 8,812 8 Ox RIIEBITDA multiple in 2005E 

Net debt -11,284 -20 Forecast book value at 31/12/05 
Pension liabilities -11,942 -21 Forecast book value at 31/12/05 
Nuclear liabilities -8 Based on Smith Barney model - current book value is E9 Obn 
Other liabilities -10 Based on Smith Barney model - current book value is €1 1 9bn 
Minorities -1,471 -3 Forecast book value at 31/12/05 

Net equity value 35,733 64 
Source: Smith Barney estimates 

-4,731 
-5,606 
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In view of the increase in our SOP estimate, we have raised our target price from 
€55 to €65. Our €65 target price is intended to be a compromise between the €64 per 
share sun1 of parts, and the evidence from the main valuation ratios (see Figure 8) 
which suggest that RWE would trade between €68 and €72 at a sector average rating 
in terms of FY06E EV/EBITDA or P/E. 

Risks 
We rate RWE Medium Risk. The risk rating on the stock is derived after consideration 
of a number of factors. These factors include an assessment of industry-specific risks, 
financial risk and inanagetilent risk. In addition, we consider historical share price 
volatility, based upon the input of the Smith Barney quantitative research team, as a 
possible indicator of future stock-specific risk. After taking into account all factors, we 
think a Medium Risk rating is appropriate. RWE’s high level of provisions and debt 
mean that the value of its equity is sensitive to the assumptions made. Other risks 
include regulatory risks in both the gas and the electricity markets in Germany and in 
the water markets in the IJK and in the US as well as the risk that RWE niay pay too 
much for future acquisitions. In addition, the group’s financials are complex and 
provision movements complicate the reconciliation of profit and loss account to cash 
flow. Risks that could impede the share price from reaching our target price include 
the possibility that equity markets might fall. Also, our investment thesis could be 
undermined by renewed competition in German generation, or by regulatory change 
proving more severe than we currently anticipate leading to lower network profits. In 
addition, were RWE to recover its appetite for acquisitions, we would be concerned 
about the possibility of value destruction. Finally, if competition erupts in the German 
gas market, then the value of RWE’s upstream assets might suffer. 

Figure 35. Operating Result Breakdown 

Operating result 20mA 2W4A 2005E 2006E 2007E 20DBE 2W9E 2010E 

Power 1,739 1,846 1,907 3,029 3,403 3,779 4,156 4,535 
Energy 2,046 2,192 2,332 2,254 2,044 1,829 1,628 1,440 
Npower 71 4 604 403 580 625 642 659 676 
Water 1,374 1,389 1,448 1,535 1,579 1,624 1,677 1,711 
Waste 76 76 0 0 0 0 0 0 
Financial investments -109 34 0 0 0 0 0 0 
Discontinuing operations -7 0 0 0 0 0 0 0 
Other/group centre/consolidation -282 -165 -61 -41 -41 -41 -41 -41 
Total 5,551 5,976 6,030 7,358 7,611 7,833 8,080 8,322 
Source: Company reports and Smith Barney estimates 

Figure 36. Key Financial Forecasts 

Key financial figures for RWE 2003A 2004A 2005E 2W6E 2007E 2008E 20WE 2010E 

Recurrent net income (€m) 1282 1794 2234 3082 3334 3484 3647 3807 
Pre-exceptional before goodwill EPS (€) 228 319 397 548 593 619 649 677 
Reported EPS after goodwill (E) 169 380 425 511 5 5 6  583 6 12 640 
Reported EPS before goodwill (€) 345 380 425 511  556 583 612 640  
DPS (E) 125  150  195  274 315  347  381 419 
Free cash flaw (Em) 927 1499 1707 2703 2782 2884 3100 3315 
Cashflowlshare (6) 9 0  9 5  9.9 119 122 125  129 133  
Net cash/(debt) (Em) -17,838 -1 2,385 -1 1,284 -9,828 -8,744 -7,798 -6,821 -5,832 
Gearing 221% 133% 112% 91% 76% 64% 54% 45% 
Payout ratio based on clean earnings 55% 47% 49% 50% 53% 56% 59% 62% 
EBITDNnet interest (x) 7.5 7.4 10.9 14.3 16.1 18.0 20.4 23.4 
Source: Company reports and Smith Earney estimates 

Figure 37. Group Financial Forecasts (€m) 

citigrou 
Smith Barney 
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Profit and Loss 

____ _ _ _ _  

2003A 2W4A 2005E 2006E 2007E 2008E 2W9E 2010E 

Sales 
Operating costs 
Depreciation and amortisation (excluding 
goodwill) 
Goodwill amoriisationlimpairment charges 
Operating profit 
Result from investments 
Operating profit after result from investments 
Revalorisation of provisions 
Net interest expense 
Other net financial income 
Pre-tax profit 
T W  
Post-tax profit 
Minorities 
Net attributable profit before goodwill 
Net attributable profit (pre exceptional) 

Profit from operating activities 
+ Result of investments 
- Non-operating result 
Operating result 

EBITDA including operating income from 
investments 
EBITDA excluding operating income from 

43,875 
34,912 
3,277 

985 
4,701 

300 
5,001 

-1,558 
-1,131 

-1 89 
2,123 

-1,187 
936 

17 
1,938 
1,282 

4,701 
300 

5,551 

8,681 

8,476 

-550 

42,137 
32,905 
3,166 

492 
5,574 

846 
6,420 

-1,327 
-1,130 

-28 
3,935 

-1,521 
2,414 
-277 

2,137 
1,794 

5,574 
846 
444 

5,976 

8,812 

8,400 

41,035 
32,535 
3,055 

0 
5,445 

728 
6,173 

-1,254 
-756 

0 
4,164 

-1,500 
2,664 

2,389 
2,234 

5,445 
728 
124 

6,049 

8,772 

8,250 

-275 

43,251 
33,621 
3,156 

0 
6,474 

528 
7,002 

-1,266 
-676 

0 
5,061 

-1,898 
3,163 

2,874 
3,082 

6,474 
528 

-332 
7,334 

10,158 

9,630 

-289 

44,646 
34,738 
3,048 

0 
6,860 

534 
7,394 

-1,290 
-616 

0 
5,487 

-2,058 
3,430 
-303 

3,126 
3,334 

6,860 
534 

-332 
7,726 

10,442 

9,908 

46,099 
35,944 
3,063 

0 
7,092 

540 
7,632 

-1,316 
-564 

0 
5,751 

-2,157 
3,595 
-318 

3,276 
3,484 

7,092 
540 

7,964 

10,695 

10,155 

-332 

47,616 49,172 
37,193 38,486 
3,077 3,091 

0 0 
7,346 7,595 

546 552 
7,892 8,147 

-1,343 -1,371 
-510 -456 

0 0 
6,039 6,320 

-2,265 -2,370 
3,774 3,950 

3,440 3,599 
3,647 3,807 

7,346 7,595 
546 552 

8,224 8,480 

10,970 11,239 

10,423 10,687 

-334 -351 

-332 -333 

Cash flow 2003A 2004A 2005E 2006E 2W7E 2008E 2009E 2 D l O E  

Gross cash flow 5,289 4,928 5,690 6,757 6,936 7,138 7,354 7,569 
Capital expenditure -4,362 -3,429 -3,983 -4,054 -4,154 -4,254 -4,254 -4,254 
Acquisitions -5,373 -308 -63 0 0 0 0 0 
Proceeds of disposals 1,872 3,320 500 0 0 0 0 0 

Issue/(redemption) of group equity 0 0 0 0 0 0 0 0 
Other 2,754 1,578 0 0 0 -0 0 0 
Change in net debt -715 5,150 1,101 1,456 1,084 946 977 989 

Dividends -895 -939 -1,044 -7,247 -7,698 -1,938 -2,123 -2,327 

Balance sheet 20WA 2W4A 2WSE 2006E 2W7E 2008E 2W9E 2010E 

Intangible assets 19,418 17,718 17,244 16,912 16,580 16,248 15,916 15,584 
Property, plant and equipment 
Financial assets 
Stocks 
Debtors 
Cash and equivalents 
Deferred tax assets and prepaid expenses 

Total assets 
Provisions 
Debt 
Other liabilities 
Deferred tax liabilities and deferred income 
Minority interests 

Shareholders Funds 
Source: Campany repa& and Smilh Barney estimates 

36,210 
6.778 
3,285 

16,947 
11,796 
4,708 

99,142 
-37,671 
-31,790 
-12,271 

-8,345 
-2,052 
7,013 

35,025 
5,887 
2,043 

16,606 
12,539 
3,552 

93,370 
-34,754 
-27,383 
-1 1,736 
-8,304 
-1,537 
9,656 

35,652 
5,956 
2,074 

16,712 
12,000 
3,552 

93,190 
-34,997 
-25,743 
-12,010 
-8,204 
-1,47 1 
10,766 

36,550 
5,956 
2,105 

16,820 
12,000 
3,552 

93.895 
-35,501 
-24,287 
-12,534 
-8,104 
-1,602 
11,867 

37,656 
5,956 
2,136 

16,929 
12,000 
3,552 

94,810 
-36,027 
-23,203 
-12,847 
-8,004 
-1,740 
12,989 

38,847 
5,956 
2,168 

17,040 
12,000 
3,552 

95,812 
-36,576 
-22,257 
-13,107 
-7,904 
-1,884 
14,084 

40,024 
5,956 
2,201 

17,153 
12,000 
3,552 

96.802 
-37,148 
-21,280 
-13,386 

-7,804 
-2,036 
15,148 

41,187 
5,956 
2,235 

7 7,268 
12,000 
3,552 

97,782 
-37,748 
-20,291 
-13,686 

-7,704 
-2,196 
16,157 
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ANALYST CERTIFICATION Amendix A - l  
We, Daniel Martin and Elisenne Verdoja, hereby certify that all of the views expressed in this research report accurately reflect our 
personal views about any and all of the subject issuer(s) or securities. We also certify that no part of our compensation was, is. or will be 
directly or indirectly related to the specific recommendation(s) or view(?,) in this report. 

IMPORTANT DISCLOSURES 
E.ON (EONG.DE) 
Ratings and Target Price History - Fundamental Research 
Analyst Daniel Marlrn EUR $1 Date Rating 

4 14 Jan 03 2M 
5 3 Feb 03 '1M 
6 27 May 03 I M  
7 15 Aug 03 '2M 
8 12 Sep 03 Stock 
9 12 Sep 03 '2M 

10 12 Dec03 2M 
11 29 Jan 04 2M 
12 18 Mar 04 '2H 

I 
~ ~ 1 8  'Indicates change 

Target Closing 
Price Price 

'65 00 
'50 00 

50 00 

50 00 44 50 
'53 00 48 68 
'57 50 51 60 
'60 00 51 55 
'70 00 58 10 
'75 00 
75 00 

rati?g system changed 

Ratings'and Target P i c e  History Fundamental Research Target Closing 
Analyst Daniel Martin EUR It Dale Rating Price Pnce 

1 13 Aug 02 2M '4500 36 25 
2 6 Sep 02 Stock rak? system changed 
3 6 Sep 02 '2M f 5 0 0  35 65 
4 18 Dec 02 2M '3500 24 65 
5 14 Jan 03 2M 3500 27 15 
6 20 Mar 03 2M '3000 20 87 
7 27 May03 2M 3000 24 27 
8 6 Jun 03 '2H 3000 24 78 
9 12 Sep 03 Stock rating System changed 

10 12 Sep 03 '1H '3000 24 60 
11 12 Dec 03 I H  '3400 29 20 
12 29 Jan 04 1H '4000 33 07 
13 18 Mar04 1H '4400 35 37 
14 8 Sep 04 '1M '4700 39 29 
15 7 Jan 05 1M '5000 43 45 
16 7 Jan 05 1M 5000 43 45 
17 22 Mar 05 1M '5500 45 10 
'Indicales change 

ASOND J F M A M  J J A S O N R  J F M A M J  J A S O N  D J F M A M  J J 

- Covered ....... Not covered 

Customers of the Firm in the United States can receive independent, third-party research on the company or companies covered in this 
report, at no cost to them, where such research is available Customers can access tbts mdependent research at 
http//www smithbarney corn (for retail clients) or http //w citigroupgeo com (for institutional clients) or can call (866) 836-9542 to request a 
copy of this research 

Citigroup Global Markets Inc or its affiliates holds a long position in any class of common equity securities of RWE 

Citigroup Global Markets Inc or its affiliates has received compensation for investment banking services provided within the past 12 
months from RWE 

Citigroup Global Markets inc or its affiliates expects to receive or intends to seek, within the next three months, compensation for 
investment banking services from RWE 

Citigroup Global Markets Inc or an affiliate received compensation for products and services other than investment banking services 
from E ON and RWE in the past 12 months 

Citigroup Global Markets Inc currently has, or had within the past 12 months, the following company(ies) as investment banking client(s) 
RWE 

Citigroup Global Markets Inc currently has, or had within the past 12 months, the following company(ies) as clients, and the services 
provided were non investment-banking, securities-related E ON and RWE 

2003 2004 2005 

Citigroup Global Markets Inc currently has, or had within the past 12 months, the following company(ies) as clients, and the services 
provided were non-investment-banking, non-securities-related: E ON and RWE 
Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets lnc 
and its affiliates ("the Firm") Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability, which includes 
revenues from, among other business units, the Private Client Division, Institutional Equities, and Investment Banking. 

ci t iq rou - 
Smith Barney 

37 



Smith Barney Equity Research Ratings Distribution 
Data current as of 30 June 2005 BUY Hold Sell 
Smith Barney Global Fundamental Equity Research Coverage (2617) 42% 42% 17% 

% of Companies in each rating category that are investmenf banking cbents 
Utilities -- Europe (31) 

48% 
29% 

49% 
61% 

28% 
I 0% 

% of comwanies in each ratino cateoorv that are investment bankino clients 56% 58% 67% 
Guide to Fundamental Research Investment Ratings: 
Smith Barney's stock recommendations include a risk rating and an investment rating. 
Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative (S). 
Investment ratings are afunction of Smith Barney's expectation of total return (forecast price appreciation and dividend yield within the next 
12 months) and risk rating For securities in developed markets (US, UK, Europe, Japan, and AustralidNew Zealand), investment ratings are: 
Buy [ I ]  (expected total return of 10% or more for Low-Risk stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, 
and 35% or more for Speculative stocks); Hold [2] (0%-10% for Low-Risk stocks, 0%-15% for Medium-Risk stocks, 0%-20% for High-Risk 
stocks, and 0%-35% for Speculative stocks); and Sell [3] (negative total return) Investment ratings are determined by the ranges described 
above at the time of initiation of coverage, a change in risk rating, or a change in target price At other times, the expected total returns may 
fall outside of these ranges because of price movement andor volatility Such interim deviations from specified ranges will be permitted but 
will become subject to review by Research Management Your decision to buy or sell a security should be based upon your personal 
investment objectives and should be made only after evaluating the stock's expected performance and risk. 

Between September 9.2002. and September 12,2003,  Smith Barney's stock ratings were based upon expected performance over the 
following 12 to 18 months relative to the analyst's industry coverage universe at such time. An Outperform (1) rating indicated that we 
expected the stock to outperform the analyst's industry coverage universe over the coming 12-18 months. An In-line (2) rating indicated 
that we expected the stock to perform approximately in line with the analyst's coverage universe An [Jnderperform (3) rating indicated 
that we expected the stock to underperform the analyst's coverage universe. In emerging markets, the same ratings classifications were 
used, but the stocks were rated based upon expected performance relative to the primary market index in the region or country. Our 
complementary Risk rating system -- Low (L). Medium (M), High (H), and Speculative (S) -- took into account predictability of financial 
results and stock price volatility Risk ratings for Asia Pacific were determined by a quantitative screen which classified stocks into the 
same four risk categories In the major markets, our Industry rating system -- Overweight, Marketweight, and Underweight -- took into 
account each analyst's evaluation of their industry coverage as compared to the primary market index in their region over the following 12 
to 18 months 

Prior to September 9, 2002, the Firm's stock rating system was based upon the expected total return over the next 12 to 18 months. The 
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We review current trends in power prices and bond yields. We also 
explore the impact of leverage on value, a theme which we believe 
will increasingly drive utility share prices in future. We think even 
an expensive acquisition could enhance value once the impact on 
leverage is taken into account. €.ON is the obvious way to play 
this theme and we are upgrading our target price today from €86 to 
€90. Centrica, RWE, Snam Rete Gas, Fortum, ENEL and Scottish & 
Southern all could also benefit from higher leverage in our view. 

Value from leverage 
Steadily, the sector balance sheet is becoming more and more underleveraged. 
Net debt has fallen over €SObn since 2002, wliile EBITDA has risen 17%. As a 
result, pressure on management teams to boost balance sheet efficiency is likely 
to grow. We show how a 10 percentage point increase in leverage should l i f t  
the fair value EV/EBITDA multiple by 0.2-0.3. For E.ON in particular, the 
value boost from higher leverage could be very large. Were E.ON to target a 
2 . 0 ~  net debt/EBITDA ratio, we think some €13bn of value would be created. 

Acquisitions no longer a probable negative 
Special dividends or share buy-backs are stiII the best ways to leverage up a 
balance sheet in our view. But in the real world, most managements will prefer 
to make acquisitions. We now believe that the value creation from higher 
leverage will probably be inore than enough to offset the negative impact on 
value from a modestly expensive acquisition. This means that acquisitions may 
prove a positive trigger for the buyer as well as for the company being bought. 

Wholesale power price outlook not fully factored in 
Forward power prices may soften in the last few months of 200.5 as the risk 
preiniuni in the UK gas price shrinks. Even so, we think there is still more to go 
for in the share prices of certain generators (e.g. RWE and International 
Power). RWE is now pretty much f X y  hedged to the end of2006 so there 
should be little downside risk if forward prices do weaken. International Power, 
011 the other hand, has more exposure to the US market than to Europe. 

Bond yields not a major driver for next 12 months 
Citigroup economists expect the IO-year Bund yield to hover around 3.2% for 
the next 121n. If so, the bond market is unlikely to drive share prices one way or 
the other. Falling bond yields over the last year have driven the sector to a 10% 
FYOSE P/E premium to the market (over two standard deviations above the 
mean). As long as bond yields stay where they are, this looks sustainable to us. 

E.ON replaces Veolia on our topmfive list 
EON is the obvious way to play the balance sheet story. Veolia, on the other hand, 
could suffer in Octoberbiovember given the E12-13bil of French utility equity 
likely to hit the market over the next few months. Apart from E.ON, our top five 
now comprises RWE, International Power, ENEL and AWG. ENEL has been a 
poor performer year to date and yet the company should actually be a beneficiary 
of high oil prices. We also look to a new dividend policy to drive the shares higher. 
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Sector Overview a 

> Sector has moved broadly sideways in recent months - we think this 
nd will continue 

the rise in wholesale power prices is still not fully factored in for 
in stocks in our view 

Meanwhile, the sector balance sheet is becoming increasingly 
veraged and inefficient 

lder pressure on managements to tackle this problem is 
likely to grow 

We now believe releveraging could unlock value even if it takes place 
by mean of an expensive acquisition 

.ON replaces Veolia as a top-five stock 

* RWE, ENEL, International Power and AWG remain on our top-five list 
~ - -  --.- 

I Recent performance 
After a strong showing in 2405 on the back of a benign bond marl<et environment 
arid rising wholesale power prices, the sector has so far largely marked time during 
the third quarter. The sector slightly lagged the market in June and July, but 
recovered during August and is now up 2% on tlie start of the year in relative tcmx 

Save for a few wobbles, 
the sector has been 

moving sideways since 
the start of 2005 

Figure 3. DJ Utilities Index Relative to DJ Stoxx (1 Jan = 100) 
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Balance sheets likely to 
be the focus for debate 

We are less nervous over 
acquisitions 

Bond yields, power prices and balance sheets 
Bond yields and power prices have been the major drivers for the sector over the last 
12 months. We discuss both issues in detail in this report. In short, we do not expect 
the bond market to drive tlie shares significantly one way or the other over the next 
12 months. However, we still believe the earnings upside fi-on1 higher power prices 
has not yet been fully priced in to certain stocks (most notably RWE and 
International Power). Overall, we suspect the sector is likely to contiiiue to move 
broadly sideways in relative ternis. 

But on top of power prices and bond yields, there is a third theine which we expect to 
increasingly play a role ovcr the next few months. This is the issue of company 
balance sheets. The sector as a whole is now loolting increasingly underleveraged, to 
an extreme extent in the case of certain stocks (e.g. E.ON). Shareholder pressure on 
managements to leverage up and take advantage of low interest rates is likely 
steadily to grow. 

As a result, balance sheet releveraging, by acquisition, special dividend or share buy- 
back, is likely to be an increasingly common occurrence going forward. We argue in 
this report that the value impact fi-om higher leverage could be more than enough to 
offset the value destruction even from an expensive acquisition. This marks a 
significant change in our thinking. We now believe large acquisitions could be a 
positive trigger even for the share prices of the company doing the acquiring. 

Sector valuation 
However, for the sector as a whole current valuations do not appear very attractive. 
The sector has been trading on a P/E preniium to the market since April. At first 
sight, this looks a clear sign that the sector is overvalued - the current P/E relative of 
110 is more than two standard deviations above the mean of SG based on monthly 
observations over the last 1.5 years, for example. 

Figure 4. FY05E PIE Multiples 

sou 

c 

rce: Datastream and Citigroup Investment Research 

Figure 5. Histogram of Monthly European Utility Sector P/E 
Relative to European Market 

IO , I 

G5.70 70-75 75-00 00.05 85.90 90.95 95-100 100-105 105-110 

PIEraInIiva 

Source: Datastream and Citigroup lnveslment Research 

But our view is that as long as bond yields remain close to their current low levels, 
there is little danger of an imminent reversion to the mean. In addition, the earnings 
growth rates we are predicting should mean the sector at least matches the market in 
this regard. Overall, our view is that a neutral sector weighting is probably correct. 
Citigroup European Strategists, on the other hand, are currently recoinmending an 
Underweight position. 

cltlqrou 
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Figure 6. Valuation Ratios 

Veolia exits our top 
five ... 

... E.ON returns 

RWE and International 
Power remain 

ENEL should make up 
some lost ground over 

the next few months 

European European Comment 
Market Utilities 

N05E PE (pre-goodwill, pre-exceptional) 13 2x 14 5x Utilities are on a 10% premium 
N06E PE (pre-goodwill, pre-exceptional) 12 2x 128x Utilities are on a 4% premium 

N06E EPS growth 

N07E EPS growth 

8% bottom up 12% bottom 
UP 

8% bottom up 8% bottom up 

N06E EVlEBlTDA (pre-associates) 8 ox 7 I X  

N06E EV/EBITDA (including associates) 7 8x 7 6x 

N05E Dividend yield 
N06E Dividend yield 

N05E Free cash flow yield 
N06E Free cash flow yield 

3 4% 4 3% 
3 8% 4 5% 

Utilities beat the market 

Utilities look cheaper 
Utilities look cheaper 

Still pretty attractive 

5 8% 3 1 % But the FCF yield is not that great - some utilities 
6 8% 3 5% are investing AND paying high dividends 

Source: Citigroup Investment Research estimates at 1 September 2005 

rstock selection 
The only change we are making to our list of top-five stocks in our last sector 
overview' is to replace Veolia with E.ON. We suspect the IHOS results due on 16 
September could yet be a positive trigger for the Veolia share price. But during 
4Q05, the likely equity offerings from both Electricit6 de France and Suez (probably 
€I2-13bn combined) could act as a significant drag on the shares. 

E.ON is the obvious way to play the balance sheet theme that we are highlighting in 
this report The stock also benefits from its exposure to the German power price, 
while the valuation is compelling even with an inefficient balance sheet. Were E.ON 
to leverage up, even by making a relatively costly acquisition, we think the valuation 
ratios would look even more attractive. 

RWE and International Power are still undervalued, in our view, even though they 
are amongst the best performing stocks year to date. We suspect European forward 
prices inay soften over the next few months, but RWE is by now pretty much fully 
hedged to the end of 2006 and should deliver compound recurrent earnings growth of 
32% until then, according to our estimates. International Power, on the other hand, 
has substantially more exposure outside Europe. 

ENEL remains on our favoured list although it has been a disappointing performer so 
far in 200.5. Fundamentally, we think the investment case is robust and we attribute 
the underperfonnance chiefly to the fact that the Italian government has offloaded 
some 20% of the shares in issue within the last 12 months. In fact, our view is that 
the fundamentals for ENEL have strengthened in view of the rising oil price Unlike 
most of Northern Europe, in Italy there is no easily accessible forward power price so 
the impact of high oil prices on ENEL is less visible to the stock market. A further 
trigger could come from the unveiling of more clarity on future dividend policy and 
we think this will be a positive trigger for the shares 

- 
' UJl/fffe\ 2005 S/llfllg ~ ~ / f l l O f l  - BOild Y f d d r  IC1 ) I f \  p<J\$ef h I L e \  April 2005 
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AWG remains cheap in AWG remains on our list almost by default as it offers a higher total return than our 
reinaining buy recommendations (Fortum and Centrica). 

For each stock a inore detailed statement of the investment case is provided starting 
on page 30. 

Our 

Figure 7. Top Five Stocks 

Sfock 

EVI PE(pre- Dividend 
Current Target Exp total EEITOA goodwill yield 

Country Ratins Price* Price Upside retUrn (OSEP )(OW (OSE) Comment 

AWG UK Buy/ Medium 927p 99517 7% 13% 8 7x 16 2x 5 5% Potential special dividend Non-core valuation 
Risk (1M) cautious 

E ON Germany Buy/ Medium €78 30 €90 00 15% 18% 6 8x 11 3x 4 1% Even if EON arrives at a more efficient balance 
sheet structure by making a major acquisition 

we think the net impact will be positive 
Enei Italy Buy/ Medium E7 21 €7 80 8% 13% 7 7x 16 7x 5 2% Impact of higher oil prices on power prices not 

factored in New dividend policy awaited 

Risk (1M) 

Risk (1 M) 

International UK Buy/ Medium 232p 250p 8% 9% 7 3x 13 4x 2 6% FY04 nadir of earnings cycle, recovering spark 
Power Risk (1M) spread to drive strong growth 

RWE Germany Buy/ Medium €54 8 €65 0 19% 22% 6 Ox 9 8x 5 1 % RWE still trades on one of the lowest FYOGE P/E 
multiple in the sector Risk (1M) 

European utilities -2% 2% 7 IX 128X 45% 
sector 

market 
Source: Citigraup Investment Research 

European stock 7 8 x  132X 34% 

‘Prices at close on 1 September 2005 

12005 so far 
Of the top-five stocks we highlighted back in April, the best performance has come 
from International Power (up 30% in absolute teniis since 1 April), RWE (up 18%) 
and Veolia (up 20%). AWG has risen more modestly (up 12%), but ENEL has been a 
disappointnietit (down 2%). 

Overall for the year to date, stocks with leverage into rising wholesale power prices 
have strongly outperformed the sector. 

Fiaure 8. Wholesale Power Price PIaYS vs Bond Proxies Indexed to 1 Jan 05=100 

Source: Reuters and Citigroup Investment Research analysis Wholesale power price plays index comprises internatianai Power, British Energy, 
Forturn and RWE Bond proxies index comprises UK Water, Snam Rete Gas. Terna and Electrabel 

cltlqrou 
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Figure 9. Stock Performance Relative to DJ Stoxx Since 1 January 2005 

Northern European -25% -15% -5% 5% 15% 25% 35% 45% 55% 
commodity price plays 
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Sources: Datastream 

10 



Utilities 2005: Autumn Edition - 2 September 2005 

Focus on balance s 

Debt capacity has risen, 
but actual debt levels are 

still falling 

> We think pressure on management teams to deal with 
underleveraged balance sheets will steadily build 

chieving the right level of leverage could be seriously value- 
enhancing for shareholders 

cially so if it is  achieved by a special dividend or share buy- 

ut even a value-destructive acquisition could have a net positive 
pact once the benefits of higher leverage are taken into account 

we think acquisitive management teams need no longer be so 
id of a negative share price reaction 

ing on an inefficient balance sheet and doing nothing is the worst 

E.ON is the obvious way to play this theme, but Centrica, RWE, 
Fortum, Snam Rete Gas, ENEL and Scottish & Southern could all 
benefit from higher leverage in our view 

__ 
I Increasingly inefficient 

Our hunch is that company balance sheets are liltely to be a majot investment issuc in 
the sector over the next few months. Because the coiiipanies by and large have 
steered clear of acquisitions, debt levels have stcadily shrunk over the last few ycars. 
By the end of 2006, we estimate that the aggregate sector net debt will have fallcn by 
more than GObn from the 2002A peak of E2 12bn. 

Fiaure 10. Sector Aaareaate Net Debt and EBITDA /Em) 

100,000 250 000 

90,000 

80,000 200 000 

70,000 

60,000 150000 ..- u, 

k 
50,000 8 
40,000 100000 2 
30,000 

20,000 50 000 

10,000 

0 0 
2001A ZOOZA 2003A 2004A 2005E 2006E 2007E 2008E 2009E 2010E 

0 EBiTDA (em) -Ne1 deb1 (Cm) 

Sources: Company reports and Citigraup Investment Research 
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i n n  
0 50 

The sector balance sheet 
looks increasingly 

inefficient 

- 

Shareholder pressure on 
managements is likely to 

grow 

Over the same period, the capacity of the sector to take on debt has actually risen. 
This is because operating cash flows have grown (driven in  part for several 
companies by highei wholesale power prices) with the result that the companies call 
now cope with higher debt service payments than they could back in 2002. 

The upshot is that the sector balancc sheet as a whole is becoming steadily more and 
more inefficiently leveraged. For example, Figure 11  shows the sector aggregate net 
debt/EBITDA ratio. By the end of 2006 we project a ratio of just 1 . 9 ~ .  

Figure 11. Sector Aggregate Net DebtlEBlTDA 

350 , I 

Source: Company reports and Citigroup Investment Research 

The “right” level of net debt/EBITDA is of course debatable. Some companies run 
with ratios as high as 5x. For example, the UK water stocks, which have very stable 
and predictable streams of profit, have FY06E ratios ranging from 3 . 4 ~  to 6 . 3 ~  
according to our estimates. On the other hand, companies with more unregulated 
activities and which also have uiifunded pension and other liabilities are likely to 
require lower levels of net debt to protect their credit ratings. For example, E.ON has 
suggested that it needs to keep net debtIEBITDA in the range of 1.0-2.0~ (although 
we suspect the company is being conservative). 

Based on discussions with Citigroup’s debt analysts, we think the “comfort zone” for the 
sector as a whole is likely to be in the region o f 2 . 0 ~  to 3 . 0 ~ .  Based on our forecasts, the 
sector as a whole is poised to fall below this range over the next few months. 

This is a problem which we think company management teams will come under 
increasing pressure to confront. Some companies will face more immediate pressure 
than others. From Figure 12, the five conipanies which stand out (excluding British 
Energy and Electrabel which are special cases) are E.ON, Centrica, RWE, Snam 
Rete Gas and Suez. Suez has already of course dealt with this issue by announcing its 
plans to buy out the Electrabel minorities. This deal should lift the Suez FY06E ratio 
from our current forecast of 1 .Sx to 2 . 3 ~ .  

12 
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Figure 12. FVOGE Net Debt/EBITDA (x )  

8 00 
7 00 
6 00 
5 00 
4 00 
3 00 
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1 0 0  
0 00 

-1 00 
-2 00 

Source: Citigroup Investment Research 

We believe the Suez-Electrabel deal was a powerful demonstration of the impact of 
leveraging up the balance sheet on shareholder value. Even though the buyout 
involved Suez paying a significant premium to fair value on our analysis, the share 
price rose 13% in  the 48 hours after the deal was announced. The market appeared to 
decide that the benefits of higher leverage was enough to offset the premium 
(of course the extra cost cutting Suez announced also played a role). 

