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PUC DOCKET NO. 29526 

APPLICATION OF CENTERPOJNT 
ENERGY HOUSTON ELECTRIC, LLC, 
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SERVICES, LLC AND TEXAS GENCO, 
LP TO DETERMINE STRANDED 
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539.262 

BRIEF ON CONTROL PREMIUM TSSUES 

I. Introduction 

On July 2 ]I. 2004, CenterPokt amiounccd thc sale of its 8 1 % interest in Tzsns Genco. 

That saIe rendered thc control preinium question in this case largely moor. Ir dcnioiistrates 

conclusively that 'TGN's stock lraded 011 the basis of business fimdamentals and \ u s  "Fiirly 

represeiitative" of TGN's total equity. The sales price provides unoquivocal iuarket evidence 

that a coiirrol premium did not exist as of July 2004. And the absence of a control preniium in 

.Tuly 2003 cornpcls the conclusion that there was also no control premium during the \duation 

period in  February/March 2004. No control prerniuiii should be applied by this Paiicl. 

11. The Issues 

A. Thc cxistcncs of control is not a sufficicnt basis for imposing a control 
prcrniurn. 

I'lierc is no dispute Lhat Centerpoint has a controlling 81% interest in 'KN. It c m i o t  be 

assumed, however. that a control premium should be applied to the TGN stock pricc simply 

because of that controlling interest.l If that w c x  the case, the parlial stock valuation iiictliod 

would have assumed the existence of a control preiiiium and the only task lcii for this Panel 

would bc io dctermine [lie level of the premium.3 Tlic Legislature did not make that assumprim. 

' Press Keleasc. CrnlcrPoint Energy. lnc. and Texas Cenco Holdings. Inc., CcntcrPoint Eneryy announces sale of 
Texas Gcnco for S . 6 5  billion ('JuI. 21. 2004) (anached hcrclo as Attachment A). ' Indeed, a srudy cited by I4CHE's wirnrss found that 15% o f  acquisitions OCCLII' without !Ire payiiicnl 01' an 
"acquisirion premium". which as discussed i t f ia is a premium [hiit includes moru than .just the value o f  control. 
Direct l ' e s h m y  ol'John W. Pcavy (hereinafter, Peavy Dirccr). HCHE Ex. 2 at 19. SCC o h  IjlLiNN('iN 1'. P R A ' ~ ' .  
ROuEKI. F. RIiII,I.Y & RORERT f'. ~CI-lWEIIIS. \IALUING A BUSINESS: THE ANAI..YSIS AND APPRAISAL 01: CLOSELY 
HE!./) CohI rANIES 2.58 (4th ed. 2000) (summarizing acquisitions with sales ;I[ r iyi l icant  discounts from prior public 
rrading prices). 

b~oreovcr. in cvcry transaction rhat would qualify for viiliirttion tinder the pait ial  stock valualion inu thd ,  thc utility 
would have renined bsrween 40'% and 8 1% of the public company: that intercst would ncccsr;ai~ily pixwide co i i~ro l ,  
I:urther. ;ib ;i practical matter. in many transactions under tlic Stock Valuation Mediod (which involves i ~ s ~ i a i c c  01'31 
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Instead. under the partial stock vnluahn method. rhc "average daily closhg pricc ot'rhc C O I I I I ~ I O ~ I  

stock over 30 consecutivc trading days chosen by the commission out of the last 120 consccutivc 

trading days before thc filing . . . is prcsiuiicd io establish the mcvkei value of the con1mon stock 

equity of [I'GN] . 7 ' 4  The Cominission can theii either accept that valuarion as ' ' ~ f J / i ~ / i ( . ~ i ~ ! ( ~ I ~ ~  

estahlisliin; dit valuc o r  the coininon stock equity" or convene B valiiatioii pancl comlvistld o f  

financial experts to dctermine whether the market-de~ermi~ied valuc of the traded shares is "fairly 

rcpresentative" of the value of thc total coninion stock cciuity or, alternarively. "whelher a con1roI 

prcrnium exisls for the retained interest."' The Cominission chose to convcnc this Panel. 

If the opening statements arc a guide, Intervenors will use significant portions o f  their 

briefs to argue thsil CenterPoint exercised control over TGN and to assert that various decisioiis 

or acrions alTecLed the market value of TGN." While CenterPoint disageus with tlieir 

characrerizalions of the potcnrial impact of various decisions that wcrc iiiadc. rhose 

disagreenicnrs are irrelevant to this stage ul' hi: proceeding. If the elements rhcy poiur IO 

affected the value of the company, it affected rhc value of CenterPoint's inrerest 21s iiiiicli as tlie 

value o r  tlie minority interest. The Panel's role is 1101 TO determine whetlicr tlic value of the 

company could have been diffcrenr under different sc.enarios, but to determine whcilitr the actual 

stock price included a discount that was attributable to the value of control. 

B. The sales price for Center'fgaint's interest in TGN provides conclusive mijrkct 
evidence that  B control premium did not csist in July 2004. 

