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Sara Nainzadeh At Least It’s Over With BUY
(1) 212 449 9050
Reason for Report: Final Order on Power Cost Case; Volatility Risk:
$43.1M Write Down MEDIUM
Price: $21.15 Highlights:
12-Month Price Objective: $23.00 e Late last week, Washington regulators issued a final
Date Established: 11-May-2004 order in PSD’s arcane power cost recovery rate case.
Estimates (Dec) 2003A 2004E 2005FE A portion of the costs associated with a prior gas
EPS: $1.26 $1.48 $1.68 supply contract buyout were disallowed, leading to a
P/E: 16.6x 14.3x 12.6x $43M ($0.28/share) write-off this year. We are
GAAP EPS: $1.26 $1.25 $1.68 lowering our 2004 GAAP estimate to $1.25 from
GAAP P/E: 166x  16.9x 12.6x $1.55, and our ongoing estimate to $1.48 from $1.55.
EPS Change (YoY): 230%  129% . . C
Consensus EPS: $1.54 $1.74 e  Prospectively, the order calls for continued partial
(First Call: 26-May-2004) disallowance of these costs, which appears to cause an
Cash Flow/Share: $4.09 $4.79 $4.94 ongoing earnings drag of nearly $0.07 in 2005E, and
Price/Cash Flow: S5.1x 4.4x 4.2x in the $0.06 cent area in 2006E. There is the potential
' Dividend Rate: $1.00 $1.00 $1.00 for some modest mitigation, but we are taking our
Dividend Yield: 48%  48%  48% 2005E down to $1.68 from $1.75. While this is
Opinion & Financial Data unpleasant, at least this issue has been laid to rest and

Investment Opinion:  B-1-7

quantified.

Mkt Value / Shares Outstanding (mn):  $2,027.3 /97 e Importantly, this ruling is separate from and does not

Book Value/Share (Dec-2003):  $17.57
Price/Book Ratio:  1.2x
ROE 2004E Average: NA
Total Debt / Capital:  54.1%
Est. 5 Year EPS Growth:  8.0%
Est. 5 Year Dividend Growth:  0.0%

Stock Data

affect the general rate increase request the company
filed in 4/04. That case will be decided later this year.

e Lower numbers again; why not downgrade the stock?

e  We believe downside is fairly well protected here
with shares still trading at a discount to the group

on our lower earnings outlook.

52-Week Range:  $24.40-$20.51 . . .
Symbol / Exchange:  PSD/New York e The 4.7% yield is decent and sustainable.

Institutional Ownership-Vickers:  46.5%
Brokers Covering (First Call): 8

e The pending general rate case (a totally separate

proceeding) has the potential to provide a decent
kick to earnings in mid-200S.

o The power cost case has been an overhang on
what we believe is still a fundamentally
constructive regulatory relationship and climate.

o Despite the lower earnings outlook, we think our $23
price objective is achievable in a 12 month timeframe.
New general rates should take effect next year but the
impact won’t be fully reflected until 2006E, when
earnings could move back to the $1.80--$1.85 area.

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.

Refer to important disclosures on page 4. Analyst Certification on page 3.
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Shouldn’t Have Been This Complex

On May 14, the Washington Utilities and Transportation
Commission issued a final order in Puget Sound Energy’s
power cost only rate case. At that time, we interpreted the
order as generally positive given its preservation of the
$200M-plus regulatory asset associated with the 1997
buyout of a gas supply contract associated with a 245SMW
power supply agreement with Tenaska (the Tenaska
agreement). We also noted that there could be devils in
the details. There were.

A Bit of Background

What should have been a simple rate base addition of a
modest power plant purchase turned into a complex
proceeding that unearthed a six year old legacy regulatory
issue. Back-in 1991, PSD entered a twenty year agreement
to purchase power (245MW of capacity and 216MW of
electrical energy) from independent generator Tenaska.
The power is supplied from a natural gas fired combined
cycle plant. In 1997, PSD decided, with regulatory
approval, to buy out the rather pricey gas supply contract
associated with this power supply agreement. That buyout
created a $200M plus regulatory asset that has basically sat
on the books ever since. (Recall that there was a rate
moratorium following the Washington Energy merger, and
that the 2002 rate settlement didn’t directly address this
issue, but rather rolled it into the power cost tracking
mechanism that was created at that time.