In our view, companies operating with permanently underleveraged balance sheets 
are not simply being "prudent", but instead are doing their shareholders a disservice, 
especially with interest rates at current low levels. By leveraging up, companies can 
amplify the returns on equity that they generate, with a knock on impact on their 
share price. 

One way of illustrating the potential is to look at the relationship between leverage 
and EV/EBITDA. Figure 13 sets out the core' FY06E EV/EBITDA for the 
companies under our coverage plotted against each company's FY06E leverage 
(net debt/(net debt + equity at inarltet value)). 

' By "core" we meail EVIEBITDA calculated on tlie basis of EV=Market value of equity 4- net debt + minorities + NPV of otlier 
liabilities - associates and fimancial investments at book value. and EI3lTD.A excluding income from associates and financial 
investments 

c I t I g rou 
13 



Utilities 2005: Autumn Edition - 2 Seatember 2005 

'*" 

Figure 13. FY06E Core EVIEBITDA vs Leverage 
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Source: Ciligroup Investment Research 

The chart also shows the theoretical relationship between EV/EBITDA and leverage 
based on a simplified model3. As theory suggests, there seems to be a positive 
relationship between EV/EBITDA and leverage. Roughly speaking, the simplified 
theoretical lines on Figure 13 suggest that a 10 percentage point increase in leverage 
equates to an increase in the EV/EBITDA multiple of 0.2-0.3 (concentrating on the 
10-50% leverage range). 

Applying this relationship to Suez, the extra leverage resulting from the Electrabel 
deal equates to 4 percentage points, according to our numbers, suggesting an increase 
in EV/EBITDA of around 0. I x. This in turn equates to an additional e0.7bn of value 
based on our FY06E EBITDA forecast. 

Figure 14 shows a similar calculation for the more underleveraged utilities, assuming 
they all leveraged up to a net debt/EBITDA ratio o f  a still modest 2 . 0 ~  and that each 
10 percentage point increase in leverage leads to a 0.25 rise in the FY06E 
EV/EBITDA multiple. 

' We assume EV=NOPAT/(W;\CC-~owtIi rate) WhCC is calculated on a post-tax basis assuming a fixed COSI of debt of 5 0% 
which is taken to be independent of leverage We use a cost of equity of calculated on tlic basis of a 4 0% risk-free rate. with a 5 0% 
eqnity risk premium and an unlevered beta of 0 6 Our calculation takes into account flie impact of capital strticture on the cost of 
equity by calculating a levered beta We also take into account a 3 5 %  tax rate We assuine an EBIT growl11 rate of?% (i e zero in 
real terms with 2% inflation) 
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Figure 14. Potential Impact of Leverage on Value 

Additional Implied core 
debt required EV/EBITOA Increase in 

FYOGE net to achieve Actual core Increase (06E) based on Implied Increase in Value as % 
debfffBlTD FYOGE 2 . 0 ~  Net Implied Increase in EVIEBITOA in EV/ additional increase in value per of current 

Company A leverage debffEBIT0A leverage leverage (060 EBITOA leverage value share share price 

E O N  -0 3 -7% f24,960m 42% 49% 5 5  1 2  6 7  F13,159m E19.0 24% 
Centrica 0 7  12% f2,685m 37% 25% 5 1  0 6  5 7  41,258m 33p 13% 
RWE 1 0  24% E9,305m 47% 23% 5 8  0 6  6 3  E5,503m E98 18% 
Snam Rete Gas 1 4  19% E859m 27% 8% 7 4  0 2  7 6  F290m E01 3% 
Fortum 1 5  18% E878m 23% 5% 8 4  0 1  8 6  F252m E03 2% 
ENEL 1 6  21% E2,830m 26% 5% 7 3  0 1  7 5  E935m E02 2% 
Scottish & Southern 1 8 20% f188m 21% 2% 8 3  0 0  8 3  f50m 6P 1 Yo 

Sector 1.9 28% €43,057111 36% 8% 6.6 0.2 6.8 €16,190111 4% 

Source: Ciligroup investment Research 

This is of course a simplistic calculation. For example, Scottish & Southern and 
Snam Rete Gas could probably cope with a much higher net debt/EBITDA ratio than 
just 2 . 0 ~ .  In addition, we are assuming the extra capital raised is either distributed to 
shareholders or else invested by the conipany in a value-neutral fashion. Some 
companies will probably end up malting value-destructive acquisitions instead. 

However, the table does illustrate, for exainple, the degree to which such an 
investment would have to be value destructive to offset the positive impact of the 
higher leverage. In the case of the German utilities, value destruction of more than 
50% would be needed (all else being equal). 

P/E impact of releveraging 
An alternative approach would be to look at the earnings impact of releveraging. We 
have done this for the same set of companies in two different ways. Figure 15 sets 
out the impact on PIE of a special dividend approach, while Figure 16 explores the 
impact of releveraging by making an acquisition. In both cases we assume a 35% tax 
rate and a 5.5% interest rate on the additional debt. We also assume the following. 

> For the special dividend calculations, we assume the market capitalisation falls 
by the amount of the special dividend distributed and then calculate the iniplied 
FY06 PIE. 

+ For the acquisition calculations, we assume the company buys additional 
earnings at a 10% P/E premium to the sector (Le. at a FY06E P/E of 14 .0~) .  

Figure 15. Impact of Special Dividend on FY06E P/E 

Company 

E ON 
Centrica 
RWE 
Snam Rete Gas 
Fortum 
ENEL 
Scottish & Southern 
Sector 
Source: Citigroup Investment Research 

Additional 
debt required 

to achieve 
2 . 0 ~  Net 

debVEBlT0A 

€24,960~1 
€2,685m 
€9,305111 

E859m 
E878m 

€2,83Om 
f188m 

€43,057m 

Additional 
interest 

payment at 
5.5% 

€1,373111 
f148m 
€51 2m 
€47m 
€48m 

El 56m 
ElOm 

€2,368m 

Post-tax 
impact on 

earnings 
assuming 

35% tax rate 

-€892m 
-f96m 

-C333m 
-€31m 
-€31 in 

-€101m 
-f7m 

-€1,539m 

Market value 
after paying 

FYOGE net special 
profit dividend 

€4,555~1 E29,223m 
f735m f6,697m 

E3,148m €21,487m 
€573111 €7,977~1 
E983m €12,585m 

€2,64Om €41,18Om 
€6161~1 €8,235m 

€30,118m €347,24Om 

FYOGE net 
profii after 

paying N06E P/E 
special FYOGE PIE as after special 

dividend is dividend Impact 

€3,663m 11 9 8 0  -33% 
f639m 12 8 10 5 -18% 

€2,815m 9 8  7 6  -22% 

€951 m 13 7 13 2 -3% 
E2,539m 16 7 16 '2 -3% 

f609m 13 7 13 5 -1% 
€28,579m 13.0 12.2 -6% 

€5421~1 15 4 14 7 -5% 
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Figure 16. Impact of Acquisition on FYGE PIE 

Additional Post-tax 
debt required Additional impact on Addition a I 

FYOGE PIE 
2 . 0 ~  Net payment at assuming FYOGE net bought at profit after FY06E P/E as after 

Company to achieve interest earnings net profit fYO6E net 

debt/ EBlTDA 5.5% 35% tax rate profit 14 .0~  PIE acquisition is acquisition Impact 

E ON @4,96Om €1 ,373m -€892m €4,555m €1,751 m €5,414111 11 9 10 0 -1 6% 
Centrica f2,685m f148m -f96m f735m f188m f827m 12 8 11 3 -1 1 % 
RWE €9,3051~1 €512111 -€333m €3,148m € 6 5 3 ~ 1  €3,468m 9 8  8 9  -9% 
Snam Rete Gas €859~1 E47m 431111 €573111 e60111 E602m 15 4 14 7 -5% 
Fortum E878m E48m -ti31111 E983m €62m €7,0?3m 13 7 13 3 -3% 
ENEL €2,830m E156m -€lOlm 62,640m E199m €2,737111 16 7 16 1 -4% 
Scottish & Southern f188m flOm -f7m f616m f13m f622m 13 7 13 5 -1 % 
Sector €43,057~1 €2,368m -E1,539m €30,118m E3,021m ti31,600m 13.0 12.4 -5% 
Source: Citigroup Investment Research 

Under both examples, the companies would look significantly cheaper than they 
currently do in the eyes of the stock market. Of course, the humble PIE ratio has its 
limitations when it comes to valuation and a company with higher leverage can be 
expected to trade on a lower PIE than one with low leverage. 

Even so, a P/E ratio of less than 1Ox is likely to prove unsustainably low in our view 
given the still comfortable levels of leverage we are contemplating. E.ON, RWE and 
Centrica could all fall into this category depending on how their balance sheets are 
put to use. 

Figure 17. FYOGE PIE Ratios 
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Source: Citigroup Investment Research 
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We think even a 
modestly value- 

destructive acquisition is 
preferable to doing 

nothing with a grossly 
underleveraged balance 

sheet 

I Conclusion 
We think underleveraged balance sheets are increasingly preventing utility share 
prices from achieving their true potential. As balance sheets strengthen yet hither, 
we expect shareholder pressure on management teams to sort out their balance sheets 
will grow, and rightly so in our view. 

Some management teams are likely to resort to special dividends and or share buy 
backs to achieve higher leverage, and this is probably the safest route for most 
investors and the surest way to achieve a share price rerating. 

Most nianagement teams will probably prefer to make acquisitions, either in Europe 
or potentially in the 1JS" We still think it is wise to assume most utility acquisitions 
are likely to be value destructive. However, we now suspect the positive impact of 
such an acquisition on balance sheet efficiency is likely to be tilore than enough to 
offset this value destruction. 

The worst approach is for a management team simply to do nothing and sit on an 
underleveraged balance sheet indefinitely. However, with private equity buyers looking 
to invest ever larger sums of capital, managenlent team that ignore their strengthening 
balance sheets will increasingly risk attracting the attentions of such a predator. 

cit igrou 
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Power Prices: Short Term 
Term 

We think current forward 
prices still look a bit 

overheated 

But our long-run 
assumptions may yet 

prove too low 

r the next few months we suspect European forward power 
es will tend to soften as the risk premium in the UK gas market 

most generators are now either hedged, or else our forecasts 
me achieved prices below the current forward curve 

he long-term outlook is still intact - power prices should eventually 
rge towards new entrant levels ... 
our estimates of new entrant prices at least in Continental 

are looking pretty conservative in view of rising long-run oil 

n the UK, our long-run power price forecasts are more optimistic, 
itish Energy nevertheless still looks expensive to us 

main positive on the other main power price plays: E.ON, 
NEL, Fortum, International Power and RWE 

-- 
I Overview 

Although we still think there is more to go for in  the share prices of most European 
power generation stocks, current forward prices could be painting too bright a pictiire 
as far as the short-term outlook is concerned. As set out below, CIK gas prices appear 
to have been at least partly responsible for driving pan-European power prices higher 
and we see scope for these prices to soften over the next few months. 

The good news is that, where companies are unhedged, our forecasts mostly assuiiie 
they achieve power prices that are below the current forward curves. This nieans that 
some weakness in  forward prices would not undermine the investnient case for 
stocks such as RWE aiid E.ON. I n  fact, lower forward prices could arguably ease the 
political risks in Germany. 

Beside, the long run outlook is more important. We believe power prices will 
eventually converge towards new entrant levels, and we think our estimates for new 
entrant prices (at least in  Continental Europe) are looking increasingly conservative 
as long-run oil price expectations rise. 

Overall, we think a good case can still be made for investing in E.ON, ENEL,, 
Fortum, International Power and RWE on the back ofthe power price outlook 
(amongst other factors). We think British Energy, on the other hand is overvalued. 
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I Recent wholesale power price trends 
European power prices now appear inore interlinked as a result of the introduction of 
carbon emissions trading at the start of this year. Generators now need a perinit for 
each tonne of carbon dioxide they produce, and these permits are traded in a pan- 
European market. The price of the pennits has risen much faster than we expected 
and this appears at first sight to be the chief reason behind the rise in European 
power prices this year. 

~ 

Figure 18. European Wholesale Power Prices at 1 September 2005 

Year-ahead prices have 
risen well above our 

expectations at the start 
of 2005 

trr 
Source: Year Ahead Baseload Prices from Plan’s except Italy and Greece where we show Citigroup Investment Research forecasts for 2006 
achieved prices 
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Carbon prices appear to 
have been the main 

driver 

Figure 19. Times Series of 2006 Contract Price (€/MWh) 

75 a 
70 0 

2 0 0 '  ' ' ' ' ' ' ' ' ' ' ' ' I 

-UK -Germany -- Nordic - Benelux -Spain -France 

Source: Platt's sampled on 1" trading day of each month 

For example, Figure 20 shows how the German 2006 power price is tightly 
correlated witli the price for carboii permits. It also shows how the fall in the carbon 
price in mid-July translated into a fall i n  the German power price. (There was a 
similar impact on power prices in other markets). Although both prices have 
recovered since then to some extent, there is clearly a risk of such events in future. 

Figure 20. German 2006 Power Prices and European 2006 Carbon Price (€/tonne) - 
35 , r 50 

20 25 1 EU 2006 Carbon Price (Ulonnel- left-hand ais 42 

15 t 

Source Blwmberg and Citigraup Investment Research analysis 

This chart suggests the outlook for European forward power prices depends to a large 
extent on the outlook for European carbon prices. This in turn appears to depend 
largely on the outlook for UK gas prices. 

In the UK, there is substantial capacity of both gas-fired and coal-fired plant, with 
the result that generatois can switch between the two types of production depending 
on the fuel price. The upshot is that the sharp rise in forward gas prices (Figure 21) 
we have seen this year has resulted in an increase in  electricity production at coal- 
fired plant and hence an increased demand for carbon pennits. This factor seems to 
be the dominant one driving carbon prices on a pan European basis. As Figure 22 
shows, the correlation between the two is very strong. 

Thepeculiar UKgas  
marketaPPearstobe 

driving the carbon 
market 

20 



Utilities 2005: Autumn Edition - 2 Seotember 2005 

Figure 21. 2006 UK Gas Year Ahead (phherm) Fioure 22. 2006 Carbon Price vs UK Gas Year Ahead 
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We think UK gas, carbon 
and year-ahead power 

prices will all trend lower 

Source Bloomberg and Citigroup Investment Research analysis 

This whole situation makes us rather uneasy. Forward UK gas prices are volatile and 
not necessarily that liqiiid. In turn, we think the liquidity of the pan European carbon 
market is also pretty questionable. So it seems we have one illiquid market, driving 
another illiquid market which in turn is driving power prices on a pan European basis. 

For this reason, we tend to be sceptical about current forward prices for power, gas 
and carbon. As far as LJK gas prices are concerned, prices have been driven up by a 
temporary situation of potential shortage should the coming winter prove 
exceptionally harsh. Gas buyers have had to pay a hefty risk premium to ensure 
security of supply over the winter months. 

As a result, unless the winter does prove to be exceptionally harsh, we think there is 
a good chance that UK gas prices will soften as autumn turns into winter. In addition, 
new import pipeline capacity is set to be available by the end of 2006, and this 
should also lead to lower prices. 

If LfK gas prices do soften, then there is a good chance that carbon prices and power 
prices on a pan European basis will follow suit, at least to some extent. 

What does this mean as far as the prices that companies actually achieve for their 
power are concerned? We think it is best to consider the short-term outlook 
separately from the long-term outlook. 

I Short run outlook for achieved prices 
In the short run (Le. the next year or two), the power prices that companies actually 
achieve for their power will typically reflect: 

> existing power sales contracts that are already in place; and 

> the level of forward prices when those contracts are renewed. 

In some countries there may also be regulatory arrangements in place which prevent 
vertically integrated producers from achieve market prices for their power. For 
exaniple, some countries still essentially have a cost-plus arrangement under which 
power producers get paid their actual costs plus an allowance for profit rather than a 
market based price for power. This applies to some extent in France, Belgium and 
throughout most of Southern Europe. 

Taking such considerations into account, we have restricted our discussion to the 
most obvious wholesale power price plays: British Energy, E.ON, ENEL, 
International Power and RWE. 

Forward prices are not 
necessarily a good guide 
to the prices companies 

will actually achieve 

citigrou 
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Figure 23 sets out some key figures for each of these companies, including an 
assessnient of the extent to which future power sales have been hedged for future 
years. 

Figure 23. Key Valuation Data For Major European Power Generation Stacks 
Hedging arrangements Pre-exceptional EPS Price earnings ratio on Mark to market EPS Mark to market P/E 

current forecasts impact 

Company FYO5E FYOGE N07E N E E  N06E FY07E N05E FYO6E N 0 7 E  N05f NOGE FYO7E FYO5E NDGE FYD7E 

British Hedged Slightly Unhedged 107p 860p 548p 44.5X 5.5X 8.7x 0% 1% 36% 44.5X 5.5X 6.4x 
Energy 
E ON Hedged 

ENEL Mostly 
hedged 

Fortum Hedged 

International Hedged 
Power 
RWE Hedged 

hedged 
Hedged Halfhedged €596 €691 €699 13.1x 1 1 . 3 ~  

Moderately Unhedged €044 €043 €043 16.2X 16.7~ 
hedged 
Slightly Unhedged €097 €1 15 €1 24 16.4x 13.7x 
hedged 

Halfhedged Unhedged 13 l p  174p 21 9p 1 7 . 7 ~  13.4x 

Hedged Unhedged €4 11 €560 €589 1 3 . 3 ~  9.8x 

European 1 4 . 5 ~  12 .8~  12.0~ 

1.2X 0% 0% 11% 1 3 . 1 ~  1 1 . 3 ~  1 0 . 1 ~  

6 . 6 ~  0% 8% 27% 1 6 . 2 ~  1 5 . 4 ~  1 3 . 1 ~  

2.7X 0% 11% 0% 1 6 . 4 ~  12.3X 12.7~ 

0.6X 0% 0% 0% 17.7X 13.4X 10.6X 

9.3X 0% 0% 17% 1 3 . 3 ~  9.8X 7.9X 

Source: Citigroup Investment Research wilh share prices at 1 September 2005 

We think several aspects of the table are worth highlighting 

First, for British Energy we think current earnings are peak cycle and arc inflated 
because the company’s assets, which it is not replacing, are largely depreciated. Our 
long run DCF valuation produces a value of 370p per share and this in turn is based 
on fairly optimistic assumptions compared with those we use elsewhere in Europe. 

Second, both German utilities are now pretty much fully hedged until 2007 This 
means the FY06E profit outlook should be largely locked in so movements in the 2006 
forward price are now largely irrelevant. Our 2007 forecasts are based on an estimated 
achieved price of €37/MWh - some 10% below the current forward curve. This 
provides some room for comfort if forward prices weaken, as we suspect they will. 

Third, there is substantial uncertainty over the prices that Fortum and International 
Power will achieve in 2006. For Forturn, we see scope for 1 I % FY06E EPS upside 
if the forward price for 2006 remains close to current levels as contracts are renewed 
over the next 2-3 months, our 2007 price assumptions are in line with the current 
forward curve on the other hand. For International Power, on the other hand, our 
forecasts are close to current forward prices, but for this company it is IJS prices that 
are most important and we think these are less vulnerable to a downward correction 
than those in the LJK. 

Fourth, for ENEL there is as yet no forward market for power in Italy, so our 
calculations are based on the impact of raising the oil price assuniptions which feed 
into our Italian power price model to those more in  line with consensus expectations. 
Our published estimates for ENEL are in fact based on the Citigroup oil team’s 
forecasts before the recent upgrade, while the mark-to-market impact is based on the 
team’s current oil price scenario. We think ENEL’s status as a power price play has 
yet to be fully appreciated by the stock market. 

EON and ~ w ~ a r e  now 
/argelY hedged until2007 
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Figure 24. Oil Price Assumptions Used to Estimate Italian Power Prices (US$/bbl) 

FYOGE FY07E 

39 0 32 0 Oil price in published ENEL estimates (U$/bbl) 
Published Italian pool price estimate (UMWh) 57 1 48 5 
Oi l  price in "Mark-to-market" estimates (US$/bbl) 48 5 45 5 
"Mark-to-market" Italian pool price estimate (UMWh) 69.4 66.3 
Source: Citigroup Investment Research 

I Long run outlook 
On a 5-10 year view, we expect wholesale power prices in most markets to trend 
towards the new entrant price. Figure 25 sets out the long run power price 
assumption built into our current models and valuations by country. 111 Germany, 
Italy and in the Nordic market, there appears to be some scope for us to move to a 
more optimistic assumption which would further support our positive 
recommendations on RWE, E.ON, ENEL and Fortum. 

Figure 25. Citigroup Long-run Power Price Assumptions in Major European Markets 

Long run power Comment 

This is the new entrant price for a CCGT under current carbon permit allocation rules, whereby a new entrant gets carbon for 
price assumption 

€43/MWh in Germanv 

UK 

2010 and 
beyond 

free foi the first 14 years of life We assumed €1 Utonne carbon and €1 1/MWh gas (excluding transport costs) The 
€1 l/MWh gas price assumption reflected a long run oil price assumption of US$32/bbl Were we to raise this to the current 

long-run forecast of the Citigroup oils team (i e US$37 5/bbl), the gas price would rise to €13/MWh, leading to a new entrant 
price of €47/MWh 

€32/MWh (i e This is a CCGT new entrant price with a 32p/therm (i e €16/MWh) gas price (based on US$45/bbl oil) and €20/tonne for 
€47/MWh) in carbon 

2008 and 
beyond 

€50/MWh in 
2010 and 

beyond 

€42/MWh for 
2012 and 

beyond 

Italy We estimate a the new entrant price of €46/MWh based on long-run oil of US$32 per barrel However we assume power 
prices settle at €5fl/MWh for ENEL in view of its capacity mix which allows ENEL to control most segments of the load factor 

curve, from baseload to peak-shaving units, whilst the vast majority of ENEL's competitors are present just in the baseload 
segment 

This is the new entrant price for a CCGT combined heat and power plant We assumed €15/tonne carbon and €1 1/MWh gas 
(excluding transport costs) The €1 1/MWh gas price assumption reflected a long run oil price assumption of US$32/bbl 

Were we to raise this to the current long-run forecast of the Citigroup oils team (i e lJS$37 5/bbl), the gas price would rise to 
€l3/MWh, leading to a new entrant price of €45/MWh. 

Nordic 

Source: Citigroup Investment Research 

In the UK, 011 the other hand, our estimates are already based on fairly optimistic 
assumptions, which in turn means our sell stance on British Energy should be more 
robust. 

1 Conclusion 
We suspect forward power prices will soften over the next few months as the risk 
preiiiiuni that is currently factored into the UK gas forward curve reduces. This 
should not undermine our forecasts for most companies because of hedging 
arrangements that are already in place, or because our forecasts assume prices well 
below the current forward curve. In the long run, our forecasts and valuations are 
based on power price assumptions that we think are more likely to prove too low 
than too high, at least as far as Continental Europe is concerned. 

CI tlgrou 
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Bond Yields: Lower Regulatory 
Returns In Prospect 
* Citigroup economists expect IO-year Bund yields to remain in the 

3.10-3.35% range for the next 12 months 

in contrast to the last 18 months, the bond market is unlikely to 
rive share prices much one way or the other going forward 

ond yields fell, the infrastructure stocks were driven ade 
at substantial premiums to their regulatory asset base 

> But regulators should ultimately take lower bond yields into account 
the current premiums may eventually prove unju 

So we would tend to avoid the infrastructure stocks by and large 

I B o n d r k e t s  to remain benign 
Falling bond yields have been one of the main reasons behind the strong performance 
of the sector over the last 12-1 8 months. Figure 26 shows this effect clearly, with the 
sector P/E being dragged up relative by the rising P/E (i.e. the inverse of the yield) 
on bonds. 

Figure 26. FY05E PIE Multiplies (Indexed) Figure 27. N05E PIE Multiplies (Absolute) 
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Source: Citigroup Investment Research Source: Citigroup Investment Research 

Our view is that this story is pretty much done and dusted. Bond yields may fluctuate 
up and down by 10-20 basis points or so in response to varying economic newsflow. 
But the bond market as a whole seenis well underpinned at current levels. 

For exaniple, Citigroup Investment Research economists do not expect major 
changes in bond yields for the next 12m - Figure 28 sets out their latest forecasts. If 
they are right, then the bond market is likely only to be a weak driver of utility share 
prices over the coming months. 

Figure 28. Bond Yield Forecasts Citigroup foresees little 
change in bond yields 

3006 Cunent 3005 4005 1006 2006 

10-year Bund 3 10% 3 30% 3 35% 3 30% 3 20% 3 20% 
Yield 
Source: Citigroup Investment Research 
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From a theoretical standpoint, we think the bond-sensitivity of utilities arises because 
of their low beta nature4. And it is no surprise, therefore, that the heavily regulated 
stocks with the least exposure to conimodity prices display the strongest correlation 
to bonds. 

Figure 29 provides an update of the correlation of individual stocks to bond prices, 
while Figure 30 sets out the change in the share price that the statistical correlation 
would imply should bond yields rise by SO basis points. These are only statistical 
correlations and we are sceptical in several instances that they are really very 
rneaiii ngful. 

Figure 29. R-squared vs 10-Year Bund Since 1 July 2004 Figure 30. Share Price Decline Implied by 50 b.p. Bond Yield Rise 

100 
0 90 

0 70 0% 

0 50 
0 40 
0 30 

0 BO 51 

0 60 5% 

10% 

15% 

0 20 20% 

0 10 25% 

3096 0 00 

35% 

Source Datastream and Ctttgroup Investment Research analysis 
Source Datastream and Cittgroup Investment Research analysis 

If the past is any guide to the future, then changes in bond yields are likely to have most 
impact on AWG and Scottish & Southern and least impact on Centrica and PPC. 

1 But is the market behaving irrationally? 
For more value-added analysis, we recommend investors take a look at a report 
published in July 200S5 in which Albert0 Ponti analysed the share price behaviour of 
infrastructure stocks on a Pan European basis. 

For these companies, the regulators set prices to allow a fair return 011 a regulatory 
asset base (or RAB). The infrastructure stocks tend to trade at a preniium or a 
discount to RAB depending on whether the stock market expects them to earn a 
return above or below their true cost of capital. 

Soiiie companies, for exaiiiple, might trade at a preniiuni to their value based on 
RAE if they are expected to beat the regulator's assumptions on efficiency and hence 
earn a return above their cost of capital. Siinilarly, if a regulator has set prices based 
on a rate of return that is below what the market regards as a fair cost of capital, then 
a discount to RAB can be expected. 

What our research showed is that the premium or discount to RAB for the 
infrastructure stocks as a whole changes almost exactly in line with the change in 
bond yields. 

We assessed the history 
ofva'"atbnSre'ative to 

lRAB 

.' Tlie lower tlie beta, the stronger the relationsliip between the cost of equity and tlie risk-free rate (i e the local governrncnt bond 
yield) For high beta stocks, variations in the equity risk premium play more of a role 

' See Alberta Ponti's report Pi'~niiirrii/DiccorfIif lo RAR ,111 brlegr uleil ~llr,I/JeuIi :Ili/lri~ocli I9 July 2005 
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Figure 31. Premium to RAB and lo-Year Bond Yield 

Bond yields appear to 15% 

control the premium (or 
discount) 

5% 

0% 

-5% 

-10% 

-1 5% 

-20% 

4 6% 

4 4% 

4 2% 

4 0% 

3 8% 

3 6% 

3 4% 

3 2% 

3 a% 

Source. Datastream and Clllgroup Investment Research analysis 

Some relationship between the two is to be expected because the regulators do not 
change their targeted rates of return very often. In an extended period of falling bond 
yields, most companies will be operating under price controls which reflect target 
rates of return that are above the actual cost of capital. The opposite should be true if 
bond yields rise. 

However, when the regulators do reset price controls, they can in general be expected 6ut regulators should 
event"a"Yratchet 

returns down to reflect 
lower bond yields 

to ratchet down the allowed rates of return to reflect the prevailing bond yield. This 
means that the companies should only earn a higher return for a few years at most. 

This is not what the share price behaviour of the infi-astructure stocks appears to 
discount. Our analysis suggests that the share price movements we have actually seen 
assume the utilities get to earn the excess returns into perpetuity - Le. that the 
regulator never trims the return back to reflect lower bond yields. 

For exaniple, in Figure 32 we show the theoretical change in the premium to discount 
to RAB that we would expect as bond yields have changed, under the assumption that 
the rate of return is constant into perpetuity. This is fairly close to the observed data, 
which suggest to us that this is indeed the assumption the stock market is making. 

26 



Utilities 2005: Autumn Edition - 2 September 2005 

Fiaure 32. Cornearison of Observation with Theow if Lower Bond Yield Benefks Last into Peroetuitv 

-Premium to RAE (measured) -Premium to RAB (predicted) 

Source Citigroup Investment Research 

SO the next regulatory 
reviewscou'dproduce 

lower returns than share 
prices are discounting 

This analysis argues for a cautious stance on the infrastructure stocks, even assuming 
bond yields do not rise. If bond yields stay where they are, we suspect the stock 
market will be disappointed by the low rates of return the regulators adopt when 
prices are next reset. For some stocks, of course, this disappointment may be several 
years in coming. For others, it appears closer to hand. Figure 33 sets out the 
timetable of next reviews for the infrastructure stocks as we see it. 

Amongst the more mainstrcam stocks, it appears to be National Grid in the UK that 
may have most to worry about, although this is more likely to be an issue for 
Summer 2006 than Autumn 2005. 

cltlqrou 
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Figure 33 Regulatory Timetable 

Country and Companies Date of next Bond yield Current bond yield Current premium 
business affected review assumption at to RAB 

previous review 

Belgium electricity Elia Annual 4 13% used for 3 42% likely to ~ 2 7 %  
transmission 

UK electricity 
transmission 

UK gas 
transmission 

UK gas distribution 

Italy electricity 
distribution 
Italy electricity 
transmission 
Italy gas 
transmission 

UK water 

National Grid 

National Grid 

National Grid, 
Scottish and 

Southern, 
United Utilities 

ENEL 

Terna 

Snam Rete 
Gas 

2006 to be in 
force 1 April 

2007 
2006 to be in 
force 1 April 

2007 
2007 to be in 
force 1 April 

2008 

End of 2007 

End of 2007 

End of 2009 

2006 tariffs 

2 75% (index- 
linked gilt) 

2 75% (index- 
linked gilt) 

2 75% (index- 
linked gilt) 

4 25% 

4 25% 

4 25% 

be used for 2007 
tariffs 

1 33% (index- 
linked gilt) 

1 33% (index- 
linked gilt) 

1 33% (index- 
linked gilt) 

3 36% 

3 36% 

3 36% 

+19% 

+19% 

+19% (NG), 
+30% (SSE), 

+5% (UU) 

-2% 

+5% 

+1% 

AWG, Kelda, 2009 to be in 2 75% (index- 1 33% (index- -1 to +8% 

Severn Trent, 201 0 
United 

Utilities, RWE 

Pennon, force 1 April linked gilt) linked gilt) 

UK electricity Scottish and 2009 to be in 2 25-3 00% 1 33% (index- +30% (SSE), 
distribution Southern, force 1 April (index-linked gilt) linked gilt) +5% (UUO, 

United 201 0 +29% (SPW) 
Utilities, 

ScottishPower, 
E ON 

Source: Cittgroup investment Research 

Elia appears to be driven by yield hungry local Belgian investors, keen to find an 
alternative home for their cash in anticipation of the Suez buyout of Electrabel. 
However, we suspect the market has not yet fully realised that the dividend is likely 
to fall in future as lower bond yields are factored into the tariffs. 