The recently-announccd sales price of CenterPoint's 81 YU stake in TGN provides 

unequivocal market evidence that a control premium did not cxist in J d y  7004. The sales pricc 

was based upon monlhs of comprehensive analysis by a range of sophisticated investors willing 

to bet billioiis of dollars on their evaluations. The lack of a control premiiiin is confirmed by 

three comparisons to rhat sales price ($45,25/share lbr CNP's XI "/o iiiterw): 

( 1 )  

(2) 

t.he sales pricc is 1.5% higher than the average closing price of 'TGN's srock 
during the 30 trading days prior to July 2 1. 2004 (%44.57/sharcj; 
the salcs price is 2.6% lower than thc closing price of TGN's stock on r l ~  day 
prior eo July 2 1 2004 (.$46,48/sharc); and 

least 5 1 %  of d i e  common block). the utility's rerained inrerest may provide effecrive control. bur d i e  6 f a t ~ t c  does not 
providc for a control premiuin under That merhad. 
.I PlJRA $?9.267(h)(3) (emphasis added). 
ld 
For esaniple. Intervenors are likcly to claim. as they did in die hearing on other issues in this case. rl~ai such things 

as the Kl i l  Option A!rcemenr. dsbr and dividend policics, carnings guidance levels and oiher acriolis depressed the 
pricc of' TCN's srock. 

b 
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While tlie first coinparison might suggest the potential for a small control preniiuni. the 

In each of the ihi~s casts, 7 oiliers suggest a negative control premium, or ;1 control discount. 

however, the difference is so small thar o m  can only conclude rhar the price at n.Iiich ‘I’CiN’s 

stock tsaded was “fairly representative’’ of thc value o f  the total equity. Together. ihrse ilireci 

coniparisons provide definitive market evidencc 11id1 a control preinium did not csisl in .IuI). 

2004. 

C .  The recently-announced sale also provides very strong cvidcncc that n 
control premium did not exist in March 2001. 

Tlic absence of a conlrol premium in July 2004 conipels the coiiclusion that thcre was 

also no control preinium in  h4arch 2004. First. altliougli niarket conditions-in particular natural 

gas prices-changed between March and July and iiicrcased the value of ‘I‘GN, rlicrc wcrc no 
inaterial changcs in TGN’s structure or nianagement thar reasonably would lead to a coixlusion 

that a control premium csisted during the February/March valuation period hut had disappeared 

by July. Second, a.s Centerpoint witness Peter Kind testified a t  thc July 19 heariiig and as 

detailed below: TGN had been “in play”. and its stock price therefore had reflccted a premium, 

lor almut a year; that therefore also did not change between March and July.8 
Mr. Kind applied a vari.ety of valuation iiietrics LO compare TGN’s perforniaiice to otlier 

potcntially comparable companies and determine whcher the March stock price rcflectcd thc fair 

value of ‘I-GN. Hc coiicludcd that the stock market vsluatiori reflected the fidI fair inai*ket value 

o f  TCiN‘s business.” Phrased diffcrenrly, Kind’s analysis indicates that the priccs of dit: public 

floai of TGN was fairly representative of TGN’s total equity. 

In addilion. in connection with its assignment to advise the CenrerPoint Road of 
Directors regarding efforrs 10 monetize Centerl~oint’s 8 1?h interest in TGN. CitiGroup provided 

CentcrPoint an analysis or TGN‘s value as of April 16. 2004 using discounted cxsh flow (DCF) 
analysis (Ivitli a range of assumcd discount factors), plant-by-plmt valuations and comparablc 

The fact tliat thc syrecinent provides a $ I .75 higher price for tho publicly tradcd 1094 of TGN’s share$ than for rlre 
8t?.6 block cannot be construed as evidence of R “control prcmium” because the higher price is being paid for 
minoriry s1iarc.s which are nut  nccdcd for control. 

Tr. at 4085 ( K i n d )  (lul. I F ) ,  2004). Kind is a inanaging director in CitiGruup Global Markets Inc.’F invesaiieno 
banking division. Direcr Tesrimony of Peter H .  Kind (hcrcinaftcr. Kind  Direcrj, CNP Ex, 19 ar 125. 
” Kind Direct. CNP Ex. 19 B L  147-48, 161-62 (Fizul-a PI ll<-9), 

7 
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1 0 compaiy analysis. The result was a range of values tliar i v a  in  MY. Kind's. words. -spar on" 

with the val~ies determined under the partial stock valuation method.' ' Indeed, both 111c $36.26 

price deteniiined under the parrial seock valuation mcrhod and the actual stock price nr April 16. 

2004 were well within thc range of values determined using DCF. plant-by-plant and comparahle 

coiiipany analyses." 

D. Tf implemented properly, the Panel's proposcd methodology will confirm 
that the price of TGN's stock was "fairly represcntative" of TGN's totill 
cquity and that a control premium therefore did not esist in March 2004. 

The Pancl's first task is to determine whether the s~ock  price of the publicly traded shares 

during the 30-trading day paiod ending March 25. 2004 m m  "fairly representative" of the value 

of the  total coiiirnon stock cquity at that time. The Panel advised the parties that it ii7tends 10 

make its own estimate of TGN's market value ss of March 3 1, 2004, and then deierliline whetlier 

a control preiiiiiun exists by comparing the Yand's estimate of rnarkct value to the $36.26 

averagc stock price determined through the partial stock valuatioii method. l 3  I f  the Panel 

appropriately reIlects the uncertaintics associated wiLh its cstiniate, i ts  approach can reasonably 

be used IO determine whether the $36.26 price was "fairly reprcsentative." 

Questions by the Panel at the July 19 hearing and its rhird set of requests for information 

suggest that the Panel is considering using a DCF analysis to delemiine TGN's niarkcr value. 

Use of a DCI: analysis io estiniate 'TGN's value is certainly possiblc, Ihoiigh like any esriniarc, it 

will necessarily be imprecise because it will require numerous assumptions and projections. 

