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Puget Energy Neutral
Sizeable Equity Offering Dilutes EPS, Adj. Ests. $20.70
27 October 2005
e We are maintaining our Neutral rating on PSD, but cutting 2006 Electric Utilities
EPS gstirnates tq $.1.40 from $1.55 on the basis of Puget's equity Andrew Smith
offering of 15 million shares of common stock. We expect PSD’s (1-212) 622-1480
earnings to be at the lower end of the company’s guidance range, andrew.l.smith@jpmorgan.com
but we also expect the shares to have yield support near their Brooke Glenn Mullin
current trading level. Accordingly, we expect the shares to (1-212) 622-1774
perform about inline with their peer group. brooke.glennmullin@jpmchase.com
Seth Tennant
e PSD announced after the market close on 10/26 that it is offering (1-212) 622-6616
15 million shares of common stock in an overnight placement. seth.tennant@jpmorgan.com
and has an option to place an additional 1.7 million shares. As Rajeev Lalwani
previously disclosed, PSD plans to use the proceeds to fund its (1-212) 622-6448
capital spending program at its utility, Puget Sound Energy. While rajeev.lalwani@jpmorgan.com
we were not surprised by Puget’s equity offer given its
infrastructure investment plans, we are surprised by the size of the
offer because the company appears to be selling about $60-100
million more equity than it needs.
e Furthermore, we believe that Puget’s equity offer and the
corresponding EPS dilution highlights the regulatory lag problems
that the company has been suffering. The company previously
indicated that it expects about a negative $0.11 per share impact
from regulatory lag. In the context of the equity offer, based on
Puget’s allowed rate base from its recent general rate case, if we
incorporate its recent equity offer as well as its planned $580
million rate base addition from its wind farm investments (which it
Puget Energy (PSD;PSD US)
2004A 2005E 2006E 2006E Company Data
(Old) (New)  Price (3) 20.70
EPS ($) Date Of Price 27 October 05
Q1 (Mar) 0.67 0.70A 52-week Range 20.71 - 24.81
Q2 (Jun) 0.16 0.15A Mkt Cap ($ mn) 2,450.65
Q3 (Sep) 0.11 0.06A Fiscal Year End Dec
Q4 (Dec) 0.61 Shares O/S (mn) 115
FY 1.60 1.40 1.55 1.40 Div. Yield 4.8%
P/E FY 12.9 14.8 13.3 14.8

Source: Company data, Reuters, JPMorgan estimates.

J.P. Morgan Securities Inc.

See page 6 for analyst certification and important disclosures, including investment banking
relationships. JPMorgan 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 JPMorgan 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 www.morganmarkets.com or can call
1-800-477-0406 toll free to request a copy of this research.
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can add to rate base through its expedited resource planning
regulatory filing, the Power Cost Only Rate Case), we project that
the equity layer at its utility is about 46%. This is well above the
43% equity layer that Puget is allowed to incorporate into rates.
We note that if Puget is able to correct its regulatory lag problem
and incorporate about $780 million of delivery infrastructure
spending ($300 million net of D&A) into its rate making structure,
its utility equity layer falls to about 43%, in line with its allowed
regulatory structure, but it does not appear to us that this problem
will be resolved anytime soon.

e Given the sizeable stock dilution, we are decreasing our 2006 EPS
estimate to $1.40. The stock is trading at 14.8x 2006E EPS, about
inline with the group average of 14.5x. We also do not expect
Puget to offer investors material earnings growth in the near-term;
however, we expect its dividend yield of 4.8%, well above the
group average of 4%, to likely support the stock. Accordingly, we
believe Puget could be an attractive investment for investors
interested in income generation, but we expect the shares to
perform inline with their peers.
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EPS and Equity Layer Projections

Our EPS projections and equity layer calculations assuming only Puget's wind farm
spending is incorporated into its rate base are shown in Table 1, below. As shown by
our calculations, Puget's equity layer at its utility is about 46% on this basis. Table 2
incorporates not only Puget's wind farm investments, but also its planned delivery
infrastructure investment net of D&A. This results in a projected equity layer of
about 43%. We believe these two tables illustrate the regulatory lag Puget currently
is suffering as it is not able to incorporate its full utility investment in its rates.

