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“Utilities are seen as a safe asset. But
if natural gas prices were to rise,
would that still be the case?”

US electricity generation has a decidedly mature feel to it, as an industry where total generation has been flat for more
than 10 years.

Despite tepid to falling growth, the S&P 500 Electricity Utility Index has performed reasonably well over this period.
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Part of this impressive performance of electricity utilities has been their ability to grow investments ie capex financed by
debt. Utilities are a regulated industry, and so they earn a regulated or negotiated return on assets invested. So the more
that is invested, then potentially the more they can earn. The rate base (being the total of investments x regulated rates
+overheads) for the industry has double since 2002, despite generation remaining flat.

Despite the rising rate base, revenues earned have been falling in real terms since 2001.

Utilities having invested heavily have seen a steady increase in profits, but revenue generated has been falling, so how
have they done this? Well I think the fall is almost entirely from falling fuel and power costs.
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I believe that the utilities have been able to capture all these profits from falling wholesale power prices without passing
them onto retail customers.

Perhaps the utilities have convinced the regulators that the falling prices have been caused by the efficiencies made from
their capital expenditure (to grow the asset base/rate base). But its hard not to notice that wholesale electricity prices tend
to follow natural gas prices pretty closely.
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If natural gas prices were to rise, it would be likely that retail electricity prices would need to rise in order to maintain the
regulated returns on the rate base. But in periods of recession it can be politically difficult to raise prices, leading to a
squeeze on margins for the utilities that would be problematic, as they have been increasing debt (to finance all the extra
capex) as percentage of sales for many years now.

Utilities are seen as a safe asset. If natural gas prices were to rise, it is likely they would be anything but safe.
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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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