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Calpine (CPN) $21.00                      March 2015 

 Calpine is an independent power producer that owns and operates gas-fired and geothermal power 

assets. The company has best in class management who are focused on per share returns above all else. 

The market is mispricing Calpine because the company pays no dividend, exited bankruptcy not too long 

ago, and operates their business in a manner that is difficult to model and extrapolate. None of these 

factors matter as Calpine buys back enormous amounts of stock and consistently generates free cash 

flow thanks to their assets and preferred market placement. Shares currently offer investors the 

opportunity to buy a compounding machine at a double-digit free cash flow yield.  

Ticker: CPN   Current Price: $21.00  

Action: Long  Market Cap (M) $8,021  

Expected Timeframe: 2-5 years  Enterprise Value(M): $18,586 

Target Allocation 3-7%  Target Price: $35.00 

Asset Class: Common Equity    

Investment Overview/Background 

Calpine owns and operates power plants with a net interest of 25,949 megawatts (MW). With that 
capacity the company generated over 99 million mega-watt hours (MWh) of electricity in 2014. Calpine 
has a long history, but thanks to a bankruptcy in 2005, lacks a public market history that many utility 
investors desire. Even after the bankruptcy, Calpine had going concern notes and was forced to sell-off 
some power plants within their fleet. Even with all that, the company was still in hot water and faced 
rapidly rising natural gas prices. The company finally hit their stride in 2008 after they hired industry 
veteran Jack Fusco.  

Jack Fusco was the former head of Texas Genco, a Texas utility that sold to NRG in a 2005 deal for an 
astounding $5.8 billion purchase price only a few short years after it was acquired for $900 million. Prior 
to that, Fusco was the head of Orion Power Holdings, which was acquired by Reliant Resources in 2001 
at a 40% premium. Fusco knows how to make money in the utility space and the same team that 
worked with him at Texas Genco works at Calpine.  

Jack and his team focus on the single most important metric that rewards shareholders - free cash flow 
per share. They look for niche markets where they have a distinct advantage and will be able to 
generate above-average returns. They are glad to give up long-term visibility and will accept volatility to 
generate better returns. They are, by all definitions, classic value investors.  

In the case of Calpine, Fusco and his team are looking to capitalize on low natural gas prices and 
regulations that are crushing the coal industry. In the current hunt for yield and myopic fixation on 
EBITDA, investors are ignoring Calpine and the high-quality assets that a high-quality management team 
is running. Those that are willing to dig deep and look out a few years will see a company that is trading 
with a double-digit free cash flow yield and aggressively buying back shares. I expect Jack Fusco and his 
team will replicate their success at Texas Genco and Orion in the next 1-3 years.  

http://articles.latimes.com/2006/may/20/business/fi-calpine20
http://articles.baltimoresun.com/2001-09-28/business/0109280141_1_orion-reliant-deal
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Markets Overview 

It appears that investors look at utilities through a single lens. Utility companies are often grouped 
together with the same level of regard/disregard for their individual markets, core competencies, and 
ability to add value. I believe Calpine has advantages over other utilities thanks to the regions it works 
in, and the efficiency of its fleet. When compared to the majority of utility companies, Calpine should be 
valued higher than average multiples for these reasons. This section will focus on the individual markets 
that Calpine operates in, specifically the East, Texas, and California. 

As a brief primer, deregulated regions of the power grid have Independent Service Operator’s (ISO) that 
are in charge of pooling utilities together to reliably operate the grid. These ISO’s ensure customers get 
electricity at competitive prices from a group of utilities. These groups are in charge of long-term 
planning and will estimate load growth, demand response, and transmission system planning. Different 
regions have different operators that have slightly different mandates.  

Eastern Region 

Within the Eastern region, Calpine has 36% of their consolidated capacity (~9,557 MW). All but 4 MW of 
their capacity in this region is natural gas. Calpine operates in this region under the watch of grid 
operators PJM and ISO-New England.  Both PJM and ISO-New England are in charge of grid reliability in 
their respective regions. The New England region is relatively small for Calpine and will be ignored in this 
report. PJM, in contrast is currently the largest competitive wholesale electricity market in the world. As 
such, PJM has unique challenges to their markets.  