Both Mr. Kind and Mr. Graves discussed advanrages rmd disadvantages of the DCF approach at 

the July 19 liearing. Both acknowlcdged that DCF analysis probably offers thc grearest potential 

for providing an accurate range of values, but noted 3 sensitivity lo assumptions. Mr. Graves 

noted that becausc of h e  sensitivity of TGN's market value to even modes1 changes in 
assumptions about vcry volatile iiatural gas priccs. "it is pretty hard to be precisc to within more 

than probably plus or minus 20 pcrccni of what you think is a plausible valLie."" 

Tlie Legislature, undoubtcdly recognizing that even the b e s ~  siiljective estiiiiates of 

niarket value arc uncertain, does not requirc thar the stock price of the traded sliarcs be exactly 

Intervenor Ex. I25 at 49-53. IO 

I '  Tr. at 4QM. 4098 (Kind) (Jul .  19,2004). 
I' TI-. a[ 4083-89 (Kind) ( h i .  19,2004); Inrervenor Ex. 128 at I?. 
I' Supplcincnt to Pinposed Work Plan 2nd Spocified Procedures for J.P. Muryan Sccuriries Inc. Valuarion IJancl a t  2 
(Jul .  2, 200.1). 
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equal to the estimated valuc of the entire cornmun equity. Insread. PURA requires ouly 111ai 111e 

publicly traded stock be Yaidy representarive of the total wniiiioii stock equity."':' T(7 propi'rly 

apply this test. the Pancl should develop a range of inarkct values for TGN. based 011 Q 

reasonablz range of key assumpihiis. If the $36.26 average srocl: price of rhc publicly traded 

shares i s  wirhin h i t  range. the Pancl should determino rhat the price of the publicly traclcd shares 

is "fairly reproseiirarive" and thus thar no control prcniiirni exists. 

Even if the $36.26 stock price were below rhc Panel's range of csiiniated vnluos. such a 

finding would nor be a sufficient basis to coricludu t h a ~  a control prciniiini esisrcd. Furlher 

aiidysis would be rcquired to determine how much. i f  any. of  that difference was atti-ihutablc to 

diffcrences in valuation approaches and assuinprions. as distinci from the valuc of coiitrol. 

Moreover. the premix of a conlroi preinium is [hat stock invesrors will pay lcss than they 

otherwise think tlic stock is worlh if they percsiw that ownership of a minority intercsr in a 

company is less valuable than ownership of a coiitrolliiig inierest. Siiicc it  is oiily the c 3 l u u  of 

control that is LO be measured, it is necessary to &mate a[ what pricc [lie stock would linvc 

traded if t ime were no controlling block. To tlie extciit thar the company's  oral value c m  be 

used as a proxy. that value must reflect the value as perccivcd by investors during thc valuation 

period. Consequently. any eshiate of value that is LO be compared to the stock price must ust 

oiily infoniiaLion that was generally available to public investors at that time. 

E. Intervenors have not produced credible evidcncc that a contr(iI premium 
exists for CentcrYoint's retained intcrcst in TGN. 

Interve~iors have prcsented two categories of control preiiiium wide ixx .  N o w  of tlicir 

evidence. however. successfuily establishes thar there is a control prcniium associated with 

CeneerPoint's retained interes in TGN. The firsr category relates to wlicthcr Ceiilerlloint had 

control o l  TGN. For that. the In~ervenors i*ely on broad assertions that tlie Reliant RCSOLIKXS, 

Tnc. (KKI) Oprion Agreement provided CcntcrPoint-and some claim MI--n siyni ficant degree 

ol' control over "TGN's financial policies, including policies related TO capital structui*e, 

dividcnds. and acquisitjoii and disposilion of generating assets. 

RRI had an option to purchase TGN at c? price that rrackcd the partial smck valuation 

rnerhod (the RRX Option). There is coiisiderable dispute over whether, and if so how. the 

Tr. at 4662-65 (Graves) (hi. D 9,  2004); Tr. a[ 4076 (Kind) (Jiil. I3,2004). I J  

'' PURA $39.2G2(hj(;). 
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resirictions i n  thc RRI Option affsctcd TGN's stock price. llltimately. however. the i s s i l t  i s  

moot. The RRI Option expired withour being esercisd on January 24. 2004.'' Moreover, i r  11x1 
been Icnown at least since RRI's public a~ioi i~icel i ie i~t  011 Decembcr 5 .  200.7 tllat KKI \ \LLS 

unlikely to excrcise the option.'g And thc 30-trading day period used to determint thc value of 

TCrN's coininon equiry did not begin until February 12. 2004. long enough after cspirnrion of the 

optioii for any stock price effects to have disappeared.'' 

intervenor witnesses also speculate aboul a second category: whether the aprccnlen~s 

i tndu which Centerpoint and RRI provided adminisiralive and technical services LO 'I'GN could 

have been Linhvorakle to TGN."' None of those witnesscs. however. did any andysis (if [he 

costs under those agreements. Indccd, h e  most detailed discussion simply spccularcd illat if 

Texas Genco could acquire tlie services for hall  the price, its stock value would be higher." Bur 

Centerhint witness Frank Grlives did evaluate the conlrric ts and concluded that they allowed 

TGN to acquire needed services in a cost effective maimer." 

blosr of the evidence submitted by rhe Intervenors regarding the value of cutirrol usc 

