The Growing Demand for Utilities
Part 1

Market Insights
October 2024

Wealth Investment Office



Part 1
The Growing Demand for Utilities

Neelarjo Rakshit, Senior Equity Analyst | TD Wealth

Given where we are in the economic cycle, the utilities sector presents an attractive combination of yield
and growth, supported by a capex cycle that should drive above-average historical earnings growth in
2024 and beyond. Having some utilities exposure in your portfolio is a good way to increase diversification
and protect against rough patches, particularly with increased recessionary risks on the horizon.

There are a multitude of macroeconomic trends reshaping energy’s future and benefitting utilities in the
process. We see three key themes that we believe will be drivers of long-term utility-sector demand:

+ explosive growth of and demand for data centres
« electric vehicles and their accompanying infrastructure
- load growth acceleration supported by regulation

This article is the first of a three-part series where we discuss how each of the drivers above could influence
the long-term demand for utilities across North America. In this installment, we'll delve into data centres —
how they have exploded in growth, how the rise in artificial intelligence (Al) is influencing energy demand, and
how utilities are positioning themselves to take advantage of the growth in data centres. First, though, let’s
review some of the more general risks and opportunities that entail an investment in North American utilities.

We see an opportunity

While we, at the Wealth Investment Office, acknowledge the near-term challenges that utilities face — with
inflation, rising labour costs and high interest rates — we think the outlook for the sector is positive both
over the near term and long. We believe the opportunity for capital expenditures over at least the next five
years is significant as utilities continue to support the energy transition.

We believe that renewable energy sources, including wind, solar and battery storage, will become
increasingly popular in the coming years as utilities transition their generation fleets to clean energy assets,
and that investment into the supporting transmission infrastructure will be robust.

Finally, the utility sector’s valuation should also improve through 2025 given downward pressure on interest
rates, both in the U.S. and Canada. Stronger growth prospects should drive utilities to trade at a higher
relative multiple going forward versus historical levels.
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The Utilities Select Sector SPDR ETF (XLU) underperformed the S&P 500 in 2023 by 31% due to a
combination of higher-for-longer interest rates, rising labour costs and broader inflationary pressures.
As a result, the relative valuation today presents an attractive entry point at a lower beta. As of writing,
on September 15, XLU’s forward (next 12 months) price/earnings multiple stands at 18.3x, versus 21.1x
for the S&P 500 (Figure 1)

Figure 1: Utilities have underperformed

% XLU vs. SPY: Five Year Return Comparison
150 e SPDR S&P 500 ETF Trust (SPY-US) e | Jtilities Select Sector SPDR Fund (XLU-US)
100
50
0
-50
O O O O O O O 0O O & S S § § 5 9 o o o o o o o o o 0o oS I I <
X @ AN NN NN
\\BQQQQQQ$BB>>>QQQQQQQQQQQQQQQQ
S 8 29I H HoASBDD DRI IEDHRILEHHIIITLE
T O I J F 8§ ¥ 0T AN JF O X8 QS VI F o WO IJT I F oS Q OITI F o9
S § © e ¥ s o = S 2 <= g ¢ § 2 & ¥ ¢ &8
o - O o5 o © o O O o o O o o © o O
XLU vs. SPY: Five Year Valuation Comparison
e SPDR S&P 500 ETF Trust P/E - NTM e | Jtilities Select Sector SPDR Fund P/E - NTM
24
22
20
18
16
14
12
oD O TSSO D DT NN N N NN oo O o000
55888888888888NNNNNNNNNNNN§§§§
O 00 o0 o0 o0 22 2 2922200 Q0 0 90 0 00 o0 0 00 o o o o
Q8 8 8 8 g g g & d 8 e @ 84 99 g g o9 g o d g oo g oo
OOOOOOOONNNNNNOOOOOOOOOOOOOOOO
Q8 8 8 8 g g g d d 8 9 8 8 9 9 g 9 9 g dd o g d o oo
= R S T = o T S R 2 ==, Y. M s M=, MY, NS, M= Mo U
o © & &6 o & — © ©o o o © 0 00 & T O oo & - O3 O o

Source: FactSet, Wealth Investment Office as of September 15, 2024

It should also be noted that utilities provide investors with a reliable income stream, given that they tend to
pay investors a steadily growing dividend. XLU, for example, is yielding 2.82% versus the S&P 500 at 1.23%.

Still a defensive sector

The utilities sector remains a defensive sector and typically features a steady dividend with single-digit
earnings-per-share (EPS) growth through the cycle. The sector continues to hold a significant weighting
in North America, comprising 2.4% of the S&P 500 and 3.8% of the S&P/TSX Composite Index with a total
public-market capitalization of approximately US$1.3 trillion across North America.
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Even though the utilities sector pays a higher dividend vyield relative to the S&P 500 today, we note that
the sector has compounded dividends at a slower rate than the S&P 500 over the past decade — a 3.6%
compounded annual growth rate versus the S&P 500’s 6.4% over the same period. Looking forward,
however, the utilities sector is expected to grow earnings annually through 2026 at the same rate as the
rest of the S&P 500. The sector is projected to grow EPS by 8.5% annually from 2024 to 2026, in line with
the S&P 500 (8.6%).

Explosive data-centre growth influences Figure 2: Al market expected to grow exponentially
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Bottom line: Al will require lots of energy

While we acknowledge the near-term challenges that utilities face, we view the outlook for utilities as
positive. We believe the opportunity for capital expenditures over the next five years may be significant as
utilities continue to support the energy transition. Finally, with rate cuts in the United States and Canada,
we believe that the sector’s valuation should improve, with stronger growth prospects driving utilities to
trade at a higher multiple relative to historical levels.

In part two of our three-part series, we will highlight how electric vehicles (EVs) are impacting long-term
demand for utilities infrastructure, and how utilities are preparing themselves for the increased load due to
higher EV adoption rates in the 2030s.
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