During January 2014, there were several days that were abnormally cold across the Northeast United 
States. Usually PJM is able to manage these extreme weather days and the grid is only slightly stressed. 
However, due to a confluence of factors, PJM had an unprecedented amount of forced outages. On 
January 7th alone there were 40,200 MW of forced outages, which represented about 22% of total PJM 
capacity. PJM decided something needed to be done and the current economic incentives were not 
working. As a result, PJM introduced significant performance incentives and underperformance 
penalties. Utilities that perform well make more money than the utilities that do not perform well. In a 
recent paper to FERC PJM notes what they are trying to accomplish. 

“PJM maintains that such experience (higher than normal outages) highlights deficiencies in the RPM 
market design that are failing to provide owners of capacity resources sufficient incentive to improve the 
performance of their generation units.”  -page 4 Feb 20, 2015 FERC Order, Doc Nos. ER15-738-000 and 
ER15-739-000 

Another factor influencing pricing in the Eastern Region, specifically PJM, is the retirement of coal 
plants. Brattle Group, an industry consulting group, has estimated the retirement potential across the 
country, which can be seen in the graphic on the next page. PJM makes up between 14-21 GW of these 
total retirements. New environmental regulations, coupled with the fact that northeast coal plants lack 
major pollution control equipment (relative to other regions), means coal retirements are all but 
guaranteed. The low price of natural gas and high price of retrofitting a coal plant (>$1,000/kW of  

http://en.wikipedia.org/wiki/PJM_Interconnection
http://www.ksg.harvard.edu/hepg/Papers/2014/October%202014/Sotkiewicz%20HEPG-Oct_2014.pdf
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capacity for select plants) means the energy of tomorrow for PJM is natural gas. Conveniently, major 
natural gas reserves (Utica and Marcellus shale) are located near major PJM markets. 

Graphic  1. Announced and Actual Coal Plant Retirements Source: Brattle Group 2014 Wartsila Power 
Symposium 

 

PJM had trouble accommodating peak loads prior to all the new regulations and is working diligently to 
ensure the same problems do not pop up again. PJM hosts forward auctions throughout the year. This is 
when utilities get together and offer to purchase electricity contracts. These auctions establish prices for 
customers and utilities. PJM has a planned auction in May 2015 where utilities will begin to bid on the 
performance numbers and coal retirements will begin to impact markets. The May auction will provide 
actionable numbers for Calpine investors who can see the performance payments and future 
expectations.   

Texas Region 

Texas is experiencing growing electricity demand. A portion of this demand is being met by increased 
production from wind turbines. According to a Dec 2014 Electricity Reliability Council of Texas (ERCOT – 
the grid regulator of Texas) presentation, summertime electricity generated from coal is expected to 
account for 24.9% of electricity in 2015 but will drop to 23% by 2019. Compare this to wind which is 
expected to grow from 3.4% (2015) to 4.6% (2019). While the percentage changes do not seem like 
much, they can have a dramatic impact on peak power pricing. Like all commodities, peak power pricing 
is set at the margin. With less baseload power and more intermittent power, pricing during peak periods 
should increase.  

Texas as a whole has some of the lowest reserve margins (excess power capacity) in the power industry. 
As a result, ERCOT increased the system-wide offer cap to $9,000 per megawatt in 2015, up from $5,000 
per megawatt in 2013. This increase is the amount per MWh at which ERCOT will purchase electricity. 
During periods of extreme pricing (middle of the day during a heat wave for instance) this $9,000/MW  

http://www.pjm.com/~/media/committees-groups/committees/elc/capacity/capacity-performance-proposal-summary-of-key-design-elements.ashx
http://www.ercot.com/content/gridinfo/resource/2014/adequacy/cdr/CapacityDemandandReserveReport-Dec2014.pdf
https://www.business.directenergy.com/blog/2014/june/ercot-implements-operating-reserve-demand-curve
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figure is established to ensure customers get electricity during peak periods. Similar to PJM, power 
producers that can perform under pressure will be rewarded.  

One risk should be noted. While tough to quantify, a significant portion of electricity growth has 
probably arisen from the growth of shale oil & gas production. With oil prices off some $40/bbl and 
natural gas down more than 32% in the past six months, production of oil in high-cost shale areas will 
likely drop. JP Morgan has predicted that Texas will experience a recession during 2015. If they do, 
electricity demand will also drop. This could impact the high peak prices that Calpine looks to take 
advantage of.  