Mergerstat data or orlier evidence of premiums paid in mergers and acquisitions.'-' Both 

Mergerstat. illid thc witnesses who purport to do [heir own studies, compute ~ht: preiiiiums as the 

difference bctwccii the price at which the company is acquired and the price at LvIiicIi i t  was 

trading prior to announcement of thr iransaction." While the average premiums would include 

CcnterPoint's wirnesses concluded that thc c f f c c ~  w a s  neurral or positive. whilc Intervenor wirnessts generally 
claimed rliar rhe restriction rcduced the price of TCN srock. C'o/rrporc Kind Direcr. CNP Ex. IO ai 145. Rcbu(ta1 
TeSIirnony o f  Peter H. Kind (liereinafier, Kind Rcbuualj, CNP 3 1 at 24-25: and Rebuttal Testimony o f  James L. 
Dobson, CNP Es. 29 at 19-50 ivih Direct Tesrimony of Andrew Mirtag (hereinafier. Mirrap Direct). 'I'IEC Es. 3 at 
7. 16: Direct Tcstimony of Michael Corman (hcrcinaftcr. Gorinan Direct). TlEC Ex. 2 at 2 .  48;  and Direct 
Testimoriy of William H. Purccll (hcrcinafier. Purcell Direcr). COHKOC Ex. 1 at 16- 18. 
" Kiizd Dircct. C N P  E x .  19 ar 144: Rebutla1 Testiiiiony of Joseph U. McGoldrick (licrainafrer. b1cGoldrick 
Rebuttal), CNP Ex, 30 ~ 2 7 .  
'' Kind Dirtct. CNP Ex. 19 at 145. 
" Kind Direcr, CNP Ex. I9 at 145; Tr. at j426 (Magee) ( J u l .  6. 2004) (staring that 90% o f  iiiformarion is 
incorporntcd into stock prices within four days). 
'O Purcell Direct. COI I K O C  Ex. 2 nc 19-20; Direct Testimony of Neil ti, 'falbot (heroinnllcr. Talbot Direct). GCCC 
Ex.. 3 at 0; Corinarr Direct. TIEC Ex. 2 at 46-47. 
'I Purcrll Direct. COHICOC Es. 2 at 20. 

Direct Testimony of Frank C.  Graves (hercinaftur. Craves Direct), CNP Ex. 20 af l75-1S4: Tr. i i t  4060-61 
(Gravcs) (Jul .  19, 3004). Graves is a principal in the Brattle Group and has more than 20 ycilrs o f  expcrience 
consulring wirli coinpanics in tlic electric power and natural gas industrics. Graves Direct. CNP Ex. 20 a t  169. 
'' Sw. e.g.. Dircct Testimony of  John W. Peavy (hcrcinsfier, Pedvy Direcr), HCHC Ex. 3 at 48; Talbot Direct. 
GCCC Es. 3 ar  14-13: Purcell Dircct. COH/COC Ex. 2 at 1 1 :  Gormnn Dircct, TlEC Es. 2 at  44 and Eshibit MPG-3; 
Mittas Dircct. TlEC Es. j at 35, 47 (Exhibit AKM-6). '' Tall!ot Direcr, GCCC Ex. 3 a1 14-15; Corman Direcr. 'I7K Es. 2 at 44 and Exhib i t  MPG-2;  Mirrag Dlrecr. TlEC 
Ex. 2 at 2.5. 47 (Eshibir AI<M-6), blergcrslai excludes scquisirions with no or ncgalivc prcriiiunis. thereby 

I 6  
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eleinents associared wj th the value, if  any, of control. rhey also reflect myriad oTI1cr I:~CLO~S ~11~31: 

cause a coiupany to pay more than tlie p re -c s i s t i i i s  stock pricc io acquire a cornpan!.. Each 
merger includes factors which are uniquc TO the particular rransactiou alld may have little. i f  

anything, to do with the value of control. For example. tlic acquisition premiilm I'm a traiisacrion 

is directly affectcd by rhe potential synergies betwerii the companies. as well as centrr~l market 

conditions and whether rhc [arget company is undcrvaliied by the market." Hecausc. acililisition 

prmiiums include other values, academic srudiss characterize acquisilion pre171111111s as 

represenring rhc oiwr bound of the valuc of control."' 

One of the most important factors affecting \,vhether a controI premium exisrs is \\!heiher 

tlie company is already "in play". This facior was cited by I-ICHE witness Peavy to csplain the 

absence of prcniiums in some acquisition trLmsactions. As he points out. rhert. m y  be no 

acquisition premium at all, and thus no control premium, if the target is already in play.-' ' 7  

'i'GN was in play hroiighout the valuation period. From thc time of its creation. i t  was 

liiiown that 'I'GN WZIS likely to be sold a i d  the minority interest owners wcre likely to be bought 

out. Although Tor niuch o f  'I'GN's csistence the RR1 Option was in place, as ea.rly as tlic suiiiiner 

of 2003 CunrerPoint niade clear that it inrended to rnonetizc its interest in I'GN if RRI did i i o i  

esercise that oprion; a premium has therefore been in the '1'GN stock price since thar time." 

Centerpoint reirerated its intent to monetize TGN in January 2004 when the RRT Option lapscd." 

While Intervenors may quibble about whether TGN was in play before tlic RRI Option expired, 

thcre can be no dispute that thc company was iri play throughout the valuatjori period and that the 

March prices reflected a premium associared with the expected sale. 

