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2Q16 earnings results- maintain BUY rating
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Adjusted diluted 2Q16 earnings of $1.07/share vs. $0.95 /share
Dividend increased 3.6%
Selling International Energy assets
Affirmed 2016 adjusted earnings guidance of $4.50-$4.70/share
Maintain BUY rating
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Wall Street believes the US economy is emerging from its recent economic
malaise with GDP estimated to grow about 1%-2% over the next year or
two. While we find this difficult to predict, we believe investors should
consider investing in sectors where revenue streams are fairly predictable,
with attractive dividend yields, low valuations, and earnings growth
potential when the US economy emerges from this malaise. One attractive
sector is the utility group and one company in this area we like Duke
Energy. This utility pays an attractive 4.3% dividend yield, has potential
dividend growth, and offers earnings growth potential going forward.
DUK is rated BUY and our price target is $88/share.

Trading Data
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Company Summary
Duke Energy, headquartered in Charlotte NC, is one of the largest energy
providers in the US. The company is comprised of three business units;
Regulated Utilities (RU), Commercial Portfolio (CP), and Duke Energy
International (IE). RU contains the company’s regulated generation and the
electric/gas distribution and transmission systems. Serving approximately 7.2
million electric customers in NC, SC, FL, IN, OH, and KY. RU operates 150,900
miles of electric distribution lines and a 20,900-mile transmission system. RU
owns approximately 49,000 megawatts (MW) of regulated electrical generating
capacity with its plants fueled by coal, oil, natural gas, hydroelectric, and nuclear.
DUK with Progress Energy in 2014 creating one of the largest electric utilities in
the US.

For Important Disclosure information regarding the Firm’s rating
system, valuation methods and potential conflicts of interest, please
refer to the last two pages of this report.

Recent Earnings
DUK reported 2Q16 diluted earnings of $0.74/share vs. $0.78/share during 2Q15. The results were negatively
impacted by an impairment charge ($194 million pre-tax) on the carrying value of assets in its Central America
business as DUK plan s to sell these assets. Adjusted segment income rose in the Regulated Utilities (+$86 million)
and Commercial Power (+$3 million) units, while there was a decline in International Energy (-$9 million).
Adjusted diluted earnings increased to $1.07/share from $0.95/share, when comparing the two quarters, due to
higher contributions from the Regulated Utilities unit from higher retail revenues from pricing/rider recoveries,
lower O&M expenses, and additional profits from the acquisition of the North Carolina Eastern Municipal Power
Agency (NCEMPA). Total operating revenues decreased to $5.49 billion from $5.60 billion and operating
expenses declined to $4.34 billion from $4.37 billion. Book value per share rose to $57.98/share from $57.56/share.

SEGMENT RESULTS
The Regulated Utilities unit generated 2Q16 adjusted segment income of $718 million vs. $632 million, equating to
an increase of $0.13/share. The higher results were due to a rise in retail revenues produced by increased pricing
and riders (+$0.08/share) and lower O&M expenses (+$0.05/share) from favorable outage costs and recent cost
saving initiatives. Additionally, results were bolstered by improved net margins (+$0.03/share) due primarily to
long-term wholesale contract associated from the NCEMPA purchase in 2015.
Operating revenues decreased to $5.10 billion from $5.22 billion and operating expenses fell to $3.77 billion from
$4.00 billion. Operating income rose to $1.33 billion from $1.22 billion while other income rose to $74 million
from $59 million.
Total GWh sales declined 1.5% to 51,649 GWh from 52,416 GWh. This occurred as due to decreases in residential
sales (-1.7%), general service sales (-0.6%), industrial sales (-0.6%), other energy sales (-2.7%), and unbilled sales
(-10.6%). These declines came from lower sales at Duke Energy Carolinas (-1.7%), Duke Energy Progress (-3.2%),
Duke Energy Florida (-1.2%), and Duke Energy Ohio (-1.6%), and were partly offset by higher results from Duke
Energy Indiana (+1.6%).
The Commercial Portfolio unit produced adjusted segment income of $14 million vs. $11 million, equating to an
increase of $0.01/share. This improvement was produced by increased investments in the Atlantic Coast and Sabal
Tail pipelines. 2Q16’s earnings per share results reflect last year’s sale of DUK’s Midwest Generation business
(-$0.15/share) and was partly offset by higher earnings from the renewable energy portfolio (+$0.01/share) and
investments in the Atlantic Coast and Sabal Tail pipelines (+$0.01/share).
Operating revenues increased to $112 million from $75 million and operating expenses rose to $382 million from
$232 million. The operating loss was -$113 million, vs. $54 million, and other income was flat at $22 million.
GWh renewable plant generation increased to 1,758 GWh from 1,373 GWh.