I o n  
Although we do not expect the bond marlcet to be a major driver of share prices over the 
next few months, we do think there could be a sting in the tail of the apparently benign 
current bond market environment. This is because lower bond yields should ultimately 
lead to lower returns for regulated utilities. We suspect some stocks are being priced as 
though regulators will allow returns to remain at current levels indefinitely. For this 
reason, we would tend to avoid the infrastructure stocks as a whole, and particularly 
those which are closest to the next regulatory review of prices. 
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> AWG has enough bottom-up drivers to deliver superior performance, 
even if the UK water sector continue to underperform 

should generate surplus cash of f260m over the next five years 
least half could be returned in 12-24 months 

b The potential for refinancing AWS's expensive debt is already 
ginning to realise benefits - ultimately earnings could be 
hanced by 16% 

> Morrison is now 18 months into a two-year plan - disposal plans 
may be announced at the end of this period ... 

> ... but even a re-rating in line with peer group multiples could 
rate 40p/share upside 

We rate AWG Buy/ Medium Risk (IM) with a 995p price target 

Peter Bisztyga I Investment thesis 
+44-20-7986-3952 
peter bisztygaQcitigroup corn 
London 

Peter Atherton 

AWG has been the strongest performing water stock in 2005. However, the water 
sector as a whole has underperfornied the wider European utilities sector and so 
AWG's perforniance has been unspectacular compared to some of the more 
commodity-orientated plays. 

Figure 34. AWG -Share Price vs. UK Water Sector and DJ Stoxx Utilities +44-20-7986-3912 
peter athertonQcitigraup corn 
London 

125 0 
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1150 

1100 
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100 0 

95 0 

90 0 
31-Dec-04 31-Jan-05 28-Feb-05 31-Mar-05 30-Apr-05 31-May-05 30-Jun-05 31-Jul-05 31-Aug-05 

UK Water DJ Stoxx lltilities - AWG 

Sources Oatastream 

While we believe that the water sector could continue to underperforin if bond yields 
remain flat, AWG has enough bottom-up drivers to distinguish i t  from the pack. In 
addition, AWG plays neatly into the leverage theme. It has a highly geared balance 
sheet and is likely to maintain this high level of gearing by returning surplus cash to 
shareholders. 

AWG has bottom-up 
Potentialandplays 

neatly into the leverage 
theme 
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We highlight three of AWG's characteristics that support our positive stance: 

1. Potential for further returns of value 
AWG announced an 8-9 montli f7Sm share buyback programme at its full-year 
results i n  June. In our view, this is ,just the beginning and AWG has potential to 
return even more value. 

> AWG has fIS0ni free cash at group level. It is not returning all of this 
immediately, in order to retain some financial headroom in  the early stages of the 
new price control period. However, once AWG is more confident about meeting 
(or beating) Ofwat's targets, we believe it could return the remaining &75m - 
probably in a 12-24 month time frame. 

> We expect Morrison to generate an additional cfI20m FCF (see Figure 3.5) over 
the next five years. 

AWG couldrefurn an 
additionalfZt%m Qf 

value over fime 

Figure 35. Morrison -Free Cash Flow, 2006E-2010E 
2006E 2007E PWBE 2009E 201IJE 

EBITDA 37 1 39 5 44 1 47 2 50 5 

Interest + Tax (101 ) (108) (121) (13 1 (140) 
Capex (7 5 )  (78)  (8 1 (8 5 I (8 8 ) 
FCF 19 5 20 9 23 8 25 7 27 6 

Source Citigroup Investment Research esbrnates 

AWG has around f100m of restricted cash at group level (eg. committed for 
working capital, redeemable shares, solvency ratio requirements, debt guarantees), of 
which we believe around f20-25m could be freed up over the next two years 
(principally elimination of debt guarantees as property assets are sold). 

> AWG has nearly f90m of net operating assets in its property division, of which 
around E6Orn is non-core. AWG has set out a two-year time frame over which it 
intends to ha1 vest cash from these non-core assets. 

So, in total, we see potential for up to f260m of further returns of value over the next 
five years, over half of which could inaterialise in the next 12-24 months - AWG's 
interini results on 1 December 2005 should provide some clues as to timing. 

2. Refinancing potential 
The longer interest rates stay low, the better, as far as AWG is concerned. Analysts 
often punish AWG for having large levels of expensive embedded debt in its water 
business, AWS, but we believe the market is yet to fully appreciate the benefits that 
AWS can gain through refinancing 

We believe that AWS has around E l  .2bn of debt that is either callable (at zero 
premium) or matures in the next five years. The cost of this debt ranges up to 8.25%. 
Our latest calculations suggest that as long as AWG can secure refinancing rates of 
between 5.5-6.0% on the debt, the NPV of the WACC outperformance between 
2006-201 0 is worth nearly 30pkhare. Also, the interest saving is substantially EPS 
enhancing versus a flat interest cost - up to 16% enhancement by 2010. 

Refinancing should 
enhanceEPSbYuP fo 

"% 
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The process of refinancing this debt is already underway. In June, AWG announced 
that it had redeemed E410ni of its outstanding bonds at par. These bonds had an 
average coupon of 6. I %, which would have stepped up over time. The redemption 
was being funded from the &800in of debt that AWG raised in 1 Q0.5 at an average 
rate of 5.1 %. Overall, we calculate that AWG has already reduced the average debt 
cost on AWS’s E3.5bn net debt by 30bps to 6.5%. This benefit should flow through 
to 2HOY06 earnings. 

3. Outlook for Morrison 
AWG’s FY04/05 results in June showed firm evidence that the new inanagemerit at 
Morrison is gradually delivering promised improvements: the order book grew to 
E2.8bn and 85% of it is now concentrated on lower-risk long-term framework 
contracts; operating margins their positive trend, rising fiom 2.0% to 2.4%. 

Although it is still early days, we have faith that management can continue to deliver 
over the next 12-inontlis. We believe that his should feed through into increased 
expectations of the potential value that could be realised, should the business be sold 
in 12- 18 months time. 

We value this business at E160111 using a conservative 4 . 9 ~  EV/EBITDA multiple, 
which represents a 20% discount to its coiriparative peer group (e.g. McAlpine, 
Carillion etc,). With comparatives now trading at an average 6 . 2 ~  EBITDA, there is 
scope for our valuation to rise by E54rn or 4Oplshare if AWG can demonstrate that 
the performance improvements are sustainable and the business becomes rated in line 
with its peer group. 

By the time of the interim results, AWG will be 18 months into a two-year recovery 
plan for Morrison. It is possible that the business will be but up for sale at the end of 
this two-year period. This could crystallise additional value, and generate further 
returns of cash to shareliolders. 

we see 40p/share upside 
if Morrison is valuedin 
line with its peer group 

1 Valuation 
we have a target price of 

995P 
We value AWG at 995p. We use an adjusted RCV valuation for the regulated water 
business, and a combination of DCF and market multiples for the unregulated 
operations. Based on our sum-of-parts, AWG would trade at a FYOY06E dividend 
yield of 5.0% and an EV/EBITDA of 8 . 8 ~  compared to a current UK water sector 
average of 5.3% and 8 . 4 ~  respectively. We believe this is justified given AWG’s 
leverage and potential for earnings growth. 

32 



Utilities 2005: Autumn Edition - 2 September 2005 

Figure 36. AWG - Sum-of-Parts Valuation 

fmm ohhare Comment 

Regulated UK Water 
Anglian Water Services RCV 
Logging Upl(0own) 
AMP4 Capex Clawback 
Gapex Outperformance 
Opex Outperformance 
WACG Outperformance 
Financeability Uplift / OPA Incentive 
Regulated UK Water Total 

Other Operations 
Support Services 
Project Investments 
Construction Services 
AWG Property 
International Services 
Morrison Central 
Total Other Operations 

Non-Operating Items 
Corporate Costs/lntersegment Trading 
Provisions 
ACT Recoverable 
Total Non-Operating Items 

Enterprise Value 
Net Oebt 

4,507 
0 

(108) 
17 
30 

146 
37 

4,629 

131 
51 
17 
91 
0 

(40 ) 
250 

(1 29 ) 
(58 ) 

48 
(139) 

4,740 
(3,404) 

3,351 
0 

(81 1 
13 
23 

108 
27 

3,442 

97 
38 
13 
68 
0 

(30 ) 
186 

(96 ) 
(43 ) 

36 

(103) 

3,525 
(2,531 ) 

Estimated RCV as at 31 March 2006 

Clawback of outperformance during AMP3 
up to 5% outperformance during AMP4 
up to 2 5% outperformance during AMP4 
Ave nom cost of equity = 14 1% I ave nom cost of debt = 6 4% l ave debVRCV = 79 7% 
0 1% OPA incentive adjustment I Financeability uplift in 08-10 
Equates to a 2.7% premiuml(discount) to RCV as at 31 March 2006 

4 9x 2006E EVIEBITDA multiple - 25% discount to UK comps e g McAlpine, Carillion 
4 9x 2006E EV/EBITOA multiple - 25% discount to UK comps e g McAlpine, Carillion 
4 9x 2006E EV/EBITOA multiple - 25% discount to UK comps e g McAlpine, Carillion 
100% of NPV of net operating assets (assuming recoverable over 2 years) 

1 Ox 2006E EWEBIT multiple 

10 Ox 2006E corporate costslintersegment trading 
Book value forecast as at 31 March 2006 
100% of NPV of ACT asset (assuming recoverable after 9 years over a period of 5 years) 

Book value forecast as at 31 March 2006 

-. 1,336 994 - --__ ----- ---- Equity Value 
Source Ciligroup Investment Research estimates 

I Risks 
We rate AWG Medium Risk. The risk rating on the stock is derived after 
consideration of a number of factors. These factors include an assessment of 
industry-specific risks, financial risk and management risk. In addition, we consider 
historical share price volatility, based upon the input of the Citigroup Investment 
Research quantitative research team, as a possible indicator of kture stock-specific 
risk. With regard to AWG, risks to the achievement of our target price include: 

> AWG has a highly geared structure. Although our estimates suggest that AWG has 
comfortable levels of headroom above its debt covenant levels, this type of structure 
is inherently more risky for equity investors. The thin equity slice is highly sensitive 
to small changes in assumptions, which means that AWG’s equity valuation is 
considerably more volatile than for a normally geared company. 

AWG has a number of unregulated activities which contain underperforrniiig 
contracts and have a history of write-downs. There is no guarantee that these 
contracts will improve and there i s  always a risk of further write-downs, 
although none are expected. 
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Figure 37. AWG -Summary Financials, 2001-201OE (fmm) 
Year ending 31 March 2001 2002 2003 2004 2005 20ffiE 2007E 2008E 2009E 2010E 

Normalised P&L 
Turnover 1,231 1,705 1,740 1,760 1,690 1,801 1,850 1,926 2,006 2,089 
EBITDA 480 524 517 523 524 548 557 595 636 667 
EBlTA (pre-exceptionals) 313 332 326 342 346 358 361 390 421 445 
Interest (159) (195) (220) (264) (262) (261 ) (267) (276) (284) (287) 
EBTA (pre-exceptionals) 154 137 106 78 83 97 94 114 138 158 
Current Tax (31 ) 25 12 0 3 (17) (16) (20) (25) (29) 

EPS - Basic 249p ( 1 6 3 ~ )  (264p) (520p) 352p 41 8p 420p 524p 648p 753p 
EPS -Adjusted (pre-exceptronals) 31 l p  3610 19 l p  41 6p 389p 41 8p 420p 524p 648p 753p 
EPS -Adjusted (pre-exceptronals & goodwill) 31 4p 420p 250p 506p 473p 508p 51 3p 61 7p 741p 845p 
EPS -Adjusted (pre-goodwill, exceptionals & FHS19) 40 7p 43 9p 33 6p 43 9p 58 I p  56 9p 57 3p 69 l p  83 4p 95 3p 
DPS 

Divisional P&L 
Anglian Water Services 
Support Services 
Project Investments 
Construction Services 

Less: Morrison Centrellntersegrnent Trading 
Morrison - Total 
AWG Property 
international Services 
Head OfficelOther 
Less: Intersegment Trading 
Grow EBKA 

BS & CF 
Fixed Assets 
Net Assets 
Operational Cash Flow 
Free Cash Flow 
Net Cash Flow 
Net Debt 

Regulated Business 
HCV 
Net Debt 
Net OebVRCV 
FFOhterest 
EBiTAnterest 
k-factor 

Group Statistics 
Average Number of Shares 
Average Interest Cost 
Effective Current Tax Rate 
Dividend Cover 
EBlT/lnterest 
Net Debt/(Net Debt + Equity) 
ROE 
Post-Tax HDlC 

Valuation at 995p 
P/E 
EWEBITDA 

440p 446p 460p 472p 487p 499p 51 2p 524p 538p 

283 305 287 319 339 341 342 367 396 
13 12 21 12 16 19 21 24 26 

13 10 10 11 11 11 
- (8 1 2 3 3 5 5 

0 (7 1 (4) (4 1 (4 1 (4) 
13 12 21 17 22 29 31 36 39 
14 13 2 5 1 1 1 0 0 

6 15 26 13 0 0 0 0 0 
(3) (11) (9) (11) (16) (12) (12) (12) (13) 
(1 (2 1 (2 ) (1 1 (1 ) (1 ) (1 ) (1 ) (1 1 

313 332 326 342 346 358 361 390 421 

4,322 4,371 4,398 4,057 4,128 4,242 4,409 4,607 4,753 
1,867 1,698 1,030 610 545 458 445 446 463 

345 421 465 515 512 538 549 588 630 
(101) (68) (24) 31 32 5 (70) (81 ) (8) 
(602) (161) (632) (76) (22) (65) (140) (151) (78) 

(2,389) (2,612) (3.221 ) (3,191 ) (3,248) (3,404) (3,561 ) (3,728) (3,822) 

3,650 3,827 4,033 4,252 4,429 4,507 4,696 4,928 5,129 
(1,571 ) (1,971 ) (3,289) (3,451 ) (3,499) (3,605) (3,772) (3,958) (4,078) 

31x 45x 35x 102x 19x 2Ox 2Ox 2Ox 21x 
22x 27x 25x 64x 13x 14x 13x 14x 14x 

430% 51 5% 81 6% 81 2% 798% 800% 803% 803% 795% 

-10 0% 1 0% 2 2% 2 5% 2 5% 3 8% 0 0% 2 8% 2 7% 

278 1 
6 5% 

22 2% 
0 9x 
2 ox 

56 1% 
6 1% 
5 0% 

282 7 
7 7% 

-29 9% 
1 ox 
1 7x 

60 6% 
7 0% 
5 3% 

234 4 
9 7% 

-11 7% 
0 7x 
1 5x 

75 8% 
5 8% 
5 1% 

149 7 
7 9% 
2 5% 
0 9x 
1 3x 

84 0% 
8 0% 
5 7% 

143 3 
7 8% 

-2 2% 
1 2x 
1 3x 

85 6% 
14 4% 

6 0% 

139 1 
7 6% 

20 0% 
1 1x 
1 4x 

88 1% 
15 8% 
6 2% 

135 0 
7 5% 

20 0% 
1 l x  
1 4x 

88 9% 
17 1% 
6 1% 

135 0 
7 4% 

20 0% 
1 3x 
1 4x 

89 3% 
20 9% 
6 3% 

135 0 
7 4% 

20 0% 
1 6x 
1 5x 

89 2% 
24 8% 
6 6% 

245x 227x 296x 227x 171x 175x 174x 144x 119x 
79x 77x 9Ox 88x 89x 88x 89x 8 7x 82x 

55 l p  

41 6 
29 
12 

5 
(4 ) 
42 

0 
0 

(13) 
(1 ) 

445 

4,862 
491 
662 

43 
(29 ) 

(3,867 ) 

5,305 
(4,155) 
78 3% 

2 l x  
1 5x 

2 7% 

135 0 
7 3% 

20 0% 
1 7x 
1 5x 

88 7% 
27 0% 
6 8% 

10 4x 
7 9x 

Dividend Yield 4.4% 4.5% 4.6% 4.7% 4.9% 5.0% 5.7% 5.3% 5.4% 5.5% 
Source: Company reports and Citigroup Investment Research estimates 
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he healthy German electricity m 
.ON'S share price 

ould continue to support 

the real story for the 
nce sheet 

ing our target price 
rom €86 to 690 per share providing an expected total return of 18% 

I investment thesis 
Daniel Martin 
+44-20-7986-4119 
daniel rnartinQcitigroup corn 
London 

E.ON's share price has done well over the last few months, chiefly on the back of 
the rising electricity price in the German market and the potential for nuclear power 
station lives to be extended. 

Figure 38. Share Price and Price Relative to DJ Stoxx 

Elisenne Verdoja 80 
+44-20-7986-3928 
elisenne verdojaQcitigroup corn 75 
London 
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Source: Reulers and Citigroup analysis 

RWEremains the better 
play on *heGeman 

power market 

Although these factors are clearly beneficial to E.ON, we have tended to view RWE 
as the best way to play the German electricity market because of its greater 
operational and financial leverage to wholesale power prices. As with RWE, our 
forecasts for E.ON assume a €3S/MWh achieved power price in FY06, and we are 
now factoring in  a 45-year nuclear power station life into our valuations. We also 
continue to assume a 30% decline in transmission and distribution prices in Germany 
by 2010, with no additional cost cutting. (For more on these issues see the RWE 
section on page 53). 
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The investment thesis for E.ON goes beyond the dynamics of the German electricity 
market, however. In particular, we think the balance sheet will be a key driver for the 
shares over the next few months. 

1 E.ON’s balance sheet 
But €.ON bas its balance 
sheet key driver for 

the shares 

After the successful disposals of Viterra and Ruhrgas Industries, E.ON is set to end 
2005 with a net cash position of some E3.2bn according to our estimates. The recent 
decision to set up a contractual trust arrangement to fund the bulk of its pension 
liability should consume €5.4bn of its excess liquidity by the end of 2006. But a 
much more radical step is needed to really have an impact on the balance sheet. 

As we see it, E.ON has three basic (not mutually exclusive) options. 

First, E.ON could use its balance sheet to niake acquisitions. 

Second, the company could gear up its balance sheet by returning value to 
shareholders. 

> Third, E.ON may end up operating indefinitely with an inefficient balance sheet. 

Acquisitions 
Figure 39 summarises E.ON’s current target markets, most of which are likely to see 
only small incremental investments in the foreseeable future of €1 bn or below. 

Figure 39. E.ON’s Target Markets 
Market Opportunity sought Our view 

Central 
Europe Eastern Europe 

Invest in generation and continue to make selective acquisitions in Acquisitions and investments are likely to be relatively small 

Gas Equity gas in North Sea and Russia Up to  €2bn has been earmarked over the next three years in securing 
upstream gas 

Acquisitions and investments are likely to be relatively small Selective acquisitions in Eastern Europe and Italy Build 
infrastructure in UK and Nordic market 

Enter international LNG business Again, investments are likely to be fairly small 

UK Optimise existing position So far this has seemed most likely to take place by incremental investments 
in new power stations or other assets as opportunities present themselves 

Nordic 

US 

Russia 

Italy Build power stations 

Acquire or build new generation capacity and act as a consolidator 
downstream 

Focus is on organic growth with “long term external growth 
opportunities” 

Potential to invest in power generation jointly with Gazprom 

This is proving a slow process in the Nordic market and major opportunities 
are not at all obvious 

This has to be a possibilty for a major acquisition eventually 

We doubt this will involve a major capital commitment 

Likely to be value-enhancing at current power prices but difficult to execute 
-~ ~ 

Source Citigioup Investment Research 

Of these areas, the ones we think E.ON is currently most actively working on are the 
potential for E.ON to enter the LNG market and to expand the upstream equity gas 
position. 
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LNG 

E.ON identified the LNG business as an area for further investment in February this 
year. LNG is increasingly being used to import gas to the European markets and 
E.ON want to develop expertise in this area to support its Pan European gas business. 
LNG has not so far been used in the Geiman market, but E.ON does have permission 
to build a terminal at Wilhelmshaven and it is reviewing whether to reactivate this 
project. The company may also invest in a similar project in Croatia. 

But the big leap forward in LNG for E.ON could come in the form of a stake in an 
existing major LNG project. For example, ExxonMobil and ConocoPhilipps have 
several projects on the drawing board for LNG trains in Qatar with an aggregate 
capacity in the region of 60bcm per year. There could be scope for E.ON to secure a 
position in one of these. We envisage this could involve total investment in the 
region of €3-Sbn. 

E.ON appears to be 
working hard on LNG 

But a more major deal 
would be needed to 

really have an impact on 
the balance sheet 

Equity gas 

E.ON has a long-term goal to secure 1520% of its gas needs from its own 
production and has a 52-strong team reviewing potential investments in the North 
Sea. In addition, it is still working to secure a position alongside BASF in the 
Gazprom’s Yushno-Rosskoye field in Western Siberia. E.ON has said it aims to 
invest €2bn in equity gas by the end of 2007. 

What else? 

Even if these gas investments come to fruition, E.ON will clearly still have ample 
balance sheet firepower left. We see two main possibilities for kture  investment over 
and above the company’s current stated plans. 

ScottishPower - we would not rule out a bid by E.ON for ScottishPower. We 
suspect there would be significant synergies between the two businesses, 
although there would be regulatory and political constraints to take into account. 
I n  tenns of size, buying ScottishPower would make a serious dent on the balance 
sheet. The company currently has a market capitalisation of (21 3bn, with net debt 
in  the region of €4bn (excluding Pacificorp). 

US market - with M&A activity in the US set to rise following the repeal of the 
Public Utilities Holding Companies Act, E.ON may decide to adopt a more 
aggressive stance in the US market. Currently E.ON’s US strategy calls for 
organic growth only, but we suspect this could change in  due course. 

Fioure 40. Combinina E.ON UK with ScottishPower 

LON SPW Corn- Share Comment 

Supply customers (m) Electricity 5 9 3 4 9 3 32% The next biggest player would be Centrica with 20% 
Gas 2 8  1 8  4 6  22% Number 2 behind Centrica which has 56% 

Combined 8 7  5 2  139 28% Number 2 behind Centrica which has 35% 

UK bined of UK 

Generation capacity (MW) 8,807 4,734 13,541 20% The next biggest would be British Energy with 18% 

Distribution customers (rn) 4 8 3 4 8 2 28% The next biggest player would be EDF with 27% 

Source: Company reports and Citigroup Investment Research analysis 

cltlqrou 
31 



Utilities 2005: Autumn Edition - 2 September 2005 

Both of these possibilities would involve substantial risks for shareholders and we 
have previously been sceptical about E.ON’s ability to create value froin such deals 

Lately, however, we have slightly softened our stance. This is for two chief reasons. 

> First, as set out in this report, we tliinlc the benefits of leveraging up the balance 
sheet could be enough to outweigh the premium that E.ON could pay. 

> Second, having accompanied Bernotat on E.ON’s recent LJS roadshow, we now 
have a greater sense of the extent to which he feels he would be putting his own 
personal reputation on the line if he did go ahead with any major deal. It would 
be the first large acquisition E.ON has made under Bernotat’s stewardship and 
we think he will only go ahead if he feels confident that the deal can be made to 
add up in the eyes of shareholders. 

Bernotat would be 
staking his reputation 

Special dividends 
On the possible return of value, Bernotat has repeated indicated that share buy-backs 
are not on the agenda. E.ON has already coiiiniitted, however, to paying a special 
dividend with the proceeds of its planned disposal of Degussa (around €3bn at 
current market value expected sonie time in 2006). Of course, this falls well short of 
what would be needed to make a serious dent in the balance sheet. An additional 
special dividend is possible in due course, but Bernotat has made clear that no such 
announcement will be made before March 2006. 

Status quo 
This leaves the third option: running with an inefficient balance sheet. In practice, 
this has been the default approach of E.ON since its creation in 2000. We have seen 
major acquisitions and share buy backs since 2000, of course, but these have not 
been enough to offset the rate at which E.ON has generated cash flow both from 
operations and from disposals. E.ON could continue to operate with a less than 
ideally leveraged balance sheet, however shareholder pressure on the company to 
resolve this issue is likely to grow. 

The worst option would 
be to do nothing 

Impact of leverage 
As set out on page 1.5, E.ON with a leveraged balance sheet could look significantly 
cheaper than it does currently. On a simple P/E basis, even if E.ON makes an 
acquisition at a 10% premium to the sector multiple, the earnings enhancement from 
the deal could drag the FY06E PIE down below lox. We suspect this would wake the 
stock market up to the value on offer in E.ON shares, even though such an 
acquisition may have been value-destructive. 
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IValuation and financial forecasts 
Our latest sum of parts for E.ON is set out in Figure 41, while Figure 42 provides the 
major valuatioii inultiples based on our current forecasts. 

Figure 41. E.ON Sum of Parts 

Central Europe 
Pan-European gas 
UK 
Nordic 
US-Midwest 
Corporate centre 
Total core businesses (ex 
associates) 

Value (€m) Value per share 
i€ml 

37,826 55 
9,677 14 

1031 1 15 
8,859 13 
4,024 6 

-1,153 -2 
69,744 I01 

Method FYOSE 
EBITDA (em) 

5,396 
DCFIRAB benchmarking 1,439 

1,564 
Assumed EBITDA multiple 1,181 
Assumed EBITDA multiple 536 

9,952 

Chiefly based on DCF of component parts 

E0 3m per MW, f160 per customer and RABs 

Assumed EBITDA multiple -1 65 

Reality check 

7 Ox FV/EBITDA multiple in 2005E 
6 7x FVIEBITDA multiple in 2005E 
6 7x FVIEBITDA multiple in 2005E 
7 5x RIIEBITDA multiple in 2005E 
7 5x N/EBITDA multiple in 2005E 
7 Ox RIIEBITDA multiple in 2005E 

7 . 0 ~  FVlEBlTDA multiple in 2005E 

Financial assets 17,511 25 Estimated book value at 3111 2/05 682 
Total 87,255 126 10,634 8 . 2 ~  FV/EBITOA multiple in 2005E 

Net cash 3,171 5 Forecast book value at 3/12/05 
Pension liabilities -8,037 -1 2 Forecast book value at 31/12/05 
Nuclear liabilities -8,184 -12 Based on Citigroup Investment Research 

model - current book value is E l  2 3bn 
Other liabilities -5,844 -8 Based on Citigroup Investment Research 

model - current book value is €13 Obn 
Minorities -4,197 -6 Forecast book value at 31/12/05 

Net equity value 64,164 93 
Source Citcgraup lnweslrnent Research 

Our SOP estimate now stands at €93 per share, having risen modestly in the wake of the 
1H0SE results. We have raised our target price from €86 to e90 in view of our growing 
optimisin that if E.ON does opt to make a major acquisition, this will not prove strongly 
value-destructive. The main valuation ratios suggest that E.ON would trade between €83 
and €95 at a sector average rating in terms of FY06E EV/EBITDA or P/E. 

Figure 42. Valuation Multiples 

N05E FYDGE ND7E Sector average FYOGE 
P E  and €V/€E/TDA PE (pre-exceptional, pre-goodwill) 

multiples suggest €88-95 E ON 13 1 11 3 11 2 
per share for €.ON Sector average 14 5 12 8 120 

E ON share price at sector average 86 89 84 

EWEBITDA (adjusted) 

E ON 7 3  
Sector average 7 6  
E ON share price at sector average 82 

NlEBlTDA (adjusted, pre associates) 

E ON 6 0  
Sector average 7 1  

94 E ON share price at sector average 

6 8  
7 1  
83 

5 5  
6 6  
95 

6 6  
6 7  
79 

5 3  
6 2  
93 

Dividend yield 
E ON 3 5% 4 1% 4 9% 
Sector average 3 6% 5 1 %  5 9% 
E.ON share price at sector average 64 72 77 
Source Citigroup Investment Research 
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Risks 
We rate E.ON Medium Risk. The risk rating on the stock is derived after consideration 
of a number of factors. These factors include ai1 assessment of industry-specific risks, 
financial risk and management risk. In addition, we consider historical share price 
volatility, based upon tlic input of tlie Citigroup Investment Research quantitative 
research team, as a possible indicator of hture stock-specific risk. Risks elsewhere 
include regulatory risks in both the gas and thc electricity markets in Geniiany as well 
as the risk that E.ON may pay too much for future acquisitions. In additioii, the group’s 
financials are complex and transparency is not all it could be. For example, provision 
movements complicate the reconciliation of P&L account to cash flow, and tlie 
divisional profit breakdown provided is at a higher level than we would like. With 
regard to the investment thesis and achievement of our target price, these could be 
undermined by renewed competition in German generation, or by regulatory change 
proving more severe than we currently anticipate. In addition, E.ON may make 
acquisitions and has a track record of paying prices above our view of fair value. 
Finally, if competition does erupt in tlic German gas market, then Ruhrgas would 
probably need to renegotiate its long-term gas purchasing and this might not prove to 
be a smooth process. 

