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Performance
Income Statement
Favorable Weather Boosts Electric
Output
As shown in the table U.S. Electric
Output, total electric output in the U.S.
rose by 143,190 gigawatt-hours (GWh),
or 3.7% year-to-year, in 2005. A
hotter than normal summer throughout most of the U.S. and steady
economic growth drove the increase.
As shown in the table U.S. Weather,
cooling degree days increased 14% over
last year and were 19% higher than the
historical average.
The Central Industrial and Southeast regions showed the largest gains
in GWh sold in 2005, with the largest percentage growth occurring in
the Central Industrial and West Central regions (see the table U.S. Electric Output). Only the Pacific Southwest showed a decline in output. A
record 95,259 GWh of output occurred for the week ending July 23,
2005, breaking by 5.3% the previous
weekly record of 90,468 GWh set in
August 2002. The heat wave led to
output amounts for the subsequent
three weeks (ending July 30, August
6 and August 13) that also surpassed
the former record. Growth continued during the fourth quarter, with a
3.5% year-to-year increase in output,
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following 3.8% growth for the first
nine months of the year. The Central
Industrial region also produced the
highest GWh and percent growth during Q4. The electric output data, compiled by the Edison Electric Institute
on a weekly basis, represents all electricity placed on the grid in the contiguous 48 states by shareholder-owned
electric utilities, rural electric cooperatives, government power projects and
independent power producers.

Revenues Rise 12%
As shown in the industry’s consolidated income statement, revenues increased by $41.3 billion, or 11.9%, in
2005, with $20.6 billion of this occurring in Q4. Increased demand from favorable weather and rising commodity
prices were the primary drivers, with
isolated M&A transactions adding to
the annual increase. Constellation, Dominion and Sempra posted the largest
year-to-year dollar gains.
The majority of Constellation Energy’s $4.8 billion, or 39.4%, revenue
increase came from its non-regulated
operations during the second half of
the year, with $3.4 billion of the total
growth occurring in Q3 and Q4. New
business origination, higher commodity prices and hot summer weather were
the main drivers for Constellation’s
merchant energy business, which accounted for most of the gain.
Dominion’s revenue rose by $4.1
billion, or 28.9%, in 2005, reflecting
increases in its non-regulated electric,
regulated electric and non-regulated
gas sales. Dominion’s non-regulated
electric revenue increase was largely due
to the acquisition of power plants (Dominion’s New England power plants in
January 2005 and the Kewaunee power
plant in July 2005). Regulated revenues
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were boosted by the impact of a higher
fuel rate for non-Virginia customers
and the favorable effects of a hot third
quarter. Higher natural gas revenues
were due primarily to higher gas prices
and were offset by a corresponding increase in purchased gas costs.
Sempra’s revenue increased by $2.3
billion, or 24.4%, in 2005, due to success at both its Utilities and Commodities business units. Utilities benefited
from regulatory approval of demandside management incentives and settle-

ment of its rate case with the California Public Utilities Commission in Q4
2004. Sempra Commodities, its trading segment, increased its business for
natural gas, power and oil marketing in
North America and Europe. The improved revenues at these businesses led
to record earnings for Sempra in 2005.

Fuel Costs Rise Sharply
Higher revenues were partially offset by an 18.9% increase in electric
generation costs, resulting primarily
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from the effects of surging natural gas
prices. Fuel and purchased power expenses combine to form the electric
generation cost line item on the income statement. The price of natural
gas nearly doubled over the past year,
rising from $6.21/MMBtu in December 2004 to $11.43/MMBtu in December 2005 and briefly surpassing
$14.00/MMBtu during Q4. The U.S.
relies heavily on domestic natural gas
supplies and hurricanes Katrina and
Rita compounded an existing situation
of tight supply and soaring prices. Coal
prices also continued to rise in 2005.
Appalachian coal prices have increased
from approximately $25-$28 per ton
in 2003 to $50-$60 per ton in 2005.
Two major train derailments in May
created significant supply disruptions
for Powder River Basin coal, sending
the price of eastern coal higher. Even
with these increases, coal generators
with un-hedged positions have greatly
profited in competitive power markets
over this time, as market prices are set
by escalating natural gas prices. The
industry’s overall cost of electric generation has risen sharply since 2002, with
increases of 19.8% and 6.8% in 2003
and 2004 respectively.
The industry’s gross profit, referred
to as “Revenues less energy operating
expenses” on the income statement,
totaled $209.6 billion in 2005, with a
consolidated gross profit percentage of
54.1%. When viewed by company categories, gross profit percentage is highest for the Mostly Regulated group
of companies (56.0%), followed by
the Regulated group (54.1%) and the
Diversified group (49.7%). It should
be noted that natural gas delivery
revenues and the matching gas costs
have greatly increased in recent years
due to escalating gas prices, effectively
reducing the gross profit percentage for
many companies.
EEI 2005 FINANCIAL REVIEW
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O&M Cost Pressures
The industry continues to cope
with rising operations and maintenance (O&M) expenses, which rose by
$7.3 billion, or 8.9%, in 2005. Several
companies cited rising healthcare and
pension costs for the increase and these
costs continue to be a primary concern
going forward. Sixty of the industry’s
71 companies (84.5% of the total)
showed an increase in O&M for 2005,
with 27 companies (38.0% of the
total) incurring double-digit increases.
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Operating Income Posts Steady
Gain

6

The industry’s operating income
improved by a steady $2.0 billion, or
3.8%, in 2005, following a $2.7 billion, or 4.7%, increase in 2004. Fortyeight of 71 companies (67.6% of the
industry) improved this metric for the
year. The graph Quarterly Net Operating Income displays the seasonality of
the industry’s operating income. The
third quarter is the industry’s most
profitable quarter, benefiting from air
conditioning demand in most regions
during the hot summer months. The
first quarter is a distant but consistent
second place due to heating demand.
Taken together, the first and third quarters produced 55.1% of total operating
income in 2005, 57.3% in 2004 and
58.3% in 2003.
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Declining Interest Expense
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The industry’s 2005 net income benefited from an $877 million or 4.0%
decline in interest expense compared
with 2004. The decline is mostly due
to persistent low interest rates (the yield
on the 10-year Treasury did not change
significantly in 2005 despite eight
increases in the Federal Funds rate,
from 2.25% to 4.25%) along with the
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substantial debt reduction that companies implemented beginning in 2003.
The industry eliminated $21.5 billion
in long-term debt in 2004, a 6.1% decrease, followed by an additional $6.4
billion, or 2.0%, decrease in 2005.
As shown in the graph Quarterly
Interest Expense, the industry’s interest
expense steadily declined from $6.09
billion in Q3 2003 to $5.16 billion
in Q4 2005, a 15.3% decrease. Going
forward, the prospect of rising interest
rates presents a challenge to the industry given the near certainty of rising
capital expenditures for environmental
compliance, transmission and distribution upgrades, and the need to finance
new baseload generation in many power markets to ensure adequate reserve
margins over the long term.

