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Update- Buy 

Commonwealth Energy System (CESINYSE) 
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Utllltler 
Patrick J. Keenrn Commonwealth Energy System is a small-cap electric and gas 
(608) 487-0770 utility holding company serving mostly residential and commercial 

customers in central and eastern Massachusetts, including Cape Cod. 
Power, which is basedprimarily on oil (40%) andnuclear fuel (28%), 
is supplied by a wholesale subsidiary, Canal Electric, and retail 
subsidiaries Commonwealth Electric and Cambridge Electric. Com- 
monwealth Gas, which owns its own gas storage f&ilities, provides 
gas service to 22 7,000 customers. Nuclear power is derived from the 
company's 25% to 4.5% interests in the three Yankee Atomic plants 
and a 3.5% ownership in the Seabrook plant. 

We are maintaining our Buy recommendation on Commonwealth 
Energy because of expectations for continued earnings improvement, a 
safe and attractive yield of about 7.4%, a low 66% payout ratio, excep- 
tionally strong cash flow of about $1 0 per share and an improving balance 
sheet. Even considering the emerging competitive environment for utili- 
ties, we believe Commonwealth Energy's stock is undervalued. Our 12- 
to 15-month price target is $46-$48. 

Dividend increase. As we anticipated, with improved earnings 
prospects, a 2.7% common dividend increase was announced for the 
current quarter. This is the first increase in four years and brings the 
annualized rate to $3 per share. 

Cost-cutting initiatives. An aggressive cos?-cutting program at the 
company's high-cost Commonwealth Electric subsidiary (the Canal 
and Cambridge Electric subsidiaries are below-average-cost power 
producers) has already reduced O&M costs almost 13% this year, 
dropping power cost by 2%. The full impact of last year's downsizing ' 

and cost reduction initiatives should be realized later this year, helping 
to improve the company's competitive market position. The latter will 
be further enhanced with the likely buyout of some high-cost, state- 
mandated power supply contracts with independents. 

Effects ofweather. Because ofthe stock's thin float and low number 
of outstanding shares, weather factors have a significant leverage 
effect on EPS. 



Key Investment Considerations 
Earnings got off to a good start this year as an extremely cold winter 

helped boost first quarter EPS 14% to $2.68 from $2.34 last year. Given 
normal weather over the balance of this year and only a nominal improve- 
ment in the regional economy, 1994 EPS should increase to the $4.50- 
$4.55 range based on the net effect of an expected 1.5% increase in KWH 
sales, ongoing cost reductions, scheduled recovery of lost revenues from 
conservation programs and the balance of a $7.2 million Cambridge 
Electric rate increase that went into effect in June 1993. Our preliminary 
1995 EPS estimate of $4.62 assumes normal weather and that Common- 
wealth Energy continues to achieve a 13% ROE. 

The stock has a safe dividend, in our opinion, of $3 per share, or a 
7.4% yield. It is currently selling below the industry's average market-to- 
book, price-to-earnings and price-to-cash flow ratios (see page 4). The 
relatively high yield and below-average financial ratios are traceable in 
part to the overall depressed market, concern over the company's com- 
petitive market position and prior lack of dividend growth. The latter has 
been remedied and the former should improve as the year wears on. 

Earnings improvements and strong cash flow have helped reduce 
long-term debt at March 3 1 from 56% last year to 54% this year. The 
balance sheet has also benefited from areduction in short-term debt. 

At $10 per share, internal cash generation is exceptionally strong. 
With capital spending and common dividend requirements of about $100 
million for the next several years, Commonwealth Energy should need little 
net new external financing since cash from net income and depreciation 
will also be about $100 million (see adjacent table). 

Although CommonwealthEnergy is, in aggregate, an above-average- 
cost power producer in the Northeast region, only 6% oftotal electric 
revenues are derived from industrial customers. In addition, its 1993 
system average industrial rates of $0.091/KWH, though marginally above 
the region's average rates, were below Boston Edison's (BSEINYSE - 
$26 '12) rates of $0.093. Also, Commonwealth Energy (Canal Electric) is 
selling wholesale power to Boston Edison at about $0.03/KWH. Com- 
monwealth Energy's competitive position is clearly not as bad as it is 
made out to be. Also, many ofCommonwealth Energy's larger industrial 
customers are already receiving below-average economic incentive rates, 
which will tend to keep them on the system. Continued cost-cutting and 
business development initiatives in the Cape Cod area, where a high-cost 
transmission system serves a low volume of residential sales and keeps 
average rates high, should help improve relative power costs over the next 
few years. 

Valuation 
With any improvement in the overall market, the stock should respond 

well to the combination of higher earnings prospects, resumed dividend 
growth, strong cash flow, an improving balance sheet and progress on 
reducing power costs. In our opinion, it is likely that the market price will 
move up to reflect the industry's average financial ratios more closely. 
This would move the stock to the $46 to $48 range, indicating a total 
return potential of20% to 25% over the next 12 to 15 months. 

P. J. Keenan 
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