However. what is more important is thai even if generic acquisition preiiiium studies do 

provide some evidence that control premiums exisi in some cascs. rliey provide IIO relevant 

understating die wriability of results and exaggerating klergcrstat's nieaiis and medians, 2. Cliristophci* Mcrccr, /I 
Bricf'Rcvicw qf Contrd PWm/i//VJ atid Iz~Ij17o~iry hlfere.fr niSCoi i r i ls ,  J O U R N A L  O F  BUS~NI-.SS VAL,llA'TION. ( I  997) at 
310-1 I .  

Scc. c'g.  Direcr Tesriinony of David C. Rode, OPC Ex.  3 a 32 (,Liring aulhurily ucknowlcd$ng thar die 
Mergerstat data reflecrs a i l  "acqtiisilion prumiuni" char includes rhe value of potcntial synergies, as opposed ro J 
"piiig-privil!c: premium"): Paul Hanouna, Afulya Sarin C ' L  Alan C. Shapiro, k'nlrrc of Cill'/,~Jl'L/fC ( , ' f J / l l J Y J / :  S w w  
//r/erno/bor7u/ ,Evidence. USC blarsliall school o f  Business. Deparlmunt of Finance and Business Economics. 
Working Paper Sories, Working Paper No. 01-4 (2001), OAG 415-448 at 4% (sraring That an acquisition premium 
includes 311 amount anriburable IO rhc tindcrvalued status of rhe rargrr). 

25 

,%e, e . g ,  Hariouna e[ a]., slipro note 25 .  
Peavy Direct. HCHE Ex. 5 at 49 (citing a Mercer Capihl study). 
Tr. at 4082-83 (Kind) (J~ i l .  19, 2004). 

26 

27 

") Kind Direcr. CNP Ex. 19 at 145-46. 
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evidencc about whether a control preniiuni exist:; for CcnterPoiiit's retained interest. 'T-l~c SiLldies 

show an cxtremely wide rangc of acquisition preniiums i h 7 1  positive to necative:;'! .- \ \ ' I ~ O I ~ C  
CmterPoinr's holdings of I O N  would f i t  in tliar r a n g ~ '  clcpends oil fclcrs unique L O  irs situariou. I [  

simply cannot be assunicd that any average acqiiisiiioii premium for ~rarisactio~is ilivol\~ilig 

different companies at  diffcrene Limes and. in many c x e s .  in diffcront indusrries providos an!' 

meaningfd guidance to The existence or  Icvel of a control prmmiun1 associnrccl wit11 

CenIerPoint's retained interest in TGN in March 2004. 

F. The announced sales price for T'GN cannot hc directly compnrcd to thc 
S36.26hhare true-up price to detcrmine whether a control premium esistcd 
in March 2004 for Centerhint's  retained intcrcst. 

Under the recently-announced agreement for rlic saIr of TGN. tlic publicly traded 19% of 

TGN's shares will be acquircd for $47/share and CcntrrPoint will reccive $45.2j/share for its 

&lo/" interest. Thus, thc sales price for CsntcrPoint's 81% interesi in  .July 2004 was 

approximately $9/share higher than [he $36.26 average srock price during tlie Fcbruarylblarch 

valuaiion period. 1'0 tlic 

contrary. it i s  f~~lly explained by fundamental changes in the value oTTGN. 

This $9/share diffcrcnce is not indicative of a con~rol premium. 

On? point on which there should bc no dispuk is that the markct value ~I'comliaiiies and 

assets can change dl-arnaticslly. 'Ihe issuc for the Panel is whether tlie $26.26 average stock 

price during the period from February 12 10 March 25. 2004 was "fairly representztive" of thc 

total common stock equity at that time. Tha1 issue can be resolvcd only by looking at the value 

of [lie commcin stock equity during or near thal trading period. Tlic final sales price was 

negotiated in mid-July 2004. While that sales price docs rcpresent the full market vduc  of I'GN 

in mid-July 2004, it docs no[ represent actual market value during February or March, 

There are at least two reasons for the increase in TCiN's valuc since March 2004: a $0.45 

increase in natural gas futures prices and TGN's decision to esercisc its right of first refusal to 

acquire all o r  part of AEP's 25.2% share of die $out11 Texas Project. 

Changes in natural gas futures priccs alone :ire sufficient to explain most of tltc incrcasc 

in  TGN's srock pricc. TGN's earnings are directly and niarcrially affected by ch~iiiges in the 
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price of narural $as3' The reason is thal TGN's baseload nuclear, coaI and lignite units rkai 

gcnerrik most of its profir have reiatively fixed costs while electricity prices in  tlit ERCOT 

marlier are almost always set by units operating on iisturaI gas. This relationship is deinonsrrareil 

graphically in Figure ISM-3R to Mr. McGoldricli's rebuttal testimony.'2 Stated siinply: 

iiicreascd natural gas prices result in higher electricity prices in ERCOT; highcr ulectrici t y  prices 

in ERCQT mean higher revenues for TGN's haseload units; higher revenues for TGN's hasiload 

units translarc direc'tly into increased earnings because the higher natural gas pricts clo not affect 

TGWs cost of producing energy from. those units. 