Non-Recurring and Extraordinary
Activity
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Although net income after preferred
and other changes rose by about 1.0%
on a year-to-year basis, profit growth
in 2005 appears stronger when PG&E
Corp.’s $4.9 billion non-cash gain is
removed from 2004 results. The gain
related to the company’s exit from
Chapter 11 following the workout of
damages from the crisis in California’s
electricity markets in 2001. With
this gain removed from the industry’s
consolidated 2004 total, pre-tax income would have risen about 14%
year-to-year, from $33.9 to $38.7 billion. As shown in the graph Aggregate
Non-Recurring and Extraordinary Items
on page 14, non-recurring and extraordinary activity produced a $2.4
billion loss in 2005 compared with
the profit in 2004 caused primarily by
PG&E’s gain.
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Overall Financial Recovery
The industry’s earnings success over
the last two years has aided a positive
transformation in other financial areas,
including credit quality, stock performance and dividend strategies.
Credit rating upgrades outnumbered downgrades in 2005, the first
time this has happened since 1999.
The improved credit quality in 2005
follows a period of overwhelming
downgrade activity from Q4 2001
through Q4 2003 and stabilizing ratings in 2004. The EEI Index returned
16.0% in 2005, greatly outperforming the 4.9% and 1.7% returns by the
S&P 500 and Dow Jones Industrial
Average. Improved earnings, along
with reduced individual tax rates on
dividend income, have also prompted
a rejuvenation of dividend activity. As
of December 31, 2005, sixty companies, or 92.3% of the industry, were
paying a dividend, the highest percentage since 1993. In May 2006, Congress
extended the tax benefit an additional
two years, through the end of 2010.

Going Forward
Increasing capital expenditures
(capex) and rising O&M costs, as well
as recovery of rising commodity prices,
will continue to be key trends that impact industry financial results. Cash
flow used for capex rose by $5.5 billion,
or 13.5%, in 2005, and is expected to
continue to rise over the near-term to
fund environmental compliance, transmission and distribution upgrades,
and the addition of needed generation.
Soaring healthcare and pension costs, a
challenge for all U.S. business sectors,
are causing rapid O&M growth. And
for regulated companies, the issue of
recapturing much higher fuel costs as a
pass-through to customers has moved
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to the political forefront, especially
given the upcoming end of rate freezes
in several states.

presents the industry’s net impact from
one-time items for each of the accounts
shown. Industry-wide highlights from
2005 include:

Non-Recurring and
Extraordinary Activity

■ The industry’s net gain on the sale

The impact from non-recurring and
extraordinary items was significantly
lower in 2005 than it was during 2002,
2003 and 2004, indicating the completion of the industry’s financial and operational restructuring. Although the
net impact went from a $2.8 billion
gain in 2004 to a $2.4 billion loss in
2005, both figures are well below the
$24.9 billion net loss in 2002 and the
$8.3 billion net loss in 2003.
The table Individual Non-Recurring
and Extraordinary Items 1999-2005

of assets rose from $950 million in
2004 to $2.9 billion in 2005, the
highest amount since 2002. The increase is mostly due to higher commodity prices and the related effect
on asset values.
■ Other non-recurring revenue fell

from $5.7 billion in 2004 to $482
million in 2005. The majority of
the 2004 figure related to a $4.9
billion gain recognized by PG&E
Corp. upon its emergence from
Chapter 11 bankruptcy caused by
the crisis in California’s electricity
markets in 2001 and 2002.

■ Asset write-downs rose to $3.4 bil-

lion in 2005 from $2.7 billion in
2004, but were only about half the
$6.6 billion of 2003 when companies faced widespread write-downs
of competitive generation assets.
■ The impact from discontinued

operations was a negative $912
million in 2005 compared to a
positive $742 million in 2004.
Although a few companies are finalizing back-to-basics clean-ups
that spanned the last four years,
the industry-wide 2004 and 2005
totals are far below the negative
$16.6 billion of 2002.
The graph Aggregate Non-Recurring
and Extraordinary Items 2000-2005 aggregates individual non-recurring and
extraordinary items across categories
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to produce the Gains total and nonrecurring and extraordinary charges to
produce the Losses total. Using these
measures, 2005 produced the smallest
total loss for any year since 2001, as
well as the lowest level of overall activity ($10.4 billion of gains plus losses)
since 2001. This represents a significant downward trend from the $26.6
billion and $11.6 billion of losses in
2002 and 2003 respectively. Although
the total amount of losses has fallen
sharply over the last three years, the
number of companies recording onetime charges has been very consistent,
as shown in the table Gains (Losses)
from the Sale of Assets. The results in
2005 and 2001 are more reflective of
typical years for this industry, with
losses outnumbering gains but with a
low level of overall activity. The 20022004 period was an anomaly, with extremely high losses due to widespread
write-offs from the sale of underperforming non-core assets and a large
gain in 2004 related to PGE’s emergence from Chapter 11 bankruptcy as
well as an improved market for selling
well-positioned generation assets.
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Top 2004 Activity by Company
The table Top Net Non-Recurring
and Extraordinary Gains (Losses) 2005
shows the eight companies with the
most activity in 2005.
Exelon Corp. recorded $1.2 billion
in one-time losses versus $26.0 million
of gains in 2005 (producing a net loss
of $1.2 billion). Nearly all of Exelon’s
total loss came from a fourth quarter
write-down (impairment) of goodwill
at subsidiary Commonwealth Edison
(ComEd) in relation to its required annual assessment of the carrying value
of goodwill versus estimated fair value.
The 2005 test indicated that ComEd’s
projected cash flows did not support
the carrying value of goodwill due to
the upcoming end of ComEd’s transition period and related transition revenues, regulatory uncertainty in Illinois
(as of November 1, 2005), anticipated
increases in capital expenditures, decreases in market values of comparable
companies used to estimate ComEd’s
fair value, and changes in the fair value
of ComEd’s power purchase agreement
with Exelon’s Generation business.

