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Power Surge? Al’s Influence on Utility
Markets

AT’s burgeoning demand for power
has ignited enthusiasm for the utilities
sector, as investors anticipate a
proliferation of electricity-hungry
data centers. Data centers compete
with other electricity consumers such
as green buildings, electric vehicles,
crypto mining, and surges in demand
trom volatile climate conditions. The
utilities sector 1s currently
outperforming all other sectors in the
MSCI ACWI Index this quarter,
having returned 6.8%".

Steve Nguyen

“Everyone is looking for the next
quick play on Al and data centers,
but the fundamental impact on most
utilities is more nuanced,” says portfolio manager Steve Nguyen, who
heads Causeway’s utilities and renewables fundamental research.

Fundamental Portfolio Manager
Utilities, Renewables, Health Care

We asked Steve to outline the Al opportunities for US and European
utilities for our clients.

1 from March 31, 2024-June 10, 2024. Source: FactSet



Key Beneficiaries: US Independent Power Producers (IPPs)

The most notable beneficiaries of the increased electricity demand are the US independent power
producers (IPPs) such as Vistra, Constellation Energy, and NRG. These are merchant utilities, meaning
they sell power into deregulated or competitive electricity markets. These companies have seen their
share prices double or triple over the past year for the following reasons:

1. Higher Power Prices: Because they sell into deregulated markets, merchant utilities are highly
sensitive to power prices. Both spot and forward power prices in the US have risen, as have
contract prices for data center Power Purchase Agreements (PPAs). Since merchant power sales
are a large portion of total profits, small changes in power prices have significant impacts on
total company cash flows.

2. Valuation Multiples: Traditionally, IPPs have traded at significant valuation discounts to other
utilities, given their gas and power price sensitivity and limited growth opportunities. Lower
valuations provided more room for their multiples to expand to reflect bullishness on the
Al/data center theme, while still appearing inexpensive versus broad market multiples.

Regulated US Utilities: Incremental, Not Transformative

For regulated US utilities, the benefits of increased electricity demand from Al data centers are likely to
be more modest.

Regulated Rate Base Growth

Regulated utilities are permitted to earn a specified return on their rate base, or the value of their
assets. All else equal, increased electricity demand from Al data centers generally require power
generation and network infrastructure investments, driving incremental rate base growth and,
consequently, higher revenues.

Growth Limitations: Customer Rates and Funding Capacity

Regulated utilities' growth rates are generally constrained by the rate increases they can pass along to
customers and their ability to secure funding for investments and expansion projects. For these reasons,
we do not expect significant increases in earnings-per-share growth rates across the US utility sector
from data center demand.

Multiple Expansion Potential

Increased electricity demand, or load growth, increases the utilization of existing power infrastructure,
allowing fixed costs to be distributed across a larger customer base for improved per-customer
affordability. A more favorable affordability landscape reduces risks associated with future investments
and growth, which, in combination with historically low multiples for US regulated utilities, sets the stage
for earnings multiple expansion.

European Utilities: Underappreciated Beneficiaries

In Europe, enthusiasm for Al's impact on utilities has been more subdued. Furthermore, the share prices
of European utilities have been under pressure due to rising yields this year and a decline in power
prices from previously high levels. This contrasts with the US, where power prices have been rising from
lower starting points. We think the market is underappreciating multiple ways that European utilities



may benefit from Al demand for electricity. The Causeway Global Value strategy currently has positions
in Enel and RWE; the Causeway International Value strategy also holds these positions and has an
additional position in Iberdrola.

Opportunities:

e Support for Power Prices in European Merchant Businesses: Increased power demand from
data centers should benefit European utilities' merchant generation businesses. However, data
center growth in Europe is not expectedto match the dramaticrisein the US, potentially leading
to a smaller price impact.

e Positive Impact on Prices and Volumes for European Renewables: Causeway’s European utility
holdings have significant renewable development businesses. Greater demand for green power
from data centers should boost both the prices these renewable projects can secure through
PPAs and the capacity additions needed to meet the increased power demand.

e Tailwinds for European Regulated Networks: European utilities with regulated electricity
distribution and transmission businesses should benefit from increased investments to connect
renewables to the grid. And unlike pure-play (fully) regulated US utilities that require external
capital for growth, Causeway’s European utilities holdings have a mix of merchant and regulated
business exposure, which allows them to use cash flows from unregulated businesses to fund
growth in regulated networks.

e Cross-Atlantic Exposure: Causeway’s European utility holdings have substantial US renewable
development businesses that, we believe, are likely to benefit from rising power prices and
increased demand for green power in the US.

Growing Al usage presents a positive structural trend for utilities, but we believe bottom-up,
fundamental researchis essential to avoid overpaying for these benefits. We continue to diligently cover
the universe of global utilities to understand the specific dynamics of each company and its exposure to
Al-driven power demand.

This market commentary expresses Causeway’s views as of June 2024 and should not be relied on as
research or investment advice regarding any stock. These views and any portfolio holdings and
characteristics are subject to change. There is no guarantee that any forecasts made will come to pass.
Forecasts are subject to numerous assumptions, risks, and uncertainties, which change over time, and
Causeway undertakes no duty to update any such forecasts. Information and data presented has been
developed internally and/or obtained from sources believed to be reliable; however, Causeway does not
guarantee the accuracy, adequacy, or completeness of such information.

The views herein represent an assessment of companies at a specific time and are subject to change.
There is no guarantee that any forecast made will come to pass. This information should not be relied on
as investment advice and is not a recommendation to buy or sell any security. The securities identified
and described do not represent all of the securities purchased, sold, or recommended for client accounts.
Our investment portfolios may or may not hold the securities mentioned. The reader should not assume
that an investment in the securities identified was or will be profitable. For full performance information
regarding Causeway'’s strategies, please see www.causewaycap.com.



http://www.causewaycap.com/

International investing may involve risk of capital loss from unfavorable fluctuations in currency values,
from differences in generally accepted accounting principles, or from economic or political instability in
other nations. Please see https://www.causewaycap.com/wp-content/uploads/Risk-Disclosures. pdf for
additional information on the risks of investing using Causeway’s strategies.

The MSCI ACWI Index captures large and mid-cap representation across 23 developed markets and 24
emerging markets countries. It is not possible to invest directly in an index.

MSCI has not approved, reviewed, or produced this report, makes no express or implied warranties or
representations and is not liable whatsoever for any data in the report. You may not redistribute the
MSCI data or use it as a basis for other indices or investment products.
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