Late last year, Puget acquired half of the 250MW
Fredrickson power plant, which triggered the *“power cost
only” rate case. It was anticipated then that this
proceeding would narrowly address the incorporation of
the new plant into rates; that was done, but the regulators
bifurcated the case to separately address the Tenaska
regulatory asset and the prudence of PSD’s decisions
surrounding it.

Our initial read of the May 14 order and discussions with
regulatory staff suggested that the likely immediate
financial impact was minimal, given that the adjustments
were being made to PSD’s power cost tracking
mechanism, which had already hit its $40M cumulative
three year sharing cap. Puget was less sanguine, and was
concerned that the order could trigger write-downs and a
possible ongoing earnings drag. The company petitioned
the Commission for reconsideration of the order.

Last Thursday night, the Commission denied the petition
for reconsideration but did clarify the accounting and
earnings impact of the order. Based upon PSD’s
interpretation of the order it now appears that:

¢ The Tenaska regulatory asset, which stood at $228M
at the end of June 2003, will be recovered in rates and
amortized through 2011.

s While the corpus of the asset will be recovered in

Refer to important disclosures on page 4.

rates, the return on the Tenaska regulatory asset (ata
weighted average cost of capital of 7.3% net of tax)
was fully disallowed for the first period of the power
cost adjustment (PCA) mechanism which ended in
June 2003. This results in a $25.6M (pre-tax) hit to
the PCA.

The Commission further indicated that half of the
return on the Tenaska regulatory asset would be
denied prospectively.

[

Applying this logic, PSD determined that $12.1M
would likely be disallowed for PCA Period 2, which
ends in June of 2004.

Prospectively, an $11.3M reduction to the return on
the Tenaska asset would apply to PCA Period 3,
which will run from July 2004 through June 2005.

This is all very confusing, but it does provide some clues
as to what’s going on and the attendant impact on baseline
utility revenues. The regulatory asset stood at $228M at
the end of June 2003. It amortizes through 2011, which
would imply a yearly rate in the $28M area. As such, the
impact of the prospective disallowance tapers off as the
regulatory asset gets smaller. This is illustrated for Periods
1, 2, and 3 of the PCA in Table 1 below.

Table 1: Regulatory Asset Disallowance

Period 1 Period 2 Period 3
7/02—6/03  7/03-6/04  7/04—6/05

Regulatory Asset $228M ~$200M -$172M
Return on Asset (Pre-tax) $25.6M $24.2M $22.6
Disallowance 100% 50% 50%
Pre-tax income impact $25.6M $12. M $11.3M
Earnings impact, July—June $0.17 $0.07 $0.07

Source: ML Estimates, PSD 8-K

Table 2: Earnings Impact

2004 2005 2006
Write-off for prior periods:
Period 1 Disallowance $25.6M
Period 2—2 ¥, of 2003 $5.6M
Total write-off $31.6M
Per Share $0.21
Current Earnings Impact:
Period 2—1st %; of 2004 $6.1M $5.6M $5.3M
Period 3—2m ¥; of 2004 $5.6M $5.3M $4.9M .
Total per Calendar Year $11.IM $10.9M $10.2M
Per Share $0.07 $0.07 $0.06

Source: ML Estimates

® Mitigation

The order makes things even more complex by providing
the opportunity for Puget to mitigate the prospective

(Continued)
2
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disallowance on the regulatory asset if the company is able »

to procure natural gas for Tenaska at a price that—as we
understand it--beats the original pricing in the contract plus
the return on and of the regulatory asset. Our sense is that
this bogey could be in the high $5.00 to even $6.00 per
Mcf area, although there are many moving variables.
Moreover, given our outlook for natural gas prices in the
coming year, we think any potential mitigation is likely to
be very modest.