Table 1: EPS and Equity Layer Projections Assuming Only Wind Farm Investments Added to Rate Base

$ million

Equity Offer Stock Price 20.70

Shares Offered (millions) 15

Equity Offer 3N

Hopkins Wind Farm Spending 200

Wild Horse Wind Farm Spending 380

Total Wind Farm Spending 580

Equity Needed to Fund Wind Expansion @ 43% Equity 249

Projected Equity Offer 3N

Excess Equity Offer Assumed Used for Debt Paydown 61

EPS Reconciliation 2005E 2006E 2007E
Gas Rate Base ($ Millions) 1,068 1,068 1,068
Electric Rate Base ($ Millions) 2,545 2,545 2,545
Additions to Rate Base - Wind Projects ($ Millions) 0 580 580
Total Rate Base ($ Bn) 3,612 4,192 4,192
Equity Layer 43.00% 43.00% 43.00%
Allowed ROE 10.30% 10.30% 10.30%
Shares (millions) 100 115 115
Projected Utility EPS 1.60 1.61 1.61
Less: D&A Lag -0.10 -0.08 0.00
Less: Incremental O&M -0.05 -0.03 0.00
Less: Additional Debt Cost @ 7% for Wind Projects -0.13 -0.13
Plus: Debt Paydown from Excess Equity Offer @ 7% 0.02 0.02
Projected Ongoing EPS 1.45 1.40 1.51
PIE 14.3x 14.8x 13.9x
Projected ROE Excluding Tenaska Disallowance 9.3% 8.9% 9.6%
PRO FORMA EQUITY LAYER CALCULATIONS $ millions

Rate Base per General Rate Case 3,612

Wind Farm Additions to Rate Base 580

Pro Forma Rate Base 4192

Equity Layer Pre Equity Offer (6/30/05 balance sheet) 1,631

New Equity from Equity Offer 311

Pro Forma Equity Layer 1,941

Pro Forma Equity Ratio 46%

Source: JPMorgan estimates, Company data.
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Table 2: Equity Layer Projections Assuming Wind Projects and Delivery Infrastructure Spending Added to Rate Base

$ million

Equity Offer Stock Price
Shares Offered (millions)
Equity Offer

Hopkins Wind Farm Spending
Wild Horse Wind Farm Spending
Total Wind Farm Spending

Additional Rate Base Spending 2005 & 2006

Less: Expected D&A 2005 & 2006
Net Rate Base Additions

PRO FORMA EQUITY LAYER CALCULATIONS

Rate Base per General Rate Case

20.70
15
31

200
380
580

780
480
300

$ millions
3,612

Net Additions to Rate Base (Wind Farms & Delivery Capex) 880

Pro Forma Rate Base

4,492

Pro Forma Utility Equity Layer - Rate Making Basis

Equity Layer Pre Equity Offer (6/30/05 balance sheet)

New Equity from Equity Offer
Pro Forma Equity Layer
Pro Forma Equity Ratio

1,631
311
1,941
43%

Source: JPMorgan estimates, Company data.

Valuation and Rating Analysis

We are maintaining our Neutral rating as Puget Energy appears to continue to
struggle with regulatory lag and other factors that are preventing its core utility EPS
power from emerging. We expected Puget to offer investors potentially modest
earnings growth, if any, in 2006 given that its recent sizeable equity offer results in
significant EPS dilution in 2006. Longer-term, we believe Puget may still have the
potential to offer investors an attractive EPS growth profile; however, it appears that
the company’s struggle to earn its allowed ROE may prevent the potential EPS
growth from investing in its utility from being realized for at least the next several
quarters. We expect the company's above average dividend to support the shares, and
the shares are trading just above the group average multiple of 14.5x 2006E EPS.
Furthermore, if the company is able to address some of the issues masking its core
utility earnings power, the shares appear attractively valued. For example, if the
company is able to address $0.11 of regulatory lag it is currently suffering by 2006,
we estimate that the company could earn about $1.50-1.55 in 2006, which would
imply that the stock is trading at about 13.5x 2006E EPS, a discount to the group
average 2006 multiple, especially given the company's above average yield. We
believe this profile could ultimately prove attractive, but we expect the stock to trade
inline with the group for the next several quarters because we do not believe
visibility on potential EPS improvement will emerge over that time frame.
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Risks to Our Rating