In addition, there is a delicate balance between coal retirements and natural gas prices. If natural gas 
stays at current levels, coal retirements may accelerate. The production of natural gas (which may or 
may not depend on the price of natural gas) will influence coal plant retirements.  

California 

California is pretty simple for Calpine. A significant portion of their production and profit is generated 
from their geothermal assets (Geysers). In 2014 43% of their Western Region commodity margin was 
generated from the Geysers. The Geysers are considered baseload power and are fully renewable. They 
generate cash in a boring, predictable way. They also produce Renewable Energy Credits (REC), which 
can be quite valuable to utilities that operate a number of coal plants.  The significant free cash flow 
generated from these assets will be explored in the next section. 

Assets: Geysers of Cash  

Outside of the local market advantage, Calpine owns a number of quality assets that put them ahead of 
competitors. In the past, coal was king, and utility companies needed to have a number of coal assets to 
remain relevant. As explained in the previous segment, a number of coal plants could be retired over the 
next few years. Aggravating this loss of baseload power being generated from coal (or at the very least, 
lack of capacity growth) is the rise in intermittent sources like wind and solar. The increasing regulations, 
growth of intermittent sources, and low natural gas prices have led to rise in natural gas power plants, 
which can be designed to fill in power gaps when needed.  

This bodes well for Calpine, whose combined cycle natural gas plants exhibit excellent efficiency. One 
metric used to measure efficiency is a plant’s Heat Rate, which is the Btu content required to produce a 
kilo-watt hour (KWh) of electricity. The lower Calpine’s heat rate, relative to the Market Heat Rate, the 
more favorable the impact to Calpine’s bottom line. In 2014 Calpine’s heat rate was 7,384 Btu/KWh 
relative to market heat rates in excess of 9,000 Btu/Kwh. Calpine’s plants operated at a conversion 
efficiency of 53%. This compares to older gas-fired power plants and coal plants that have power 
conversion efficiencies ranging from 28%-36%. The higher the conversion number, the more efficient 
the plant is.  

With such high efficiencies, Calpine is somewhat agnostic to the price of natural gas, a noted departure 
from other utilities that depend on higher natural gas rates to spur higher electricity rates. In conference  

http://money.cnn.com/2014/12/18/news/economy/texas-oil-recession/
http://www.sec.gov/Archives/edgar/data/916457/000091645715000010/cpn_10kx12312014.htm
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calls and investor presentations, Calpine notes that natural gas prices will not impact their business too 
much. Their results provide verification to managements statements. Since 2010 adjusted EBITDA has 
improved every year despite the common natural gas price, the Henry Hub, ranging from almost $4.50 
in 2010 (and 2014) and less than $2.75 in 2012.   

Calpine’s relationship to natural gas prices is straightforward - when gas prices increase, margin 
increases as the fuel cost advantage widens thanks to Calpine’s efficient generators (relative to 
competitors). When gas prices decline, Calpine generates more electricity and takes share from coal 
power plants. The modeled impact of gas prices can be seen in the chart on the next page.  

Graphic 2. Calpine Sensitivity to Natural Gas Prices Source: March 2015 Presentation 

 

The analysis is fairly simple: when you own the most efficient assets in a dual fuel system (the power 
grid), you can remain agnostic about natural gas prices. Competitors who own large coal fleets and 
depend on higher natural gas prices, like American Electric Power Company, should worry about the 
price of gas; Calpine can continue to make money. 

“Meanwhile, the shale revolution continues and natural gas supply continues to grow. Virtually every 
other major player in the merchant generation sector is effectively a synthetic gas long play. The lower 
their gas price, the lower their margins because power prices are generally tied to gas prices while their 
fuel costs are more static. For our fleet, our revenue and fuel cost is much more in tandem make us much 
more gas price agnostic. Although ours is a complex business with many factors that impact longer-term 
profitability, gas prices is (sic) not the one that we worry about, helping our way to the stable EBITDA 
profile.” Thad Hill Q4 2014 Earnings Call  

http://investor.calpine.com/files/doc_presentations/2015/03-2015-CPN-Investor-Meetings_v001_v7kvcw.pdf
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As mentioned earlier, Calpine owns geothermal assets in California that have a capacity of 725 MW. 
These assets are a true gem hidden within the portfolio. Besides operating in the constrained market of 
California, these are zero emission plants and generate RECs with each MWh sold.  