8 Now, about that write-off

Refer to Table 2. Puget added the $25.6M, the $12.1M,
and V2 of the $11.3M (representing the half that would be
denied in calendar year 2004) to arrive at the $43.3M
(pretax) write off it is taking against earnings this year.
That hit will knock about $0.28 off earnings, so PSD
lowered its 2004 guidance to a range of $1.20 to $1.30
from a prior range of $1.50 to $1.60.

Change to our 2004E

Fine, but our objective is to zero in on a starting point for
baseline earning power. As reflected in Table 2, there are
two components to the $43.3M write-down:

¢  $31.6M between July 2002 and December 2003 (in
other words, the $25.6M plus ¥2 of the PCA Period 2
charge that affects 2003)

e $11.7M for the back half of Period 2 and the first half

of Period 3 that will affect current year results. Put
another way, that would be ¥ of $12.1M plus Y2 of
Are you with us so far?

For purposes of resetting our 2004E, we treat the first item
($31.6M or $0.21/share) as a one-off charge associated
with prior periods, while the second ($11.7M.or $0.07/
share) as a drag to current year results. As such, we are
adjusting our 2004E to $1.48 from our prior $1.55.

As such, we believe that 2/3 to % of the requested
increase could be realized. That could add $0.10 to
$0.15 of incremental earnings in 2005E, given that
new rates would likely not be implemented until the
second quarter. That, coupled with the add-back of
storm costs and normal service area growth, points to
a roughly $0.20 earnings increase in 2005E off of our
2004 baseline, which as noted above has been reset to
$1.48. As such, we are taking our 2005E to $1.68
from the prior $1.75. Here again, the delta reflects the
ongoing hit from the disallowed return on the Tenaska
asset described above, which we estimate to be in the
$0.07 area next year, moving toward $0.06 in 2006 as
shown in Table 2. E )

Stock Outlook

Given that we’re once again having to adjust our numbers
down on PSD, why stick with the stock?

e At current levels, we think the stock is discounting
earnings in the $1.50 to $1.60 area given an average
group multiple in the low teens. As noted above, we
think the real potential is closer to $1.80.

e - The current 4.8% yield appears secure and provide$ a-
floor for the shares.

s  We continue to view the Washington regulatory
climate as constructive and improving.

And What of 2005 and Beyond?

From the new 2004 baseline, there are a couple of earnings
drivers going into next year:

¢  Adding back the roughly $0.05 hit stemming from
storm damage to the electric utility system early this
year, and;

e The 2005 impact of the general rate case that Puget
filed earlier this year. As filed, that case would add
around $40M to net income (about $0.40/share). We
believe PSD has put forth a solid case, but recognize
that rate cases almost always settle out for less than
the ask. However, we believe the company’s request
to boost its common equity ratio to 45% is persuasive
in the context of the Commission’s intent to improve
the utility’s financial health, credit quality, and
financial flexibility, and that this is the singie biggest
component of the overall contemplated increase to net
income that the rate case is seeking.

Refer to important disclosures on page 4.

Price Objective and Risks

Our $23 PO is 13.7X our 2005E and just under 13X our
estimated full-year earning power for the company with
our anticipated rate increase. This lies between the gas and
electric utility group averages. With the current $1.00
dividend, we continue to see low double digit upside in a
twelve month timeframe.

Risks to our price objective include regulatory treatment in
the currently pending general rate case, weather, and
natural gas and power price swings.