Our Neutral rating on Puget shares is based on what we expect to be EPS dampened
by regulatory lag and common share dilution for at least the next several quarters.
This results in the company underearning its allowed ROE. If Puget continues to
suffer from additional underearning pressure, or inability to add its planned utility
investment to rate base, we would expect EPS, and thus the shares, to suffer. On the
other hand, as we discussed above, if Puget is able to address its regulatory lag, we
believe the shares appear attractive on a relative valuation. As we also discussed
above, we expect visibility on this issue to take several quarters to emerge. If Puget is
able to address its lag sooner rather than later, investors could get earlier visibility on
higher EPS in 2006 and the shares could outperform.
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Companies Recommended in This Report (as of COB 27 October 2005)
Puget Energy (PSD/$20.70/Neutral)

Analyst Certification

The research analyst who is primarily responsible for this research and whose name is listed first on the front cover certifies
(or in a case where multiple research analysts are primarily responsible for this research, the research analyst named first in
each group on the front cover or named within the document individually certifies, with respect to each security or issuer
that the research analyst covered in this research) that: (1) all of the views expressed in this research accurately reflect his or
her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research analyst's
compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the
research analyst in this research.

Important Disclosures:
e Liquidity Provider: JPMSI and/or one of its affiliates normally provides liquidity in the stock of Puget Energy.
e  Client of the Firm: Puget Energy is or was in the past 12 months a client of JPMSI.

e Investment Banking (next 3 months): JPMSI or its affiliates expect to receive, or intend to seek, compensation
for investment banking services in the next three months from Puget Energy.

Puget Energy (PSD) Price Chart
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Source: Reuters and JPMorgan; price data adjusted for stock splits and dividends.

Break in coverage Mar 23, 2004 - May 25, 2004. This chart shows JPMorgan's continuing coverage of this stock; the
current analyst may or may not have covered it over the entire period. As of Aug. 30, 2002, the firm discontinued price
targets in all markets where they were used. They were reinstated at JPMSI as of May 19th, 2003, for Focus List (FL) and
selected Latin stocks. For non-JPMSI covered stocks, price targets are required for regional FL stocks and may be set
for other stocks at analysts' discretion.

JPMorgan ratings: OW = Overweight, N = Neutral, UW = Underweight.

Explanation of Ratings and Analyst(s) Coverage Universe: JPMorgan uses the following rating system: Overweight
[Over the next six to twelve months, we expect this stock will outperform the average total return of the stocks in the
analyst’s (or the analyst’s team’s) coverage universe.] Neutral [Over the next six to twelve months, we expect this stock
will perform in line with the average total return of the stocks in the analyst’s (or the analyst’s team’s) coverage universe. ]
Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of the
stocks in the analyst’s (or the analyst’s team’s) coverage universe.] The analyst or analyst’s team’s coverage universe is the
sector and/or country shown on the cover of each publication. See below for the specific stocks in the certifying analyst(s)
coverage universe.