Renewable resources are quite valuable to a strategic acquirer. For instance, Atlantic Power was able to 
sell their 521 MW of wind assets for $837 million (enterprise value of $1.6 million per MW of capacity), 
or roughly 14 times EBITDA. Given the reliability of the assets, the lack of tax equity, and significantly 
higher capacity of the geothermal assets, I believe Calpine could sell these assets for a minimum of 
$1.16 billion (725MW*$1.6M). A company that uses financial engineering to drop down assets, such as 
NRG, could find even greater value in these assets.   

As one more valuation sanity check, I estimate that the geothermal assets produce more than $225 
million of EBITDA every year. Applying a 14x multiple to that EBITDA estimate yields an enterprise value 
of $3.15 billion. A conservative 10X estimate still yields a value of more than $2.2 billion.  

Again, I do not want to imply that a sale of the Geysers will take place. However, against a total 
enterprise value of $18.8 billion (see Table 3 below), it is clear that the Geysers are a very valuable asset 
and a strategic acquirer could monetize the existing plants in a number of ways. Calpine has scoffed at 
any sort of financial engineering and stated that they intend to keep the geothermal assets. They have 
preferred to keep all their financial engineering simple – share buybacks.  

The Corporate Cannibal 

Most investors look at utilities and find them boring cash cows. They are a place to park cash and 
receive dividend checks. Calpine is different though because they do not pay a dividend. Instead of a 
dividend, investors get share buybacks. Since 2011 Calpine has repurchased more than $2.4 billion of 
shares, amounting to ~25% of outstanding shares. Management clearly thinks this is a good use of 
capital and has reiterated a number of times that they think all projects should be compared to the 
returns achieved by buying back shares. While nothing more than simple math, this is a breath of fresh 
air for shareholders. The impact can be seen in graphic 3 on the next page. 

Further enhancing their capital structure is managements push towards unsecured notes, which provide 
flexibility to the company now and in the future. By shifting debt from secured to unsecured, the 
company opens up the ability to tap the debt markets with secured debt in the future. Many 
independent power producers have large debt amortization schedules. A popular tactic by many 
analysts is to show an adjusted free cash flow figure, which assumes that debt repayments accrue back 
to shareholders dollar for dollar. I believe this is overly simplistic and the long-term cash flow 
characteristics of the assets need to be considered. Some companies purchased assets at nosebleed 
valuations when it was assumed that natural gas prices, and electricity prices, would only climb.  

If cash flow is lower at the end of the contract, debt amortization does not fully accrue back to the 
shareholder as the earnings power of the business has diminished. Paying down debt is simply removing 
water from a ship taking on water. An occupant (investor) may not be sinking anymore, but there is no 
point in celebrating.  

http://investors.atlanticpower.com/file.aspx?IID=4098671&FID=28681886
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Simple discounted cash flow mathematics proves this as well. Money received in the present is worth 
more than money received in the future, thanks to the time value of money. Calpine is in a distinct 
advantage here as they are shifting their debt from amortizing debt to unsecured senior notes. Instead 
of paying back the debt owners, shareholders are given more money quicker. Calpine also opens up 
flexibility in the future to raise secured debt. The company simply has more options, just in case 
something happens – good or bad.  

Graphic  3. EBITDA, FCF, and FCF/share growth Source: Calpine Investor Presentation March 2015 

 

Valuation of Calpine 

I believe there are two ways to look at Calpine from a valuation perspective: EBITDA and free cash flow. 
On an EBITDA basis investors will compare the enterprise value of Calpine to other power producers. 
The company’s guidance can be found in the Table 1 on the next page.  
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Although management stopped providing specific share buyback guidance, their free cash flow per 
share guidance provides clues to what they think they can buy back. I have included my calculations for 
buyback in the table below. Management provides ample guidance for modeling cash flows in 2016 and 
2017. My expectations for 2016/2017 EBITDA and free cash flow can be seen in the model on page 9.  