International Energy adjusted segment income decreased to $43 million from $52 million, equating to a decrease of
$0.02/share. The lower results came from a decline in quarterly profits at National Methanol Company
(-$0.02/share) and a higher effective tax rate (-$0.02/share). These positives were partly offset by stronger results in
the Latin American operations (+$0.03/share) due to improved hydrology in Brazil despite weaker foreign currency
exchange rates.
Operating revenues fell to $270 million from $287 million and operating expenses rose to $382 million from $232
million. Operating income decreased to -$113 million from $54 million and other income decreased to $23 million
from $31 million. GWh sales increased to 5,625 GWh from 4,520 GWh.
Other, includes corporate interest expense not allocated to the three business units, results from DUK’s captive
insurance company, other investments, and quarterly income tax levelization adjustments. This area produced an
adjusted net expense of $36 million vs. $37 million. The decrease in net expenses came from a change in the
effective tax rate (+$0.02/share) and higher net interest expense (-$0.01/share).

RECENT DEVELOPMENTS
As part of its strategy to exit the bulk of its International Energy business, DUK is considering bids on its Latin
American power assets, including approximately 4,400 MW of generating capacity in Central and South America.
The Federal Energy Regulatory Commission issued a new 30-year operating license for DUK’s Keowee-Toxaway
Hydroelectric Project. This will allow DUK to continue operating the Jocassee Pumped Storage Hydro Station,
Keowee Hydro Station, and associated lakes.
During the 2Q16 earnings conference call, DUK stated it would spend approximately $1.3 billion on coal ash
remediation during the next few years on its first four sites and potentially spend an additional $700 million - $1
billion on other sites. Management stated it would give an update on coal ash spending in 2017.
DUK affirmed its adjusted diluted earnings guidance of $4.50-$4.70/share during 2016 and increased its annual
common stock dividend by 3.6% to $3.42/share.

Our Thoughts
DUK’s 2Q16 diluted earnings of $0.74/share, vs. $0.78/share during 2Q15, were negatively impacted by an
impairment charge ($194 million pre-tax) on the carrying value of assets in its Central America business as DUK
looks to sell this unit. Otherwise, adjusted segment income rose in the Regulated Utilities (+$86 million) and
Commercial Power (+$3 million) units, while there was a decline in International Energy (-$9 million). Adjusted
diluted earnings increased to $1.07/share from $0.95/share, when comparing the two quarters, due to higher
contributions from the Regulated Utilities unit from higher retail revenues from pricing/rider recoveries, lower
O&M expenses, and additional profits from the acquisition of the North Carolina Eastern Municipal Power Agency
(NCEMPA).
Management continues to move the company down-the-road towards its stated earnings growth goal of 4%-6% per
year by 2020 and potentially allowing DUK to increase the common stock dividend. To this end, DUK has shifted
its operating model towards regulated businesses with an emphasis on the natural gas infrastructure and more gasgenerated power plants. This is exemplified by the company’s recent $2 billion investment in the Atlantic Coast
pipeline project , the Sabal Trail pipeline, and the acquisition of Piedmont Natural Gas.
DUK is recommended for income/growth oriented investors seeking potential future increases of the annual
dividend and its share price. Should management deliver on its goal of growing profits 4%-6% annually going
towards 2020, then Wall Street could reward these efforts with a higher share price as both earnings, and dividends,
rise during the next few years. In fact, DUK’s annual dividend was recently raised 3.6% to $3.42/share. Our rating
on this stock is a BUY with price target of $88/share, equating to 1.52x DUK’s book value per share.

Risks
There is no guarantee DUK will improve earnings/cash flow. Declining US electric sales volumes may hurt the
company's revenues and profits. Rising interest rates, higher fuel prices, negative rate case decisions, tax issues, or
rising operating costs could negatively impact DUK's earnings. DUK's stock may be adversely impacted by
negative equity/credit markets, terrorist attacks, and failure to comply with Sarbanes Oxley guidelines.
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