Coverage Universe: Andrew Smith: American Electric Power (AEP), CMS Energy Corp (CMS), Calpine Corp. (CPN),
Consolidated Edison (ED), Constellation Energy Group (CEG), Dominion Resources (D), Duke Energy (DUK), Dynegy,
Inc. (DYN), Entergy Corp. (ETR), Exelon Corp. (EXC), FPL Group Inc. (FPL), NRG Energy (NRG), Puget Energy (PSD),
Reliant Energy, Inc (RRI), Southern Company (SO), TXU Corp. (TXU), Wisconsin Energy Corp (WEC)
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JPMorgan Equity Research Ratings Distribution, as of September 30, 2005
Overweight Neutral Underweight

(buy) (hold) (sell)

JPM Global Equity Research Coverage 40% 42% 18%
IB clients* 46% 45% 39%
JPMSI Equity Research Coverage 34% 49% 17%
IB clients* 65% 55% 45%

*Percentage of investment banking clients in each rating category.
For purposes only of NASD/NY SE ratings distribution rules, our Overweight rating falls into a buy rating category, our Neutral rating falls into a hold
rating category, and our Underweight rating falls into a sell rating category.

Valuation and Risks: Company notes and reports include a discussion of valuation methods used, including methods used
to determine a price target (if any), and a discussion of risks to the price target.

Analysts’ Compensation: The equity research analysts responsible for the preparation of this report receive compensation
based upon various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall
firm revenues, which include revenues from, among other business units, Institutional Equities and Investment Banking.

Other Disclosures:

Legal Entities: Equity Research is a product of J.P. Morgan Securities Inc. (JPMSI) and/or its affiliates worldwide. JPMSI is a member of NYSE, NASD
and SIPC. The analysts who write global equity research are employees of JPMSI or its affiliated companies worldwide, including the following
companies. J.P. Morgan Securities Ltd. (JPMSL) is a member of the London Stock Exchange and is authorised and regulated by the Financial Services
Authority. J.P. Morgan Equities Limited is a member of the Johannesburg Securities Exchange and is regulated by the FSB. J.P. Morgan Securities Asia
Private Limited (Co. Reg. No.: 197300590K) is regulated by the Monetary Authority of Singapore (MAS) and the Japan Financial Services Agency
(FSA). J.P. Morgan Securities (Asia Pacific) Limited (CE number AAJ321) and J.P. Morgan Securities (Far East) Limited (CE number AAB026) are
regulated by the Hong Kong Monetary Authority and the Securities and Futures Commission in Hong Kong respectively. J.P. Morgan Securities
Singapore Private Limited (Co. Reg. No.: 199405335R) is a member of Singapore Exchange Securities Trading Limited and is regulated by the MAS. J.P.
Morgan Malaysia Sdn. Bhd. (18146-X) is licensed as an investment advisor by the Securities Commission in Malaysia. J.P. Morgan Australia Limited
(ABN 52 002 888 011/AFS Licence No: 238188) and J.P. Morgan Securities Australia Limited (ABN 61 003 245 234/AFS Licence No: 238066, a Market
Participant with the ASX) (JPMSAL) are licensed securities dealers. J.P. Morgan Securities New Zealand Limited is a New Zealand Exchange Limited
Market Participant. J.P.Morgan Securities (Taiwan) Limited is a participant of the Taiwan Stock Exchange (company-type) and regulated by the Taiwan
Securities and Futures Commission. J.P. Morgan India Private Limited is a member of the National Stock Exchange of India Limited and The Stock
Exchange, Mumbai and is regulated by the Securities and Exchange Board of India. JPMorgan Securities (Thailand) Limited is a member of the Stock
Exchange of Thailand and is regulated by the Ministry of Finance and the Securities and Exchange Commission PT. J.P. Morgan Securities Indonesia is a
member of the Jakarta Stock Exchange and Surabaya Stock Exchange and is regulated by the BAPEPAM. This report is distributed in the Philippines by
J.P. Morgan Securities Philippines, Inc. Banco J.P. Morgan S.A. is regulated by the Comissao de Valores Mobiliarios (CVM) and by the Central Bank of
Brazil.

Options related research: If the information contained herein regards options related research, such information is available only to persons who
have received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation’s Characteristics and Risks of
Standardized Options, please contact your JPMorgan Representative or visit the OCC’s website at
http://www.optionsclearing.com/publications/risks/riskstoc.pdf.