Table 1. 2015 Guidance Source: Q4 Calpine Results and Dichotomy Calculations 

2015 Guidance ('000's) Low High 

EBITDA $1,900,000 $2,100,000 

Maintenance Expense -$395,000 -$395,000 

Taxes -$25,000 -$25,000 

Cash Interest -$630,000 -$630,000 

Other -$40,000 -$40,000 

   

Free Cash Flow $810,000 $1,010,000 

FCF/Share $2.10 $2.60 

Shares Outstanding 385,714 388,462 

Implied Buyback 23,646 20,898 

I believe that free cash flow (specifically, free cash flow per share) is the number investors should be 
most concerned with. Outside of those who wish to buy and sell a stock indiscriminately, free cash is 
what matters most. This is the money that can be recycled back into the business or returned to 
shareholders. It is the truest definition of shareholder returns. Management of Calpine agrees.  

“A source of discussion with many investors and analysts has been our focus on free cash flow versus 
EBITDA. We recognize that much of the investing community focuses on EBITDA as the primary 
evaluation approach for Calpine and the other IPPs. However, we believe that free cash flow to equity 
differentiates quality of EBITDA and more accurately highlights the underlying value of the business. And 
over time, managing the business for cash flow will lead to superior returns for investors.” - John Hill, 
CEO Calpine Conference Call November 6, 2014 

The quote above is not the only quote about their dedication to free cash flow per share. I encourage 
readers to read any conference call from the past four years and free cash flow per share is referenced 
almost every single time. I have also included FCF per share after debt repayments to show the amount 
of true free cash flow that can be spent on shareholders. I believe this figure is a true apples-to-apples 
comparison technique when looking at other power producers, many who need to account for 
significant principal payments on a yearly basis.   

However, let us examine EBITDA for a few minutes and look at the valuation through the lens of 
investors of Calpine. The table on page 9 shows 2015 relative valuations, one metric using EBITDA. The 
comparisons are simply a start and like all simple ratios do not factor in business aspects that are 
essential to investing.  

 



 

9 Dichotomy Capital LLC info@dichotomycapital.com Scarsdale, NY 

 

 
Dichotomy Capital LLC                                          

Contrarian and Research Driven  

 

Table 2. 2016 & 2017 Calpine Projections Source: Dichotomy Projections 

 
2016 2017 

Estimated Annual Production (MWh) 100,484,209 101,535,409 

Hedged Energy Margin ($/MWh) 24 29 

Hedged % 26% 16% 

Hedged Production(MWh) 26,125,894 16,245,665 

Hedged Energy Margin $627,021,464 $471,124,298 

Geysers Unhedged Production(MWh) 4,440,000 5,040,000 

NP-15 ATC Prices ($/MWh) $45 $45 

Geysers Unhedged Margin $199,800,000 $226,800,000 

Geysers Hedged Margin $37,440,000 $27,840,000 

Total Geysers Margin $237,240,000 $254,640,000 

Gas Fleet Unhedged Energy Margin 
  Production (MWh) 69,918,315 80,249,744 

Spark Spread/MWh $19.25 $19.25 

Spark Margin $1,345,927,557 $1,544,807,564 

Ancillary Services/Carbon costs $10,000,000 $10,000,000 

Whitby/Greenfield $104,831,980 $104,831,980 

Estimated Energy Margin $2,325,021,001 $2,385,403,841 

Commodity Margin Cofactor 74% 73% 

Commodity Margin $3,141,920,272 $3,267,676,495 

Plant Operating Costs $988,380,000 $1,008,147,600 

SG&A Expense $144,000,000 $146,160,000 

   EBITDA $2,009,540,272 $2,113,368,895 

Maintenance Expenditures $391,888,415 $395,988,095 

Interest Expense + Taxes $645,000,000 $635,000,000 

   Free Cash Flow $972,651,857 $1,082,380,800 

Shares Outstanding 362,714,000 339,714,000 

FCF/Share $2.65 $3.13 

   FCF After Debt Amortization $772,651,857 $882,380,800 

FCF After Debt Amort per share $2.13 $2.60 
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Table 3. Relative Valuation All Figures in Millions Source: Company Filings 