Figure 43. Breakdown of Adjusted EBlT (am) 
2003A 20MA 2005E 2006E 2W7E 2008E 2W9E 2010E 

Central Europe 2,979 3,602 4,194 4,440 4,514 4,569 4,632 4,704 
Pan-European Gas 1,463 
UK 61 0 
Nordic 546 
US-Midwest 317 
Corporate centre/consolidation -31 9 
Core businesses 5,596 
Viterra 456 
Degussa 176 
Total continuing operations 6,228 
Source: Company accounts and Ciligroup Investment Research estimates 

1,428 
1,017 

701 
349 

-314 
6,783 

471 
107 

7,361 

1,403 
1,028 

716 
374 

-248 
7,467 

0 
107 

7,574 

1,539 1,447 
1,060 1,093 

849 959 
374 381 

-1 48 -1 48 
8,114 8,246 

0 0 
107 107 

8,221 8,353 

1,332 
1,125 
1,076 

388 
-1 48 

8,342 
0 

107 
8,449 

1,219 1,201 
1,157 1,190 
1,199 1,330 

396 403 
-1 48 -148 

8,455 8,679 
0 0 

107 107 
8,562 8,786 

Figure 44. Key Financial Figures 

2003 A 2004 A 2005 F 

EPS from ongoing operations (€) 
EPS from discontinued operations/other (€) 
Total reported group EPS (€) 
Adjusted EPS (€) 
DPS (€) 
Cashflow/share (€) 
Free cash flow (Em) 
Net cash (debt) (E.ON definition) (€m) 
Gearing 
Payout ratio based on clean earnings 

6 04 
1 07 
7 11 
4 24 
2 00 
9 6  

2,878 
-7,855 

26% 
47% 

EBITDNnet interest expense 8.5 
Source: Company accflunts and Citigroup lnvestmenl Research estimates 

6 62 
-0 01 
6 61 
5 52 
2 35 
9 8  

3,260 
-5,483 

17% 
43% 

9.2 

6 96 
4 82 

11 78 
5 96 
2 76 
10 7 

3,188 
3,171 

-5% 
46% 
26.7 

2006 F 
6 91 
0 00 
6 91 
6 91 
3 24 
11 4 

3,604 
4,479 

-8% 
47% 
33.1 

2007 F 

6 99 
0 00 
6 99 
6 99 
3 81 
11 7 

3,438 
5,278 

-9% 

36.4 
55% 

2008 F 2W9F 2010F 

7 08 7 13 7 30 
0 00 0 00 0 00 
7 08 7 13 7 30 
7 08 7 13 7 30 
3 93 4 04 4 17 
11 9 12 1 12 4 

3,627 3,786 4,019 
5,867 6,514 7,288 
-10% -11% -12% 
55% 57% 57% 
38.3 40.7 44.9 
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Figure 45. Group Financial Forecasts (€m) 

Profit and Lass 2003A 20MA 2005F 2006F 2007F 2008F 2OWF 201OF 

Sales 42,541 44,745 49,427 48,481 48,128 48,363 48,618 48,987 
Operating costs 33,991 34,922 39,475 37,823 37,283 37,370 37,464 37,563 
Adjusted EBITDA before associates 8,550 9,823 9,952 10,658 10,845 10,993 11,154 11,423 
Adjusted EBITDA including associates 9,458 10,520 10,634 11,335 11,517 11,660 11,816 12,079 

Adjusted EBlT 6,228 7,361 7,574 8,397 8,508 8,581 8,669 8,879 
of which associates & income from investments 908 697 682 677 672 667 662 656 

Adjusted interest income -1,663 -1,140 -871 -784 -771 -773 -772 -764 

Depreciation -3,230 -3,159 -3,060 -2,938 -3,010 -3,079 -3,146 -3,200 

Net book gains 1,257 589 188 0 0 0 0 0 
Restructuring costs and non-operating earnings -479 -108 -13 0 0 0 0 0 
Other non-operating earnings 195 97 741 0 0 0 0 0 
Pre-tax profit 5,538 6,799 7,619 7,613 7,736 7,809 7,898 8,115 
Tax -1,124 -1,947 -2,502 -2,502 -2,544 -2,527 -2,557 -2,628 
Minorities -464 -504 -529 -556 -583 -613 -643 -675 
Discontinued itemslother 697 -9 3,175 0 0 0 0 0 
Net attributable profit 4,647 4,339 7,762 4,555 4,609 4,669 4,698 4,812 
Adjusted net attributable profit 2,772 3,621 3,926 4,555 4,609 4,669 4,698 4,812 
*Pre-tax profit before restructuring costs, non-operating earnings and financial exceptionals 

Cash flow 2003A 20MA 2005F 2W6F 2007F 2008F 2OWF 2010F 

Gross cash flow 
Capex 
Acquisitions 
Disposal proceeds 
Dividends 
Issuel(redemption) of group equity 
Otherhhange in scope of consolidation 
Change in net debt 

5,538 5,972 6,738 7,404 7,588 7,777 7,936 8,169 
-2,660 -2,712 -3,550 -3,800 -4,150 -4,150 -4,150 -4,150 
-6,536 -2,958 -1,451 0 0 0 0 0 
7,463 1,825 8,752 0 0 0 0 0 

-1,621 -1,598 -1,835 -2,296 -2,639 -3,038 -3,140 -3,245 
-7 0 0 0 0 0 0 0 

2,966 1,990 0 0 0 0 0 0 
5,143 2,519 8,654 1,308 799 589 647 775 

Balance Sheet 2003A 20MA 2005F 2W6F 2007F 2008F 2009F 2010F 

Intangible assets 4,153 3,788 3,440 3,125 2,838 2,578 2,341 2,127 
Property plant and equipment 42,797 43,563 40,526 41,704 43,132 44,963 46,203 47,867 
Financial assets 17,725 17,263 18,345 18,684 19,020 19,353 19,684 20,012 
Stocks 2,477 2,647 2,687 2,727 2,768 2,809 2,852 2,894 
Receivables 18,025 18,436 18,567 18,700 18,836 18,975 19,116 19,260 
Cash and equivalents 10,795 12,016 5,000 5,000 5,444 6,033 6,680 7,454 
Other asseis 1,923 1,895 1,895 1,895 1,895 1,895 1,895 1,895 

Total assets 97,895 99,608 90,460 91,835 93,932 96,606 98,770 101,510 
Debt -19,631 -18,333 -2,663 -1,355 -1,000 -1,000 -1,000 1,000 
Provisions -34,328 -34,242 -33,829 -34,622 -35,445 -36,297 -37,181 -38,097 
Trade credtors -3,778 -3,662 -3,735 -3,810 -3,886 -3,964 -4,043 -4,124 
Other liabilities -13,449 -13,516 -13,477 -13,320 -13,219 -12,821 -12,426 -12,035 
Minorities -4,625 -4,144 -4,197 -4,252 -4,311 -4,372 -4,436 -4,504 

Shareholders Funds 29,774 33,560 40,407 42,324 43,921 46,001 47,533 49,599 
Source Company accounts and Citigroup Investment Research estimates 
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reasons in our view 

presentation of 1H results is likely to revive investors' interests - 

h ENEL but perhaps risks are overstated 

ity of the core business and attractive dividend yield underpin 
our Buy I Medium Risk (1 M) rating on the stock and the target price 

I Investment thesis Albert0 Ponti - 
+44-20-7986-4074 
+39 02 8648 421 1 
alberto pontiOcitigroup com 
London/Milan 

Since the start of this year, ENEL clearly Imderperfonned the sector, falling by ~ 3 %  
vs the sector that rose by I .5%. However, ENEL share price started to rose during the 
last week of August as investors refocused on the stock and the possible news that 
could be released at the I H results presentation to be held on September 8'". 

Fiaure 46. ENEL's share arice. 1 Jan 2003 - 1 Seat 2005 

A poor performer in 2005 
so far 

Source: Oatasiream. Citigroup Investment Research analysis 
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Bond yields not a major factor for the share price 
Unlike most of the utilities within the sector, bond yields didn’t play a major role in 
deterinining ENEL’s share price in our view, whilst stock specific cvents were 
probably more important. 

It should be borne in mind that ENEL was one of the best performing stocks in 2004, 
within a sector that outperformed the equity market by ~ 1 4 % .  However, performance 
so far in 2005 has been poor perhaps chiefly as a result of the placement of 10% of 
ENEL’s outstanding shares by the government in July, i t .  after a similar large 
placement that took place in October 2004. 

ENEL’s share price peaked at around €7.5 per share in May when the sale of WIND 
was announced at a declared price of cE12.0 billion, towards the top ofthe range of 
consensus estimates. However, the placement in July and the fact that ENEL failed to 
communicate promptly its new dividend policy (as largely expected) after tlie 
WIND’S deal meant the share price drifted downward until it reached E6.9 towards 
the end of August. 

I H05 results - what catalysts? 
We don’t think the 1 H05 figures by themselves will provide much of a catalyst for 
ENEL’s share price. However, we suspect the shares could be driven higher by 
ENEL providing more clarity on acquisitions, by the annouiicemeiit of the new 
dividend policy, and by renewed guidance for ENEL’s earnings going forward. 

Repeatedstockplacings 
senffhshares’Ower 

Acquisitions - a threat or a foe? 

Former CFO Fulvio Conti took the hehi  at ENEL in July after the departure of Paolo 
Scaroni to ENI. We think the iiiarltet is tiow eager to laow in what direction ENEL 
will go. Over the past five years ENEL was forced to sell core assets to pave the way 
for the liberalisation of tlie electricity market in Italy. It also sold noli-core assets to 
focus 011 its core business of gas and electricity. As the stream of disposals is drying 
up, investors wonder what is going to be tlie source of earnings growth iii the future 

As ENEL’s balance sheet appears undergeared, one of the most relevant concerns 
investors have relates to acquisitions. We acknowledge that this risk exists and in 
fact we set our target price of E7.8 per share at a discount to our SOP to account for 
possible value destruction. But it is also possible the market is exaggerating this risk. 
Here is why. 

ENEL is targeting acquisitions in Eastern Europe, possibly including Russia, where 
local governments are privatising the local utilities. France is also a market of 
interest and ENEL could build a new nuclear reactor together with EdF or buy some 
distribution assets there. At the presentation we doubt ENEL will give a lot more 
clarity on this issue and investors will have to learn !dive with some uncertainty. 

Conti has yet to set out 
his Store 

The important thing to bear in mind though is that, although acquisitions are a risk, 
ENEL’s track record is not that bad and the acq 
fairly well in terms of profits and the prices paid 
this we should also bear in mind that the average 
Europe is not very big relative to ENEL’s marke 
further acquisitions may have an impact on mo 

one so far have performed 
ot ludicrously high. On top of 

e assets up for sale in 
hat announcements of 

are unlikely to have a 
material impact on the numbers. 

cltlqfou 
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Our dividend forecast 
could be too low 

That acquisitions should not have a strong impact, either positive or negative, is 
supported by the analysis we have shown earlier in this report. In fact, if acquisitions 
are likely to be sinall in the context of ENEL’s market cap thus liiniting the negative 
impact, we also expect the potential upside from the releveraging of the balance 
sheet to be smaller than in the cases of EON or RWE for example. 

More clarity on dividends 

We expect the 1H results presentation to finally bring more clarity on the dividend 
policy. The recent disposal of WIND allowed ENEL to cash in €3.0 billion and 
deconsolidate ~ € 7 . 0  billion of debt so that today ENEL with a gearing of just 22% has 
room to raise its dividend. At present we forecast a dividend ofE0.37 per share for the 
next foul years but we think ENEL could distribute up to €0.45 thanks to the proceeds 
from the sale of WIND and/or with the adoption of a more aggressive pay our ratio, the 
latter being 70% at present. The way we calculate €0.45 is by simply taking our current 
forecast for the dividend and add on top of it the cash inflow from the sale of WIND 
(€3.0 billion) spread over five years. With a dividend of €0.45 per share ENEL’s 
dividend yield would stand at 6.3%, one of the most attractive within the sector. 

Aiiotlier issue of course, is what is the sustainable long-run dividend yield once the 
proceeds of WIND are entirely distributed. But we think ENEL should have the 
ability of distributing an attractive dividend all the same. Investors should bear in 
mind that ENEL’s new CEO Fulvio Conti, is the one who opted for a 100% pay out 
policy as chairman of Terna and were he to do the same at ENEL, net profits alone 
should guarantee a dividend of €0.43-€0 44 per share over the period 2006-2009E 
according to our forecasts, with no need therefore to tap on WIND’S proceeds. In 
other words, we think ENEL’s investors should expect the ongoing dividend yield to 
stay at an attractive 6% over the corning years. 

Since the start of the year, ENEL clearly didn’t benefit from the constant fall in band 
yields. As mentioned, despite the disposal of WIND, it is possible the placement by 
the government had a prominent role in explaining ENEL’s perfonnance although 
we would point out the lack of a clear dividend policy as another element that 
weighed on the stock. As we expect ENEL to clarify this issue, it is possible its share 
price could reflect the current benign band yield environment, admittedly with some 
delay compared to the rest of the sector. 

Providing the market with a better guidance 

Over the past year and a half ENEL has so far failed to comniunicate a clear set of 
targets to the market, both in terms of cost cutting and EBITDA growth. Actually, as 
to the latter, ENEL gave up commenting on expected growth but promised to come 
back to the market with clearer guidance once WIND was sold, which happened 
back in May this year. 
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The market needs help 
with the numbers 

So ENEL, could iiow provide US with this guidance, which would help the market to 
make a more informed judgement as to the future profitability of this company. 
Alternatively, ENEL could leave this subject until March 2006 when FY results will 
be announced. Our forecasts assume a coiiipouiid annual growth rate for EBITDA 
over the period 2005-2009E for ENEL to be at 2.9% (sec Figure 47 wliere for 200SE 
we have stripped out exceptional components and the businesses that will be 
deconsolidated, mainly WIND and Terna). 

Figure 47. EBITDA evolution (Euro millions) 

2005E 2W6E 2007E ZOOBE 2W9E CAGR 

EBITDA 7,079 7,398 7,538 7,693 7,931 
Growtli nfa 4.5% 1.9% 2.1 Yo 3.1% 2.9% 
Source: Citigroup Investment Research estimates 

ENEL may also give some broad indication as to what the inanagement expects iii 
terms of performance for the divisions although we would not expect ENEL to give a 
full breakdown. 

I Valuation 
In Figure 48 we summarise ENEL’s trading iiiultiples vs the sector whereas our sum 
of the parts valuation is in Figure 49. 

Figure 48. Trading multiples 

Dividend yield provides 2005E 2006E 2007E 

the key support EWEBITDA 
@current price 6 3x 7 4x 7 2x 
Q target price 7 I X  8 3x 8 l x  
Sector average 7 5x 7 ox 6 7x 

Dividend yield 
Q current price 
@target price 
Sector average 

Adj. Price / earnings 
Q current price 
0 target price 
Sector average 

7 5% 
6 9% 
4 4% 

16 l x  
17 4X 
14 4X 

5 2% 
4 8% 
4 6% 

16 6X 
17 9x 
12 7x 

5 2% 
4 8% 
5 0% 

16 5x 
17 9x 
11 9x 

Free c a s h  Row yield 
Q current price 3 3% 3 3% 6 0% 
Q target price 3 1% 3 1% 5 6% 
Sector average 3.8% 4.9% 6.2% 
Source Citrgroup Investment Research esllmates 
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In terms of trading multiples, ENEL appears to be trading somewhat at a premium to 
the rest of the sector. Pait of the reason for this is that we value generation with a 
DCF model which implies a premium in  terms of EV/EBITDA For example, we 
value ENEL Produzione (domestic generation, 40% of our fair enterprise value) at 
9 . 2 ~  EV/EBITDA, or €571 per kW, although we think that such a preiniui-n is 
justified given ENEL's market power in the Italian clectiicity wholesale market that 
should allow it to keep power prices at ~ 8 %  premium to the new entrant level in the 
long-run. This for example compares with 1 0 . 7 ~  EV/EBITDA 2005E that our DCF 
valuation for RWE's generation assets equates to, or 1 0 . 6 ~  for those of Fortum. 

Also, as mentioned earlier i n  this report, our numbers still reflect the old Citigroup's 
oil scenario that allows for long-tenn oil prices to reach $32 per barrel in the long 
run. For a more detailed discussion on the upside on our earnings using the new oil 
price scenario, see the discussion on page 23 in this report. 

But it is on the dividend yield side where ENEL seems more attractive and, we 
argue, the potential upside has not been reflected yet in full in the share price. As 
mentioned earlier, at present ENEL offers a dividend yield higher than the rest of the 
sector (5.2% in 2006E) although we think a more generous policy could bring this to 
at least 6% if ENEL distributes the proceeds from the disposal of WIND and/or 
adopts a more generous pay out ratio. We believe a dividend yield i n  excess of 6% 
supports our target price of €7.8 per share and our rating Buy / Medium Risk (1M). 

Figure 49. Sum of the parts valuation 

SOP now at €7.8 per 
share Generation & Energy Management 

Network &Sales 
Telecoms 
Services 
Enel S p A (Import Contracts) 
Terna 
Stranded Costs 
TOT FIRM VALUE 

Euro m Euro oer share Comment 

28,913 4 7  
27,258 4 5  
2,000 0 3  
1,239 0 2  

23 0 0  
21 5 0 0  
899 0 1  

60,546 9 9  

DCF for ENEL Produzione - 9 5x EWEBITDA 05E 
RAE based DCF - 7 9x EVlEBlTDA 05E 

Agreed price 
valuation with multiples and book value for real estate 

DCF of existing contracts 
Market value - E2 15 per share 

NPV of expected reimbursement over three years 

ENEL's Consolidated Net Debt (end 2005E) (1 1,158) (1 8) Expected book value at the end of '05 
Pension provisions (TFR) ( 1 , W  (0 2) Expected book value at the end of '05 
Reinvestment Risk (750) (0 1) Assuming E5bn spent in acquisitions and 15% value destruction 

Saurce: Citigraup lnvestrnenl Research esbrnales 

ENEL' Equity Value 47,613 7.8 

(sks 
We rate ENEL Medium Risk. The risk rating on the stock is derived after the 
consideration of a number of factors. These factors include an assessiiient of 
industry-specific risks, financial risk and management risk. In addition, we consider 
historical share price volatility, based upon the input of the Citigroup Investment 
Research quantitative research team. 
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With regards to ENEL we would highlight in particular regulatory risk and further 
speculation of iinniinent acquisitions could increase stock price volatility, in our 
view. Finally, ENEL has a strong presence in the market for generation of electricity 
for which prices are expected to fall in  the fbture although the magnitude of such 
decline is not known as we write. Were power prices to fall faster and deeper than we 
expect, this could hit the profitability of the company. Among the risks highlighted 
above, we see the risks of acquisitions as the most immediate threat to ENEL's 
performance. As these could possibly be executed over the next few months, it could 
potentially prevent ENEL's share price fi-om reaching our target price. 

Figure 50. Profit and loss - balance sheet (Euro millions) 
- 

2001A 2W2A 2003A 2004A 2005E 2006E 2007E 

PROFIT AND LOSS 
Revenues 
EBITDA 

Depr, Amort, Prov 
EBlT 

Financial charges & Writedowns 
Extraordinaries 
PBT 

Taxes 
Minorities 
Net Profit 

BALANCE SHEET 
Long term assets 
Current Assets 
TOT ASSETS 

Slholder funds 
Long term liabilities 
Current liabilities 
Gross debt 

29,796 
8,522 

(5,044) 
3,478 

(1,195) 
2,378 
4,601 

(649) 
274 

4,226 

50,316 
13,789 
64,105 

21,109 
5,513 

13,748 
23,735 

31,219 
7,859 

(4,979) 
2,880 

(1,237) 
736 

2,379 

(608) 
237 

2,008 

51,162 
16,775 
67,937 

20,842 
6,282 

14,737 
26,076 

31,317 
9,841 

(5,139) 
4,702 

(1,130) 
(136) 
3,436 

(966) 
82 

2,552 

51,260 
18,576 
69,836 

21,315 
5,758 

15,605 
27,161 

36,489 
11,010 

(4,689) 
6,321 

(1,142) 
(81 8) 
4,361 

(1,533) 
(1 26) 
2,702 

48,524 
20,870 
69,394 

20,978 
6,027 

15,187 
27,202 

28,661 
8,482 

(3,255) 
5,227 

(800) 
900 

5,327 

(1,712) 
0 

3,615 

34,901 
16,486 
57,388 

20,165 
5,473 

14,591 
11,159 

TOT LIABILITIES 64,105 67,937 69,839 69,394 51,388 
Source: Citigroup Investment Research estimates 

24,564 
7,398 

(2,556) 
4,841 

(543) 
0 

4,298 

(1,658) 
0 

2,640 

36,179 
13,675 
49,854 

20,542 
4,989 

12,358 
11,966 

24,482 
7,538 

(2.674) 
4,864 

(554) 
0 

4,310 

(1,663) 
0 

2,647 

36,770 
13,273 
50,043 

20,918 
4,505 

13,026 
11,594 

49,854 50,043 

Figure 51. Cash flow statement 

2001A 2002A 2W3A 2W4A 2005E 2006E 2W7E 

Net Profit 
Depr Amort 
Capex 
Disposals 
Change in L t liabilities 
Change in Current Assets 
Change in Current Liabilities 
Dividends 

4,226 
4,445 

(3,095) 
666 

(533) 
(5,842) 
2,109 

(1,578) 

Opening Net Debt (21,634) (21,940) (24,453) (24,172) (24,385) (11,159) (11,966) 
Variation (306) ( 2 3  3) 78 (213) 13,227 (807) 37 1 
Closing Net Debt (21,940) (24,453) (24,375) (24,385) (11.158) (11,966) (11,594) 
Source: Citigroup Investment Research estimales 
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International Power 

Peter Atherton 
+44-20-7986-3912 
peter atherton@citigroup corn 
London 

Peter Bisztyga 

peter biSZlyga@CitigrDUp corn 
London 

+44-20-7986-3952 

IPR can look forward to sharply improved earnings 

f the recently acquired IPP projects get into difficulty? 

> We maintain a Buy/ Medium Risk rating and a 250p price target 

Investment Thesis 
We rate IPR Buy! Medium Risk (1M) with a 250p price target, The fiindainental 
investment case for IPR is that its profits will rise strongly as the power markets in the 
US and the IJK recover from depressed levels seen over tlie last few years This 
recovery appears to be underway and should feed through into strong earnings growth 
in tlie 200507 period. Particularly in tlie LJS, IPR is highly leveraged to improving 
spark spreads, which drive margins and also allow for higher load factors. Following 
some plant closures, consolidation of ownership, and sustained load growth, the crucial 
Texas generation market appears to have moved froin over-supply. 

Earnings guidance upgraded to 12.0.1 3.0plshare 
In August IPR raised and tightened its earnings guidance for 2005 from I 1.0~-12 Sp to 
12 0p-13.0~. This reflects a combination of strong performance in  1H05, a lower tax 
rate of 31%, a five-month contribution from Saltend and tlie fact that IPR is highly 
contracted for FY05 in its US (75% of output is hedged) and UK (over 80% of output 
hedged) merchant markets We continue to believe that 13. Ip is achievable for FY0S. 

Outlook for US spark spreads looks brighter 
The earnings nionientum witliin IPR’s IJS merchant markets is gathering pace. Spark 
spreads on the forward curve for the suinriier months of 2006 have risen sharply over 
the last 3-4 months. For example, the suinmer spread in Texas has jumped from 
around US$IB/MWh to US$34/MWh. Average annual spreads on the curve for 2006 
in Texas have risen ffoni US$I I/MWh to US$l6/MWh. Importantly, load factors 
also seem to be on the rise: IPR are now forecasting an FY05 load factor of 45% in 
Texas (versus 35% previously) and 35% in New England (versus 25% recently). Our 
analysis shows that, at an average spark spread of US$I 5/MWh, each 10% increase 
in load factor from the US nierchant fleet adds 1.2pIshare to EPS. 
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1 Valuation 
in our view, a 2S0p share price is justifiablc based on the earnings nioinentuni within 
the business and the improved underlying fundamentals. 

1 DCF Valuation. We have increased our DCF valuation to 246p from 208p take 
account of the following changes: 

> Our more generous forecasts for average captured spark spreads and load 
factors in Texas and New England. 

* A stronger US$ exchange rate (US$l.75 versus US$1.90 previously). 

Stronger FYOS cash flow that we previously forecast, including the benefit of 
&68m of TXU compensation payments received so far this year. 

An increased valuation for the EME assets to reflect especially strong 
performance at First Hydro, EcoElectrica and Paiton. 

Figure 52. IPR -Summary Sum-of-Park Valuation 

f mm plshare 

Equity Value 
US Merchant inc Tax loses 
UK Merchant 
Australia Merchant 
Other Consolidated Plant 
Mitsui JV 
llnlisted JV &Associates 
Listed JV &Associates 
Development 

1,016 
466 
573 
369 
249 
287 
41 8 
107 

68 
31 
39 
25 
17 
19 
28 
7 

Net Cash - Exc Debt Held Above 172 12 

Equity Value 3,657 246 

2 P/E Analysis. Reading across from other commodity sectors (see Figure 53 and 
Figure 54), an appropriate bottom-of-cycle P/E multiple for IPR would be in the 
18-20x range, an appropriate mid-cycle multiple would be in the 14-16x range, 
while an appropriate top-of-cycle P/E would be in the 10-12x range. At our 250p 
target, IPR would be trading at 1 9 . 7 ~  FYOSE EPS, which is within the range of 
appropriate bottom-of-cycle multiples. If the earnings recovery comes through, as 
we expect, over the next 2-3 years, a 250p valuation would equate to 1 1 . 7 ~  FY07 
earnings - again consistent with the range of top-of-cycle multiples. It is worth 
pointing out that the US merchant generators are currently trading at a much 
higher P/E multiples, for example, NRG is trading at25 8x FY05E EPS, while 
Reliant is trading at 62.3xFY05E EPS 

Source Cittgroup Investment Research esbmates 

citigrou 
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Figure 53. Oil Producers - P/E vs. Commodity, Mar 94-Jun 05 Figure 54. Mining - PIE vs. Commodity, Mar 94-Jun 05 

3 0 0 ~  - GO 25Ox - moo -- 

.' - -. 3500 50 

- 3 0  150x 

2nw 
10 0" 

.- 15w . .  

, 0 501 , 1000 
l.1ar.04 Mar 95 Ma 96 Y u ~ ' l 7  hlli.90 Mur.09 Mar-00 Mur.01 hlur.02 Mar 03 MS-04 Miir.05 

25 Ox . 

200x . 

10 0" 
hhr.04 hlw 95 1 . l ~  96 Mar-07 Mi(, 90 Mar 99 M a r W  l.lii.01 hlir 02 MBI-03 Msi.04 I&r-OS 

-Oil b Gas Ploduceis ( lyr  Wid PIE1 - Le11 &Is Biml Cwdc Oil [USYbbli. Rlglil Axis - Mtning l l y r  lwd PIE) - Lall Axis . ' Copper IUSSitonncI . Riglit Axis 

Source: Datasiream Source: Datastream 

I Risks 
We rate IPR as Medium Risk. The risk rating on the stock is derived after 
consideratioti of a number of factors. These factors include an assessment of 
industry-specific risks, financial risk and management risk. 111 addition, we consider 
historical share price volatility, bascd upon the input of the Citigroup quantitative 
research team, as a possible indicator of future stock-specific risk. These risks, as 
well as the company specific risks we detail below, may prevent the share price froin 
reaching our target: IPR's recent US$Sbn acquisition of power plants in several 
couiitries carries risks that retunis will not match cotnpany expectations. IPR's 
overall risk may have increased following this acquisition as IPR paid a full price for 
several PPA contracts, which may be abrogated. Should this happen, IPR will be left 
with a stranded investment. IPR still faces many serious challenges, especially in the 
US, where the recent improvements in spreads could be undemiined by rising gas 
prices. However, the business has established a degree of stability that was not in 
evidence in FY04. 
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1 Financial Forecasts 
Figure 55. IPR -Income Statement, 2002-2008E (Pounds in Millions) 

2002 2003 2W4 2005E 2006E 2007E 2008E 

2,270 2,401 2,514 Total Revenue 
Cost of Sales 
Operating Costs (exc Depreciation & Amortisation) 
JV &Associate Operating Profit 
Income from investments 
EBITDA 

Depreciation 
Amortisation 
Exceptional Items 
EBiT 
EBIT (Pre-Exceptionals) 
Net Interest 
Exceptional items 
PBT 
PBT (Pre-Exceptionals) 

Tax 
Exceptional Items 
PAT 
PAT (Pie-Exceptionals) 
Minority interest 
PAT and Minorities 
PAT and Minorities (Pre-Exceptionals) 

Dividends 
Retained Earnings 

Basic EPS 
Adjusted EPS 

Diluted EPS 
Adjusted Diluted EPS 

717 
(558 ) 

161 
149 
31 
500 

(111 1 
(1 ) 

(61 1 
327 
388 

(1 32 ) 
0 

195 
256 
117 1 

1 
119 
179 
(6 ) 
113 
1 73 

0 
113 

9 OP 
13.9~ 

9 OP 
13 9p 

768 

10 
177 

0 
372 

(583 ) 

(85 1 
0 

15 
302 
287 

(31 ) 
148 
164 

(1 23 ) 

(47 ) 
2 

103 
117 

94 
108 

57 

7 2P 
8.3P 

8 2P 

(9 1 

(37 ) 

7 IP 

1,824 
(1,401 

62 
31 9 

0 
804 

(128 ) 
0 
0 

676 
676 

(319 1 
0 

357 
357 

(111) 
0 

246 
246 
(52 ) 
194 
194 

(58 1 
136 

13 l p  
13.1~ 
13 l p  
13 l p  

11,745) (1,804) (1,870) 
66 

343 
0 

933 
(133 1 

0 
0 

800 
800 

(345 ) 
0 

455 
455 

(146) 
0 

309 
309 
(53 ) 
257 
257 
(90 ) 
167 

17 4p 
17.4p 
17 4p 
17 4p 

66 
372 

0 
1,035 

(135 ) 
0 
0 

900 
900 

(336 ) 
0 

564 
564 

(186) 
0 

378 
378 
(53 ) 
324 
324 

(130) 
195 

21 9p 
21.9p 
21 9p 
21 9p 

63 
390 

0 
1,097 
(133 1 

0 
0 

964 
964 

(322 ) 
0 

642 
642 

(212) 
0 

430 
430 

(54 ) 
376 
376 

(150) 
226 

25 4p 
25.4~ 
25 4p 
25 4p 

DPS 
Source: Company reports and Citigroup hvestment Research estimates 

Figure 56. IPR - Divisional EBIT, 2002-2008E (Pounds in Millions) 

2002 2003 2004 2005E 2006E 2007E 2008E 

No* America 99 2 
Europe 100 103 
Middle East 9 23 
Australia 101 101 
Asia 108 84 
Mitsui JV 0 0 

Corporate costs (29) (28) 
Group EBlT (Pre-Exceptionals) 388 285 
Source: Company reports and Citigroup Investment Research estimates 

(13) 
113 
29 

104 
87 
0 

(33 ) 
287 

10 
203 
37 
93 
99 

268 

(34 ) 
676 

40 
250 
64 
97 

110 
273 

800 
(35 1 

58 
279 
98 

101 
121 
279 
(36 1 
900 

101 
275 
111 
105 
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Figure 57. IPR - Balance Sheet, 2002-2008E (Pounds in Millions) 

2002 2003 2004 2005E 2006E 2W7E 2008E 

Fixed Assets 
Current Assets 
Current Liabilities 
Long-Term Liabilities 
Provisions 
Net Assets 
Shareholder's Funds 
Minority Interest 
Equity 

2,981 
1,031 

(1,405 ) 
(583 1 
(255 ) 
1,769 
1,740 

29 
1,769 

2,587 
968 

(846 ) 
(909 ) 
(238 ) 
1,562 
1,523 

39 
1,562 

4,907 
1,514 
(571 1 

(404 ) 
2,062 
1,825 

237 
2,062 

(3,384 

Net Debt (812) (692) (2,739) 
Source: Company reports and Citigroup Investment Research estimates 

5,224 5,381 
1,407 1,520 
(594) (644) 

(404) (404) 
2,250 2,470 
1,961 2,128 

289 342 
2,250 2,470 

(3,383 ) (3,383 ) 

(3,164) (3,011 ) 

5,447 
1,789 

(707 1 
(3,407 

(404 ) 
2,718 
2,322 

395 
2,718 

5,579 
2,019 
(763 ) 

(3,434 1 
(404 ) 
2,997 
2,548 

449 
2.997 

Figure 58. IPR -Cash Flow, 2002-2008E (Pounds in Millions) 

Group operating profit 
Add back: 
Depreciation 
Amortisation of goodwill 
(Profit)/loss on sale of fixed assets 
Other non-cash movernenb 
Movement in other provisions 
(Increase)/decrease in stocks 
(increase)/decrease in debtors 
Increase/(decrease) in creditors 

Cash Flow from Operations 
Dividends received from joint ventures 
Returns on Investment & Servicing of Finance 
Tax 
Free Cash Flow 
Capital Expenditure 
Acquisitions & Disposals 
Equity Dividends Paid 
Cash Flow Before Financing 

2002 2003 2004 2006E 2007E 2W8E 

105 121 3 57 457 528 573 

133 
0 
0 
0 
0 
0 

19 
0 

609 
137 

(116) 
406 

(224 ) 

(183) 
0 

(69 1 
153 

135 
0 
0 
0 
0 
0 
0 
0 

663 
149 

(205 ) 
(149 ) 

(85 ) 
0 

(104) 
269 

458 

Management of Liquid Resources 0 (20) (32) 21 21 0 0 
Financing 210 (247) 782 (21) (21) 0 0 
Share Buy Back 0 (13) 286 0 0 0 0 
Net Change in Cash 207 (136) (251) (27) 153 269 230 
Source: Company reports and Citigroup Investment Research estimates 

52 



Utilities 2005: Autumn Edition - .2  September 2005 

Daniel Martin 

daniel rnartinQcitigroup corn 

London 

+44-20-7986-4119 

> RWE has performed well but we think the main valuation multiples 
are still compelling 

We think consensus EPS and DPS estimates are still too low... 

