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Hawaiian Electric Industdes’ utility subsidiaries
continue to experience weak electric sales growth in
a sluggish local economy.  The company's
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unregulated subsidiaries, HEI Power Corporation

(independent power) and American Savings Bank,

are expected to drve earnings growth over the long
W I : ] k5 "o

Highlights of the May 29th analyst mesting follow.

Sluggish Hawallan Economy Slows Utility
Eamings Growth

Hawaii's economy, in a slump for most of the 1990s,
continues to be a drag on utility (70% of
consolidated net income) carnings growth, Most of
Hawaiian Blectrics long-term earnings growth is
expected to come from its unregulated subsidiaries,
American Savings Bank and HEI - Power
Corporation, Tourism, accountdng for 25% of the
state’s cconomy (or 40%, after accounting for
secondary ‘effects) is8 expected to remain flat for
1998, after a first-quarter drop in Asian visitors
(most from Japan) that was somewhat offset by a
slight rise in North American visitors. Management
noted that the military (the second-largest
component of the state economy and Hawaiian
Electric’s single-largest customer) currently has no
plans to reduce its armed forces in Hawaii, and the
company expects federal government spending to
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remain stable over the nedr term. Hawaiian Electric
is forecasting 4 slow economic recovery-for-the state -

over the next (wo years, with gbout 1% annual real

growth.

The company's utility subsidiarics experenced a
0.3% decreasc in Klowatt-hour (Kwh) sales due to
cooler weather and the slow economy, and the
company is forecasting five-year average annual
growth of 1% (flat through 2000 and rsing
thereafter; see Table 7). To address the s}ow sales
.growth, management has been pursuing cost
containment measures, reducing jts five-year utility
construction budget by $100 million (20%) to $592
million for the pedod 1998-2002 [net of customer
contributions in aid of consuuction and allowance
for funds used durng constuctdon (AFC)).
Approximately 70% of the construction budget is
for transmission and distribudon (T&D) facilities.
Tabl rovides ' j
budgets from 1993-2002. The company has also
increased productvity and held
maintenance (O&M) expenditures approximately
eyel ith $186 milli
spent in 1997, Table 9 provides O&M expenditures
from 1993-1997.

The company has also been pursuing strategics
geared toward protecting existing sales, including an
energy partnership agreement with the military. The
utilities expect to reccive $2 million in shareholdec
incentives in 1998 from jts demand-side

management (DSM) programs, which allow the
company to retain 10% of related after-tax savings
(outside of the regulatory rate of return).
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Table 7: Kilowatt-Hour Sales Growth Forecast,
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1 i . Management
intends to continue these purchases until new equity
is needed for HEI Power (see discussion below).

'Regulatory Update

In March 1998, Hawailan Electric Company
(HECO; Oshu’s utility) filed to close its March 1997
show-cause order, based largely on the fact that
HECO's 1997 return on common equity (ROE) of
103% was below its allowed RORB of 114%

Maui Blectric Company (MECO) in January 1998
filed for a $22.4-million rate increase (based on an
ROE of 12.75%) for recovery of costs related to the
operation of Maalaca unit 17, expected to come on-
line in late 1998,

Hawaii Electric Light Company (HELCO; the big
island's utility) filed in March 1998 for $17.3
million in rate relief (based on an RORE of 12.5%)
that includes recovery of costs assoclated with the
installation of 40 Mw of generation capacity at the
utility’s Keahole power plant and $7.1 million
related to the utility’s purchased-power contracts
with Encogen, Two 20-Mw combustion turbines
were purchased in 1994 for Keahole, but installation
has been postponed due to various environmental
and regulatory approval delays. Completion of the
project is anticipated later this year. Management
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stated that the delays bave caused the average cost
of generation from the turbines to rise as high as
$2,000 per kilowatt (Kw), substantially more than
the embedded cost of existing generation (but we
would also nots that the cost of new generation
would be high for any new developer).

HELCO has been recognizing approximately
S400000permonthmAFCatKeaholc. I,hm_nnn_

gm_mmm:mjnl,and managcmcnt wxllhavc to
make & case to the Public Utility Commission

(PUC) that the project is cost effective for it to fully
allow the facility into rate base upon completion.

Indeed, Hawaiian Electric's utilitles accrued $17.0
million (53¢ per share) in AFC in 1997 and we
estimate that this will increase to $30.7 million (96¢
per share) in 1998, approximately 70% for T&D
assets. Regardless of any uncertainty about the
ability of the company to obtain adequate rate relief
for its Keahole project, we believe that the FUC will
] . | tagiff i for_tt

company's T&D expenditures.
Competitive Issues

The state is only in the preliminary stages of electric
competition discussions and there is currently no
timetable for consideration of changes to the
existing regulatory structure. Dsspite high electric
mates, Hawaiian Flectric's utilities enjoy severl
competitive advantages in Hawail. These include:
the absence of en intertie betweea the islands and

the mainland; an absence of natural gas, which
would preclude potential competitors from building
relatively inexpensive combined-cycle gas turbine
facilities; and projected demand load that would not
require additional generation units until 2009. The
company's embedded cost of generation is low
($160 per Kw on Ohau) compared with the cost of
new generation (about $900 per Kw), and competing
independent power producers who might wish to
build generation on the islands do not have any
siting or permitting advantages.

Other advantages include: a low risk of potentially
stranded assets as the utilities' generating assets are
only 20% of total utllity plant and do not include
any nuclear generation; exemption from the acid
rain provisions of the Clean Air Act, and low-cost
long-term debt, Although management views new
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technologies, such as fuel cells and microturbines,
as potential competitive threats, the company also

views them as opportunities,
i i
collaborative white paper to the PUC regarding

performance-based ratemaking (PBR), which has
not been employed in Hawaii to date. The proposal
will include a band of 100 basis points on either side
of an authorized ROB within which no rate
adjustments would be required and no show-cause
orders would be issued. Beyond the band, there
would be either & sharing of earnings (based on an
assessment of various performance cnu:na) or a
mechanism for adjusting rates should earnings fall
below the band threshold.

Unregulated Businesses

El tric. We behevethat 1t is thc strongest bank in
the state, with the recent acquisition of Bank of

"America's Hawaii operations and a 22% share of the

market. Management noted that first-quarter 1998
net income from operations from ASB increased
18% over first-quarter 1997, due primarily to the
acquisition. This contributed to a 13% rise in net
income at the holding company over the same
period. The bank earned $28.7 million (90¢ per
Hawaiien Electric share) from continuing operations
in 1997, and we believe that income will grow
modestly to about $30 million (34¢ per Hawalian
Electric share) in 1998,

However, management indicated that it may attempt
to increase its loan reserves this year and this could
reduce the bank's earnings growth rate, The
company also noted that although the number of
deposits has been rising recently, the total dollar
amount of deposits has remained largely flat.
Management's goal for ASB is to develop its
commercial lending business (it has traditionally
been strongest in the residential market). Over the
long run, the company may consider an acquisition
outside the state, but no strategy along these lines
has been formulated yet.

HEI Power, the company's independent power
subsidiary, is engaged in projects in China, the
Philippines, and the Pacific Islands, Hawaiian
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Electric’s board of directors receatly approved an
increase in equity investment at HEI Power Corp, of
$75 million over the next thres years, The company
is mainly interested in small projects (less than 200
Mw) and is currently developing a steel mill power
plant in China for approximately $600 per Kw, one
of the lowest-cost projects currently being done in
moountry. . ; I

Electric Utllities
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