Duke Energy recorded $1.9 billion
in one-time gains in 2005, which offset
its $849 million in losses to produce
a net gain of $1.1 billion from nonrecurring and extraordinary items.
Duke’s gains came from the sale of assets, with $1.3 billion occurring in Q1
and $623 million in Q3. $888 million
of the Q1 gain came from the sale of
Duke’s interest in TEPPCO GP, a publicly traded, pipeline and storage business. TEPPCO is involved in many
facets of the energy industry, including
pipelines for refined petroleum products and liquefied petroleum gases,
operating natural gas liquid pipelines,
crude oil transportation, and natural
gas gathering systems. In the third
quarter, Duke transferred 19.7% of its
interest in Duke Energy Field Services
to ConocoPhillips, Duke’s partner in
this joint venture, creating an equal
50% share for both companies. Duke
took the opportunity to create shareholder value in a strong commodity
price environment by monetizing these
assets, generating cash and reducing its
overall risk profile.

CMS Energy had $1.2 billion in
losses from asset write-downs during
the third quarter, creating an overall
$980 million charge against earnings
in 2005. CMS’ Q3 charge related to
its investment in the Midland Cogeneration Venture (MCV) Partnership, a natural gas-fired facility that
can produce up to 1,500 megawatts
of electricity and up to 1.35 million
pounds per hour of industrial steam.
The facility began commercial operation in 1990. The MCV Partnership
said it expects to incur losses because
its power supply contract doesn’t allow for the full recovery of natural gas
fuel costs at current and forecast prices.
Other investors in the facility, one of
the largest cogeneration power plants
in the world, include El Paso Corporation and Dow Chemical.
Two charges in Alliant Energy’s
non-regulated businesses accounted for
$388.7 million of its total $453 million
non-recurring loss. The company took
charges totaling $334 million relating
to investments in Brazil which were
sold in January 2006. The remainder
was from debt reduction. Alliant continues to streamline its business portfolio, lower its overall risk profile, improve
earnings predictability, and strengthen
its overall financial profile.
DTE Energy had the industry’s
second highest net gain from nonrecurring and extraordinary items in
2005, as $390 million in net gains
exceeded losses of $39 million. Gains
resulted from the sale of interests in
synfuel projects. The sale of Public
Service Enterprise Group’s (PSEG)
Waterford, Ohio power plant resulted
in a $183 million second quarter loss.
The 821-megawatt gas-fired combined
cycle plant was sold to AEP subsidiary
Columbus Southern Power Co. by
PSEG’s competitive power company,
PSEG Power LLC.
EEI 2005 FINANCIAL REVIEW
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Balance Sheet
The shareholder-owned electric
utility industry’s overall financial condition continued to improve in 2005,
benefiting from a third straight year
of relatively strong net income, persistent low interest rates, receptive capital
markets and the industry’s continued
strategic focus on building strong core
utility operations.
A healthy $25.2 billion in net income and robust equity issuance
helped drive debt down as a percent
of total capital in 2005. As shown in
the table Capitalization Structure, the
industry has come a long way from the
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credit crisis of late 2002, and is now
showing a much improved balance
sheet. The trend toward stronger balance sheets has been widespread across
the industry, as shown in the table
Debt-to-Cap Ratio by Category 2005
vs. 2004 on page 19, with nearly 60%
of companies showing a year-to-year
reduction in debt as a percent of total
capital in 2005.
The year 2005, however, marked a
transition for the industry from a near
total strategic focus on debt reduction to one in which returning cash to
shareholders through rising dividends
and, for some companies, common
share repurchases, began to co-exist
with maintaining credit quality. As

shown in the graphs Short-term Debt
2000-2005 and Long-term Debt 20002005, the industry’s short- and longterm debt levels have stabilized following the aggressive pay-down of debt
that occurred from late 2003 through
2004. The dividend increases that began in 2004 continued in 2005, as
dividends paid to common shareholders increased to $15.0 billion in 2005
from $13.1 billion in 2004, a $1.9 billion, or 14.5%, gain. As of December
31, 2005, 60 companies, or 92% of the
industry, were paying a dividend, the
highest percentage since 1993. Common share repurchases have risen from
$120 million in 2003, to $6.5 billion
in 2004, to $6.9 billion in 2005, with
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the significant up-tick starting in Q4
2004. Share buybacks have not been
particularly widespread, however.
PG&E, Duke, Entergy, TXU, AEP,
Southern, Exelon and Dominion accounted for most of the 2005 total.
Despite the progress of the past few
years, the industry now faces a number of headwinds that may challenge
its ability to preserve profitability and
maintain balance sheet strength.
■ Capital spending is beginning to rise

due to the need to fund transmission
system upgrades, emissions control
equipment and reliability-related
upgrades to distribution systems.
■ The past few years have presented an

unusually favorable capital markets
climate. At some point it is likely
that the market cycle will turn and
interest rates will rise. Share prices
might recede from today’s relatively
rich valuations and the industry’s
cost of capital may rise.
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■ Regulatory relationships are becom-

ing increasingly important. Rising
fuel costs are forcing up wholesale
power prices and retail rates in
many states, when the industry’s
near-term future is focused on pre-

18

EEI 2005 FINANCIAL REVIEW

serving and growing healthy core
utility operations.
■ There will be an ongoing need to

fund rising dividends and the potential for continued share repur-

chase activity. Longer-term, the
industry faces the prospect of financing a new round of baseload
plant construction.
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Cash Flow Statement
Cash Flows from Operating
Activities
Net cash provided by operating activities fell by $7.5 billion, or 13.0%,
in 2005. This metric declined for 42
of the 71 companies, or 59.2% of the
industry. Among the 29 companies
that showed a gain, four companies,
led by Edison International and TXU,
accounted for over half of the increase.
Edison International’s $1.1 billion,
or 98%, gain was due to improved
earnings from continuing operations,
largely from the year-to-year improvement at its independent power
producer subsidiary, Edison Mission
Energy. TXU’s $1.0 billion, or 59%,
increase was driven by higher natural
gas prices. TXU, whose generation
portfolio is comprised of mostly coal
and nuclear plants, has fuel adjustment clauses that allow an adjustment
to natural gas prices twice per year.