Analyst Certification

1, Sam Brothwell, hereby certify that the views expressed
in this research report accurately reflect my personal views
about the subject securities and issuers. 1 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.
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PSD “~ New Ratings System Review MEEWNNE  Resticted N
SB: Strong Buy, B : Buy, A:Accumulale, N: Neutral, R: Reduce, S:Sell. RS :Reduce/Seli, PO : Price objective. NA : No tonger valid

Prior to 8 Dec. 2001, the Investment Opinion System included: Buy, Accumulate, Neutral, Reduce and Sell. From 8 Dec. 2001 to 6 Sep. 2002, the Investment Opinion System included: Strong Buy,
Buy, Neutral, and Reduce/Sell. On 8 Dec. 2001 Buy ratings became Strong Buy, Accumulate became Buy, and Reduce and Sell became Reduce/Sell. On 6 Sep. 2002, Snmsggjumnd Buy ratings
became Buy, and Reduce/Sell became Sell. Any exceplions to these rating revisions are reflected in the chart. All price objectives for Neutral and Sefl rated securities establi ore 6 Sep. 2002
were eliminated as of that date. The current Investment Opinion System is contained at the end of the report. Dark Grey shading indicates security is restricted with the opinion suspended. Light
Grey shading indicates security is under review with the opinion withdrawn.

Investment Rating Distribution: Energy Group (as of 31 March 2004)
Count

Coverage Universe Percent Inv. Banking Relationships® Count Percent
Buy 67 47.18% Buy 23 34.33%
Neutral 67 47.18% Neutral 20 29.85%
Sell 8 5.63% Sell 0 0.00%
Investment Rating Distribution: Global Group (as of 31 March 2004)
Coverage Universe Count Percent Inv. Banking Relationships®  Coumt  Percent
Buy 1085 44.03% Buy 362 33.36%
Neutral 1215 49.31% Neutral 306 25.19%
Sel 164 6.66% Sell .28 1.01%

* Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months.

OPINION KEY: Opinions include a Volatility Risk Ralit;x,’ 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 agg:ciation 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 Securties - 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 - samefigher (dividend considered to be secure); 8 - sameflower (dividend not
considered to be secure); and 9 - pays no cash dividend.

MLPF&S or one or more of its affiliates acts as a market maker for the recommended securities to the extent that MLPF&S or such affifiate is willing to buy
and sell such securities for its own account on a regular and continuous basis: Puget Energy.
MLPF&S or an affiliate expects to receive o intends to seek compensation for investment banking services from this company within the next three months:
Puget Energy.
LPF &Sg(y)r one of its affiliates is willing to sell to, or buy from, clients the common equity of the company on a principal basis: Puget Energy.
The analyst(s) responsible for covering the securilies in this report receive compensation based upon, among other factors, the overall profitability of Merrill
Lynch, including profits derived from investment banking revenues: Puget Energy.

Additional information pursuant 1o Section 34b of the German Securities Trading Act: Mertill Lynch and/or its affiliates was an underwriter in an offesing of
securities of the issuer in the last five years: Puget Energy.

Copyright 2004 Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S). All rights reserved. Any unauthorized use or disclosure is Brohibiled‘ This report has been
prepared and issued by MLPF&S andlor one of its affiliates and has been approved for publication in the United Kingdom by Merrill Lynch ierce, Fenner & Smith Limited,
which is regulated by the FSA; has been considered and distributed in Australia by Merrill Lynch Equities (Australia) Limited (ABN 65 006 276 795), licensed under the
Australian Corporations Act, AFSL No 235132; has been considered and distributed in Japan by Merill Lynch Japan Securities Co, Ltd, a registered securities dealer under
the Securities and Exchange Law in Japan; is distributed in HOHE Kong by Merrill Lynch (Asia Pacific) Ltd, which is regulated by the Hong Kong SFC; and is distributed in
Singapore by Merrill Lynch Intemational Bank Ltd (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd, which are regulated by the Monetary Authority of Singapore. The
information herein was obtained from various sources; we do nol guarantee its accuracy or compieteness.

Neither the information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or sell any securities or any options, futures or other
derivatives related to such securities (‘refated investments"). Officers of MLPF&S or one of its affiliates may have a financial interest in securities of the issuer(s) or in related
investments.

This research report is prepared for general circulation and is circulated for general information only. It does niot have regard to 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 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, if any, may fluctuate and that each security's price or value may rise of 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, efiectively assume currency fisk.
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