Changes in gas prices have a multiplier effect on TGN's earnings. The rule 01' l h u n i b  is 

that a $1 increase in natural gas futures prices increases TGN's gross revenues aud prc-tas 

earnings by approximately $250 inillion and thus increases espected after-tax earnings by 

approximately $2 per share." This rule of thumb has been comrnuiiicated to the investment 

comrnuniiy.3J Not surprisingly, T GN's stock price correlates wcll with natural gas prices.3" 
Natural gas forward prices in 2005 and 2006 h a w  increased approxiiiiately $0.45 since 

the end of March.3h A $0.45 increase in forward gas prices increases TGN's gross revenues by 

approxiniarely $1 12.5 million, which yields approximately $0.91 in after-tax EPS. Using an E15 

multiplier of 10. TGN's share price in .July should be, ruid was in fact, approximately $9 higher 

than the share price ae thc end of M a r ~ l i . ~ ~  'l'he fact that TGN had already sold iilost of its 2004 

capacity is iminaterinl because thc market is forward-looking and by July 2004 was already 

focused on 2005 and beyond. 
.. 1 he orlicr major h m r  affecting TGN's valuc was its May 28. 2004 ~ I I I ~ O L I I ' I C C I ~ C I I L  that i t  

would exercise its right of first refusal to acquire all or part of  AEP's interest in the South Tesas 

McGoldrick Rebuttal, CNP E x .  30 ar 5 5 ;  Tr. at 4069. 4073 (Graves) (Jul. 19, 2004); 're. ill 4082-83 (Kind)  (Jul .  
19. 2004). 'The effect of natural gas prices on Texas Genco's earnings is  undispulcd by Intervenors. %c!, c! $,. 'Tr. a t  
1609 (Purcell) (.lun. 25. 2004). 
'' McGoldrich Rebuttal. CNP Es. 50 at 56 (Fig. JBM-R3). 

'' McGoldrick Reburral, CNP Es. 30 a1 37-38; Tr. at 725 (McGoldrick) (Jun. 22, 2004). 
'' McGoldrick Rcbutrsl, CNP Es. 20 at 15-16 and 56 (Fig. JBM-Rj ) ;  Tr. at 1052-53 (Graves) (Jun. 23. 2004). Evcn 
lntcrvcnars acknowledge this correlation. See, tg., Tr. at 2256 (Penvy) (dun. 3. 2004). 

TI-. ar 725 (McGoldrick) (Jun .  22, 2004); Tr. ar 3413, 3457 (Mageej (Jul. 6, 2004). 
37 The ca lcu lahn  performed to yield $9.14 per share is AS I'ollows: (S750 million x .45 [increase i r r  9 1 s  pricca] = 
% I  12.5: SI 12.5 million x.65 [ro reflect 3% tax rak] = $73.125 million. which when divided by 80 million shares 
equals ail afrrr-tas EPS ofS0.9 1406. Multiplying this per share ligure by  IO yiclds the share pr ice increase of $9.14 

Tr. nt 3344 (McGaldrick) ( lu l .  7 .  2004); Tr. at 2412-13 ( M q e e )  (Jul .  6,2004). 

3, 
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Project. That acquisition. which has nothing to do  wiih the TGN assets being \dud in this 

proceeding. providcs T'GN a1 least .330 megawatts of additional iiuclear bascload calmit!. ;x 

Again. i t  is impormi  LO keep in iiiiiid that :icquisitions ofren ini,ol\.e prrmiums 01' 

apparent preiniui-w that have norhing to do wi th  conrrol. Consequeiitly. even if' O I I C  i \ t r t  to 

conclude rhar the final sales price retlected a premium over CI prior s~ocl i  price. ~ n u c h  mora 

information would be required before a conclusion that the premium was for b'coiitrol". 

C;. If a control premium csists, i t  would apply only to t h e  retained intcrest and 
could be used to increase only the $36.26 stock pricc, not some irltcrnativc 
valuation. 

3 'I Some Intcrvcnors apply a control premium of IO?b to the total equiry ol' thr c u n ~ p a n y .  

They are wroiig. 'I'he staturc rcquires a determination of whcthcr a control ~mmium csists "for 

the retained interest.'"'" The Austin Court of Appeals, finding this language "uiiniist&able". held 

that the control premium may only bc applied to increase the value of the portion 01' the  equity 

that is rcpreseneed by the retained block of sliarcs." Moreover, the premium could he applied 

only to increase the aclual $36.26 price. not soiix alternative theoretical value,.“' 

111. Conclusion 

liiterveiiors and S ~ f f  failed LO present credible evidcnce rhar a control ~~reni ium csists  ti^* 

CznterPoint's 8 1% retained interest in TGN. h/lol-eover, the . l d y  21. 2f)(J4 salc oi' CcnlcrPoint's 

intcrcst in TGN coiiclusively established that no control premiiun existed in either J u l y  2004 or 

during thc valuation peiiod in FebruarylMarch 200.1. This Panel should therefore determine that 
no control prcniium should be applied to the $36.26 value ofTGN coininon equity as dcteriiiiiied 

during thc valuation period pursuant to the partial sock  valuation nxthod. 

Tr. a1 3400-01 (Magcc) (Jul. 6. 2004); Tr. at 3582 ( l i i n d )  (Jul. 7, 2004). Even Intervcnors admil [ h i s .  .CL~C. c.,~., Tr 
ai 1609-10. 1641 (Purcell)(lun. 25.2004). 
'' OPC and GCCC correctly applied their aasumcd prcmium only to Centerl'oint's 81% rctaii ied intrresl. The otlrrr 
witnesses meinpr TO apply r7 premium to TGN's total equity. 
"" PURA $39,262('li)(2). 