Cash Flows from Investing
Activities
Net cash used in investing activities
increased by $15.9 billion, or 62.6%,
from $25.5 billion in 2004 to $41.4
billion in 2005. A $5.5 billion increase
in capital expenditures (capex) and
$10.8 billion decrease in the net inflow
of cash from asset sales and purchases
were the primary drivers.
The 13.5% increase in capex in
2005 is the first significant rise since
2001 ($56.8 billion was spent on
capex in 2001), the peak of the
industry’s competitive generation
build-out. The recent up-tick in capex is depicted in the graph Capital
Expenditures 2000-2005. Companies
have begun to boost spending on
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environmental compliance, transmission and distribution upgrades, and
needed generation in many power
markets to ensure adequate reserve
margins over the long term.
The $10.8 billion decline in cash
provided by net asset sales and purchases contributed to the increase in
cash used in investing activities. The
$23.7 billion decrease in asset sales
more than offset the $12.8 billion decline in asset purchases, producing a
much smaller net year-to-year change
due to the intra-industry nature of
many of these deals.

Cash Flows from Financing
Activities
Net cash used in financing activities
decreased by $26.6 billion, or 74.4%,
from $35.7 billion in 2004 to $9.2 billion in 2005. The decrease is almost
entirely due to the combination of a
$20.8 billion, or 90.7%, decrease in the
cash used to pay down long-term debt
and a $6.6 billion increase in cash provided from short-term debt. This was
somewhat offset by a slight rise in common share repurchases and higher dividends paid to common shareholders.
Cash used to pay down long-term
debt fell from $23.0 billion in 2004 to
$2.1 billion in 2005. The large reduction in long-term debt in 2004 was
part of an industry-wide strengthening of balance sheets, as companies
used improving free cash flow to boost
credit quality (see the graph Net Change
in Long-Term Debt).
Although proceeds from common
equity issuance fell by $1.4 billion, or
14.3%, to $8.4 billion in 2005, this
was the fourth straight year of aboveaverage activity. Equity issuance has
been somewhat offset by common
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share repurchases over the past two
years. Common share repurchases rose
from only $120 million in 2003, to
$6.5 billion in 2004, to $6.9 billion
in 2005, with the significant up-tick
starting in Q4 2004. For some companies with excess cash, share repurchases
are an alternative way of returning cash
to shareholders, especially when the industry faces moderate growth expectations in the near term.
The dividend momentum that began
in 2004 continued in 2005, as dividends
paid to common shareholders increased
by $1.9 billion, or 14.2%. Reduced
dividend tax rates, stronger earnings
and an overall stabilized financial condition are the primary drivers behind
the industry-wide dividend increases
of the last two years. Thirty-six companies, or 55.4% of the industry, raised or
reinstated their dividend in 2005, the
highest percentage since 1993 and just
above the 35 increases in 2004.
Shareholder-owned electric utilities continue to benefit from The Jobs

and Growth Tax Relief
Reconciliation Act of
2003, which included
tax rate reductions that
give dividend income
an advantage over
bond interest (which is
still taxed as ordinary
income).
Going forward, a
primary concern for
industry cash flow will
be the effect of rising
capital expenditures
given the need to fund
rising dividends and
the increasingly challenging regulatory environment for the passthrough of escalating
fuel costs.

Dividends

pany reduced its dividend.
Just as the industry’s earnings, stock
valuations and credit quality have rebounded from the California energy
crisis, the collapse of U.S. wholesale
power markets and the industry’s credit deterioration, so too have dividends
recovered from the reductions of 2002
and 2003.

Industry’s Dividend Payout Ratio
Leads All Sectors
Electric utilities continue to pay out
a higher proportion of earnings than
any other business sector, with a dividend payout ratio of 66.5% in 2005,
slightly below the 67.9% rate in 2004.
While the industry has experienced
wild fluctuations in net income since
2000, the payout ratio has remained
relatively consistent due to the elimination of non-recurring and extraordinary items from the denominator (see

Utility industry dividends generally rose again
in 2005, surpassing the
activity in 2004 when the
industry-wide dividend
resurgence began. Thirtysix companies, or roughly
half the industry, raised or
reinstated their dividend
during the year compared
with 35 during 2004 (see
the table Dividend Patterns). Reduced dividend
tax rates, stronger industry-wide earnings, and an
overall stabilized financial
condition are the primary
drivers behind the widespread increases of the last
two years. There were no
dividend cancellations in
2005 and only one com-

EEI 2005 FINANCIAL REVIEW

23

Industry Financial Performance

Industry Financials Support Rising
Dividends
The overall financial condition of
most electric utility companies has
greatly improved since 2002. Industry
net income has risen back to traditional levels, non-core businesses have
been sold, and overall credit quality
has been restored. The industry’s earnings continued to rise during 2005, as
net income increased by 0.8%, from
$24.9 billion to $25.2 billion. And
with removal of PG&E’s $4.9 billion
non-cash gain from 2004 results, pretax income would have risen 14%.
The industry’s debt-to-capitalization
ratio has improved from 62.2% at
December 31, 2002 to 56.5% at
December 31, 2005.