Company Market Cap Debt  2015 EBITDA 2015 FCF EV/EBITDA P/FCF EV/FCF 

Calpine $8,290 $11,282 $2,000 $910 9.4 9.1 20.7 

NRG Energy $8,590 $20,374 $3,300 $1,200 8.1 7.2 22.4 

Transalta $2,600 $4,056 $1,020 $295 6.5 8.8 22.4 

Atlantic Power $347 $1,867 $237 $20 8.6 17.4 102.4 

Dynergy $3,470 $7,075 $925 $200 9.6 17.4 44.2 

AES Corp $9,030 $20,858 $3,553 $1,175 8.0 7.7 24.1 

NRG Yield $3,860 $4,050 $705 $195 10.6 19.8 32.7 

    Average 8.7 12.5 38.4 

Calpine does not appear that cheap on an EBITDA or price to free cash flow basis relative to its peers. 
However, EBITDA is expected to rise, and at the same time, Calpine intends to pay down approximately 
$200 million of debt per year. Coupled with share repurchases, I believe Calpine is undervalued even on 
a simplistic relative valuation analysis.    

Other companies are paying down debt for projects that have power purchase agreements far above 
merchant rates. When the power purchase agreements reset, these IPPs will be left holding assets that 
have significantly reduced earnings power. In order for some companies to pay down debt, they will 
need to sell down key assets. This is the equivalent of burning the furniture to heat the house. Calpine’s 
modern fleet drives lower maintenance costs, better efficiency, and most importantly, choices for what 
assets they keep and what they sell.  

Calpine walked away from a sales process for their Mankato plant in 2011 after it failed to receive an 
acceptable offer.  While disappointing at the time, Calpine has since gone ahead and initiated a 345 MW 
capacity expansion. This expansion was executed with a 20-year power purchase agreement (PPA) to 
Xcel Energy. While it is impossible to know exactly what kind of offers were made for Mankato during 
the sales process, in the utility world a bird in the hand is worth two in the bush. Part of the concern was 
the lack of a PPA past 2017. I believe the expansion and the new 20-year PPA will improve a potential 
sale outcome the next time around.   

Looking out a few years, Calpine hopes to drive debt to EBITDA down to 4.5X, from a current 5X. This 
will be accomplished via a combination of EBITDA increases (from new plants coming online) and debt 
decreases (an average of $200 million per year). A half-turn of EBITDA should drive an incremental $1 
billion of value to the equity. I believe Calpine should trade at least in line with the top end of the 
average values. Given the intelligent capital allocation, shareholders should be content to let 
management buyback shares at a greater than 11% yield.   

At a minimum, I think Calpine should trade for 10-13x free cash flow multiples. Given the reliable cash 
flow production, and prudent use of capital, a higher multiple is not out of the question, but will be 
ignored to be conservative. Using my $3.13/share 2017 figure we arrive at a 2017 price target of at least  

http://www.startribune.com/business/139010464.html
https://www.edockets.state.mn.us/EFiling/edockets/searchDocuments.do?method=showPoup&documentId=%7B73FDC088-73E6-4509-9142-6D4BF6CECF02%7D&documentTitle=201210-79684-01
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$31.13 per share and perhaps as much as $40.69. As a mid-point estimate, I believe a 2017 price target 
of $33/share is achievable.  

On a downside basis, I believe 8X FCF, or 8X EV/EBITDA, is a reasonable proxy for potential downside. At 
this level, investors would be paying nothing for the growth. While I believe Calpine is indeed growing 
(both EBITDA and FCF), if we conservatively place an 8X multiple on 2016’s FCF, we arrive at a fair value 
of $21.20, roughly in-line with today’s prices.  

Should an investor decide that Calpine should be valued on an EBITDA basis, an 8X multiple to 2016’s 
EBITDA implies a $16 billion enterprise value. With $11.2 billion of debt and $717 million of cash, an 8X 
multiple would value the equity at $5.5 billion. Given management’s continual focus on buying back 
shares, I estimate that there will be roughly 362 million shares outstanding. With 362 million shares and 
an equity value of $5.5 billion, this would mean a share price of ~$15.15, or roughly 33% lower than 
today’s prices. This is the downside scenario in my opinion. 