Rdicrt7l ,&er;p, Iiicorpuraled v Public Utilily Cmiwi.w/mI, IO I S. W.3rd 129. 144-45 ('l'ex+ App,-Aus:tin, 20031, 
I ~ V  'd OIP orlicr. prortnds . s t r h  1inr)i. CetiferPoinl Giet-g:  I ~ I c u I * ~ ~ o I * L I ~ ~ ~  v. Ptrhiic [Jliiini ~ o i ~ i t ~ ~ i . v s i o u .  47 Tex, Sup, Ct. 
1. G72 (Tex.. June 18. 2004) (per. filed). 
'Ir 111 a classic etl jr l  10 doublr: dip. HCHE witness I'eavy and TIEC witness Gormsn irnpropcrly propose to apply 
their premium to rheir own esriman of TGN's  valuc. 

-!I 
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Centerpoint Energy announces sale of 
Texas Genco for $3.65 billion 

Sale also includes buy-out of public shareholders 

Housron - J ~ l y  2 1, 2004 - Centerpoint Energy, Inc. (NYSE: CNP) and ' I ' ems  
Gcnco Holdings. Inc. (NYSE: TGN) today announced a dcfinirive agreement for GC' 
Powcr Acquisition LLC, a newly formed entity owned in qua l  parrs by affiliates of 
The Blacksione Group. Hellinan & Friedman LLC., Kohlberg Kravis Roberts & Co, 
L.P. and Texas Pacific Group. to acquire Tcxas Genco, a wholesale electric power 
genelaticm company. for approximatcly $3.65 billion in cash. The agreement includes 
a biiy-o~it of  Texas Geiico's public shareholdus. 

The transaction. subject to customary regulatory approvals. will bc 
accomplished in two steps. The first step, expected to he completed in thc fourth 
quarter of 2004, involves Texas Genco's purchase of the 19 percent of its sliares 
owiied by the public For $47 per share. followed by GC Power Acquisition's purclinsc 
o f a  Tcsas Genco m i l  that will be fonned to own its coal, lignite and gas-fired 
generation plants. In the second step of thc transaction, expected to take place in the 
first quarter of 2005 following receipt of approval by h e  Nuclear Regulatory 
Comii~ission. GC Power Acquisition will complete the acquisition of l'cxas Gcnco, the 
principal reinailling asset of which will then be Tesas Genco's interest in the South 
Tesas Project nuclear facility. Total cis11 proceeds to CenterPoint Encrgy lioiii borh 
steps of the transaction will be approximately $2.9 billion, or $45.25 per share Tor its 
81 perceiir intcrcst in Texas Genco. 

and by thc board of directors of Texas Geuco acting upon thc unaninioiis 
recoinnieiillaTion of a special committee corn posed of indcpendcnr members of  the 
Texas Cenco Board. 

"We bclicve that the sale of Texas Genco is beneficial for both companies." 
said David M. McClanalian, president and chief esecutive officer of CcnrerPoint 
Energy. "Thc sale enables CenterDoint Energy to reduce irs dcbr sild coiiceiilralc on 
its energy dclivery businesses. 

today's strongest private equity investment firms, which should allow i t  to build 011 ~hc:  
timi foundation that the rnanagcment and employees of Texas Genco have esrablislied 
Over the years. Of course it's hard for us at CenterPoin1 Energy to let go of a business 
that has been a pair of our company for so many years. Bur iinder the plan we 
developed in response to the 1999 Texas electric restructuring law, it  is time for 
CcnrcrPoint Energy to take this step," said h<lcClanahan. 

Thc rransaction has been approved by the board of directors of CenterPoint Energy 

"I alii also pleased that Texas Genco's new owner is backcd by sonic ul.' 

-more- 
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Tlic BlacksLane Group, Hellinan & Friedinan LLC. Kohlberg E;ra\,is Roberls 
& Co. L.P. and Tesas Pacific Group said in  a statement: "Wc have focused es1ensively 
on thc unergy sector and w e  are excited to purchase "l'exas Cienco. o m  ol'tlie tiation's 
largest independent electric generating companies. Through Texas Genco. we are 
acquiring high quality coal. nuclear and gas power plants in  thc rapidly growing 
Houston market. We look fonvard to joining with the dedicated employees of a 
ncwly-independent Texas Genco to continue to provide outsranding service to Texas 
Gtiico's c ustoiiicrs wliik developing the nati~n's preiiiier inclependcnt power 
Generation busincss." 

CeiiterPoiiit Encrgy was advised on the transaction by Citigroup Global 
Markets Inc. and B a k u  Borts L.L.P.. and the special coiiiiiiittee of i i idcpendm 
directors of Tesas Gcnco was advised by RBC Capital Markets Corporation and 
Haynes ,and Boon?, LLP. GC Power Acquisition LLC was adviscd by Goldman 
Sachs, r)euL.l;che Bank and Morgan Stanley and thc law timis Sinipson Thaclier & 
Rartlett LLP. Stroock & Stroock & Lavan LLP and Vinson & Elkins LLP. 