2003 Dividend Tax Cut Provides
Continued Support

table Category Comparison – Dividend
Payout Ratio). The following approach
is used when calculating the dividend
payout ratio:
1. Non-recurring and extraordinary
items are eliminated from earnings;
2. Companies with negative adjusted
earnings are eliminated;
3. Companies with a payout ratio in
excess of 200% are eliminated;
4. A non-weighted average is used to
calculate overall industry results.
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The electric utility industry, known
for its history of paying a strong dividend, continues to benefit from The
Jobs and Growth Tax Relief Reconciliation Act of 2003. The Act reduced
individual tax rates on dividends to
15% for most tax brackets and to 5%
for the lowest two brackets. These tax
rate reductions provide an advantage
for dividend paying stocks over bonds,
as bond interest is still taxed as ordinary income. In May 2006, Congress
extended the tax break an additional
two years, through the end of 2010.
The reduction
of individual tax
rates on dividends
has clearly supported utility share
values by improving the net aftertax return to shareholders. The EEI
Index, a weighted

average stock index of the 65 U.S.
shareholder-owned electric utilities
[the index calculation includes share
appreciation and dividend payments],
increased by 23.5% in 2003, 22.8%
in 2004 and 16.0% in 2005. From
the dividend paying company’s perspective, a higher stock price reduces
the number of shares required to raise
a targeted amount of equity capital,
therefore reducing the aggregate dividend payment required to service the
newly issued shares—an especially
attractive benefit for this capital-intensive industry.

NorthWestern, PG&E Reinstate
Dividends in 2005
Two companies—NorthWestern
Corporation and PG&E Corporation—reinstated their dividend in
2005. Shortly after its emergence from
Chapter 11 bankruptcy in November
2004, NorthWestern re-established
its dividend at $0.22 per share for the
first quarter of 2005. NorthWestern’s
restructuring was centered on significantly reducing debt, improving its
capital structure, and ensuring the
long-term financial health of its core
utility operations. NorthWestern originally filed for bankruptcy in September 2003. NorthWestern’s recovery was
marked by subsequent increases in its
dividend to $0.25 per share in Q3 and
$0.31 per share in Q4 of 2005.
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increases spending
on environmental compliance,
transmission and
distribution upgrades, and new
capacity.
This
will create growing competition
for available cash
flow.

PG&E Corp. reinstated its quarterly dividend at $0.075 per share during
the first quarter of 2005, and raised it to
$0.225 per share by the third quarter.
The reinstatement marks the completion of a long journey to financial recovery from the California energy crisis of 2000-2001. Over approximately
the last three years, PG&E’s stock price
has more than tripled, climbing from
$11.26 on September 30, 2002 to
$37.12 on December 31, 2005.

Going Forward: Cash Flow
Concerns

State regulatory relationships
are
becoming
increasingly important, as many
companies will
soon be emerging
from rate freezes.
In sensitive political environments, the
ability of utilities to recapture rising
fuel costs and other necessary expenses
is by no means a guarantee.
The industry’s free cash flow was
a negative $11.5 billion in 2005, the
first negative result since 2002 (see
Cash Flow Statement section in the
table Free Cash Flow 2000-2005). The
decrease from the positive $3.3 billion
total in 2004 was due primarily to a
$7.5 billion, or 13.0% decline in cash
provided by operating activities and

a $5.5 billion increase in capex. The
13.5% increase in capex in 2005 is
the first significant rise since 2001, the
peak year of the industry’s competitive
generation build-out. The $1.9 billion, or 14.2%, rise in dividends paid
to common shareholders contributed
to the decline in free cash flow.
Unlike many industries that measure free cash flow as the difference between cash flow from operations and
capital expenditures, the electric utility industry measures free cash flow as
follows due to the strong tradition of
dividends: free cash flow = cash flows
from operations – capital expenditures
– common dividends.

Electricity Sales and
Revenues
Overview of 2005
Over the course of 2005, U.S. electric utilities contended with the most
damaging hurricane season in U.S. history, concerns about terrorist attacks on
electric industry infrastructure, sharply
higher fossil fuel costs and temporary
fuel supply disruptions due to hurricane damage. Despite these challenges,
in 2005 shareholder-owned electric

The widespread dividend increases
of the past two years have produced
a heightened ongoing funding commitment for the years ahead. Companies must also factor in the potential
need for more equity financing down
the road. With each new equity issuance comes a larger overall aggregate
dividend outlay. Capital expenditures
(capex) are up $5.5 billion, or 13.5%,
in 2005, and will likely continue to
rise in the near-term as the industry
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utilities were also able to expand their
customer base by 1.2%, sell 5.4%
more electricity, deliver 8.2% more
energy and generate 13.6% more revenue than they did the previous year.
The year also marked the second consecutive year of industry growth; from
2000 to 2003 the industry lost customers and sales in states that implemented retail competition, and sales
growth was lackluster because of the
nationwide economic downturn.

Electricity Sales and Deliveries
The state of the U.S. economy,
the weather and the price of electricity are the dominant factors that have
determined nationwide electricity sales
over the past 10 years. The 1990s saw
unprecedented growth in the economy,

generally normal weather conditions
and stable energy prices. In addition,
the growth of the digital economy
in the 1990s resulted in increasing
demand for both the quantity and
quality (i.e., minimal disruptions and
constant voltage and frequency) of
electricity by both residential consumers and businesses.
In contrast to the strong growth in
the late 1990s, the first few years of the
21st century have produced recession,
a lethargic economic recovery, atypical weather patterns and significant
increases in energy prices. The growth
of the U.S. economy, as measured by
the Bureau of Economic Analysis’ inflation-adjusted (real) gross domestic
product (GDP), fell to an average annual rate of only 2.6% in 2001–2005,