> ... and we look to the high earnings growth we are forecasting on the 
k of rising power prices to drive the share price yet higher 

We do not anticipate any major new strategic developments 

> We maintain a Buy/ Medium Risk rating and a €65 target price 

I Investment thesis 
RWE has been the fourth best performing utility stock under our coverage year-to-date, 
outperforining its rival E.ON by 16%). The main reason for this outperfonnance is 
simply RWE's operational and financial leverage into the German wholesale power 
price. Each additional fil/MWh on the achieved power price boosts our FY06E EPS 
estimate by 3.5% (compared with 2.0% for E.ON). 

Elisenne Verdoja 
i-44-20-7986-3928 
elisenne verdojaQcitigroup corn 

London 

Figure 59. Share Price and Price Relative to DJ Stoxx 

Source Reulers and Cltlgroup Investment Research analysis 

As set out above (see page 22), we base our financial forecasts on an achieved power 
price assumption of fi35/MWh in 2006 and e37/MWh in 2007. We are some 
€4/MWh below the current forward curve for FY07E, but this is because we suspect 
forward prices may soften over the next few months Even so, our forccasts suggest 
RWE is set to deliver very strong earnings growth over the next couple of years. 
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Politics and regulation 
Aside from wholesale power price developments, the forthcoming newsflow is likely to 
be concerned chiefly with regulatory and political developnients in the Gennan market. 

The forthcoming election on September 18"' is likely to see the CDU emerge as the 
dominant partner in any new governing coalition. As a result, it is highly likely that 
nuclear power station lives will be extended beyond the 32-year average under the 
current agreement with the SPD-Green coalition. Our valuations already take into 
account the benefit of an extension up to 45 years (worth €3.9 per E.ON share and 
€4.2 for RWE share). 

However, we do not take into account ally quid pro quo that the CDU may extract in 
return. As set out in Figure 60 (taken from a recent report on the Gennan utilities'), we 
think it is unlikely that we will see any direct intervention in the electricity market. 
However, we do think there is a danger of some fomi of new taxation levied on the 
utilities, which could recoup part of the benefit of extended nuclear plant lives. 

Federalelecfion due 78 
September 

Figure 60. Possible Political Threats to the German Utilities 

Issue Possible mechanism Comment Verdict 

Achieve lower electricity prices 

Force generators to enter into power 
sales agreements at prices below the 
current forward curve 

Introduce a cap to wholesale power 
prices 

There is no legal mechanism that would enable the government to do this and we 
doubt the utilities would enter into such agreements voluntarily 

There is a precedent in the UK in the early 1990s when the UK electricity regulator 
capped prices in the power pool, but the UK pool was a fairly artificial market that 
was much easier to regulate that the German wholesale power market (and indeed 
the revised UK power market) which is based chiefly on bilateral OTC contracts 
between generators and resellers Moreover, there is no legal mechanism for such 
intervention in the German wholesale power market 

We believe this is not legally possible in the German market The state is only able 
to mandate a disposal of assets in the event of a merger or acquisition 

Very unlikely 

Very unlikely 

Reduce the concentration of ownership 
of generation by forced divestments of 
power stations 

Very unlikely 

Gut network prices This is already underway as a result of the Energy Industry Act of June 2005 This is now in the 
hands of the BNA 

Withdraw or modify emissions trading 
scheme 

The German government is unlikely to act unilaterally in this regard and so far there 
appears to be no sign of a EU move to change the emissions trading regime 

Unlikely 

Windfall tax 

Tax on carbon permits A possibility We would not rule out some move by the government to claw back some of the 
value that was given for free to the utility companies when the carbon permits were 
allocated 

Tax on nuclear power stations A new government could seek to couple the extension of nuclear power station lives 
with some form of tax on nuclear power 

A possibility 

Source: Citigroup Investment Research 

As a result, although we suspect the shares will perform relatively well in the run up to 
the election, there could be scope for some weakness in the afternlath as more details 
emerge about the new government's plans. 

54 



Utilities 2005: Autumn Edition - 2 September 2005 

On the regulatory front, the Federal Network Agency (Biriin'esi~etz~lgeiztzi~ or BNA) 
assumed iesponsibility of overseeing gas and electricity networks on 13  July 200.5. 
The next step i n  the process is that the utilities have three months to notify the BNA 
of their existing network charges for electricity, and six months to do the same for 
gas. The BNA then has a further six months to object to the existing charges. If no 
objection is made, then the existing fees are deemed approved. 

In practice, we expect the utilities will take their time to submit the required data, so 
that the BNA will not begin to review the bulk of current network charges until mid- 
October for electricity and January 2006 for gas. This means that we are unlikely to 
see any reduction in network fees during 2005. It also means there should not be too 
iiiuch to worry about by way of share-pricc sensitive newspaper headlines emerging 
from the BNA until November/December. 

RWE's recent public comments on regulation suggest it is becoiiiing inore confident 
about being able to contain the negative impact. With the 1 H05A results 
announcenient, RWE stated it expected to be able to offset "for the most part" the 
negative impact fi-oin regulation in 2006 by additional cost cutting in the RWE 
Energy division. 

We think this is significantly more upbeat that the company's previous statements on 
regulation. For exaniple, in November 2004, RWE warned that regulation "will 
definitely cause the earnings situation of our Gernian grid business to deteriorate 
significantly". Nevertheless, we continue to factor in a 30% fall in network fees for 
both companies by 2010 and we make no additional cost cutting assumption. 

Regulatory newsflow 
shouldincrease f m w d s  

the end of the year 

Although we think the post-election newsflow could be mixed on the political and 
regulatory side, we think the earnings that RWE should report will continue to drive 
the shares higher 

In particular, we think coiisensus estimates of RWE's earnings are substantially too 
low. (For E.ON, our forecasts appear to be closer to conselisus expectations.) With 
RWE's new policy to link dividends directly to earnings, we suspect future dividends 
are also likely to be substantially higher than consensus estimates. 

Figure 61. Comparison of our Forecasts with Consensus Estimates 

We think consensus Itern Our forecast Consensus estimate (as RWE guidance 
compiletl by RWE estimates are still too 

/ow FYOSEresutts 

Operating result (Em) 
Recurrent net income (€m) 
EPS according to IAS (€) 
DPS according to IAS (€) 

+3% 
t29% 
+lo% 
+30% 

t 3% "Single digit growth" 
"Growth in the tow teens" 

+8% "Single digit growth" 
+20% "At least 15%" 

- 

FY06E resuns 

Operating result (€m) +21 Yo +11 Yo 
Recurrent net income (€m) +36% 
EPS according to IAS (€) t25% +13% 
DPS according to IAS (€) 4 4 %  t22% 

Source: Ciligroup investment Research 
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We think the key reason consensus estimates are low is simply that RWE has been 
fairly downbeat in its guidance. If wc are riglit with our forecasts, then RWE’s share 
price should continue to perform well. Quite simply, the stock will be delated too 
quickly in terms of prospective P/E if tlie sharc price does not continue to rise. 

We do not expect any major strategic developments at tlie company, other than a 
continued focus on its existing operations and some minor ongoing disposals (cliiefly 
the rest of the waste business and the water operations in Chile, Spain and Thailand). 

I Valuation 
Our latest sum of parts for RWE is set out in Figure 62 while Figure 63 provides the 
major valuation multiples based on our current forecasts. 

Figure 62. RWE Sum of Parts 

Reality check Value Value per Method N05E 
Ern1 share Kml EBITDA Km) 

Power 27,500 48 Chiefly based on DCF of component parts 2,632 10 4x FVIEBITDA multiple in 2005E 
Energy 18,078 32 
npower 5,264 9 
Water 17,174 31 
Total core businesses 68,017 $20 

Financial assets 3,489 6 
Total 71,079 125 

OtheVcorporate overhead -427 -1 

RABs and multiples of component parts 
Per MW and per customer benchmarks 

3,016 6 Ox FVIEBITDA multiple in 2005E 
497 9 3x FVIEBITDA multiple in 2005E 

Regulatory asset bases 2,187 7 9x FV/EBiTDA multiple in 2005E 
8,332 8 . 1 ~  FWEBITDA multiple in 2005E 

522 
8,793 8 . 0 ~  FWEBITDA multiple in 2005E 

7x EWEBITDA multiple -61 
Forecast book value at 31/12/05 

Net debt -11,415 -20 Forecast book value at 31/12/05 
Pension liabilities -11,942 -21 Forecast book value at 31/12/05 
Nuclear liabilities -4,731 -8 Based on Citigroup model - current book value is €9 Obn 
Other liabilities Based on Citigroup model - current book value is €1 1 9bn 
Minorities -1,471 -3 Forecast book value at 31/12/05 

-5,606 -1 0 

Net equity value 35,915 63 
Source: Citigroup Investment Research estimates 

Figure 63. Valuation Multiples 

Sector average FYO6E N05E NOGE N 0 7 E  

P/E and EVEBITDA PE @re-exceptional, pre-goodwill) 

ratios would SUppOrt RWE 7 3.3 9.8 9.3 
€68-73 per share Sector average 14.5 12.8 12.0 

RWE share price at sector average 60 72 71 

EWEBITDA (adjusted) 

RWE 7.1 
Sector average 7.6 
RWE share price at sector average 62 

EWEBITDA (adjusted, pre associates) 

RWE 6.9 
Sector average 7.1 
RWE share price at sector average 58 

6.0 
7.1 
73 

5.8 
6.6 
69 

5.8 
6.7 
71 

5.5 
6.2 
67 

Dividend yield 

RWE 3.6% 5.1 % 5.9% 
Sector average 4.3% 4.5% 4.9% 
RWE share price at sector average 45 62 65 
Source: Citigroup Investment Research 
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Our €65 target price is intended to be a conipromise between tlie €63 per share sum 
of parts, and the evidence froin tlie main valuation ratios which suggest that RWE 
would trade between €69 and €73 at a sector average rating in terms of FY06E 
EVIEBITDA or P/E 

Risks 
We rate RWE Medium Risk. The risk rating on the stock is derived after consideration 
of a number of factors. These factors include an assessment of industry-specific risks, 
financial risk and management risk. In addition, we consider historical share price 
volatility, based upon the input of the Citigroup quantitative research team, as a 
possible indicator of hture stock-specific risk. After taking into account all factors, we 
think a Medium Risk rating is appropriate RWE’s high level of provisions and debt 
incaii that the value of its equity is sensitive to the assumptions made. Other risks 
include regulatory risks in both tlie gas and the electricity markets in Geniiany and in 
the water markets in tlie UK and in tlie 1JS as well as tlie risk that RWE may pay too 
much for future acquisitions, In addition, the group’s financials are complex and 
provision movements complicate the reconciliation of profit and loss account to cash 
flow Risks that could impede the share price from reaching our target price include 
the possibility that equity markets might fall. Also, our investiiient thesis could be 
undermined by renewed competition in German generation, or by regulatory change 
proving inore severe than we currently anticipate leading to lower network profits. In 
addition, were RWE to recover its appetite for acquisitions, we would be concerned 
about the possibility of value destruction. Finally, if conipetition erupts in the German 
gas market, then the value of RWE’s upstream assets might suffer. 

Figure 64. Operating Result Breakdown 

Operating result 20WA 2W4A 2005E 2006E 2007E 2008E 2W9E 2010E 

Power 1,739 1,846 1,981 3,103 3,477 3,853 4,230 4,609 
Energy 2,046 2,192 2,332 2,204 1,994 1,778 1,577 1,388 

Npower 714 604 403 580 625 642 659 676 

Water 1,374 1,389 1,519 1,553 1,593 1,635 1,685 1,716 

Waste 76 76 0 0 0 0 0 0 

Financial investments -109 34 0 0 0 0 0 0 

Discontinuing operations -7 0 0 0 0 0 0 0 

Otherlgroup centre/consolidation -282 -165 -61 9 9 9 9 9 
Total 5,551 5,976 6,174 7,449 7,699 7,918 8,160 8,399 
Source: Company reports and Citigroup Investment Research estimates 

Figure 65. Key Financial Forecasts 

Key financial figures for RWE 2003A 2004A 2005E 2W6E 2007E 2008E 20WE 2010E 

Recurrent net income (€m) 1282 1794 2310 3148 3311 3448 3600 3748 
Pre-exceptional before goodwill EPS (€) 
Reported EPS after goodwill (€) 

Reported EPS before goodwill (€) 

DPS (€) 
Free cash flow (€m) 
Cashflow/share (€) 

Net cash/(debt) (€m) 
Gearing 
Payout ratio based on clean earnings 
EBITDNnet interest (x) 
Source: Company reports and Ciligroup Investment Research estimates 

- 

2 28 
1 69 
3 45 
1 25 
927 
9 0  

-17,838 
221% 

55% 
7.5 

3 19 
3 80 
3 80 

1 50 
1499 

9 5  

-1 2,385 
133% 
47% 

7.4 

4 11 
4 19 
4 19 
1 95 
1577 

9 6  
-11,415 

114% 
47% 
10.8 

5 60 

5 23 
5 23 

2 80 
2671 
11 8 

-9,990 
92% 
50% 
14.1 

5 89 
5 52 
5 52 

3 22 
2800 
12 2 

-8,922 
78% 
55% 
15.9 - 

6 13 
5 76 
5 76 

3 54 
2904 
12 6 

-7,994 
66% 
58% 
17.7 

6 40 
6 03 
6 03 

3 90 
31 24 
12 9 

-7,036 
56% 
61 % 
20.0 

6 66 
6 29 
6 29 

4 29 
3340 
133  

-6,070 
47% 
64% 
22.8 
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Figure 66. Group Financial Forecasts (€in) 
Profit and Loss 2003A 2W4A 2005E 2006E 2W7E 2008E 2W9E 2010E 

Sales 43,875 42,137 41,035 43,251 44,646 46,099 47,616 49,172 
Operating costs 
Depreciation and amortisation (excluding 
goodwill) 
Goodwill amortisationlimpairment charges 
Operating profit 
Result from investments 
Operating profit after result from investments 
Revalorisation of provisions 
Net interest expense 
Other net financial income 
Pre-tax profit 
Tax 
Post-tax profit 
Minorities 
Net attributable profit before goodwill 
Net attributable profit (pre exceptional) 

Profit from operating activities 
+ Result of investments 
- Non-operating result 
Operating result 

EBITDA including operating income from 
investments 
EBITDA excluding operating income from 

34,912 
3,277 

985 
4,701 

300 
5,001 

-1,558 
-1,131 

-189 
2,123 

936 
17 

1,938 
1,282 

4,701 
300 

0 
5,551 

-1,187 

8,681 

8,476 

32,905 
3,166 

492 

5,574 
846 

6,420 
-1,327 
-1,130 

-28 
3,935 

-1,521 
2,414 
-277 

2,137 
1,794 

5,574 
846 

0 
5,976 

8,812 

8,400 

32.678 
2,951 

0 

5,406 
720 

6,126 
-1,254 

-763 
0 

4,109 
-1,480 
2,630 

2,355 
2,310 

5,406 
720 

0 
6,174 

-275 

8,793 

8,271 

33,604 
3,058 

0 

6,589 
528 

7,117 
-1,266 

-685 
0 

5,167 
-1,937 
3,229 
-289 

2,940 
3,148 

6,589 
528 

0 
7,449 

10,175 

9,647 

34,724 
3,089 

0 

6,833 
534 

7,367 
-1,290 

-626 

0 
5,450 

-2,044 
3,406 

3,103 
3,311 

6,833 
534 

0 
7,699 

-303 

10,456 

9,922 

35,934 
3,119 

0 
7,046 

540 
7,586 

-1,316 
-575 

0 
5,694 

-2,135 
3,559 
-318 

3,241 
3,448 

7,046 
540 

0 

7,918 

10,705 

10,165 

37,186 
3,148 

0 

7,282 
546 

7,828 
-1,343 

-522 
0 

5,963 
-2,236 
3,727 
-334 

3,392 
3,600 

7,282 
546 

0 

8,160 

10,976 

10,430 

38,483 
3,176 

0 

7,513 
552 

8,066 
-1,371 

-469 
0 

6,225 
-2,334 
3,891 
-351 

3,540 
3,748 

7,513 
552 

0 

8,399 

11,242 

10,690 
investments 

Cash flow 2003A 2004A 2005E 2006E 2007E 2008E 2009E 2010E 
Gross cash flow 
Capital expenditure 

5,289 4,928 5,559 6,725 6,954 7,158 7,378 7,594 
-4,362 -3,429 -3,983 -4,054 -4,154 -4,254 -4,254 -4,254 

Acquisitions -5,373 -308 -63 0 0 0 0 0 

Proceeds of disposals 1,872 3,320 500 0 0 0 0 0 

Issue/(redemption) of group equity 0 0 0 0 0 0 0 0 
Other 2,754 1,578 -0 0 0 -0 0 -0 

Dividends -895 -939 -1,044 -1,247 -1,732 -1,976 -2,166 -2,374 

Change in net debt -715 5,150 970 1,425 1,068 928 958 967 

Balance sheet 20WA 2W4A 2W5E 2006E 2lM7E 2008E 2W9E 20fOE 

Intangible assets 
Property, plant and equipment 

19,418 17,718 17,244 16,912 16,580 16,248 15,916 15,584 
36,210 35,025 35,757 36,752 37,817 38,952 40,058 41,136 

Financial assets 6,778 5,887 5,948 5.948 5,948 5,948 5,948 5,948 
Stocks 3,285 2,043 2,074 2,105 2,136 2,168 2,201 2,235 
Debtors 16,947 16,606 16,712 16,820 16,929 17,040 17,153 17,268 
Cash and equivalents 11,796 12,539 12,000 12,000 12,000 12,000 12,000 12,000 
Deferred tax assets and prepaid expenses 4,708 3,552 3,552 3,552 3,552 3,552 3,552 3,552 

Total assets 99,142 93,370 93,287 94,089 94,963 95,909 96,828 97,724 
Provisions -37,671 -34,754 -34,997 -35,501 -36,027 -36,576 -37,148 -37,748 
Debt -31,790 -27,383 -25,874 -24,449 -23,381 -22,453 -21,495 -20,529 
Other liabilities -12,271 -11,736 -12,010 -12,568 -12,886 -13,150 -13,433 -13,738 
Deferred tax liabilities and deferred income -8,345 -8,304 -8,204 -8,104 -8,004 -7,904 -7,804 -7,704 
Minority interests -2,052 -1,537 -1,471 -1,602 -1,740 -1,884 -2,036 -2,196 

Shareholders Funds 7,013 9,656 10,731 11,865 12,925 13,942 14,911 15,809 
Source: Company reports and Citigroup investment Research estimates 



Utilities 2005: Autumn Edition - 2 September 2005 

Notes 

59 



Utilities 2005: Autumn Edition - 2 September 2005 

I 
Notes 

60 
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We, Daniel Martin, Albert0 Ponti, Peter Atherton, Peter Bisztyga and Elisenne Verdoja, hereby certify that all of the views expressed in 
this research report accurately reflect our personal views about any and all of the subject issuer(s) or securities We also certify that no 
part of our compensation was, is, or will be directly or indirectly related to the specific recommendation(s) or view(s) in this report. 

IMPORTANT DISCLOSIJRES 
E.ON (EONG-DE) 
Ratings and Target Price History - Fundamental Research Target Closing 
Analyst Daniel Marlin EUR if Dale Rating Price Price 

1 6 Sep 02 1M 7000 50 46 
2 15 Nov 02 1M '6500 45 69 
3 18 Dec 02 "2M '50 00 40 50 
4 14 Jan 03 2M 5000 42 52 
5 3 Feb 03 ' I M  5000 41 97 

8 12 Sep 03 Stock rat i lg system changed 

6 27 May 03 1M 50 00 43 00 
7 15 Aug 03 '2M 5000 47 01 

9 12 Sep 03 '2M 5000 44 50 
10 12 Dec 03 2M '5300 48 68 
11 29 Jan 04 2M '5750 51 60 
12 18 Mar 04 '2H '6000 51 55 
13 8 Sep 04 '1M '7000 58 10 
14 7 Jan 05 1M '7500 67 71 
15 7 Jan 05 1M 7500 67 71 
16 28 Jul 05 1M '8600 76 40 
'Indicates change 

S O N D J F M A M J J A S O N D J F M A M J J A S O N D J F M A M J J A  

- Covered --..--- Not covered 

2003 2004 2005 

AWG (AWG.L) 
I a t i ngs ind  Targit  Price History - Fundamental Research Target Closing 
\nalyst Peter Bisztyga (covered since June 30 2004) GBP ;I Date Rating Price Price 

13 3 Dec 04 '1M ' 6 6 5  8 00 

I , /  , , , I  , # , , b $ , ,  * , 8 I I  2 
i 0 N D . J  F M A M J  J A S O N D  J F M A M J  J A S O N  D J F M A M  J J A 

2003 2004 2005 - Covered 
--*..-- Not covered 

ENEL (ENEI.IVII) 
Ratings and Target Price History - Fundamental Research Taraet Closino 
Analyst Albert0 PonliTcovered since November 9 2002) EUR o Date Rating Price Price- 

1 6 Sep 02 3H 610 5 40 
2 20 Sep 02 3H '620 5 03 

I , * # I / ,  I I I  , I  ! I ,  , ( P I ,  I I I I ? , ,  , , , I ,  

S O N D  J F M A M J  J A S O N D  J F M A M J  J A S O N D  J F M A M  J J A  

- Covered --....- Not covered 
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001 
S O N D J  F M A M J  J A S O N D J  F M A M J  J A S O N D J F M A M J  J A  

- Covered .--.... Not covered 

2003 2004 2005 

RWE (RWEG.DE) 
Ratings and Target Price History ~ Fundamental Research Target 
Analyst Daniel Marlin EUR # Date Rating Price 

Closing 
Price 
35 65 
24 65 
27 15 
20 67 
24 27 
24 78 

24 60 
29 20 
33 07 
35 37 
39 29 
43 45 
43 45 
45 10 
55 21 
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Customers of the Firm in the United States can receive independent, third-party research on the company or companies covered in this 
report, at no cost to them, where such research is available. Customers can access this independent research at 
http://www.smithbarney.com (for retail clients) or http://www.citigroupgeo.com (for institutional clients) or can call (866) 836-9542 to 
request a copy of this research. 

Citigroup Global Markets Inc. or its affiliates beneficially owns 1% or more of any class of common equity securities of €.ON, International 
Power PLC and RWE This position reflects information available as of the prior business day 
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Reason for Report: 0 3  Rc\ icu,  C'hangcs 111 Fxtimatc\ Volatility Risk: 
LOW 

Price - Local I ADR: EUR75.4 1$29.61 

Estimates (Dec) 2004A 2005E 2006E 2007E 2008E 

Reported EPS 6 6 0  1086 7 0 7  7 3 9  7 8 2  
Adjusted EPS 5 7 4  5 9 4  7 0 7  7 3 9  7 8 2  
PIE 131  127  I 0 7  102  9 6  
CEPS 9 1  100 3 7  1 2 3  1 2 7  
Free CTPS 4 9 6  3 37 (482)  3 70 8 87 
DPS 2 3 5  2 7 6  3 54 3 6 9  3 9 1  
Yield % 3 1  3 7  4 7  4 9  5 2  
Price/FCF 152  2 2 4  (156)  2 0 4  8 5  
Net Debt 5483 (1376) 4152 4578 1714 
EBlTDA 10520 10371 11204 11710 I2014 
ADR Adlusted EPS $260 $232 $276 $289 $306 
ADR Free CFPS $225 $1 32 $-I 88 $ I  45 $347 
ADR DPS $ 1  06 $1 10 $ 1  38 $ 1  44 $1 53 

Oninion ik Financial Data 
Investment Opinion -Local: 
Investment Opinion - ADR: 

Mkt Value (EUR mil)/ Shares Outstanding (inn): 
Book Value/Share (Dec-04): 

PriceIBook Ratio: 
ROE 2005E Average: 
Net DebtMet Equity: 

Est 5 Year EPS Growth: 
2005E PIE Re1 to Mkt: 

Stack Data 

A-2-7 
A-2-7 
49689 / 659 
50.926 
I 4 8  
12 I %  
35 3% 
8 % 
88% 

52-Week Range - L.ocal: 
52-Week Range - ADR: 

Symbol / Escliange - Local: 
Symbol / Exchange - ADR: 

Bloomberg I Reuters: 
SIiaresiADR: 

Exchange Rate: 
Free Float: 

80.85-63 45 
$33 7 4 2 7  6 
EONAF / Fianltfiirt 
EON /New York 
EOA GR / EONG DE 
0 33 
EURO 85iUSD 
91% 

Highlights: 
We retain our Neutral recommendation. 
The pending decision on ScottishPower continues to 
dominate. We expect a bid, if there is one, to come in 
above the stand-alone fair value of 60Sp. 
Meantime, the financial picture for EON remains very 
robust. We have upgraded our 2005/6 EPS forecasts, 
primarily due to lower financing costs. 
We have also reshaped our DPS growth profile in 
response to higher earnings. We now expect a 20% 
increase for 2005, up from 15% previously. 
Irrespective of any large acquisition, EON continues 
to infill its existing platforms. lnvestment in the gas 
chain, whilst not unexpected, has accelerated in 2005 
focused on upstream and LNG. 
Valuation-wise, much appears to be priced in already, 
and EON has underperfonned RWE by 23% since 
January and 5% since the announcement on SP. 
The shares are trading on 7 . 1 ~  2006E EV/EBITDA, a 
discount to the peer group on 7.7x, and there is 
increased yield support into 2006E on our new 
forecasts. However, we think it is appropriate to 
remain cautious ahead of any bid. Our SOP is 
unchanged at EUR8Yshare. 

0 

0 

All figures are in Euro except where otherwise rioted 
Note: Due to currency ractors, the investment opinion of the ADR may differ 
from the underlying share 

>> Employed by a non-US affiliate of MLPF&S and is not registered/qualified as a research analyst under NYSE/NASD rules. 
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What Has Changed? 
EON’s financial strength, allied to an apparent waning 
scope for self-help efficiencies in coming years, 
underline why the timing is good for a fresh 
acquisition. Earnings wise, we have raised our forecasts 
because of lower than anticipated interest charges. This 
has led us to increase dividend growth forecasts from 
15% to 20%. Despite this, we remain wary ahead of 
clarity on whether EON does bid for ScottishPower, 
and on the price in particular. 

All Eyes on Glasgow 

The impact of the successhl cost cutting and balance sheet 
restructuring of the last few years has shone through in 
EON’s 200SE results so far, albeit helped by rising power 
prices. As the impact of the self-help drivers appears set to 
wane (restructuring in particular), the sense is of a 
company poised to inject new impetus into its portfolio, 
hence the declared interest in ScottishPower early in 
September. 

Apparent value enhancement potential has to be the key 
goal for EON if it presses the button on ScottishPower. We 
believe SP is worth 605p on a stand-alone basis, if we 
assume cost-cutting and re-leveraging (see our latest on the 
subject, Leveraging Value, November 7‘h200S). This 
analysis suggests EON inay have to offer upwards of 6 1 Op 
to win board and shareholder approval. 

Growth Investments in Gas 
Most of the market’s focus is on ScottishPower, but EON 
has continued to make infill acquisitions to bolster its 
existing market platforms, and generate growth. 

The investment in gas or gas-related assets acquired or 
lined up during 2005 gives a flavour ofhow a cornerstone 
of the company’s strategy is to leverage off Ruhrgas to 
capitalise on power/gas convergence. 
0 Caledonian Gas: EUR7001n spent on 52niboe of 

upstream gas reserves, part of a strategy to reach up 
to 20% of gas needs through equity production. 
NEGP: the Baltic pipeline prqject, not due onstream 
until early next decade, but potentially a major 
infrastructure project for EON. 
LNG Terminal: EURSOOm is earmarked for the 
Wilhennshaven in the Baltic, to receive IOBcin of 
gas. 
IJpstream LNG: EON wants upstream LING and is 
in the process of negotiating with various producers 
for equity in a development project. 
CCGT in Italy: EUR4001n is to be spent building a 
SOOMW plant, with Ruhrgas supplying the gas. 

Strategically, building up its gas position through the chain 
is the right move in our view (see our note Best Plulfarni, 
January 28‘” 2005). Creating shareholder value is equally 

Refer to important disclosures on page 2. 

important for small as well as large deals, though may be 
less visible - and inay also prove difficult in tight, high 
price upstream markets. EON’s Caledonian acquisition 
cost ofEIJR13.6Yboe set a new benchmark price for long- 
dated North Sea reserves (production plateaus in 2009E). 

9 mths Results Lead to Upbeat Update 

EON’s 9moiith figures once again confinned the upward 
momentum in earnings which has been evident through 
2005, driven by power prices, cost-cutting arid balance 
sheet restructuring. Management gave a more confident 
view on its prognosis for FY 2005. 

Table I: 9 Mths Results Review 

9mths 05A 9mths 04A % change 
Adjusted EBITDA 7685 7169 -7% 

Adjusted EBIT 
Core Business Energy 

Central Europe 
Pan-European Gas 
UK 
Nordic 
US-Midwest 
Corporate CenterlConso 

Degussa 

Interest charges 
Group IOP 

5,524 5,l 85 
5,403 5,072 
2,945 2,703 
1,125 1,113 

715 720 
600 489 
278 275 

-260 -228 
121 113 

7% 
7% 
9% 
1% 

-1% 
23% 

1% 
14% 

-791 -697 
4,733 4,488 5% 

Net Book Gains 403 532 
Restructuring Costs -14 -40 
Other non-operating income 50 772 
PBT 5,172 5,752 -10% 

Taxes -1,639 -1,688 
Minorities -381 -367 
Income from Continuing 3,152 3,697 -1 5% 
Income from Discontinued 3,247 270 
Group Net Income 6,399 3,967 61% 

Reported EPS 9.71 6.04 61 % 

operations 
Source: E ON 

Reported EPS -continuing 4 78 5.63 -15% 
- 

On the results, 9mth adjusted EBIT rose 7% to EIJRSS24in 
(Mle EIJRS504m, cons ELJRSS42m). Net Income 
EIJR63991n (Mle 64761~1, cons EUR64051n). 

Operationally, the surprises were Nordic +59% in Q3 due 
to hedging and increased hydro in the mix; offset by the 
UK where EURS6in of C02  costs were recognised in the 
quarter for the first nine months. Other divisions were in 
line with our forecasts: Central Europe +12% for Q3 and 
+9% for 9mths (higher power prices), PanEuropean Gas 

(Cotitin ired) 
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(+21% Q3 and + I %  for 91nths), and US-MidWest (-8% 
for Q3 and + 1 % 9inths). 

EON remains financially extremely strong. FCF for the 9m 
was EUR2.9bn, and with disposal proceeds resulted in a 
net cash position of EUR3.2bn end September - capex has 
been well down on our forecasts this year, though there 
should be a Q4 'catch up'. 

A Touch more Upbeat on Guidance 

We sense a more upbeat message reading between the 
lines - without wanting to get too excited about the 
subjective descriptions EON uses. The company expects 
full year 200.5 Adjusted EBIT to exceed (previously 
'slightly above') arid Net Income 'substantially surpass' 
2004, the latter due to capital gains on Viterra and other 
disposals. 
In the mix, the outlook is unchanged for Central Europe, 
slightly better €or PanEuropean Gas and Nordic, offset by 
lower expectations for UIUUSA. 

