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“The biggest US utility sector is
electricity generation, and locally
produced natural gas is its main fuel
source. What if the growth of US
natural gas production comes to an
end?”

Since the 2009 financial crisis, the US utility sector has outperformed the European utility sectors substantially.
This is despite the US having higher interest rates for most of this period.

The biggest utility sector tends to be electricity generation. Both regions have seen similar trends in electricity
generation over the last 20 years.
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One driver of the difference in performance of the US versus European electricity generation has been the
change in composition of fuel sources for the US and Europe. In the US, natural gas has increased its share of
electricity generation significantly, followed by renewables. Coal has seen a steep reduction in its use as a
power source.

In contrast, Europe has seen the growth of renewable generation sources reduce the usage of both natural gas
and coal as a source of power generation.
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The cost of coal and renewable generation in Europe and the USA is roughly comparable. However, electricity
generation using natural gas is very different between the US and Europe. Natural gas prices in the US have
collapsed relative to Europe, making electricity generation from natural gas more profitable. European natural
gas prices have remained much higher than the US, due to the falling Euro and a much tighter link to oil prices.

The problem for US utilities is that the endless growth in US natural gas production looks to be coming to an
end. The giant Appalachia basin has seen production fall in recent months, rig count has declined significantly,
and this is even before the recent fall in oil prices.
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The decline in production has been driven by an ever-rising decline ratio, which means that reversing this
decline will be very difficult.

The huge growth (and now possible fall) in US natural gas production can be seen in the history of the January
2021 natural gas future. From a high of USD 10 in 2008, it has been in continual decline. However, in March
2020, as oil prices collapsed, this gas future rose in price.
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This falling cost has seen the utility sector embark on a building boom. Construction of electricity generation
has been very strong. The building boom into stagnant electricity demand suggests profitability could be at risk
in a recession.

This change in the natural gas market may explain the sudden weakness in utilities in comparison to
government bonds, a relationship that has been in place for more than 10 years.
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US utilities have been maximising their profits through shifting from coal to gas, but this macro trend looks to
be ending. We have probably seen maximum utility.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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