
Utilities (55-10)
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Industry Type                                                   Cyclical
Key Indices:                                                 (S5UTILX)
Recommendation:                                                  Hold



Description and Summary:  
The utilities industry contains five major sub-industries including electric, gas, oil, water, multi-utilities, and independent power producers and energy traders.  Among other products, the industry provides many customers, from households to large industrial businesses, with power and water.  Energy is converted either chemically or naturally via coal, nuclear, hydro, and other plants. After experiencing 2.1% increase in the beginning of 2008 due to rate hikes, the market cap for investor-owned utilities slightly decreased to $509.7 billion (Sept. 3, 2009). Increased rates are not likely to be used in order to balance increased production costs; therefore, the industry is a strong hold.

International Competitive Structure: 

Until recently, international competition has been weak.  Since most of the raw or natural materials come from locations within close proximity to a plant, energy has been mainly domestic. There aren’t many domestic utility businesses reaching into other counties or foreign utility businesses reaching into the United States.  With the repeal of the Public Utility Holding Company Act (PUHCA), it is now easier for foreign businesses to acquire domestic utilities.  
Strengths:

1.  Dividend yields are high.  Due to the extension of the 15% dividend tax rate, the high dividend yields from the utilities industry will increase their appeal in times of economic uncertainty.  

2.  Industry consolidation increases competition.  Due to the repeal of the PUHCA, industry M&A activity is on the rise for the first time in nearly five years.  This repeal should allow further acquisitions by foreign companies and non-utility investors.  These acquisitions will lead to the divestiture of poor, underperforming 
businesses, giving room for lower cost businesses to grow.  

3.  Population continues to increase.  Demand for utilities will continue to increase as the industry grows approximately seven percent per year. An increasing population, more so in the West, will maintain a strong demand.
Weaknesses:

1.  Problems in the housing and financial markets has led to restricted earnings in 2009 and underperformance in this sector. Demand for the power markets has decreased.
2.    Dividend yields are expected to increase at a slower rate or kept at the current levels, given the economic downturn and decreased demand.
3. 
Confidence in mergers and acquisitions is low.  The termination of the recent attempted merger between Exelon and Public Service Enterprise Group has placed doubt on the net benefit of consolidation.  Many businesses are rethinking M&A deals because the processing costs of merging may be too great when the risks associated with government approval are high.    

4.  Transportation and transmission services don’t always meet demand.  The utility industry is dependent on transportation and transmission facilities owned and operated by other companies.  If these services are held up, bottom line is affected.
Opportunities/Trends:

1.
Onshore and offshore drilling could increase.  The government is expected to decrease regulations on onshore and offshore drilling for natural gas.  Due to economic and political pressure to become independent of foreign energy, the federal government is likely to create more opportunities for the drilling of liquefied natural gas.  This would increase the domestic supply of natural gas and increase production in the United States.

2.  Demand for improved water quality is increasing.  In the long run, an improvement in the quality of water will positively affect infrastructure upgrades.  Specifically, desalination could gain momentum as a substitute for the standard sources of drinking water.  California, Nevada, and other high population growth states would see great benefits from desalination.
3.
Renewable energy is an increasing source of electricity. According to the President Obama’s effort in reducing greenhouse emission gas, 30% of the federal government’s energy use and 25% of total electric generation will come from reviewable energy source.

Threats:

1.  Weather is unpredictable. Changes in weather conditions directly impact all sectors of the industry.  With small changes in weather, revenues could decrease or increase dramatically.  

2.  Costs increase with new regulatory changes. The Environmental Protection Agency (EPA) continues to introduce new regulatory actions that force increased capital expenditures and operating costs in order to comply with these regulations.  Compliance costs are unpredictable and could be much greater than expected.

The EPA was granted the authority to regulate greenhouse gas emissions by the Supreme Court in April 2nd, 2007

Key Valuation Ratios to Watch:

Free Cash Flow, EBITDA, Operating and Profit Margins, and Return on Equity.

Key Items to Watch:

Interest Rate, Weather, Commodity Prices, Dividend Yield, Consumer Confidence, and GDP.
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