Forecasts Updated for 2005 and 2006 

Earnings Upgrade 

Table 2 thereafter suminarises our change in estimates. 
Our projections for EBITDA and EBIT remain largely 
unchanged, but we have increased our estimates for net 
income €or 2005 and 2006 (+5% and 3% respectively). 
This is mainly driven by lower net debt and hence lower 
financial expenses: 

Capex: we have lowered investments in PP&E and 
financial assets in 200SE by EUR2bn to EUR4.4bn. 
This explains the marginally lower EBITDA and 
EBIT post 2006E 
CTA: we have assumed the bulk of the ELJR5.4bn 
pension trust will be financed in 2006E (vs 200SE 
previously) 

Dividend Growth Upgrade 

We have also upgraded our DPS growth profile in 
response to higher earnings. We now expect a 20% 
increase for 2005, up from IS% previously and have 
increased the payout ratio in 2006 to SO% from 45%. The 
front end step up and assumed 50% payout ratio leads to a 
marginal reduction in our DPS forecasts from 2007. 

Table 2: Change in ML Estimates 

IEURm) 2005E 2006E 2007E 2008E 2009E 2010E 
Continuing EBITDA 
Old estimates 10,368 11,208 11,872 12,176 12,513 12,750 
Newestimates 10,371 11,204 11,710 12,014 12,350 12,586 
% change 00% 00% -14% -13% -73% -13% 

Continuing Operating Income 
Old estimates 7,378 8,242 8,774 9,067 9,392 9,622 
New estimates 7,382 8,240 8,655 8,951 9,276 9,504 
% change 0 1% 00% -14% -1.3% -1.2% -72% 

Recurrent EPS 
Old estimates 5.64 6.87 746 788 8.46 8.94 
New estimates 5 94 7 07 7.39 7 82 8.42 8.91 
% change 52% 3 0 %  -10% -08% -06% -03% 

DPS 
Old estimates 270 3 10 373 3.94 4.23 4.47 
New estimates 2.76 3.54 3 69 3.91 4.21 4.46 
%change 23% 140% -1 0% -08% -06% -0.3% 
Source: Merrill Lynch estimates 

Full financial statements are shown in the following pages. 

Refer to important disclosures on page 3. 3 
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Table 3: Profit and Loss Projections 

EURm 2003A 2004A 2005E 2006E 2007E 2008E 2009E 2010E 04A-09E 
CAGR 

Total Sales 46,364 49,103 52,893 53,499 54,271 55,022 55,980 57,045 2.7% 
Growfh 

Total EBITDA (incl associates) 
Growih 
Core Business Energy 

Cenfral €trope 
Pan-€uropean Gas 
UK 
Nordic 
US-Midwest 
Corporate CenterlConsolidation 

Viterra 
Degussa 

Total EBIT 
Growfh 
Core Business Energy 

Central Europe 
Pan-European Gas 
UK 
Nordic 
US-Midwest 
Corporafe CenferlConsolidafian 

Viterra 
Degussa 

27% 

9,458 
25% 

8,580 
4,471 
1,896 
1,036 

933 
517 

-2 73 
643 
235 

6,228 
34% 

562  1 
2,979 
1,463 

610 
546 
317 

-294 
456 
151 

6% 

10,520 
11% 

9,792 
4,908 
1,900 
1,592 
I ,  12 1 

544 
-273 
62 1 
107 

7,361 
18% 

6,783 
3,602 
1,428 
1,017 

70 1 
349 

-314 
471 
107 

Financial exDenses -1.663 -1.140 

8% 

10,371 
-1% 

10,262 
5,287 
1,889 
1,555 
1,256 

529 
-254 

0 
109 

7,382 
0% 

7,274 
3,976 
1,427 
1,027 

787 
352 

-295 
0 

109 

-1.004 

1% 

11,204 
8% 

11,095 
5,820 
2,000 
1,619 
1,350 

534 
-228 

0 
109 

8,240 
12% 

8,132 
4,508 
1,537 
1,107 

895 
353 

-269 
0 

109 

-822 

1% 

11,710 
5% 

77,607 
6,09 7 
2,094 
1,662 
1,399 

567 
-218 

0 
109 

8,655 
5% 

8,547 
4,747 
1,611 
1,129 

94 1 
378 

-259 
0 

109 

-949 

1% 

12,014 
3% 

77,905 
6,169 
2,178 
1,717 
1,456 

594 
-209 
0 

109 

8,951 
3% 

8,843 
4,818 
1,695 
1,161 
1,012 

407 
-250 

0 
109 

-839 

2% 

12,350 
3% 

12,242 
6,328 
2,211 
1,771 
1,513 

620 
-201 

0 
109 

9,276 
4% 

9,168 
4,976 
I, 727 
1,211 
1,061 

435 
-242 

0 
1 09 

-626 

2% 

12,586 3.3% 
2% 

6,427 
2,220 
1,796 
1,583 

64 7 
-195 

0 
109 

12,477 4 6 %  

9,504 4.7% 
2% 

9,396 6.2% 
5,075 
I, 736 
1,236 
1, 123 

462 
-236 

0 
109 

-399 
PBET 4,565 6,221 6,378 7,419 7,706 8,112 8,650 9,105 
Extraordinary items and non op income 973 578 0 0 0 0 a 0 
PBT 5,538 6,799 6,378 7,419 7,706 8,112 8,650 9,105 4.9% 

Income tax -1,124 -1,947 -1,946 -2,216 -2,292 -2,400 -2,542 -2,663 
Minority interests -464 -504 -520 -544 -547 -558 -562 -570 
Net income, continuing 3,950 4,348 3,913 4,659 4,867 5,155 5,546 5,872 5.0% 
Riscontinuing items I other 697 -9 3,247 0 0 0 0 0 

Group Net Income 4,647 4,339 7,160 4,659 4,867 5,155 5,546 5,872 5.0% 
Recurrent Group Net Income 2,891 3,770 3,913 4,659 4,867 5,155 5,546 5,872 8.0% 

Reported EPS (EUR P.s.) 
Recurrent EPS (EUR p s )  

7.1 1 6.60 10.86 7 07 7.39 7.82 8 42 8.91 5 0% 
4.42 5.74 5.94 7.07 7.39 7.82 8.42 8.91 8.0% 

DPS (EUR ps.) 2.00 2.35 2.76 3.54 3.69 3.91 4.21 4.46 12.4% 
Payout ratio (on recurrent earnings) 45% 41% 47% 50% 50% 50% 50% 50% 
Source: Merrill Lynch estimates 

Refer to important disclosures on page 4. 4 
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Table 4: Cash Flow Projections 

EURm 2003A 2004A 2005E 2006E 2007E 2008E 2009E 2010E 04A-09E 
CAGR 

Net income 4,647 4,339 7,160 4,659 4,867 5,155 5,546 5,872 
Minority Interests 
Income from discontinued operations 
D&A Impairments 
Gains I Losses on Disposals 
Change in provisions 
Change in deferred taxes 
Change in working capital 
Other non-cash items 
Cash Flow from Operations 

Disposals 
Investments 
Change in liquid funds 
Cash Flow from Investments 

Free cash flow 

Net change in treasury stock 
Payment of cash dividends 
Ne! proceeds from financial liabilities 
Cash flow from Financing 

Net cash income / outgoings 
Forex impact on net cash 
Cash from discontinued operations 
Change net cash & equivalents 

464 504 520 544 547 558 562 570 
-1,137 9 -3,247 0 0 0 0 0 
3,272 3,256 2,988 2,963 3,055 3,062 3,074 3,081 

-1,815 -900 -403 0 0 0 0 0 
1,586 36 129 -5,569 -237 -315 -404 -507 
-1 32 0 0 0 0 0 0 0 

-1,191 -900 -530 -1 38 -121 -100 -122 -122 
-156 -372 0 0 0 0 0 0 

5,538 5,972 6,617 2,459 8,111 8,361 8,656 8,894 

7,035 3,457 6,500 0 0 a 0 0 
-9,196 -5,285 -4,395 -5,635 -5,671 -2,516 -2,516 -2,516 
2,200 1,232 0 0 0 0 0 0 

39 -596 2,105 -5,635 -5,671 -2,516 -2,516 -2,516 

2,878 3,260 8,723 -3,176 2,440 5,845 6,140 6,378 

7 0 0 0 0 0 0 0 
-1,621 -1,598 -2,058 -2,352 -2,865 -2,981 -3,128 -3,332 
-1,931 -2,845 0 0 0 0 0 0 
-3,545 -4,461 -2,058 -2,352 -2,865 -2,981 -3,128 -3,332 

2,032 915 6,664 -5,528 -426 2,864 3,012 3,047 
-43 -60 0 0 0 0 0 0 
-10 0 0 0 0 0 0 0 

1,979 855 6,664 -5,528 -426 2,864 3,012 3,047 

7.7% 

33.4% 

13.5% 

-6.9% 

28.6% 

Cash at y/e 3,321 4,176 10,840 5,312 4,886 7,751 10,762 13,809 

Source: Menill Lynch estimates 

Refer to important disclosures on page 5. 
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Table 5: Balance Sheet Projections 

EURm 2003A 2004A 2005E 2006E 2007E 2008E 2009E 2010E 
Net Goodwill 13,955 14,454 14,162 14,162 14,162 14,162 14,162 14,162 
PPE & Intangibles 
Financial Assets 
Fixed Assets 
Inventories 
Receivables 
Liquid Funds, Non-Cash 
Cash & Cash Equivalents 
Non-Fixed Assets 
Other 
TOTALASSETS 

Shareholders' Equity 
Minority Interests 

Provisions 
Financial Liabilities 
Operating Liabilities 
Other 
TOTAL EQUITY & LIABILITIES 

46,950 
17,725 
78,630 
2,477 

18,025 
7,474 
3,321 

31,297 
1,923 

111,850 

29,774 
4,625 

34,206 
21,787 
14,113 
7,345 

11 1,850 

Balance sheet ratios 2003A 
Net Debt (Net cash) 7,855 

Net Debt + Fin Provisions 31,919 
(Net Debt f Fin ProvJ/(Capitalisation + Fin Prav) 52% 

Net DebtlCapitalisafion 21% 

RQCE 
€BIrDAuotal net interest expenses 

IO% 
5 7x 

47,351 
17,263 
79,068 
2,647 

17,883 
7,840 
4,176 

33,099 
1,895 

114,062 

33,560 
4,144 

34,242 
20,301 
14,054 
7,707 

114,062 

2004A 
5,483 

14% 
29,676 

47% 

11% 
9 . 2 ~  

38,360 
17,263 
69,786 
2,851 

18,595 
7,840 

10,840 
40,126 

1,930 
11 1,842 

3 1,063 
4,154 

34,371 
20,106 
14,440 
7,707 

11 1,842 

2005E 
-1,376 

-5% 
1 7,248 

36% 

12% 
10 3x 

41,032 
17,263 
72,457 
2,884 

18,678 
7,840 
5,312 

34,714 
1,928 

109,099 

33,901 
4,165 

28,802 
20,106 
14,418 
7,707 

109,099 

2006E 
4,152 

11% 
22,540 

40% 

13% 
13 6x 

43,648 
17,263 
75,074 
2,926 

18,783 
7,840 
4,886 

34,435 
1,930 

111,440 

36,441 
4,176 

28,566 
20,106 
14,444 
7,707 

111,440 

2007E 
4,578 

11% 
22,65 1 

38% 

13% 
12.3~ 

43,102 
17,263 
74,527 
2,966 

18,886 
7,840 
7,751 

37,443 
1,934 

11 3,905 

39,166 
4,187 

28,251 
20,106 
14,487 
7,707 

113,905 

2008E 
1,714 

4% 
19,382 

33% 

13% 
14 3x 

42,544 
17,263 
73,969 
3,018 

19,017 
7,840 

10,762 
40,637 

1,940 
116,546 

42,140 
4,199 

27,846 
20,106 
14,548 
7,707 

116,546 

2009E 
-1,298 

-3% 
15,863 

27% 

14% 
19.7x 

41,978 
17,263 
73,404 
3,075 

19,163 
7,840 

13,809 
43,887 

1,947 
119,238 

45,246 
4,210 

27,339 
20,106 
14,629 
7,707 

119,238 

2010E 
-4,344 
-11% 

-4,344 
-11% 

14% 
31 5x 

-115.2~ 215.5~ 54" 9x EBlTDAINet interest an financial debt 14 3x 160x 65 3x 91 7x 41 Ox 

Source Merrill Lynch estimates 

-- 
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Investment Rating Distribution: Utilities Group (as of 30 September 2005) 
Coverage Universe Count Percent Inv. Banking Relationships* Count Percent 

BUY 36 32 73% BUY 21 58 33% 
Neutral 65 59 09% Neutral 30 46 15% 
Sell 9 8 18% Sell 2 22 22% 

Investment Rating Distribution: Global Group (as of 30 September 2005) 
Coverage llniverse Count Percent Inv. Banking Relationships* Count Percent 

1076 40 21% BUY 350 32 53% 
29 45% 

BUY 
Neutral 1399 52 28% Neutral 412 
Sell 20 1 7 51% Sell 
Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months 

36 1791% 

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK RATINGS, 
indicators of potential price fluctuation, are: A - Low, B - Medium, and C - High. INVESTMENT RATINGS, indicators o f  expected total return (price appreciation 
plus yield) within the 12-month period from the date of the initial rating, are: 1 - Buy (10% or more for Low and Medium Volatility Risk Securities - 20% or  more for 
High Volatility Risk securities); 2 - Neutral (0.10% for Low and Medium Volatility Risk securities - 0.20% for High Volatility Risk securities); 3 - Sell (negative 
return); and 6 - No Rating. INCOME RATINGS, indicators of potential cash dividends, are: 7 - samelhigher (dividend considered to be secure); 8 - samellower 
(dividend not considered to be secure); and 9 .  pays no cash dividend. 
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MLPF&S or  an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill 

for sale: E.ON. 

E.ON. 

Lynch, including profits derived from investment banking revenues. 

Other Important Disclosures 
MLPF&S or one of it affiliates has a significant financial interest in the fixed income instruments of the issuer. If this report was issued on or  after the 10th 

day of a month, it reflects a significant financial interest on the last day of the previous month. Reports issued before the 10th day of a month reflect a 
significant financial interest at the end of the second month preceding the date of the report: E.ON. 

Copyright, User Agreement and other general information related to this report. Copyright 2005 Merrill Lynch, Pierce, Fenner & Smith Incorporated All rights reserved 
This research report is prepared for the use of Merrill Lynch clients and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, 
without the express written consent of Merrill Lynch Merrill Lynch research reports are distributed simultaneously to internal and client websites eligible to receive such 
research prior to any public dissemination by Merrill Lynch of the research report or information or opinion contained therein Any unauthorized use or disclosure is 
prohibited Receipt and review of this research report constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or 
informalion contained in this report (including any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information The 
information herein (other than disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy 

Officers of MLPF&S or one of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related investments 
This research report provides general information only Neither the information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or 

sell any securities or other investment or any options, futures or derivatives related to securities or investments. It is not intended to provide personal investment advice and 
it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may receive this report Investors 
should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies discussed or recommended in this report 
and should understand that statements regarding future prospects may not be realized Investors should note that income from such securities or other investments, if any, 
may fluctuate and that price or value such securities and investments may rise or fall Accordingly, investors may receive back less than originally invested Past 
performance is not necessarily a guide to future performance. 
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E.ON has transfonned itself from domestic congloinerate 
to Europe's biggest energy utility, with a portfolio of 
mainly vertically integrated assets across Germany, 
Central Europe, the Nordic Region, the U K  and the IJS. It 
is active in both electricity and gas and its subsidiary 
Ruhrgas is lilcely to be central to hture growth from this 
platfonn as power/gas convergence gathers pace over the 
next decade. 

~ 

Key Income Statement Data 

(EUR mn) 
Sales 
EBITDA Adjusted 
Depreciation and Amort. 
EBIT Adjusted 
Net Interest And Other Inc 
Tax Expense / Benefit 
Net Income (Adjusted) 
Avg Fully Dil Shares 

2003A 
46364 

9458 
(3230) 

6228 
(1 663) 
(1124) 

2891 
654 

2004A 
49103 
10520 
(3159) 

7361 
(1 140) 
(1947) 

3770 
657 

2005E 
52893 
10371 

7382 
(1004) 
( 1946) 

3913 
659 

(2988) 

2006E 
53499 
1 1204 
(2963) 

8240 

(2216) 
4659 

659 

(822) 

2007E 
54271 
11710 
(3055) 

8655 
(949) 

(2292) 
4867 

659 
-- 

Key Cash Flow Data 

(EUR mn) 
Net Income (Reported) 
Depreciation and Amort. 
Change in Working Capital 
Deferred Taxation Charge 
Other Adjustments, Net 
Cash Flow from Operations 
Capital Expenditure 
(Acq) I Disp. of Investments 
Other Cash Inflowl(0utflow) 
Cash Flow from Investing 
Share Issue I (Repurchase) 
Cost of Dividends Paid 
Cash Flow from Financing 
Non Cash Chgs to Debt 
Change in Net Debt 
Net Debt 

2003A 
4647 
3230 

(1191) 
0 

(1 148) 
5538 

(2660) 
(6536) 

9235 
39 
0 

(1621) 
(3545) 

(53) 
(4016) 

7855 

2004A 
4339 
3159 

0 

5972 
(2712) 
(2573) 

4689 

(900) 

(626) 

(596) 
(18) 

(60) 

(1 598) 
(4461) 

(3820) 
5483 

2005E 
7160 
2988 

0 
(3000) 

6617 

(1491) 
7991 
2105 

0 
(2058) 
(2058) 

0 
(6664) 
(1 376) 

(530) 

(4395) 

2006E 
4659 
2963 

0 
(5025) 

2459 
(5635) 
( 1539) 

1539 
(5635) 

0 
(2352) 
(2352) 

0 
5528 
4152 

(138) 

2007E 
4867 
3055 

0 
310 

8111 
(5671) 
(1539) 

1539 
(5671) 

0 
(2865) 
(2865) 

0 
426 

4578 

- 

(121) 

2004A EBIT 2004A Generation Capacity 
Germany 

4 5 r -  I 4 

YO 

1 Central Europe 46 9 
2 Pan-European Gas 18 6 

3 U K  133 
4 Nordic 9 1 

5 US-Midwest 4 5 
6 Viterra 6 1 

7Degussa 1 4  

2 

Yo 

275 Nuclear 1 
22 7 Hard coal 2 
26 1 Lignite 3 
192 Gaslfueloi l4 
4 5  Hydro5 

Key Balance Sheet Data 

(EUR mn) 
Property, Plant and Equip. 
Goodwill 
Other Intangible Assets 
Other Non-Current Assets 
Trade Receivables 
Cash And Equivalents 
Other Current Assets 
Total Assets 
Long-Term Debt 
Other Non-Current Liabs 
Short-Term Debt 
Other Current Liabs 
Total Liabilities 
Total Equity 
Total Equity And Liabilities 

2003A 2004A 2005E 2006E 2007E 
46950 47351 38380 41032 43648 
13955 14454 14162 14162 14162 

nla 
18269 
6047 

11776 
14853 

11 1850 
19631 
43707 

nla 
141 13 
77451 
34399 

111850 

nla nla nla 
17980 17980 17980 
6534 7246 7329 

12850 19514 13986 
14893 14579 14610 

114062 11 1842 I09099 
18333 18138 18138 
43971 44046 38477 

nla nla nla 
14054 14440 14418 
76358 76624 71033 
37704 35218 38066 

114062 111842 109099 

nla 
17980 
7434 

13560 
14654 

11 1440 
18138 
38241 

nla 
14444 
70822 
40617 

11 1440 

iQ Method-Business Performance 

2003A 2004A 2005E 2006E 2007E 
Return On CapEmployed % 4.8 5.6 5 4  6 2  6.5 
Return On Equity % 1 0 4  1 1 9  12.1 1 4 3  13.8 
Operating Margin % 1 3 4  1 5 0  14.0 1 5 4  1 5 9  
Free Cash Flow (MM) 2878 3260 2223 (3176) 2440 

iQ Method-Quality of Earnings 

2003A 2004A 2005E 2006E 2007E 
Cash Realisation Ratio x 1.9 1.6 1.7 0.5 1.7 
Asset Replacement Ratio x 0.8 0.9 7 5 1.9 1.9 
Tax Rate % 2 4 6  31.3 30.5 29.9 2 9 7  
Net DebtlEquity % 2 2 8  14.5 (3.9) 10.9 11.3 
Interest cover x 3 5  3 8  5.8 7 5  7 1  

iQdutuboscs" 
The @t/u/ubuw is our real-time global research database that is sourced directly from our equity analysts' earning models and includes forecasted as well as historical 
data for income statements, balance sheets, and cash flow statements for companies covered by Merrill Lynch. 
i@~rofile, iQduiubw are service marks of Menill Lynch & Co., Inc. 
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E.ON 
Details, details, details 

E.ON are scheduled to release detailed FYOS results on March 9 
at around loam CET, with a conference call at 2pin CET. Outline 
group results were announced on Februaiy 21 (see Table 1). 

Detail 1 - results: With 12 separate divisional reporting lines, 
even if reported core EBIT caine in within 1% of consensus 
expectations, there could be substantial deviations in divisional 
performance. 

Detail 2 - Deal timetable: By necessity E.ON inanageinent were 
somewhat vague on the tiinetable of their bid for Endesa at the 
conference call of Februaiy 2 1. Now that the Gas Natural bid has 
been approved by the CNMV we would look for an update on 
E.ON’s proposed tiinetable, and possibly what they might do in 
the event of a Gas counterbid. 

Detail 3 - Deal economics post regulation: The Spanish 
government launched a law decree on February 24 that (a) 
increased the powers of the energy regulator (CNE) and (b) 
introduced a teinporaiy cap on the wholesale power price that can 
be passed through to retail customers. See oiir March 1 note 
“Iberdi-ola - Decree on 2006 provisional measures” for more 
infonnation. We’d look for E.ON coimnents on these changes, 
and whether they might affect their view of the deal’s economics. 

Detail 4 - The day job: Uncertainty regarding German energy 
policy, network price regulation and CO2 all continue. We’d look 
for inanageinent coiwnents in this regard also. 
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Table 1: E.ON FY05 results 

€m FYO4A FYOBA %ch. 
Core energy 9,792 10,282 5% 
EBITDA 
Coreenergy 6,783 7,326 8% 
EBlT 
Net income, 4,339 7,420 71% 
group 
Cash from 5,800 6,554 13% 
operations 
EPS 660 1 1  26 71% 

DPS 235 700 198% 

Source: Company reports 

J. P. Morgan PIC and/or its aflliates is actiiig as advisors to Endesa SA in relation to the approach by Gas 
Nntziral as aiviotmced on 5th September 200.5 and the approach by E.ON AG as aiiiioiiiiced on the 21 
Febivary 2006. J.P. Morgan ciirrently does not have a recoininendation for E.ON. J. P. Morgan may 
receive fees for its financial services iiiclziding transaction fees siibject to the completion of the proposed 
tramactioii. This report is not intended to serve as an endoisenient of the jwoposed transaction. 
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Expected Share Price Return 12.5% 
Expected Dividend Yield 7.9% 
Expected Total Return 20.4% 

6 January 2006 

Shares Outstanding 683.6m Absolute 1.60 9.40 13.90 37.30 
Market Cap. €60,764.6m Relative to Local -0.39 4.45 4.67 5.98 
ROE (Curr Yr) 11.5% Relative to DJ STOXX -0.03 6.04 7.25 6.98 

E.ON (EONGDE) 
Price target raised to €100 

I BUY (I) I 
Medium Risk (M) 

Daniel Martin 
Elisenne Verdoja 

+44-20-7986.4119 daniel.martin@citigroup.com 
+44=20-7986.3928 elisenne.verdoja@cit igroup.com 

Sources: Company reports and Citigroup Investment Research estimates 

I Price: €88.89 1 Target:€100.00 I Rating: Unchanged I EPS: Changed 

Summary 
- 

> We are upgrading our E.ON price target to €100 per share (previously €go), excluding 

an anticipated €7 per share dividend distribution in March 2006 

> As with RWE, we are upgrading our FY07E achieved power price assumption from 

€37/MWh to €40/MWh and also adopting harsher conservative carbon allocation 

assumptions for 2008-201 2 

> Our forecasts also now factor in disposal of Degussa 

> Our SOP valuation now stands at €99 per share at 31 December 2006 and takes into 

account the current market value of E.0N 6.4% stake in Garprom 

> We retain a Buy/ Medium Risk (1M) rating 

Citigroup Research is a division of Citigroup Global Markets Inc. (the "Firm"), which does and seeks to do business with companies covered in 
its research reports. As a result, investors should be aware that the Firm may have a conflict of interest that could affect the objectivity of this 
report. Investors should consider this report as only a single factor in making their investment decision. Non-US research analysts who have 
prepared this report, and who may be associated persons of the member or member organization, are not registered/qualified as research 
analysts with the NYSE and/or NASD, but instead have satisfied the registration/qualification requirements or other research-related standards 
of a non-US jurisdiction. 

Citicgroup Global 
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Opinion 
In an accompanying sector report published today’, we are shifting to new power price and carbon price assumptions 
for RWE, which remains one of our top five utility stocks. The purpose of this short note is to make the same 
adjustineiits to our forecasts for E.ON. We are also taking other recent developments into account, including the rise 
in the value of E.ON’s stake in Gazprom and the agreement with RAG to exit from Degussa. Chiefly, because we 
see no near-term solution to E.ON’s underleveraged balaiice sheet, we have taken the stock off our list of top five 
utility stocks. However, the stock remains undervalued in our view, and we are maintainiiig our Buy rating with a 
target price raised from €90 per share to €100 per share (not counting a €7 per share dividend distribution due in 
March). 

Forecast changes 
The chief changes we are malting to our assumptions are as follows: 

> 

Power prices - We are sticking with an achieved power price estimate of €3.5/MWli for FY06E but raising our 
assumption for FY07E from €37/MWh to €40/MWh. Our long-run power price assuniption rises from €43/MWh 
to €47/MWh, in  line with our latest estimate of the new entrant generation price in Germany. 

Emissions trading - We now assume the German government takes advantage of the provision to auction off 
10% of the permits it allocates for the 2008-2012 period. As with RWE, we now assume the total shortfall for 
the 2008-2012 period is 2.5%, against 10% previously, which we assume E.ON fill by buying permits at 
€20/tonne. 

Degussa - We factor in the disposal of E.ON’s 43% stake in Degussa for €2.3bn, in line with E.ON’s 
announcement of 19 December 2005. Also, we assume E.ON pays a special dividend of €4.25 per share in March 
200.5 on top of the ordinary dividend, which we forecast at €2.76 per share. 

The first two issues are discussed in more detail in our sector report’. As a result of these changes, our pre- 
exceptional EPS estimates change as follows: 

for FY06E, we are downgrading by 2%, to €6.60; and 

* for FY07E and FY08E we are marginally upgrading to €6.84 in both years. 

Balance sheet 
E.ON, of course, remains grossly underleveraged. We expect E.ON, having walked away from Scottish Power on 22 
November 2005, to remain underleveraged for the foreseeable future. We are sccptical that the company will 
announce a further special dividend (on top of the Degussa payment) or carry out a share buy-back to releverage the 
balance sheet, and we do not anticipate any major investnients in the near term that would effectively accomplish the 
same thing. We would not be surprised were E.ON to revive its interest in ScottishPower in due course, and we 
would view this as a potential positive trigger for E.ON’s shares. However, we suspect it will not materialise until 
2H06. Any such acquisition is unlikely to close until 2007, when Scottish Power should complete the Pacificorp 
disposal. Reaching agreement over price is still likely to prove a major stunibling block in the way of any takeover 
of ScottishPower by E.ON. 

Valuation 
The E.ON sum of parts calculatioii has become increasingly affected by movements in the share price of Gazproni, in 
which E.ON owns a 6.43% stake. As Figure 1 sets out, the market value of this asset has riser) from €3.6bn (or €S”  1 
per E.ON share) at 1 January 2005 to @9.0bn, or €13.0 per E.ON share, at the end of December. This asset is 
accounted for as part of E.ON’s financial assets, which are marked to market at the balance sheet date. 



Figure 1. Value of E.ON's 6.43% Stake in Gazprom at Market Prices (€ per E.ON Share) 

'1 6.0 

14.0 

12.0 

10.0 

8.0 

6.0 

4.0 

2.0 

€1 3 per share at 30 December 2005 

€5 per share at 1 January 2005 

€1  3 per share at 30 December 2005 

€5 per share at 1 January 2005 

Source: Bloomberg and Cillgroup Investment Research Analysis 

Our last published valuation of E.ON took tlie financial assets basically at the 3 1 December 2004 balance sheet 
valuation of €1 7.Sbn. This of course failed to capture the r ise in the Gazproni share price. We are correcting for this 
in the SOP calculation below, which is based on the current market value of Gazproni. Our valuation also takes into 
account the €4.2.5 special dividend to be distributed in relation to the Degussa disposal (Le. it is "ex" the Degussa 
special dividend). In total, our SOP now stands at €99 per share against our last published estimate of €93 per share. 
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Figure 2. E.ON Summary Sum of Parts 

Value Value Method NOGE Reality check 
(cm) per EEITDA (cm) 

share 
(cm) 

57 Chiefly based on DCF of component parts 5.668 6 9x WEBITDA multiple in 2006E Central Europe 
Pan-European gas 
UK 
Nordic 
US-Midwest 
Corporate centre 
Total core businesses (ex associates) 

Financial assets 

of which 6 42% of Gazprom 

Total 

Net cash 
Pension liabilities 
Nuclear liabilities 
Other liabilities 
Minorities 

39,264 
9,582 

11,173 
10,535 
4,049 

73,283 

19,229 

9,552 

92,512 

-1,320 

2,751 
-8,269 
-8,184 
-5,844 
-4,252 

14 DCWRAB benchmarking 1,647 5 8x WEBITDA multiple in 2006E 
16 6 9x WEBITDA multiple in 2006E 
15 Assumed EBITDA multiple 1,317 8 Ox FVIEBITDA multiple in 2006E 
6 Assumed EBITDA multiple 540 7 5x FVIEBITDA multiple in 2006E 

-2 Assumed EBITOA multiple -189 7 Ox FV/EBITDA multiple in 2006E 
106 10,595 6 . 9 ~  FVIEBITDA multiple in 2006E 

f 0  3m per MW, f160 per customer and RABs 1,613 

28 Estimated book value at 31/12/06 including 725 

14 
current market value of Gazprom 

134 11,320 

4 
-12 
-12 

-8 
-6 

Forecast book value at 31/12/05 
Forecast book value at 31/12/05 

Based on Smith Barney model - current book value is E12 3bn 
Based on Smith Barney model - current book value Is E13 Obn 

Forecast book value at 31/12/05 

0 

Net equity value 68,713 99 
Source Citigroup Investment Research 

Based on the FY06E and FY07E PIE and EVIEBITDA multiples, a sector average rating would imply a share price 
of between €86 and €104 per share. The P/E multiples are arguably distorted by E.ON’s unleveraged balance sheet, 
and the headline EV/EBITDA is affected by the fact that the financial assets generate little return. Stripping these 
out in line with book value (i.e. focussing on the pre-associate EV/EBITDA multiple), a sector average multiple 
suggests a share price in excess of €100. This would rise further were we to adjust for the financial assets at current 
market value. 