Centerpoint Encrgy. Inc., headquartered in T-Touston, Texas, is a doiues~ic 
energy delivery company that includes electric traiismission & distribution. natural gas 
distribution and sales. inrcrsrare pipeline and gathering operations. and currently o\vns 
8 1 percent of 'I'exas Genco Holdings, Inc. The conipany serves nearly fiva inillion 
metered custotncrs primarily in Arkansas, Louisiaiia. Minnesota. Mississippi. 
Oklahoma. and 'l'esas. Assets total o v a  $21 billion. With more than 11,000 
employees, Centerpoint Energy and its predecessor companies have been in busincss 
for inore than 130 years. For more infoniiation, visit the Web site at  
xmw. c' enter Poi 11 t Encr sv . coin. 

wholesale electric power generating companies in the Uiiited Statcs with over 14.000 
megawarrs of gencrarion capacity. It sells electric generation capaciry, energy and 
ancillary scrviccs in onc ol'11ie nalion's layest p ~ w e r  markets. the EIcctric Rclinbilily 
Coiiiicil of 'I'cxas (CRCOT). Texas Genco has one of the i i ios~. diversified gcticratiuri 
portfolios in 'l'cxas. using narural gas, oiI. coal. ligiiile, and uranium fuels. 'The 
coiiipany owns and operates 60 generating uniLs ;il 1 1 electric l~(~wel'-Seiieratiii~ 
facilities and owns a 30.8 pcrcenl interest in a nuclear generating plant. For iiiore 
information, visit our web sire at www.txlrenco.com. 

New York, Atlanta, Boston, London and Hamburg. was founded in 15%. "The firm 
has raised a total of approximarely $32 billion for alternative asset investing sincc irs 
fonnatioii. Over $14 billion of that has been for private equity investiiig, including 
Blackstoile Capital Partners W ,  the largest insritutional private equity fund at $6.45 

'I'esas Cenco Holdings, Inc., based i n  Houston. Texas. is one oftlie largest 

'The Blackstone Group, a private investment and advisoiy firm with ofilces in 

-I l l  O K -  
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billion. Blacksrone has made private equity investments throughout the eiierev "V scctor 
including petroleum refining, oil and gas exploration 'ud coal mining. 1n sdditioii co 
Privatc E,quiry Investing. The BIackstone Group's core businesses are Private Rcal 
Estate Investing, Coyorate Debt Investing. Marketable AI ternative Asser 
Management. Corporate Advisory, and Restructuring and lieorganization Advisory. 
For in ore info m a t  i o 11. vi sit WAW. b I acks~one , c( h i .  

Hellnian $: Friedman LLC is a San Francisco-based private equity investnieiit 
firm with additional offices in New York City a id  London. Since its foLiiidiiig iia 

1984, the Firm has raised m d  i-nanaged approximately $5 billion of  committed capital 
and inifested in over 45 companies. Hellman & Friedman reccnrly completed raising 
its fifth fund, Hellman & Friedman Capital Partners V. L.P.. a $3.5 billion t h d .  
Representative invcstmenrs include Axel Springer AG !ASV GR). ProSieben Sat. 1 
A G  (PSM GK), Formula One Holdings, Ltd, Arch Capital Group LiniiLed (ACGL). the 
NASDAQ Srock Markel. Inc. (NDAQ): Young & Kubicam. Inc., Westeni Wireless 
Corporation (W WCA). Franklin Resources. Inc. (BEN), and others. For inore 
information. visit ~w\y.Iif'.coni. 

Koialbcrg Kravis Roberts &r Co. T,.P. is one of the world's oldest and niost 
espcricnced private equily firnis specializing in managcment bLiyoLits. with officcs in 
Ncw York. Menlo Park, California, and London. England. For more information. 
please visit www.kkr.com. 

Texas Pacilic C~roup, founded in 1993 and bascd in Forr Worth. TX, Sail 
Francisco. CA. and London, is a private investment partncrship managing over $15 
billioii i n  assecs. Over the past several yeas. TPG has built an indLsf.ry practice 
focused on the energy and power sectors (Dcnbury Resources, Portland General 
Electric (pendjngjj. Additionally, thc firm seeks to invest in world-class francIiiscs 
across a range of othcr indusrries, including airlines (Continental. Anicrica West). 
branded consumer franchiscs (Burger King. Del Tvlonte, Ducatij. leacling rct a1 ' 1  CI'S 

(,Yetco. J.Crcw, Dcbenhams - UKj, healthcare companies (Oxford 
I Iealtli Plans, Quintiles Tramnalional), and technology companies (ON 
Semiconducoor, MEMC, Seagare). 

more-  
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'lliis news release includes forward-loolcing smment s .  Actual events and 
results may differ materially from thosc projccted. The stakments in this news release 
regarding funire financial ptrforrnancc and results ol' operations and other stateinelm 
that are not. historical facis are forward-looking staleiiieiits. Factors that could affecr: 
actual results include the timing and impact of fiiturc regulatoiy and legislative 

or its subsidiaries' business plans, financial market conditions, the timing and C'XTCIII of 
changcs in commodiry prices, particularly natural gas, the impact of unp1,mned facilit, 
outages and other factors discussed in CenterP~jnt Energy's and its subsidiaries' lilings 
with the Securities and Excliange Commission. 

t 
5 decisions. effects of competition, wcarher variations, changes in Cen terPoiiit kiiergy's 

A ddi t i onal contacts : 

)Tor The Blackstone Group: 

Joliii A.  Ford 
21 2-585-5559 

For Hellman & Friedmsn LLC: 
Melissa Ma 
41 5-7813-5 1 1 1 

Steven Bruce. Abernathy MacGrqor 
213-571-5999 

For Kohlberg Kravis Roberts & eo. 
L.P.: 

David L.illy 
Roanne Kulakoff 
2 1 3-57 1 -4800 

For 'Texas Pacific Group: 

Owen Blicksilver 
51 6-742-5950 
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