about two-thirds of the 4.1% rate from
1996-2000. Similarly, electricity sales
by shareholder-owned electric utilities,
which had been growing at an average
rate of 2.7% per year between 1996
and 2000, declined to an average annual rate of only 0.9% for 2001-2005.
Overall electricity sales in 2004
by shareholder-owned electric utilities increased only 0.3% from the
year earlier, continuing the slow or
no growth trend seen over the recent
past. In contrast, sales grew by 5.4%
in 2005, far exceeding the 2004-2005
growth in GDP, a result likely caused
by warmer than normal weather in
much of the country and utilities successfully competing against independent power marketers. Residential sales
increased a healthy 10.3% in 2005, and
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commercial sales rose 3.1%. Electricity
sales in 2005 to industrial customers
increased by only 2.1%, largely because
of slow growth in the industrial sector
of the economy and the ability of large
electricity users to buy directly from
alternative energy providers or from
power marketers selling electricity generated at merchant power plants. The
increase in residential electricity sales
in 2005 marks the eighth consecutive
year-to-year gain, which has averaged
almost 3.5% per year since 1998, no
doubt in part due to the new home
construction boom of recent years.
Electricity deliveries by shareholderowned utilities (i.e., power delivered
over distribution networks) increased
8.2% nationwide in 2005. Consumers—residential, commercial and
industrial—in some states can buy
electric power from competing energy
companies, but power distribution is
almost exclusively limited to traditional
utilities with transmission and distribution (T&D) networks that include customer meters to determine sales quantities. The 12.0% and 8.7% increase in
residential and commercial electricity
deliveries, respectively, in 2005 provides clear evidence that American
homes and businesses continue to depend on shareholder-owned utilities for
reliable power delivery even when the
electricity is generated by an alternative
energy supplier.

Housing Boom Boosts Electricity
Sales
One of the brightest spots in the
U.S. economy over the past few years
has been the residential construction
industry. Encouraged by low interest
rates on construction loans and mortgages, homebuilders started 2.1 million
single- and multi-unit homes in 2005,
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the highest level since 1972, according to the Commerce Department’s
Census Bureau. New home starts in
2005 were 5.8% greater than in 2004,
and over the past five years, housing starts have posted average annual
growth of 5.7%. The steady growth
in residential electricity sales is clearly
due to the housing boom, since new
homes are generally larger than older
homes, and are located in warmer regions of the country where population growth is the greatest. Although
new homes are generally better insulated than are older homes, and come
equipped with more energy-efficient
appliances (particularly air conditioners and refrigerators), electricity usage for residential cooling is growing
substantially because new homes also

usually have more interior floor space
and higher ceilings.

Impact of Retail Competition
The slower growth in electricity sales
by shareholder-owned electric utilities
relative to electricity deliveries is due
to retail competition, sometimes called
“retail access” or “customer choice.”
Customer choice enables consumers
to switch from bundled service from a
traditional utility ( i.e., generation and
delivery by a single utility) to unbundled service, where one company supplies electricity and another provides
T&D service. Twenty states, and the
District of Columbia, have implemented legislation to permit electricity customers to choose an electricity supplier
other than their traditional vertically
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integrated electric utility. These states
are Arizona, California, Connecticut,
Delaware, Illinois, Maine, Maryland,
Massachusetts, Michigan, Montana,
Nevada, New Hampshire, New Jersey,
New York, Ohio, Oregon, Pennsylvania, Rhode Island, Texas, and Virginia.
California has suspended full implementation of its program, while Arkansas, New Mexico, Oklahoma, and
West Virginia have delayed or repealed
their retail competition plans over
concerns about customer benefits.

customers that elect to self-generate.
Today’s combined-cycle technology
using natural gas can be more energyefficient than the older boiler/steamturbine technology, particularly when
steam is required for industrial processes and/or space heating. Increasingly, businesses are exploring selfgeneration alternatives to satisfy future

energy needs, since, at least in some
areas of the country, the sale of excess
electricity can be a source of revenue.

Weather Trends
The National Weather Service
(NWS) reports that 2005 was the thirteenth warmest year in its 111 years
of record-keeping, averaging 54.0

Customer choice does not necessarily result in the loss of electricity sales,
since, in many states, shareholderowned utilities or their holding company have formed affiliated retail
power marketing companies to compete for retail customers. At the end of
2005, the Federal Energy Regulatory
Commission (FERC) had accepted
market-based electricity rates filed by
503 power marketers—120 of which
are affiliated with shareholder-owned
electric utilities. Although all these
companies are permitted to sell retail
electricity, only 103 firms (30 of which
are affiliated with shareholder-owned
electric utilities) actually sold electricity during 2004, the most recent year
for which complete records are available from the Department of Energy’s
Energy Information Administration
(EIA). During 2004, power marketers operated in 22 states, selling nearly
10.4% of all the electricity sold in the
country. Power marketers affiliated
with a shareholder-owned utility operated in 19 states and accounted for a
little over two-thirds of the electric energy sold by retail power marketers.
To a lesser degree, shareholder-owned utilities and their affiliated power marketers are also losing
sales to industrial and commercial

EEI 2005 FINANCIAL REVIEW

29

Industry Financial Performance

degrees Fahrenheit (º F) for the contiguous U.S. The last five 5-year periods
(2001-2005, 2000-2004, 1999-2003,
1998-2002, and 1997-2001) were the
warmest 5-year periods ever recorded
by NWS. Nationwide, the 2005 summer season (June-August) was warmer
than average—the seventeenth warmest on record—with the Northeast
much warmer than average, recording
its second warmest summer on record.
During 2005, cooling degree-days, a
measure of air conditioning demand,
were 18.7% above the 35-year historical average, and 14.4% higher than in
2004. Warmer 2005 summertime temperatures nationwide were evidenced by
EEI’s Weekly Electric Output data that
showed greater summer electricity production in 2005 than in 2004. During
June, July and August 2005, electricity produced by all U.S. power plants
reached 1,145,000 GWh, 8.6% more
than the same period a year earlier.
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The 2004-2005 winter season (December-February) was the twelfth
warmest in the 111 years of NWS recordkeeping. Most of the nation experienced above-average winter temperatures, while parts of the Rockies and
northern Plains saw far-above-normal
temperatures. Nationwide, heating
degree-days during the winter were
6.5% below the 34-year average and
0.6% above the year-earlier level. Most
important for electricity customers,
warmer winter temperatures reduced
heating demand, which somewhat offset the rise in yearly electricity bills due
to increased use of air conditioning.
The winter of 2004-2005 was
similar to the winters of 1997-1998,
1998-1999, and 1999-2000, which
were unusually warm—almost 1º F
warmer than the historical average.
Many explanations have been offered
for the 10-year rise in temperatures in
the contiguous United States. Whether
due to global warming or El Niño–La

Niña, average annual temperatures nationwide increased almost 1.5º F over
the period 1995–2005. In the last 10
years, summer and winter average temperatures have exceeded normal levels
eight times, only twice dipping below normal. Similarly, average annual
temperatures over the last 10 years only
once fell below normal levels.