Taking into account both our revised SOP and the valuation multiples, we have opted for a €100 target price. Taking 
into account our forecast for a dividend distribution of €7.0 per share in March 2006, this should provide a total 
return of 20% based on the current share price. 
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Figure 3. Valuation Multiples 

P106E FY07E 

PE (pre-exceptional, pre-goodwill) 
E ON 
Sector average 
E ON share price at sector average 

RIIEBITOA (adjusted) 
E ON 
Sector average 
E ON share price at sector average 

NlEBlTOA (adjusted, pre associates) 
E ON 
Sector average 
E ON share price at sector average 

13 5 
13 7 

90 

7 7  

91 
7 a  

6 4  
7 4  
104 

13 0 
12 6 

86 

7 5  
7 3  
87 

6 2  
6 9  
100 

Dividend yield 3 7% 4 3% 
E ON 4 4% 4 8% 
Sector average 74 79 

. E.ON share price at sector average 13.5 13.0 
Source: Cltigroup Investment Research 

Figure 4. Divisional Breakdown (€m) 
Adjusted EBlT 

Central Europe 
Pan-European Gas 
UK 
Nordic 
US-Midwest 
Corporate centrelconsolidation 
Core businesses 
Viterra 
Degussa 
Total continuing operations 
Source: Company reports and Citigroup Investment Research estimates 

2W3A 2004A 2W5E 2006E 

2,979 3,602 4,194 4,410 
1,463 

610 
546 
31 7 

5,596 
456 
176 

-319 

1,428 1,430 1,664 

701 746 a49 
1,017 1,028 1,060 

349 350 350 
-314 -330 -231 

6,783 7,418 8,103 
471 0 D 
107 150 0 

6,228 7,361 7,568 8,103 

2007E 

4,ma 
1,574 
1,093 

959 
357 

-231 
8,360 

0 
0 

8,360 

ZWBE 

4,670 
1,462 
1,125 
1,076 

364 
-231 

8,466 
0 
0 

8,466 

2009E 

4,766 
1,350 
1,157 
1,199 

371 
-231 

8,613 
0 
0 

8,613 

2010E - 
4,868 
1,334 
1,190 
1,330 

378 
-231 

8,870 
0 
0 

8,870 

Figure 5. Key Financial Items 

2003A 2004A 2005F 2W6F 2007F 2008F 2009F 2010F 

EPS from ongoing operations (E) 
EPS from discontinued operations/other (E) 
Total reported group EPS (E) 
Adjusted EPS (E) 
DPS (E) 
Cashflow/share (E) 
Free cash flow (Em) 
Net cash (debt) (E ON definition) (Em) 
Gearing 
Payout ratio based on clean earnings 
EBlTDAlnet interest expense 
Source: Company reports and Citigroup Investment Research estimates 

6 04 
1 07 
7 11 
4 24 
2 00 
9 6  

2,878 
-7,855 

8.5 

26% 
47% 

6 62 
-0 01 
6 61 
5 52 
2 35 

3,260 

7 7% 
43% 

9.2 

9 8  

-5,483 

6 52 
4 93 

11 45 

7 01 
9 9  

2,649 
2,632 

-4% 
11 9% 

24.5 

5 a7 

7 36 
0 00 
7 36 
6 60 
3 24 
11 4 

3,616 
2,751 
-4% 
49% 
25.0 

6 a4 

6 a4 
6 a4 
3 ai 

0 00 

11 8 
3,535 
3,647 

-6 % 
56% 
27.7 

6 a4 
0 00 
6 84 

3 93 
11 9 

3,646 
4,255 

-7% 
57% 
29.0 

6 a4 

6 95 
0 00 
6 95 
6 95 
4 04 
12 2 
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Figure 6. Group Financial Forecasts (Em) 

Profit and Loss 20WA 2W4A 20ffiF 2006F 2W7F ZOOBF 2OWF Z O l O F  

Sales 
Operating costs 
Adjusted E8lTOA before associates 
Adjusted E8iTOA including associates 
Depreciation 
Adjusted €BIT 

Adjusted interest income 
Net book gains 
Restructuring costs and non-operating earnings 
Other non-operating earnings 
Pre-tax profit 
Tax 
Minorities 
Discontinued items/other 
Net attributable profit 

of which associates & income from investments 

42,541 
33,991 
8,550 
9,458 

-3,230 
6,228 

908 
-1,663 
1,257 
-479 
195 

5,538 
-1,124 

-464 
697 

4,647 

44,745 
34,922 

9,823 
10,520 

7,361 
697 

-1,140 
589 

-1 08 
97 

6,799 
-1,947 

-504 
-9 

4,339 

-3,159 

51,637 
41,787 
9,850 

10,575 

7,527 
725 

403 

50 
7,062 

-3,048 

-904 

-1 4 

-2,235 
-529 

3,247 
7,545 

50,685 
40,090 
10,595 
11,165 

8,062 
570 

-888 
0 
0 
0 

7,175 
-2,270 

-556 
500 

4,848 

-3,103 

50,751 
39,842 
10,909 
11,474 
-3,155 
8,319 

565 
-869 

0 
0 
0 

7,449 
-2,359 

-583 
0 

4,507 

51,011 
39,942 
11,069 
1 1,628 

8,425 
560 

-869 
0 
0 
0 

7,556 
-2,433 

-613 
0 

4,510 

-3,203 

51,291 
40,026 
11,265 
11,820 
-3,248 
8,572 

555 
-866 

0 
0 
0 

7,706 
-2,482 

-643 
0 

4,581 

51,685 
40,118 
11,568 
12,117 
-3,288 
8,829 

549 
-855 

0 
0 
0 

7,973 
-2,569 

-675 
0 

4,729 
Adjusted net attributable profit 2,772 3,621 3,871 4,348 4,507 4,510 4,581 4,729 
*Pre-tax profit before restructuring costs, non-operating earnings and financial exceptionals 

20WA 2W4A 2OffiF 2006F 2W7F 2008F 2OWF 2010F Cash flow 

Gross cash flow 5,538 5,972 6,199 7,416 7,685 7,796 7,974 8,228 
--- 

Capex -2,660 -2,712 -3,550 -3,800 -4,150 -4,150 -4,150 -4,150 
Acquisitions -6,536 -2,958 -1,451 -1,200 0 0 0 0 
Oisposal proceeds 7,463 1,825 8,752 2,800 0 0 0 0 

Issue/(redemption) of group equity -7 0 0 0 0 0 0 0 
Otherkhange in scope of consolidation 2,966 1,990 0 0 0 0 0 0 
Change in net debt 5,143 2,519 8,115 118 896 608 684 833 

Dividends -1,621 -1,598 -1,835 -5,098 -2,639 -3,038 -3,140 -3,245 

Balance Sheet 20WA 2W4A 2005F 2006F 2W7F 2008F 2009F 2010F 

Intangible assets 4,153 3,788 3,440 3,125 2,838 2,578 2,341 2.127 
Property plant and equipment 42,797 43,563 40,539 42,751 44,033 45,740 46,879 48,455 
Financial assets 17,725 17,263 17,676 17,961 18,243 18,523 18,800 19,075 
Stocks 2,477 2,647 2,687 2,727 2,768 2,809 2,852 2,894 
Receivables 18,025 18,436 18,567 18,700 18,836 18,975 19,116 19,260 
Cash and equivalents 10,795 12,016 5,000 5,000 5,000 5,000 5,105 5,938 
Other assets 1,923 1,895 1,895 1,895 1,895 1,895 1,895 1,895 

Total assets 97,895 99,608 89,803 92,159 93,613 95,519 96,987 99,644 
Debt -19,631 -18,333 -3,202 -3,083 -2,187 -1,579 -1,000 -1,000 
Provisions -34,328 -34,242 -33,829 -34,622 -35,445 -36,297 -37,181 -38,097 
Trade creditors -3,778 -3,662 -3,735 -3,810 -3,886 -3,964 -4,043 -4,124 
Other liabilities -13,449 -13,516 -16,279 -13,320 -13,219 -12,821 -12,426 -12,035 
Minorities -4,625 -4,144 -4,197 -4,252 -4,311 -4,372 -4,436 -4,504 

Shareholders Funds 29,774 33,560 36,410 40,920 42,414 44,336 45,750 47,733 
Source: Company reports and Ciligroup Investment Research estimates 
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Investment Thesis 

We rate E.ON Buy/ Medium Risk ( IM)  with a €90 target price. We believe the core German electricity business 
should benefit over the next couple of years from higher wholesale power prices, and we are relaxed about the 
potential impact of regulatory changes on network profits. We also think the competitive threat to Ruhrgas in 
Germany is manageable, at least for the next few years. This leaves scope for the strong financial fundamentals of 
E.ON to assert themselves. Under CEO Wulf Bernotat, E.ON has steadily become a much more shareholder-friendly 
company over the last 2 years and recently adopted a new, more generous dividend policy. The main cloud on the 
horizon is that the company suffers from an increasingly uiiderleveraged balance sheet. E.ON is lilcely to resolve this 
problem by making large acquisitions. Although we are concerned about the risk of overpayment by E.ON, we 
suspect the advantage of a more efficient balance sheet structure will lead to share price upside. We also believe the 
strength of the German wholesale power market still has scope to drive the share price higher. 

Valuation 
We use a sum-of-parts method applying a vaiiety of valuation techniques to the various divisions. For the German 
electricity business we use DCF for generation and use comparable company analysis to value networks. We apply 
EV/EBITDA multiples to the downstream gas and international businesses, save Powergen, where we value the 
power stations and supply business in line with recent trade sale multiples and derive a network valuation based on 
the regulatory asset base. For Ruhrgas we use a SOP technique. Non-core valuations are based on agreed sales prices 
or estimated market values. Financial assets are taken at book value, while nuclear liabilities are subtracted at a value 
generated by a separate DCF niodel. Pension provisions are deducted at book value and a portion of the book value 
of other provisions is also subtracted. Our latest SOP valuation is €99 per share. We cross check our sum-of-parts 
valuation by reference to valuation multiples at group level. On the current FY06E sector average core EV/EBITDA 
multiple, E.ON would trade at €104 per share. Overall, we think a target price of €100 looks reasonable. 

Risks 
We rate E.ON Medium Risk. The risk rating on the stock is derived after consideration of a number of factors. These 
factors include an assessment of industry-specific risks, financial risk and management risk. In addition, we consider 
historical share price volatility, based upon the input of the Citigroup quantitative research team, as a possible 
indicator of future stock-specific risk. Risks elsewhere include regulatory risks in both the gas and the electricity 
markets in Germany as well as the risk that E.ON may pay too much for future acquisitions. In addition, the group’s 
financials are complex and transparency is not all it could be. For example, provision inovements complicate the 
reconciliation of P&L account to cash flow, and the divisional profit breakdown provided is at a higher level than we 
would like. With regard to the investment thesis and achievement of our target price, these could be undermined by 
renewed competition in German generation, or by regulatory change proving more severe than we currently 
anticipate. In addition, E.ON may make acquisitions and has a track record of paying prices above our view of fair 
value. Finally, if competition does erupt in the German gas market, then Ruhrgas would probably need to renegotiate 
its long-term gas purchasing and this might not prove to be a smooth process. 

Page - 7 - 



ANALYST CERTIFICATION Amendix A- l  

9 
2 
$ 
3 

2 - 
0 
% 

01 a 

3 

1 14 Jan 03 2M 5 0 0 0  42 52 
2 3 Feb 03 '1M 5000 41 97 

5 12 Sep 03 Stock rating system changed 
6 12 Sep 03 '2M '5000 44 50 
7 12 Dec 03 2M '53 00 48 68 
8 29 Jan 04 2M '5750 51 60 
9 18 Mar 04 '2H '6000 51 55 

i o  8 Sep 04 *IM '7000 58 10 
11 7 Jan 05 iM '7500 67 71 
12 7 Jan 05 1M 7 5 0 0  67 71 
13 28 Jul 05 1M '8600 76 40 
14 2 Sep05 1M '9000 78 84 

3 27 May 03 1M 50 00 43 00 
4 15 Aug 03 '2M 5 0 0 0  47 01 

Citigroup Global Markets Inc or an affiliate received compensation for products and services other than investment banking sewices from E ON 
in the past 12 months 

Citigroup Global Markets Inc currently has, or had within the past 12 months, the following company(ies) as clients, and the services provided 
were non-investment-bankinq, securities-related: E.ON. 

Citigroup Global Markets Inc currently has, or had within the past 12 months, the following company(ies) as clients, and the services provided 
were non-investment-banking, non-securities-related E ON 

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets lnc 
and its affiliates ("the Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability, which includes 
revenues from. amono other business units. the Private Client Division. Institutional Eouities. and Investment Bankina. 

Citigroup Investment Research Ratings Distribution 
Data current as of 37 December 2005 BUY Hold Sell 

% of companies in each rating category that are investment banking clients 47% 48% 37% 
Utilities -- Europe (30) 40% 50% 10% 
% of companres in each rating category thaf are rnvestmenf banking clients 58% 53% 33% 

Citigroiip Investment Research Global Fundamental Coverage (2784) 42% 41% 17% 

Guide to  Fundamental Research Investment Ratings: 
Citigroup Investment Research's stock recommendations include a risk rating and an investment rating 
Risk ratings, which take into account both price volatility and fundamental criteria, are Low (L), Medium (M), High (H), and Speculative (S) 
Investment ratings are a function of Citigroup Investment Research's expectation of total return (forecast price appreciation and dividend yield 
within the next 12 months) and risk rating 
For securities in developed markets (US, UK, Europe, Japan, and AustralidNew Zealand), investment ratings are Buy (1) (expected total return 
of 10% or more for Low-Risk stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for Speculative 
stocks), Hold (2) (0%-10% for Low-Risk stocks, 0%-15% for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% for Speculative 
stocks), and Sell (3) (negative total return) 
Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, 
or a change in target price (subject to limited management discretion) At other times, the expected total returns may fall outside of these ranges 
because of market price movements and/or other short-term volatility or trading patterns Such interim deviations from specified ranges will be 
permitted but will become subject to review by Research Management Your decision to buy or sell a security should be based upon your 
personal investment ObjeCtiVeS and should be made only after evaluating the stock's expected performance and risk 
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Between September 9,2002, and September 12,2003, Citigroup Investment Research's stock ratings were based upon expected performance 
over the following 12 to 18 months relative to the analyst's industry coverage universe at such time An Outperform (1) rating indicated that we 
expected the stock to outperform the analyst's industry coverage universe over the coming 12-18 months An In-line (2) rating indicated that we 
expected the stock to perform approximately in line with the analyst's coverage universe An Underperform (3) rating indicated that we expected 
the stock to underperform the analyst's coverage universe In emerging markets, the same ratings classifications were used, but the stocks were 
rated based upon expected performance relative to the primary market index in the region or country Our complementary Risk rating system -1 
Low (L). Medium (M), High (H), and Speculative (S) -- took into account predictability of financial results and stock price volatility. Risk ratings for 
Asia Pacific were determined by a quantitative screen which classified stocks into the same four risk categories. In the major markets, our 
Industry rating system -- Overweight, Marketweight. and Underweight -- took into account each analyst's evaluation of their industry coverage as 
compared to the primary market index in their region over the following 12 to 18 months 

OTHER DISCLOSIJRES 
Citigroup Global Markets Inc or its affiliates beneficially owns 5% or more of any class of common equity securities of E ON 

Citigroup Global Markets Inc or its affiliates holds a long position in any class of common equity securities of E ON 

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial 
instruments and may act as principal in connection with such transactions The Firm is a regular issuer of traded financial instruments linked to 
securities that may have been recommended in the Product. The Firm regularly trades in the securities of the subject company(ies) discussed in 
the Product The Firm may engage in securities transactions in a manner inconsistent with the Product and, with respect to securities covered by 
the Product, will buy or sell from customers on a principal basis 

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or 
other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of 
the principal amount invested Although information has been obtained from and is based upon sources that the Firm believes to be reliable, we 
do not guarantee its accuracy and it may be incomplete and condensed Note, however, that the Firm has taken all reasonable steps to 
determine the accuracy and completeness of the disclosures made in the Important Disclosures section of the Product In producing Products, 
members of the Firm's research department may have received assistance from the subject company(ies) referred to in the Product Any such 
assistance may have included access to sites owned, leased or otherwise operated or controlled by the issuers and meetings with management, 
employees or other parties associated with the subject company(ies) Firm policy prohibits research analysts from sending draft research to 
subject companies However, it should be presumed that the author of the Product has had discussions with the subject company to ensure 
factual accuracy prior to publication. All opinions, projections and estimates constitute the judgment of the author as of the date of the Product 
and are subject to change without notice Prices and availability of financial instruments also are subject to change without notice Although 
Citigroup Investment Research does not set a predetermined frequency for publication, if the Product is a fundamental research report, it is the 
intention of Citigroup Investment Research to provide research coverage of the/those issuer(s) mentioned therein, including in response to news 
affecting this issuer, subject to applicable quiet periods and capacity constraints. The Product is for informational purposes only and is not 
intended as an offer or solicitation for the purchase or sale of a security Any decision to purchase securities mentioned in the Product must take 
into account existing public information on such security or any registered prospectus 

Investing in non-U S securities, including ADRs, may entail certain risks. The securities of non-U S. issuers may not be registered with, nor be 
subject to the reporting requirements of the U S  Securities and Exchange Commission There may be limited information available on foreign 
securities Foreign companies are generally not subject to uniform audit and reporting standards, practices and requirements comparable to 
those in the tJ.S Securities of some foreign companies may be less liquid and their prices more volatile than securities of comparable U S  
companies In addition, exchange rate movements may have an adverse effect on the value of an investment in a foreign stock and its 
corresponding dividend payment for U S investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions, 
deemed accurate, but investors are urged to consult their tax advisor for exact dividend computations. Investors who have received the Product 
from the Firm may be prohibited in certain states or other jurisdictions from purchasing securities mentioned in the Product from the Firm Please 
ask your Financial Consultant for additional details Citigroup Global Markets Inc takes responsibility for the Product in the United States Any 
orders by non-US investors resulting from the information contained in the Product may be placed only through Citigroup Global Markets Inc. 

The Citigroup legal entity that takes responsibility for the production of the Product is the legal entity which the first named author is employed 
by. The Product is made available in Australia to wholesale clients through Citigroup Global Markets Australia Pty Ltd (ABN 64 003 114 832 
and AFSL No 240992) and to retail clients through Citigroup Wealth Advisors Pty Ltd (ABN 19 009 145 555 and AFSL No 240813), 
Participants of the ASX Group and regulated by the Australian Securities & Investments Commission Citigroup Centre, 2 Park Street, Sydney, 
NSW 2000. If the Product is being made available in certain provinces of Canada by Citigroup Global Markets (Canada) Inc. ("CGM Canada"), 
CGM Canada has approved the Product Citigroup Place, 123 Front Street West, Suite 1100, Toronto, Ontario M5J 2M3 The Product may not 
be distributed to private clients in Germany The Product is distributed in Germany by Citigroup Global Markets Deutschland AG & Co KGaA, 
which is regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin) Frankfurt am Main, Reuterweg 16, 60323 Frankfurt am Main. If 
the Product is made available in Hong Kong by, or on behalf of, Citigroup Global Markets Asia Ltd , it is attributable to Citigroup Global Markets 
Asia Ltd., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong Citigroup Global Markets Asia Ltd is regulated by Hong Kong Securities 
and Futures Commission If the Product is made available in Wong Kong by The Citigroup Private Bank to its clients, it is attributable to Citibank 
N A , Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong The Citigroup Private Bank and Citibank N A. is regulated by the Hong Kong 
Monetary Authority The Product is made available in India by Citigroup Global Markets India Private Limited, which is regulated by Securities 
and Exchange Board of India Bakhtawar, Nariman Point, Mumbai 400-021. If the Product was prepared by Citigroup Investment Research and 
distributed in Japan by Nikko Citigroup Ltd , it is being so distributed under license Nikko Citigroup Limited is regulated by Financial Services 
Agency, Securities and Exchange Surveillance Commission, Japan Securities Dealers Association, Tokyo Stock Exchange and Osaka 
Securities Exchange Akasaka Park Building, 2-20, Akasaka 5-chome, Minato-ku, Tokyo 107-6122 The Product is made available in Korea by 
Citigroup Global Markets Korea Securities Ltd , which is regulated by Financial Supervisory Commission and the Financial Supervisory Service 
Hungkuk Life Insurance Building, 226 Shinmunno I-GA, Jongno-Gu, Seoul, 110-061 The Product is made available in Malaysia by Citigroup 
Global Markets Malaysia Sdn Bhd, which is regulated by Malaysia Securities Commission Menara Citibank, 165 Jalan Ampang, Kuala Lumpur, 
50450 The Product is made available in Mexico by Acciones y Valores Banamex, S A. De C. V , Casa de Bolsa, which is regulated by 
Comision Nacional Bancaria y de Valores. Reforma 398, Col. Juarez, 06600 Mexico, D.F In New Zealand the Product is made available 
through Citigroup Global Markets New Zealand Ltd , a Participant of the New Zealand Exchange Limited and regulated by the New Zealand 
Securities Commission. Level 19, Mobile on the Park, 157 lambton Quay, Wellington. 
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The Product is made available in Poland by Dom Maklerski Banku Handlowego SA an indirect subsidiary of Citigroup Inc., which is regulated by 
Komisja Papierow Wartosciowych i Gield Bank Handlowy w Warszawie S A. uI Senatorska 16, 00-923 Warszawa The Product is made 
available in the Russian Federation through ZAO Citibank, which is licensed to carry out banking activities in the Russian Federation in 
accordance with the general banking license issued by the Central Bank of the Russian Federation and brokerage activities in accordance with 
the license issued by the Federal Service for Financial Markets Neither the Product nor any information contained in the Product shall be 
considered as advertising the securities mentioned in this report within the territory of the Russian Federation or ocJtside the Russian Federation 
The Product does not constitute an appraisal within the meaning of the Federal Law of the Russian Federation of 29 ,July 1998 No 135-FZ (as 
amended) O n  Appraisal Activities in the Russian Federation 8-10 Gasheka Street, 125047 Moscow The Product is made available in 
Singapore through Citigroup Global Markets Singapore Pte Ltd., a Capital Markets Services Licence holder, and regulated by Monetary 
Authority of Singapore. 1 Temasek Avenue, #39-02 Millenia Tower, Singapore 039192 Citigroup Global Markets (Pty) Ltd is incorporated in  
the Republic of South Africa (company registration number 2000/025866/07) and its registered office is at 145 West Street, Sandton, 2196, 
Saxonwold. Citigroup Global Markets (Pty) Ltd is regulated by JSE Securities Exchange South Africa, South African Reserve Bank and the 
Financial Services Board The investments and services contained herein are not available to private customers in South Africa The Product is 
made available in Taiwan through Citigroup Global Markets Inc (Taipei Branch), which is regulated by Securities & FUtlJreS Bureau No portion 
of the report may be reproduced or quoted in Taiwan by the press or any other person No 8 Manhattan Building, Hsin Yi Road, Section 5, 
Taipei 100, Taiwan The Product is made available in United Kingdom by Citigroup' Global Markets Limited, which is regulated by Financial 
Services Authority This material may relate to investments or services of a person outside of the UK or to other matters which are not regulated 
by the FSA and further details as to where this may be the case are available upon request in respect of this material Citigroup Centre, Canada 
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contrary, within EU Member States, the Product is made available by Citigroup Global Markets Limited, which is regulated by Financial Services 
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Company Update 

Dividends Sooner, Acquisitions Later? 
The lack of an immediate acquisition opportunity may lead management to 
address shareholder returns in the coming months. We expect 20% ordinary DPS 
growth for 2005E; the EUR4 25lshare special dividend from Degussa; and 
wonder whether an open-ended buy-back might be in the offing until a realistic 
target appears Moreover, power market fundamentals are buoyant. However, 
E.ON is not the most sensitive play on wholesale prices, the restructuring is 
essentially over after the Degussa sale, and the clear corporate ambition for a 
major acquisition somewhat shades the other strong medium term positives in our 
view 

This note updates our forecasts and valuation for our latest, higher assumptions 
on power prices. 

Limited Upside to Sector Rating 
Our SOP valuation is now EUR98lshare (up from EUR83lshare) mainly due to 
higher power price assumptions and the recent strength in Gazprom's share 
price. This value includes ElJR4.25lshare special dividend. The SOP implies a 
sector average 2007E EVlEBlTDA multiple of 7 8x, which we believe is 
appropriate given the degree of M&A uncertainty. We retain our Neutral 
recommendation. 

Estimates (Dec) 

( E W  

EPS (Reported) 
EPS (Adjusted) 
EPS Change (YoY) 
Dividend I Share 
ADR EPS (Adjusted -US$) 
ADR Dividend I Share (US$) 
EBITDA (Adjusted) 

2003A 

7 11 
4 42 

2 00 
1 86 
0 84 

9,458 

IFRS 

28 7% 

2004A 

6 60 
5 74 

29 8% 
2 35 
2 60 
1 06 

10,520 

IFRS 

2005E 

I O  81 
5 88 

2 5% 
7 07 
2 31 
2 78 

10,371 

IFRS 

2006E 
IFRS 

7 65 
6 83 

16 2% 
3 42 
2 75 
1 37 

11,070 

2007E 

7 39 
7 39 

8 1% 
3 69 
2 97 
1 49 

1 1,964 

IFRS 

Valuation (Dec) 
2003A 2004A 2005E 2006E 2007E 

PIE 199x 153x 150x 129x 119x 
Dividend Yield 226% 266% 800% 387% 4 18% 
EV I EBITDK 932x 838x 850x 796x 737x 

EVlEBlTDA (Adjusted) - -_ __ -  847x 800x 746x 
Free Cash Flow Yield* 498% 561% 375% -667% 324% 

* For full delinitions of rQ,,icrhod"'measures, see page i t  

Stock Data 
Price (Common I ADR) 
Investment Opinion 
Volatility Risk 
52-Week Range 
Market Value (mn) 
Shares Outstanding (mn) 
Average Daily Volume 
ML Symbol I Exchange 
ML Symbol I Exchange 
Bloomberg I Reuters 
ROE (2005E) 
Net Dbt to Eqty (Dec-2004A) 
Est 5-Yr EPS I DPS Growth 
Free Float 

EUR88 03 I US$35 60 
A-2-7 I A-2-7 
LOW I LOW 

EUR63 90-89 88 
EUR58,012 

659011,9790 
2,820,551 
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EOA GR I EONG DE 
12 0% 
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9 2 % l  137% 
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50 

40 
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>> Employed by a non-US affiliate of MLPF&S and is not registered/qualified as a research analyst under the NYSElNASD rules 
Merrill Lynch does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may 
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their 
investment decision. Customers of Merrill Lynch in the US can receive independent, third-party research on companies covered in this report, at no cost 
to them, if such research is available. Customers can access this independent research at http:/lwww.ml.com/independentresearch or can call 1-800-637. 
7455 to request a copy of this research. 
Refer to important disclosures on page 12 to 14. Analyst Certification on page 11. 10505137 
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E ON AG 

Key Income Statement Data (Dec) 2003A 2004A 2005E 2006E 2007E 
(EUR Millions) IFRS IFRS IFRS IFRS IFRS 

Sales 46,364 49,103 52,893 54,885 57,931 
EBITDA Adjusted 9,458 10,520 10,371 11,070 11,964 
Depreciation & Amortization (3,230) (3,159) (2,988) (2,968) (3,167) 
EBlT Adjusted 6,228 7,361 7,382 8,102 8,798 
Net Interest & Other Income (1,663) (1,140) (1,055) (894) (1,056) 
Tax Expense I Benefit (1,124) (1,947) (1,932) (2,160) (2,302) 
Net Income (Adjusted) 2,891 3,770 3,875 4,504 4,869 
Average Fully Diluted Shares Outstanding 654 657 659 659 659 

Key Cash Flow Statement Data 
Net Income (Reported) 4,647 4,339 7,122 5,042 4,869 
Depreciation & Amortization 3,230 3,159 2,988 2,968 3,167 
Change in Working Capital (1,191) (900) (530) (254) (371) 
Deferred Taxation Charge 0 0 0 0 0 
Other Adjustments, Net (1,148) (626) (3,000) (5,563) 335 
Cash Flow from Operations 5,538 5,972 6,580 2,193 7,999 
Capital Expenditure (2,660) (2,712) (4,395) (6,078) (6,114) 
(Acquisition) I Disposal of Investments (6,536) (2,573) (1,491) (639) (639) 
Other Cash Inflow l (Outflow) 9,235 4,689 7,991 3,439 639 
Cash Flow from Investing 3 9 0  (596) 2,105 (3,278) (6,114) 

Cost of Dividends Paid (1,621) (1,598) (2,058) (5,192) (2,812) 
Cash Flow from Financing (3,545) (4,461) (2,058) (5,192) (2,812) 

Change in Net Debt (4,016) (3,820) (6,627) 6,277 927 
Net Debt 7,855 5,483 (1,339) 4,938 5,865 
Key Balance Sheet Data 

Share Issue l (Repurchase) 0 (180) 0 0 0 

Non Cash Changes to Debt (530) (600) 0 0 0 

Property, Plant & Equipment 46,950 47,351 38,360 39,170 42,117 
Goodwill 13,955 14,454 14,162 14,162 14,162 
Other Intangibles 
Other Non-Current Assets 18,269 17,980 17,980 17,980 17,980 
Trade Receivables 6,047 6,534 7,246 7,518 7,936 
Cash &Equivalents 11,776 12,850 19,477 13,200 12,273 
Other Current Assets 14,853 14,893 14,579 14,698 14,882 
Total Assets 111,650 114,062 111,805 106,730 109,351 
Long-Term Debt 19,631 18,333 18,138 18,138 18,138 
Other Non-Current Liabilities 43,707 43,971 44,046 38,477 38,241 
Short-Term Debt 
Other Current Liabilities 14,113 14,054 14,440 14,566 14,777 
Total Liabilities 77,451 76,358 76,624 71,182 71,156 
Total Equity 34,399 37,704 35,180 35,548 38,195 
Total Equity & Liabilities 111,850 114,062 111,805 106,730 109,351 

--- --- _--  --- --- 

--- --- _--  --- --- 

Key Metrics 
iQiiie/hod'" - Bus Performance* 
Return On Capital Employed 476% 565% 533% 6 13% 676% 
Return On Equity 104% 11 9% 120% 144% 149% 
Operating Margin 134% 150% 140% 148% 152% 
Free Cash Flow (MM) 2,878 3,260 2,185 (3,885) 1,885 

iQme/hot/"' - Quality of Earnings* 
Cash Realization Ratio 1 92x 1 58x 170x 049x 164x 
Asset Replacement Ratio 082x 086x 147x 205x 193x 
Tax Rate 246% 31 3% 305% 300% 297% 
Net DebVEquity 228% 145% -381% 139% 154% 
Interest Cover 354x 381x 579x 727x 689x 
* Far full definitions ofiQe~urhad"'measures, see page 11 

Comoanv Descrietion 
E ON has transformed itself from domestic conglomerate 
to Europe's biggest energy utility, with a portfolio of 
mainly vertically integrated assets across Germany, 
Central Europe, the Nordic Region, the UK and the US It 
is active in both electricity and gas and its subsidiary 
Ruhrgas is likely to be central to future growth from this 
platform as powerlgas convergence gathers pace over 
the next decade 

Chart 1: 2004A EBlT 

6% 1% 
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Source: Mernil l y n c h  Eslimales 

Chart 2: 2004A Generation Capacity Germany 
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The focus of this note is to reassess E.ON’s earnings and valuation in the light of 
our new, higher wholesale power price assumptions. 

E.QN’s sensitivity to power prices is lower than RWE’s. This is a function of the 
lower production in Germany (c120TWh), the broader diversification of assets 
(E.ON has more gas assets for example) and lower financial gearing. E.ON also 
has a further 26TWh of output in Sweden exposed to Nordpool prices. Each 
EURllMWh on the EEX forward price would increase EBlT by around 
EUR120m, or ~1.5%. However, the practice of forward selling a year or more 
ahead means that E.ON will typically benefit from any price rise 12-18 months 
later. 

E.ON has a high quality generation mix in Germany. As well as 46% of output 
being non-fossil fuel nuclear (34%) and hydro (12%) E.ON has 30% hard coal 
The improving dark spread should boost overall profitability into 2007, once 
existing hedges unwind. 