General: Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co. or its affiliates and/or subsidiaries (collectively
JPMorgan) do not warrant its completeness or accuracy except with respect to any disclosures relative to JPMSI and/or its affiliates and the analyst’s
involvement with the issuer. Opinions and estimates constitute our judgement as of the date of this material and are subject to change without notice. Past
performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument.
Securities, financial instruments or strategies mentioned herein may not be suitable for all investors. The opinions and recommendations herein do not take
into account individual client circumstances, objectives, or needs and are not intended as recommendations of particular securities, financial instruments or
strategies to particular clients. The recipient of this report must make its own independent decisions regarding any securities or financial instruments
mentioned herein. JPMSI distributes in the U.S. research published by non-U.S. affiliates and accepts responsibility for its contents. Clients should
contact analysts and execute transactions through a JPMorgan subsidiary or affiliate in their home jurisdiction unless governing law permits otherwise.

Planned Frequency of Updates: JPMorgan provides periodic updates on companies/industries based on company-specific developments or
announcements, market conditions or any other publicly available information.

U.K. and European Economic Area (EEA): Issued and approved for distribution in the U.K. and the EEA by JPMSL. Investment research issued by
JPMSL has been prepared in accordance with JPMSL’s Policies for Managing Conflicts of Interest in Connection with Investment Research which can be
found at http://www jpmorgan.com/pdfdoc/research/ConflictManagementPolicy.pdf. All research issued to private clients in the U.K. is subject to the
following: the investments and strategies discussed here may not be suitable for all investors; if you have any doubts you should consult your investment
advisor. The investments discussed may fluctuate in price or value. Investors may get back less than they invested. Changes in rates of exchange may
have an adverse effect on the value of investments.
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Germany: This material is distributed in Germany by J.P. Morgan Securities Ltd. Frankfurt Branch and JPMorgan Chase Bank, N.A., Frankfurt Branch
who are regulated by the Bundesanstalt fiir Finanzdienstleistungsaufsicht. Australia: This material is issued and distributed by JPMSAL in Australia to
“wholesale clients” only. JPMSAL does not issue or distribute this material to “retail clients.” The recipient of this material must not distribute it to any
third party or outside Australia without the prior written consent of JPMSAL. For the purposes of this paragraph the terms “wholesale client” and “retail
client” have the meanings given to them in section 761G of the Corporations Act 2001. Hong Kong: The 1% ownership disclosure as of the previous
month end satisfies the requirements under Paragraph 16.5(a) of the Hong Kong Code of Conduct for persons licensed by or registered with the Securities
and Futures Commission. (For research published within the first ten days of the month, the disclosure may be based on the month end data from two
months’ prior.) J.P. Morgan Broking (Hong Kong) Limited is the liquidity provider for derivative warrants issued by J.P. Morgan International Derivatives
Ltd and listed on The Stock Exchange of Hong Kong Limited. An updated list can be found on HKEx website: http://www.hkex.com.hk/prod/dw/Lp.htm.
Korea: This report may have been edited or contributed to from time to time by affiliates of J.P. Morgan Securities (Far East) Ltd, Seoul branch.
Singapore: JPMSI and/or its affiliates may have a holding in any of the securities discussed in this report; for securities where the holding is 1% or
greater, the specific holding is disclosed in the Legal Disclosures section above. India: FOR PRIVATE CIRCULATION ONLY NOT FOR SALE.

Revised September 30, 2005.

THIS MATERIAL IS DISTRIBUTED IN JAPAN BY J.P. MORGAN SECURITIES ASIA PTE LIMITED.

THIS MATERIAL IS ISSUED AND DISTRIBUTED IN SINGAPORE BY J.P. MORGAN SECURITIES SINGAPORE
PRIVATE LIMITED [MICA (P) 235/09/2005].

THIS MATERIAL IS ISSUED AND DISTRIBUTED IN MALAYSIA BY J.P. MORGAN MALAYSIA SDN. BHD. (18146-X).

Copyright 2005 JPMorgan Chase & Co. All rights reserved. Additional information available upon request.
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