Weather Events in 2005
The year 2005 will be long remembered as the year of Hurricane Katrina,
the most devastating hurricane in U.S.
history, which made landfall on the
Louisiana and Mississippi coasts on
August 29 and resulted in the total destruction of many properties near the
Gulf Coast and the flooding of 80%
of New Orleans. Over 1,300 people
lost their lives because of the storm.
The damage to homeowners and businesses was estimated to be more than
$100 billion, only about one-third
of which was covered by insurance.
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In comparison, all the 2004 hurricanes
and tropical storms together caused $42
billion worth of damage, and 2004 was
the costliest hurricane season previous
to 2005, according to NWS. Entergy
Corporation, with 2.6 million customers in Arkansas, Mississippi, Louisiana,
and Texas, was the electric utility most
affected by Katrina. Over 1.1 million
Entergy customers lost electric service
during the hurricane, and the utility
employed as many as 15,000 personnel to restore service and install new
service for temporary housing.
Seven named tropical storms made
landfall in the U.S. in 2005 (Arlene,
Cindy, Dennis, Katrina, Rita, Tammy
and Wilma), while an eighth storm
brushed North Carolina without officially coming ashore. The record num-

ber of named storms making landfall
is eight, occurring in 1916 and 2004.
Combined, Dennis, Rita and Wilma resulted in $34 billion worth of damage in
Florida, Louisiana and Texas, meaning
that 2005 would have been the fourth
most destructive hurricane season in 72
years even without Katrina.

Higher Fuel Costs
Retail sales of electricity are also
influenced by the price of electricity,
which is in large part determined by
the cost of the fuel used to generate
it. Fuel costs surged more from 2002
through 2005 than during the entire
1990s. As a result, the seasonally adjusted Consumer Price Index (CPI) for
electricity averaged only 1.1% annually from 1990 through 2002, but was

2.8%, 2.1% and 10.6% in 2003, 2004
and 2005, respectively. This, however,
was tame compared to what consumers have faced for other forms of energy. From December 2004 to December 2005, the price of natural gas for
home heating went up 30.2%, on top
of double-digit price rises in 2004 and
2003 (16.5% and 17.4%, respectively).
Home heating oil rose 40.3% in 2004
and another 27.7% in 2005. Gasoline
prices (all grades) increased 25.9% and
15.9% in 2004 and 2005, respectively,
according to the U.S. Bureau of Labor
Statistics (BLS).
The seasonally adjusted CPI for all
energy commodities reflects the increasing cost of energy to American
consumers. In the five years from January 1996 through December 2000,

EEI 2005 FINANCIAL REVIEW

31

Industry Financial Performance

overall energy prices increased 24.6%,
for an average of 4.2% per year. In contrast, energy price inflation was 41.7%
for the five-year period from January
2001 to December 2005, for an average annual rate of 7.2%. Overall energy
price inflation was 16.9% in 2005.
Energy price volatility is not a new
phenomenon to American households
and businesses. Through energy efficiency and conservation, consumers
have done much since the energy crises of the 1970s to protect themselves
from the adverse impacts of sharp price
increases. The American economy appears to have weathered these latest
price shocks, but world events still directly affect electric utilities and other
energy providers. The continuing war
on terrorism, political unrest in the
Middle East, concerns about the Nigerian and Venezuelan oil and gas industries, growing demand for energy in the
Third World, particularly China, and
potential domestic natural gas shortages all impact world and domestic
energy prices, electric generation costs,
and in turn, the price and quantity of
electricity sold in the United States.
Energy price volatility appears to be
inevitable for the near future because of
the current oil and gas supply-demand
imbalance worldwide. For instance,
some energy experts expect a natural
gas shortage in the U.S. if winter 20062007 temperatures are significantly
below normal. This would adversely
affect shareholder-owned electric utilities and their customers, since natural
gas accounts for almost 19% of the
electricity produced nationwide, according to EIA. Electricity generation
from natural gas grew 6.0% in 2005, a
long-term trend reflecting the nation’s
growing dependence on gas-fired combustion turbines (essentially stationary
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jet engines) because they are relatively
quick and inexpensive to build, and
pollute less than other fossil-fuel generating technologies.
More importantly for electric utilities, coal prices have started to rise
after more than a decade of decline.
Almost half of all electricity produced
in the U.S. comes from coal-fired
power plants. EIA reports that coal
prices dropped 4.9% annually from
1990 to 1999 because of productivity gains in the U.S. mining industry.
Recently however, coal prices have
started to follow the trend of other
energy commodities. Specifically, EIA
surveys show that the average delivered
price of a ton of coal to electric utilities was $30.91 in 2005, compared to
$25.82 in 2003 and $27.30 in 2004.
The 13.2% increase in 2005 and the
average increase of 5.0% in the previous two years are not unexpected, since
mines and railroads (the primary transportation method used to deliver coal)

are heavily dependent on increasingly
expensive petroleum products to fuel
their heavy equipment and locomotives. Furthermore, the growth in the
use of western coal in the eastern U.S.
means that overall coal transportation
costs are on the rise because of the
greater distances between mines and
power plants.