ML Price Assumptions Raised 
Our forecasts for E.ON are based on the current EEX forward curve, adjusted in 
2005/6/7 to reflect the lagged impact of the 12-18 month hedging programme. We 
have made substantial changes to our electricity price forecasts, which had not 
been adjusted since September, to reflect the significant move upwards in the 
curve in the last few weeks. 

The main changes are to the longer dated end of the power curve. For example, 
we now use EUR451MWh held in real terms, which gives an outturn of 
EUR47,8/MWh in 201 0, versus ElJR42/MWh previously. 

The EUR36.31MWh realised baseload price used in our 2006 forecasts reflects 
forward sales already in place E.QN sold most of its 2006 output well before the 
recent run up in prices. Similarly, the EUR41.4/MWh we have used in 2007 
reflects our estimate of the forward sales -we anticipate E.ON has already 
hedged upwards of 60% of sales (56% declared in November). 

Chart 3: ML Assumptions E.ON’s Realised Price (EUWMWh) 
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Source: Merrill Lynch eslimales, EEX 
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The impact of current high prices will not feed through in full to E.ON's P&L until 
2008, assuming the forward curve remains at these levels, given the company's 
hedging strategy. 

We have also adjusted our forecasts to account for the sale af Degussa, 
announced in December 2005, with the EUR2.8bn proceeds being fully paid back 
to shareholders through a EUR4.2Ushare exceptional dividend (payable in 2006). 

Our 2005E forecasts remain unchanged, and for 2006E actually fall marginally, 
mainly due to the higher investment plans announced in December 2005. We 
have raised our recurrent EBlT forecasts for 2007 by 2% and 2008-l0E by 7-9%. 
EPS forecasts for 2008E and beyond also rise by 56%. 

We expect a 6.4% EBlT CAGR (2004A-2009E), mainly driven by Central Europe 
(9.4% CAGR) and Nordic (12.1Y0)" 

Full financial statements are shown at the end of this section 

Table 1: Changes in ML estimates (EURm) 

Continuing EBITDA 
Old estimates 
New estimates 
% change 

Adjusted EBlT 
Old estimates 
New estimates 
% change 

Recurrent EPS 
Old estimates 
New estimates 
% change 

2005E 2006E 

10,371 11,204 
10,371 11,070 

0% -1% 

7,382 8,240 
7,382 8,102 

0% -2% 

5 9 4  7 0 7  
5.88 6.83 
-1% -3% 

DPS 
Old estimates 2 8 2  353 
New estimates 7.07 3.42 
% change 151% -3% 
Source Merrill Lynch estimates 

2007E 

11,710 
11,964 

2% 

8,655 
8,798 

2% 

7 38 
7.39 
0% 

3 69 
3.69 
0% 

2008E 2009E 

12,014 12,350 
12,800 13,300 

7% 8% 

8,951 9,276 
9,576 10,059 

7% 8% 

782 841 
8.24 8.92 
5% 6% 

3 9 1  421 
4.12 4.46 
5% 6% 

2010E 

12,586 
13,560 

8% 

9,504 
10,315 

9% 

8 91 
9.45 

6% 

4 45 
4.73 
6% 

German Legislation in 2006 
There is a great deal of regulatory and political change underway in Germany 
which will affect utilities. Regulation-wise, the key issue in 2006 is that the 
regulator will announce tariff cuts in Spring based on the existing framework. 
Later in the year, new forward-looking tariff calculations will come into play. We 
continue to assume that tariff cuts will cumulatively reach cEUR560m by 2008, 
and that the net effect on E.ON after assuming cost cuts will be cEUR280m or 4% 
of 2005E EBIT. 

The German nuclear debate will continue to rumble on, given fresh impetus by 
the energy security worries resulting from Gazprom cutting gas supplies via 
Ukraine. We continue to believe that nuclear life extensions are inevitable during 
this parliament. Pressure for the disparate views to reach a workable consensus 
may accelerate post-Ukraine. We estimate that life extensions are worth at least 
EURSkhare to E.ON net of an assumed windfall tax. 

4 



E ON AG 

1 1  January 2006 

Other issues include the Federal Cartel Office plans to reduce the length of gas 
contracts between resellers and Distribution companies, which affects E.ON most 
because of its share in the gas market. This is expected to end up in Court and 
the case may take at least a year to resolve. The FCO has also dealt with 
customer complaints with power prices, a familiar story across Europe. 

investment Plans and Dividends 
E ON has announced its investment programme for 2006E-2008E last December, 
totalling EUR EUR18.6bn, at par with the EUR18 7bn plan for 2005-07E The 
focus is however shifting to 'growth' rather investment in existing assets, with the 
new programme being effectively a bigger commitment to concrete projects - e.g 
ElJR2,Obn allocated last year to upstream gas investment is excluded from the 
new programme. 

The plan earmarks EUR7.2bn for 'growth' (EUR4 2bn) with increases in 
Generation, T&D, Gas and Supply. Financial investments are much reduced to 
EU2.3bn (EIJR6. 1 bn); this reduction is accounted for largely by upstream gas 
(above) and the reduced likelihood of buying the Statkraft stake in E.ON Sverige 

The decision to pull back from ScottishPower in November 2005 has been well 
received by investors - E ON was the 2"d best performing Pan-European utility in 
Q4 2005. With ScottishPower off the agenda for the time being we raised our 
forecast DPS in November to EUR2.76/share, an increase of 20% versus 15% 
previously The sale of Degussa should allow a special dividend of EUR2.8bn, or 
EUR4.25khare in the summer of 2006E. 

This mix of ordinary and special dividends will still leave E.ON with an extremely 
inefficient balance sheet through 2006E. We believe E.ON still intends to grow 
through acquisitions, and ScottishPower still perhaps the most likely near term 
target. However, any fresh approach to ScattishPower cannot be made until May 
2006 at the earliest; and price is likely to remain an issue. Alternative bid targets 
are not obvious and as such much more distant prospects. 

These factors raise the possibility that E.ON announces an open-ended buy back 
programme in 2006. This would be a means of staving off further deterioration in 
balance sheet efficiency, whilst keeping the flexibility to make an acquisition if the 
opportunity arises. 
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Table 2: Profit and Loss Account (EURm) 

Total Sales 
Growfh 

Total EBITDA (incl associates) 
Growfh 
Margin 
Core Business Energy 
Central Europe 
Pan-European Gas 
UK 
Nordic 
US-Midwest 
Corporate CenferlConsalidafion 
Viterra 
Degussa 

Total EBlT 
Growth 
Margin 
Core Business Energy 
Central Europe 
Pan-Euro Gas 
UK 
Nordic 
US-Midwest 
Corporate CenterlConsolidation 
Viterra 
Degussa 

Financial expenses 
PBET 
Extraordinary items and non operating income 
PBT 

Income tax 
Minority interests 
Net income, continuing 
Discountinuing items I other 

Group Net Income 
Growfh 
Recurrent Group Net Income 
Growfh 

Reporfed EPS (EUR p s ) 
Recurrent EPS (EUR p s ) 

DPS (EUR p s ) 
Of which exceptional 
Payout ratio (on reporfed earnings) 
Payout rafio (on recurrent earnings) 
Source Mernll Lynch eslirnales 

2003A 
46,364 

27% 

9,458 
25% 
20% 

8,580 
4,471 
1,896 
1,036 

933 
517 

-273 
643 
235 

6,228 
34% 
13% 

5,621 
2,979 
1,463 

610 
546 
317 

-294 
456 
151 

-1,663 
4,565 

973 
5,538 

-1,124 
-464 

3,950 
697 

4,647 
67% 

2,891 
29% 

7 11 
4 42 

2 00 

28% 
45% 

2004A 
49,103 

6% 

10,520 
11% 
21% 

9,792 
4,908 
1,900 
1,592 
1,121 

544 
-273 
62 1 
107 

7,361 
18% 
15% 

6,783 
3,602 
1,428 
1,017 

701 
349 

-314 
471 
107 

-1,140 
6,221 

578 
6,799 

-1,947 
-504 

4,348 
-9 

4,339 
-7% 

3,770 
30% 

6 60 
5 74 

2 35 

36% 
41% 

2005E 
52,893 

8% 

10,371 
-1% 
20% 

10,262 
5,287 
1,889 
1,555 
1,256 

529 
-254 

0 
109 

7,382 
0% 

14% 
7,274 
3,976 
1,427 
1,027 

787 
352 

-295 
0 

109 

-1,055 
6,327 

0 
6,327 

-1,932 
-520 

3,875 
3,247 

7,122 
64% 

3,875 
3% 

10 81 
5 88 

7 07 
4 25 
65% 

120% 

2006E 
54,885 

4% 

11,070 
7% 

20% 
11,070 
5,901 
2,000 
1,526 
1,350 

534 
-240 

0 
0 

8,102 
10% 
15% 

8,102 
4,587 
1,537 
1,014 

895 
351 

-281 
0 
0 

-894 
7,208 

0 
7,208 
-30% 

-2,160 
-544 

4,504 
538 

5,042 

4,504 
16% 

7 65 
6 83 

3 42 

45% 
50% 

-29% 

2007E 
57,931 

6% 

1 1,964 
8% 

21% 
11,964 
6,356 
2,063 
1,698 
1,529 

570 
-252 

0 
0 

8,798 
9% 

15% 
8,798 
4,987 
1,567 
1,148 
1,016 

373 
-293 

0 
0 

-1,056 
7,742 

0 
7,742 
-30% 

-2,302 
-57 1 

4,869 
0 

4,869 
"3% 

4,869 
8% 

7 39 
7 39 

3 69 

50% 
50% 

2008E 
58,209 

0% 

12,800 
7% 

22% 
12,800 
6,806 
2,121 
1,832 
1,675 

605 
-238 

0 
0 

9,576 
9% 

16% 
9,576 
5,433 
1,625 
1,235 
1,154 

408 
-279 

0 
0 

-1,027 
8,549 

0 
8,549 
-29% 

-2,516 
-605 

5,429 
0 

5,429 
12% 

5,429 
12% 

8 24 
8 24 

4 12 

50% 
50% 

2009E 
58,753 

1% 

13,300 
4% 

23% 
13,300 

7,005 
2,197 
1,917 
1,767 

640 
-227 

0 
0 

10,059 
5% 

17% 
10,059 
5,632 
1,701 
1,310 
1,238 

445 
-268 

0 
0 

-874 
9,185 

0 
9,185 
-29% 

-2,684 
-621 

5,880 
0 

5,880 
8% 

5,880 
8% 

8 92 
8 92 

4 46 

50% 
50% 

2010E 
59,734 

2% 

13,560 
2% 

23% 
13,560 
7,097 
2,206 
1,942 
1,860 

6 75 
-219 

0 
0 

10,315 
3% 

17% 
10,315 
5,724 
1,709 
1,336 
1,323 

483 
-260 

0 
0 

-632 
9,683 

0 
9,683 
-29% 

-2,816 
-636 

6,230 
0 

6,230 
6% 

6,230 
6% 

9 45 
9 45 

4 73 

50% 
50% 

04A -09E 05E -10E 
CAGR CAGR 

3.7% 2.5% 

4.8% 5.5% 

6.4% 

6.2% 

6.9% 

8.9% 

9.3% 10.0% 

6.2% -2.6% 
9.2% 10.0% 

13.7% 
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Table 3: Cash Flow (EURm) 

Net income 
Minority interests 
Income from discontinued operations 
Depreciation, Amortisation, Impairments 
Gains I Losses on Disposals 
Change in provisions 
Change in deferred taxes 
Change in working capital 
Other non-cash items 
Cash Flow from Owations 

Disposals 
Investments 
Change in securities > 3 months and other liquid funds 
Cash Flow from Investments 

Free cash flow 

Net change in treasury stock 
Payment of cash dividends 
Net proceeds from financial liabilities 
Cash flow from Financing 

Net cash income I outgoings 
Forex impact on net cash 
Cash from discontincied operations 
Change net cash &equivalents 

Cash at yle 
Source: Mernll Lynch estimates 

2003A 2004A 
4,647 4,339 

464 504 
-1,137 9 
3,272 3,256 

-1,815 -900 
1,586 36 
-132 0 

-7,191 -900 
-156 -372 

5,538 5,972 

7,035 3,457 

2,200 1,232 
39 -596 

2,878 3,260 

7 0 
-1,621 -1,598 
-1,931 -2,845 
-3,545 -4,461 

-9,196 -5,285 

2,032 915 
-43 -60 
-10 0 

1,979 855 

3,321 4,176 

2005E 2006E 
7,122 5,042 

520 544 

2,988 2,968 
-403 0 
129 -5,569 

0 0 
-530 -254 

0 0  
6,580 2,193 

-3,247 -538 

2007E 
4,869 

57 1 
0 

3,167 
0 

-237 
0 

-37 1 
0 

7,999 

2008E 2009E 
5,429 5,880 

605 621 
0 0 

3,224 3,241 
0 0 

-315 -404 
0 0 

-108 -99 
0 0 

8,835 9,238 

6,500 2,800 0 0 0 
-4,395 -6,078 -6,114 -5,400 -2,616 

0 0  0 0 0 
2,105 -3,278 -6,114 -5,400 -2,616 

8,685 2,193 7,999 3,435 6,622 

0 0  0 0 0 
-2,058 -5,192 -2,812 -3,027 -3,323 

0 0  0 0 0 
-2,058 4,192 -2,812 -3,027 -3,323 

6,627 -6,277 -927 408 3,299 
0 0 0 0 0 
0 0 0 0 0 

6,627 -6,277 -927 408 3,299 

10,803 4,526 3,599 4,007 7,307 

201 OE 
6,230 

636 
0 

3,245 
0 

-507 
0 

-1 17 
0 

9,488 

0 
-2,616 

0 
-2,616 

6,872 

0 
-3,564 

0 
-3,564 

3,309 
0 
0 

3,309 

10,615 

04A -09E 
CAGR 

9.1% 

34.4% 

15.2% 

-5.7% 

31.0% 

05E -1 OE 
CAGR 

7.6% 

-204.4% 

-4.6% 

11.6% 

-13.0% 

Table 4: Balance Sheet (EURm) 

Net Goodwill 
PPE & Intangibles 
Financial Assets 
Fixed Assets 
Inventories 
Receivables 
Liquid Funds, Non-Cash 
Cash &Cash Equivalents 
Non-Fixed Assets 
Other 
TOTAL ASSETS 

Shareholders’ Equity 
Minority Interests 

Provisions 
Financial Liabilities 
Operating Liabilities 
Other 
TOTAL EQUITY 8 LIABILITIES 
Source: Menill Lynch estimates 

2003A 
13,955 
46,950 
17,725 
78,630 

2,477 
18,025 
7,474 
3,321 

31,297 
1,923 

111,850 

29,774 
4,625 

34,206 
2 1,787 
14,113 
7,345 

111,850 

2004A 
14,454 
47,351 
17,263 
79,068 

2,647 
17,883 
7,840 
4,176 

33,099 
1,895 

114,062 

33,560 
4,144 

34,242 
20,301 
14,054 
7,707 

114,062 

2005E 
14,162 
38,360 
17,263 
69,786 
2,851 

18,595 
7,840 

10,803 
40,089 

1,930 
111,805 

31,026 
4,154 

34,371 
20,106 
14,440 
7,707 

111,805 

2006E 
14,162 
39,170 
17,263 
70,596 

2,959 
18,867 
7,840 
4,526 

34,192 
1,942 

106,730 

31,382 
4,165 

28,802 
20,106 
14,566 
7,707 

106,730 

2007E 
14,162 
42,117 
17,263 
73,543 

3,123 
19,285 
7,840 
3,599 

33,847 
1,961 

109,351 

34,018 
4,177 

28,566 
20,106 
14,777 
7,707 

109,351 

2008E 
14,162 
44,293 
17,263 
75,719 
3,138 

19,323 
7,840 
4,007 

34,308 
1,956 

111,983 

37,008 
4,189 

28,251 
20,106 
14,722 
7,707 

111,983 

2009E 
14,162 
43,668 
17,263 
75,094 

3,167 
19,397 
7,840 
7,307 

37,711 
1,956 

114,761 

40,174 
4,201 

27,846 
20,106 
14,727 
7,707 

114,761 

2010E 
14,162 
43,039 
17,263 
74,464 

3,220 
19,532 
7,840 

10,615 
41,207 

1,963 
117,634 

43,470 
4,214 

27,339 
20,106 
14,797 
7,707 

117,634 
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Table 5: Balance Sheet Ratios 
2003A 2004A 2005E 2006E 2007E 2008E 2009E 2010E 

Net DebVCapitalisalion 21% 14% -5% 14% 15% 13% 5% -3% 
Net Debt (Net cash) 7,855 5,483 -1,339 4,938 5,865 5,457 2,157 -1,151 

Net Debt + Fin Prrovisions 31,080 29,547 22,855 23,563 24,252 23,530 19,826 16,010 
(Net Debt + Fin Prov)/(Capitalisation + Fin Prov) 51% 47% 42% 43% 42% 39% 33% 27% 

ROCE 
EBITDfVTotal net interest expenses 
EBlTDAlNet interest on financial debt 
Source: Mernll Lynch estimates 

10% 11% 12% 13% 13% 14% 14% 15% 
5 7x 92x  98x  124x 113x 125x 152x 21 5x 

143x 160x 649x 764x 349x 358x 52 l x  1844x 
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s 
We are increasing our SOP valuation to EUR98lshare from EUR8Yshare 
previously. The valuation has been rolled forward to 31'' December 2006 and 
includes EUR4.25ps to be paid as an exceptional dividend from the Degussa sale 
in 2006. 

Higher power prices account for the bulk of the increase. We have used a base 
load EEX price of EUR45lMWh from 2007E (adjusted for forward sales), held in 
real terms. In addition, the rise in the value of the Gazprom stake accounts for 
EUR3.8/share of delta, after an assumption for capital gains tax. 

We have also amended our assumptions for 2006-2008E capex following the 
Company's update last December which affects end 2006E net debt. 

The table below shows the multiples implied by E.ON's current trading multiples. 
We believe E.ON should trade at the peer group multiple of ~ 7 . 7 ~  2007E 
EV/EBITDA. This indicates EUR94/share, including the EUR4.25 special dividend 
in 2006E. 

Table 6: Sum of the Parts Valuation 
Division 
Central Europe 
Pan-European Gas 
United Kingdom 
Nordic 
us 
Gas Financial Assets 
Corporate Center 
EV 
Treasury Shares 
Total Enterprise Value 

(Net Financial Debt) I Cash 
Provisions 

Nuclear 
Pension 
Mining I Environmental 

Minority Interests 
Equity Value as of 31 dec 2006 
Equity Value before payment of EUR4.25 exceptional dividend 

EUR m EUR p.s, % EV 
48,438 70 51% 
11,901 17 13% 
9,497 14 10% 

11,526 17 12% 
4,180 6 4% 
9,208 13 10% 

-2,983 -4 -3% 
91,767 133 97% 

2,889 4 3% 
94,657 137 100% 

-4,938 -7 0% 
-19,555 -28 0% 
-14,359 -2 1 

-3,203 -5 
-1,994 -3 
-5,290 -8 0% 
64,873 93.8 69% 

98.0 

Method 
694628 6347 

DCF and Premium to RAV 
DCF, 7 5% WACC 
DCF, 6% WACC 

PE, Market Value post tax 
DCF, 9% WACC 

DCF, 7 25% WACC 

Implied multiple 
8 2x 7 723283076 
6 8x 06E EBITDA 
6 2x 06E EBITDA 
8 5x 06E EBITDA 
7 8x 06E EBITDA 

7 Ox 06E Cash Costs 
8 . 3 ~  06E EBITDA 

Market price based 
8 . 4 ~  06E EBITDA 

06E 

06E 
06E 
06E 
06EAdj Book 

Source: Merrill Lynch eslirnales 

Table 7: Trading and Valuation Multiples 
EVlEBlTDA PIE Div yield(') FCF yield 

2005E 2006E 2007E CAGR 2005E 2006E 2007E CAGR 2005E 2006E 2007E CAGR 2005E 2006E 2007E CAGR 
E.On @Trading price 8 . 5 ~  8 . 0 ~  7 . 5 ~  4.8% 1 5 . 0 ~  1 2 . 9 ~  1 1 . 9 ~  9.3% 3.2% 3.9% 4.2% 13.7% 15.0% 3.8% 13.8% 15.2% 
E.On @ Fair Value 9 . 1 ~  8 . 4 ~  7 . 8 ~  4.8% 1 6 . 7 ~  1 3 . 8 ~  1 2 . 7 ~  9.3% 2.9% 3.6% 3.9% 13.7% 13.4% 3.5% 12.9% 15.2% 

RWE 8 6 ~  7 6 ~  7 1 ~  48% 1 4 6 ~  1 3 3 ~  1 1 5 ~  132% 29% 38% 43% 155% 95% 74% 7 9 %  162% 
Forium 11 4~ 1 0 3 ~  9 0 ~  64% 1 8 9 ~  1 6 8 ~  1 4 3 ~  124% 36% 39% 42% 72% 83% 59% 68% 3 7 %  

Verbund 1 6 2 ~  1 1 4 ~  1 0 1 ~  159% 2 2 8 ~  1 7 0 ~  1 4 9 ~  191% 1 5 %  24% 2 7 % 2 5 8 %  47% 54% 6 1 % 3 9 3 %  
European competitive markef 86x  82x  77x 43% 157x 141x 130x 77% 3 7 %  44% 47% 110% 56% 58% 66% 173% 
(1) Based on regular dividend le excluding exlraordlnary dividned for E ON (EUR4 25ps in 2005E) and RWE (EUR1 2ps In 2006E based on a 50% regular payout) SOUrCe Merrill Lynch esllrnales 
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Sensitivity Analysis 
We have run a sensitivity analysis on a range of power prices of EUR45-501MWh 
from 2007 through to the end of the decade. The table below shows the implied 
earnings and sum-of-parts valuation for our base case, with the sensitivity 
analysis ranging up to EURl041share. 

Table 8: Earnings and Valuation Sensitivity to Power Price (EURIMWh) 
Base Case 2006E 2007E 2008E 2009E 2010E 
Assumption EEX price (EUWMWh) 37 5 4 5 9  4 6 8  4 7 8  
EBlT pre exceptional 8,102 8,798 9,576 10,059 10,315 

6 8  7 4  8 2  8 9  9 5  Recurrent EPS 
93.8 Valuation post excep div (EIJR ps) 
98.0 Valuation pre excep div (EUR ps) 

Mid Case 
Assumption spot price (EURIMWh) 
EBlT pre exceptional 
Recurrent EPS 
Valuation post excep div (EUR ps) 
Valuation pre excep div (EUR ps) 

High Case 
Assumption spot price (EUWMWh) 
EBlT pre exceptional 
Recurrent EPS 
Valuation post excep div (EUR ps) 
Valuation pre excep div (EUR ps) 
Source: Menill Lynch esl!rnaIes 

37 5 485 4 9 4  5 0 4  
8,102 8,897 9,829 10,316 10,578 

6 8  7 5  8 5  9 2  9 8  
96.9 

101 2 

37 5 51 0 5 2 0  53 1 
8,102 8,996 10,082 10,574 10,841 

6 8  7 6  8 8  9 5  101 
100.1 
104.3 

Table 9: Companies Mentioned 
Company ML Symbol Q-R-Q Price 
E ON E QNAF A-2-7 EUR 88 
E ON (ADR) E ON A-2-7 $ 36 

EUR 62 

Fortum FOJCF 8-1-7 EUR 17 
Verbund VBUOF A- 1-7 EUR 310 

RWE RWNFF A-1-7 
RWE (ADR RWEOY A- 1-7 $ 75 

Source: Mernll Lynch 
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An a 1 y s t Ce rt i fi cat ion 
I, Simon Flowers, hereby certify that the views expressed in this research report 
accurately reflect my personal views about the subject securities and issuers. I 
also certify that no part of my compensation was, is, or will be, directly or 
indirectly, related to the specific recommendations or view expressed in this 
research report. 

iQ,rie/hotl"' Measures Definitions 
Business Performance 
Return On Capital Employed 

Return On Equity 
Operating Margin 
Earnings Growth 
Free Cash Flow 

Quality of Earnings 
Cash Realization Ratio 
Asset Replacement Ratio 
Tax Rate 
Net Debt-To-Equity Ratio 
Interest Cover 

Valuation Toolkit 
Price I Earnings Ratio 
Price / Book Value 
Dividend Yield 
Free Cash Flow Yield 
Enterprise Value I Sales 

EV I EBITDA 

Numerator Denominator 
NOPAT = (EBIT f Interest Income) * ( 1  -Tax Rate) t. Goodwill 
Amortization Amortiza tinn 
Net Income Shareholders' Equity 
Operating Profit Sales 
Expected 5-Year CAGR From Latest Actual 
Cash Flow From Operations -Total Capex 

Total Assets - Current Liabilities f ST Debt f Accumulated Goodwill 

NIA 
NIA 

Cash Flow From Operations 
Capex 
Tax Charge 
Net Debt =Total Debt, Less Cash & Equivalents 
EBlT 

Net Income 
Depreciation 
Pre-Tax Income 
Total Equity 
Interest Expense 

Current Share Price 
Current Share Price 
Annualised Declared Cash Dividend 
Cash Flow From Operations -Total Capex 
EV = Current Share Price * Current Shares f Minority Equity .t Net Debt f Sales 
Other LT Liabilities 
Enterprise Value 

Diluted Earnings Per Share (Basis As Specified) 
Shareholders' Equity / Current Basic Shares 
Current Share Price 
Market Cap =Current Share Price Current Basic Shares 

Basic EBIT f Depreciation f Amortization 
i@ntcrlrarl'" is the set of Merrill Lynch standard measures that setve to maintain global consislency under lhree broad headings: Business Performance, Quality of Earnings, and validations The key features of ihe lhod are: A wnsislently 
slructured, detailed, and transparent methodology Guidelines Io maximize the effectiveness of the wmparalive valuation process and Io identify Some common pitfalls 
i@drr/obo~c'" is our real-time global research database that is sourced directly from our equily analysts'earnings models and includes forecasted as well as historical data for inwme slatemenls. balance sheels, and cash flow slatemenls for 
companies covered by Merrill Lynch 
i@n of ik  " I ,  i@erihd"', iQhrahow "I are setvice marks of Mernll Lynch 8 Co , Inc 
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Important Disclosures 

EONAF Price Chart 
1Dec:B 7Jan:N 25-May 28Jan:B 
Rogers PO:NA Flowers PO:EUR75 

EONAF - 
B Buy, N Neutral, S Sell, PO Pnceobjective, NA Nolongervalid 

The lnveslmenl Opinion System is contained al Ihe end of Ihe report under b e  heading "Fundamental Equity Opinion Key" Dark Grey shading indicates the secunly is restncled with the opinion suspended Lighl Grey shading indicates the security 
is under review with h e  opinion withdrawn Chart currenl as of September 30 2005 

EON Price Chart 
l-Dec:B 7Jan:N 25-May 28Jan:B BSe .N 
Rogers PO:NA Flowers P0:$33 PO:&A 

235ec 

$35 27Jan 
PO $20 

540 POS224 

$30 4 

$25 

$5 1 * 

lJan-03 IJan-04 1Jan-05 
EON - Review -2-7' Restncted 

B Buy, N Neutral, S Sell, PO Pnceobjective, NA Nolongervalid 
The Investment Opinion System is contained at the end of Ihe report under Ihe heading 'Fundamental Equity Opinion Key" Dark Grey shading indicates the secunly is restricted with lhe opinion suspended Light Grey shading indicates Ihe security 
is under review with lhe opinion withdrawn Chart current as of September 30 2005 

Investment Rating Distribution: Utilities Group(as of 31 Dec 2005) 
Coverage Universe Count Percent Inv. Banking Relationships* Count Percent 
BUY 38 33 93% BUY 21 55 26% 
Neutral 64 57 14% Neutral 2a 43 75% 
Sell 10 8 93% Sell 3 30 00% 
Investment Rating Distribution: Global Group(as of 31 Dec 2005) 
Coverage Universe Count Percent Inv. Banking Relationships* Count Percent 
BUY 1119 40 44% BUY 376 33 60% 
Neutral 1429 51 64% Neutral 401 28 06% 
Sell 219 7 91% Sell 44 20 09% 

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK 
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium, and C - High. INVESTMENT RATINGS, indicators of expected total return 
(price appreciation plus yield) within the 12-month period from the date of the initial rating, are: 1 - Buy (10% or more for Low and Medium Volatility Risk 
Securities - 20% or more for High Volatility Risk securities); 2 - Neutral (0.10% for Low and Medium Volatility Risk securities - 0.20% for High Volatility 
Risk securities); 3 - Sell (negative return); and 6 - No Rating. INCOME RATINGS, indicators of potential cash dividends, are: 7 - samelhigher (dividend 
considered to be secure); 8 - samellower (dividend not considered to be secure); and 9 - pays no cash dividend. 

* Companies in respect of which MLPFBS or an afiiliate has received compensation for investmenl banking sewices within the pas1 12 monlhs 

The company is or was, within the last 12 months, an investment banking client of MLPF&S andlor one or more of its affiliates. EON. 
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MLPF&S or an affiliate has received compensation from the company for non-investment banking services or products within the past 12 months: E.ON. 
The company is or was, within the last 12 months, a securities business client (non-investment banking) of MLPF&S andlor one or more of its affiliates: E.ON. 
In the US, retail sales andlor distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for 

MLPF&S or an affiliate has received compensation for investment banking services from this company within the past 12 months: E.ON. 
MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 

The analyst(s) responsible for covering the securities in this report receive compensation based upon among other factors the overall profitability of Merrill Lynch 

sale: E.ON. 

E.ON. 

including profits derived from investment banking revenues 
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Other Important Disclosures 

MLPF&S or one of its affiliates has a significant financial interest in the fixed income instruments of the issuer. If this report was issued on or after the 10th day 

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report. 

of a month, it reflects a significant financial interest on the last day of the previous month. Reports issued before the 10th day of a month reflect a significant 
financial interest at the end of the second month preceding the date of the report: E.ON. 

Information relating to Non4.S.  affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch Dublin (Frankfurt Branch): Merrill Lynch CMB Ltd, Dublin, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) 
Ltd; Merrill Lynch (Milan): Merrill Lynch Capital Markets Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited, Merrill Lynch (Australia): Merrill 
Lynch Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; 
Merrill Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch 
Argentina SA; Merrill Lynch (Brazil): Banco Merrill Lynch de lnvestimentos SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): 
Merrill Lynch International Incorporated (Seoul Branch); Merrill Lynch (Taiwan): Merrill Lynch Taiwan Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; 
PT Merrill Lynch (Indonesia): PT Merrill Lynch Indonesia, Merrill Lynch (Israel): Merrill Lynch Israel Limited. 

This research report has been prepared and issued by MLP&S andlor one or more of its non-US. affiliates. MLPF&S is the distributor of this research report in 
the US. and accepts full responsibility for research reports of its non-U3 affiliates distributed in the US. Any LIS. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPS&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Mong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC, and 
is issued and distributed in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd (Company Registration No 
198602883D)" Merrill Lynch International Bank Limited and Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch 
Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this report in Australia. No approval is required for publication or distribution of 
this report in Brazil. 

Copyright, User Agreement and other general information related to this report: 
Copyright 2006 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 

may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch 
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of 
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report 
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including 
any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information. The information herein (other than 
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. 

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, 
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal 
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may 
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies 
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income 
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may 
receive back less than originally invested. Past performance is not necessarily a guide to future performance. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, 
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related 
investments. 

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf. 
iQanalytics, iQcustom, iQdatabase, iQmethod, iQmethod 2.0, iQprofile, iQtoolkit, iQworks are service marks of Merrill Lynch & Co., Inc. 
Fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation current. 
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