I do not believe a company like Calpine should be valued on an EBITDA basis, but I wanted to highlight 
the potential valuation and associated downside.  Overall, I believe a bullish scenario for Calpine is $31-
$40 per share by 2017 and a bearish scenario is a no-growth 8X multiple where shares are only worth 
$15-$21/share. Using the midpoints, we arrive at $35.50 for upside and $17.50 for downside. Compared 
to a current price of $21.00/share this works out to 69% upside versus 16% downside.  

If multiple expansion is seen as too aggressive, simply keep the P/FCF multiple the same and apply a 9.1 
multiple to 2017’s FCF estimate of $3.13. With no multiple expansion, we arrive at a price target of 
$28.48/share. Investing is about properly weighing the probabilities of success, and I think there is a 
high chance of success with Calpine.  

Besides the attractive growth in free cash flow per share, I believe NRG, Exelon, or FirstEnergy Corp may 
acquire Calpine. All three are highly dependent on higher electricity prices to maintain profitability and 
have fleets disadvantaged by low natural gas prices. A possible combination between NRG and Calpine 
has been speculated before. Given the surge in natural gas production, and associated decline in coal 
power output, I do not think it is unreasonable to expect a sale of Calpine to another IPP, or a power 
producer looking to acquire assets in select markets. An outright sale would be something the 
management team of Calpine is certainly comfortable with. 

Risks 

As with all investments, Calpine has its risks.  

1. Calpine operates on the margin and generates above-average returns by going out and 
providing electricity during times it is needed most. Should the economy experience a significant 
recession, Calpine would be hit with lower peak pricing since baseload power would provide a 
higher percentage of the power. The power industry is cyclical and there is a chance that shares 
purchased today are being purchased at peak multiples. Part of this was explored when looking 
at the Texas market, a market that could see a recession this year. 

http://www.bloomberg.com/news/articles/2015-01-07/gas-price-drop-raises-risk-for-endangered-coal-and-nuclear-power
http://blogs.platts.com/2012/07/26/what_do_bankrup/
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2. While it seems unlikely, the Shale Revolution could slow dramatically, lowering natural gas 
volumes available for power burn. This would cause coal to become the main source of fuel for 
electricity generation. This would harm Calpine’s bottom line but Calpine’s efficient assets 
would shield it from some margin deterioration. 

3. Other power producers in PJM and NE-ISO could deploy significant resources and upgrade their 
fleets. They too could chase performance incentives, limiting the pool available for Calpine. 
Calpine admits that these performance incentives are a big part of their multi-year 
revenue/profit goal. With few announced fleet upgrades, this seems unlikely at the moment. 

Conclusion 

Calpine will not be a stock discussed at a cocktail party. However, I am not interested in discussing 
exciting stocks; I am interested in compounding returns. If the latter is of interest, Calpine may be 
appealing to you. Calpine is a free cash flow machine and deploys capital in a shareholder friendly 
manner. Management has proven to understand the power industry and has successfully bought and 
sold power assets in the past.  

I believe that investors are left with a win-win here. Either the company continues to generate free cash 
flow that is growing more than 10% per year, or the company sells itself to a larger power producer who 
needs efficient assets to remain relevant.  The current multiple fails to account for the stable free cash 
flow and valuable assets. Calpine will also benefit from a continued shift of power production from coal 
to natural gas. I believe there is minimal downside and more than 50% upside in shares of Calpine.  

 

 

 

 

 

 

Disclaimer:  

This research report expresses our opinions. Any investment involves substantial risks, including the complete loss 

of capital. Any forecasts or estimates are for illustrative purpose only. Use of Dichotomy Capital LLC's research is 

at your own risk and proper due diligence should be done prior to making any investment decision. You should 

assume that Dichotomy Capital, its members, partners, or affiliates may have a position in the security mentioned 

wherein. We may be long, short, or neutral and may continue to transact in the security after reporting.   

This is not an offer to sell or a solicitation of an offer to buy any security. Dichotomy Capital LLC is not registered 

as an investment advisor. All expressions of opinion are subject to change without notice and Dichotomy Capital 

LLC does not undertake to update or supplement this report or any of the information contained herein. All the 

information presented is presented "as is," without warranty of any kind. Dichotomy Capital LLC makes no 

representation, express or implied, as to the accuracy, timeliness, or completeness of any such information or with 
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regard to the results to be obtained from its use.  

 