Electricity Revenues
Revenues from electricity sales and
deliveries to all customer classes were
$208.3 billion in 2005, a gain of 13.6%
over 2004. Revenues from residential
sales and deliveries were up 16.8%,
driven in part by a 10.3% increase in
electricity sales and a 12.0% increase
in electricity deliveries (T&D service).
Revenues from commercial customers
were up 11.2%, supported by a 3.1%
increase in sales and an 8.7% increase
in electricity deliveries. Unlike 2004,
when a revenue decrease was recorded,
industrial customer revenue increased
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11.5% in 2005. This was somewhat
unexpected since shareholder-owned
electric utilities and their affiliates lost
over 24,100 industrial customers in
2005 compared to 2004, when they
added over 43,000 energy-only industrial customers. Undoubtedly some of
the industrial customer losses were due
to customers who switched to alternative power suppliers in states with customer choice.
Average revenue on a per unit basis
(i.e., revenue per bundled kilowatthour sold and delivered) for 2005
exceeded 2004 levels for residential,
commercial and industrial service.
Residential revenue reached 9.64
cents per kilowatt-hour (¢/kWh) in
2005—a 6.4% increase over the 2004
rate of 9.06 ¢/kWh. The average commercial revenue in 2005 was 8.58 ¢/
kWh, up 7.5% from the previous year.
The industrial revenue rate increased
by 10.1% —5.78 ¢/kWh for 2005
versus 5.25 ¢/kWh for 2004. These
strong growth rates are a reversal of

the slow growth trend that started in
the mid-1990s, when rates reflected
stable energy prices, developing competition for retail customers in states
with customer choice, and rate freezes
mandated by state public utility commissions (PUCs) considering or transitioning to full retail competition.
For instance, residential rates reached
a record of 8.95 ¢/kWh in 1997, and
did not record a higher rate until 2004.
Industrial and commercial rates have
followed a similar pattern—peaking
in 1991 and 1993 at 5.02 ¢/kWh and
7.93 ¢/kWh, respectively, and then
declining until 2001, when the commercial and industrial rates reached the
levels of a decade earlier.
Recently proposed electricity rate increases in Maryland demonstrate how
energy prices and electricity deregulation can affect consumers, and where
electricity prices are headed. In late
2005, two of Maryland’s largest electric utilities requested 72% and 39%
increases in residential rates, and 14%

to 55% increases in commercial rates.
Reasons for the requested increases included the dramatic rise in the price of
natural gas used to generate electricity
and the July 2006 expiration of statemandated price caps set at 1993 rates.
(Price caps for commercial customers
began expiring two years ago; this is
why the requested commercial rate increases are less than the residential.) In
order to cushion the impact on ratepayers, the Maryland Public Service Commission and the two utilities during the
first half of 2006 designed a rate stabilization plan that will give consumers
the option of selecting a 15% to 21%
increase in July 2006, followed by gradually increasing rates until the deferred
amount is paid over two years. Thomas
R. Kuhn, president of EEI, recently
wrote, “Electricity customers across the
country are facing the inevitability of
higher power bills. It isn’t just in Maryland. The cost of nearly everything our
industry uses to make and deliver electricity is going up.”
The 10-year historical pattern of
stable electricity rates means that
shareholder-owned electric utilities
now receive less inflation-adjusted revenue for their product than they did in
the 1990s. For instance, the 2005 average residential rate of 9.64 ¢/kWh is
only 0.76¢ higher than the 1996 rate.
If residential rates had kept pace with
the overall CPI inflation rate over this
10-year period, residential rates would
have been 11.41 ¢/kWh in 2005. A
similar analysis would have 2005 commercial revenue and industrial rates
at 10.06 ¢/kWh and 6.06 ¢/kWh, respectively. Clearly, the slow growth in
electricity rates was only possible because of the stable energy prices in the
1990s and significant cost cutting by
electric utilities in the face of increasing
competition in the early 2000s.
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Heating and Cooling Degree Days and Percent Changes
January–December 2005

The 11.5% increase in industrial
revenues from 2004 to 2005 is primarily the result of higher electricity
rates, since shareholder-owned electric
utilities sold and delivered only 2% to
3% more electricity to industrial customers. The relatively slow growth in
electricity sales is likely the result of
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competition for industrial customers, since shareholder-owned utilities
and their affiliates lost 24,100 industrial customers in 2005. Other factors likely also contributed, including
reduced U.S. industrial activity due to
globalization and foreign outsourcing,
increased energy efficiency and energy

conservation, and greater reliance by
some industrial customers on self-generated electric power.
The total number of customers
served by shareholder-owned utilities
and their affiliates was 98.6 million in
2005, a 1.2% increase over 2004. Most
of the gain came from a residential
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sector that showed a 1.0 million increase in customers. This is not surprising in light of the 2.1 million housing
starts in 2005 reported by the Census
Bureau. The underlying reasons for the
178,000 new commercial customers are
less obvious. The increase likely reflects
a relatively strong economy and a rising
rate of new business formations. The
loss of 24,100 industrial customers, a
4.8% decrease from 2004, is certainly
due in large part to retail power marketers’ success in signing up customers
under retail competition. Experience in
states that have implemented customer
choice has shown that large industrial
electricity users are much more likely
than residential users to switch energy
providers, since the potential cost savings is far more significant for high-volume users. Because of this, retail power
marketers, including those affiliated
with shareholder-owned electric utilities, have more actively pursued industrial plants and commercial businesses
with multiple locations than they have
residential customers.

Outlook
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The future for retail competition
nationwide is unclear, especially in
light of California’s experience with
utility restructuring and competition.
State policy makers and regulators are
adopting a more pragmatic approach
to achieving and protecting customer
benefits, which were once expected to
flow almost automatically from competition. Additionally, excess utility
generating capacity in some areas of
the country has prompted state policy
makers to postpone or abandon retail competition, at least for smaller
consumers. Many shareholder-owned
electric utilities across the country
have restructured — rationalizing asset portfolios, paring back non-core
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businesses, reducing operating expenses
and emphasizing core operations—to
remain competitive and to keep electricity price increases to a minimum.
Regardless of these efforts, electricity
rates will likely rise significantly in the
near-term because electric utilities will
need to recover rising fuel costs.

modest growth projections and the
rising price of electricity, shareholderowned electric utilities and their affiliated power marketers will continue to
lead the way in meeting the nation’s
growing demand for reliable, highquality electricity.

EIA forecasts that the growth rate
in annual electricity usage will average 1.6% over the next 25 years. In
part, this is because sales growth is
likely to be only about one-half of the
GDP growth rate, if the recent historical trend between electricity sales and
GDP continues. EIA expects residential, commercial, and industrial electricity sales to increase 1.6%, 2.3%,
and 0.9% per year, respectively. Revenues are expected to rise more rapidly
than sales, as rising fuel costs become
incorporated in rates. Despite these
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