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Utilities – the transition to a growth sector
A raft of utilities sector heavyweights have staged a transformation in their operations to decarbonize
their business portfolios over recent years. New energy sources – such as wind and solar power – have
become much more competitive and are spurring on the transition to clean energy to tackle today’s
climate change challenges.
Stéphanie Faibis, Head of Insurance Equity Portfolio Management, and Sylvie Sauvage, Head of
Investment Grade Corporate Credit Research, in charge of utilities, analyze the utilities sector’s transition
and consider the opportunities it harbors for insurance equity portfolio management.

Key takeaways
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•

Pledges to reduce greenhouse gas emissions should drive estimated annual growth of 6-8% for
renewable energy out to 2050, offering opportunities for insurance portfolio management.

•

The utilities sector sits at the very center of energy transition challenges and is now an attractive
growth sector for long-term investors.

•

Looking to utilities companies that have successfully reoriented their businesses to concentrate
on the transition to clean energy, we focus on integrated companies – covering both energy
generation and distribution – with a solid grip across the entire value chain, and boasting stronger
business diversification as well as renowned expertise.

•

We also focus on companies with strong operational credibility, as well as worldwide companies
that can draw on market opportunities across different regions of the globe, and leverage
economies of scale.

•

Investment in utilities sector stocks while being selective should be among the themes
championed by insurers i.e. growth stocks with a defensive slant, as well as increasing and more
importantly sustainable returns, while supporting the energy transition.
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Cutting back greenhouse gas
emissions – ambitious commitments to
tackle an environmental emergency
A real revolution in the energy mix kicked off after
the Paris Agreement on the climate was signed
in 2015, geared to bolstering the proportion of
renewable energy in the overall mix to 80% out to
2050.
Meeting this challenge would keep the increase in the
earth’s temperature at no more than 2°C as compared
to the pre-industrial era out to the end of the century.
The recent European Green Deal is more
ambitious in terms of greenhouse gas emission
reductions than the European Commission’s previous
program, and is also more extensive from a financial
standpoint with hefty amounts mobilized for this
package.
The Green Deal was waved in by the European
Commission in 2019 as soon as the new president
Ursula von der Leyen was appointed, and makes
ecology one of the key priorities for the current term.
The program allocates funding of €1,000 billion over
ten years with a view to reducing greenhouse gas
emissions by at least 55% from 1990 levels by 2030,
upgrading the target by 15 points compared to the
earlier 2030 goal set out in the previous roadmap in
2014.

"We expect renewable energy to
grow at an annual pace of 6-8% out
to 2050"
Three catalysts for renewable energy
growth
Decarbonization of the electricity produced.
Worldwide, 2/3 of electricity is generated from carbon
sources (mainly coal and gas). Replacing them
represents a major growth opportunity for renewables.

into the atmosphere. Meanwhile, producing one ton of
steel generates two tons of CO2 emissions. So
hydrogen production only makes sense from an
environmental perspective if it is generated from a
carbon-free energy source. This is a particularly useful
energy source for power sectors that are not suitable
for electrification, such as heavy goods transportation,
and the steel and cement industries: these sectors
together account for around 20% of CO2 emissions.

Opportunities for long term investors
like insurance companies
The European Green Deal takes the long view and in
this respect it dovetails with our investment timeframe,
which focuses on companies with sustainable and
visible business models.
Additionally, the renewable energy theme fits with our
goal of investing in structural mega-trends.
Lastly, this approach chimes with our pledge to
enhance the impact of our clients’ commitments by
translating their climate goals via investments in listed
companies.

Is the utilities sector a buoyant
industry to invest in the energy
transition?
The utilities sector sits at the very center of
energy transition challenges and spans four
business segments i.e. the generation, transmission,
distribution and supply of electricity and gas. The
industry boasts a broad geographical footprint and
offers opportunities across various technologies, such
as solar power, on-shore and off-shore wind power,
etc. The sector has not been the most stellar source of
value creation for shareholders over the past ten
years, but the opportunities harbored by the ecological
transition and the industry’s renewed focus on less
volatile operations currently make the utilities sector
more attractive for long-term investors.

Greater electrification of energy (such as the
electrification of transportation) could increase the
portion of electricity in the energy mix from 20-25% to
50% by 2050.

Development of renewable hydrogen: more than
95% of hydrogen production is currently derived from
fossil fuel. Practically speaking, this means that
producing one ton of hydrogen emits 10 tons of CO2

Are dividend yields the only appeal
for the utilities sector?
The answer to this question is a resolute no, as
the sector is now also a growth industry with
sector incumbents staging a transformation in
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their operations and focusing on their core
businesses, while reinvesting their cashflow in
the energy sources of the future.
This growth obviously comes at a cost. Profitability on
the development of renewable infrastructure projects
has a very long-term profile, with return on investment
– or payback – spread out over around 20 years. So
the utilities sector involves investing capital with a view
to long-term returns.
However, with electricity use trending at a pedestrian
pace in Europe – sliding 1.3% between 2008 and 2018
for the EU27 vs. an 18% jump between 1998 and 2008
– investment in renewable infrastructure should
ultimately ensure stronger return on invested capital
and clearer revenue and project visibility on the back
of advantageous regulation and a buoyant contractual
environment, with government auctions, prices set in
long-term contracts with a counterparty, and priority
access to the grid as compared with fossil resources,
etc. Financial returns should therefore be regular and
sustainable as a result of these factors.

But are returns now weaker than
before?
No – or at least not for integrated utilities
companies that have admittedly redirected their
capex towards renewable energies, but also
continue to pay out steady or even rising
dividends.
Average dividend yield for utilities currently remains
above market figures at close to 4% (6% for regulated
companies). Payout rates come to 70% for integrated
companies (85% for regulated players). By way of
comparison, the sector’s hyper-growth stocks we just
mentioned pay out 1% of their market capitalization,
such as Orsted with 1.3% (dividend payout ratio
comes to 50-60% of profits) and EDPR at 0.5%
(payout 18%), but this figure comes to zero for most
companies as cashflow is entirely reinvested in
growth. This is one of the reasons why we do not view
these stocks as attractive for the moment.

subsidies in the past to support companies’
development as they grew. However, new projects
now require much smaller subsidies as a result of
technological research, which has sliced production
costs. In the solar power sector, the cost of energy
generation has plunged by 90% since 2000. With
some technologies such as the development of solar
panels’ chemical composition, lab-tested efficiency
could more than double. Taking this example of solar
power specifically, today’s new technologies offer
yield of around 25% in lab testing (energy input/output
ratio) and some experts believe that yield could
feasibly increase to around 40%. By way of
comparison, average yield for solar panel cells came
to just 4% fifteen years ago.
Marking a sign of the times, the latest power auction
in Spain saw prices of €25 per MWh for solar and onshore wind power as compared with the average
European electricity price of €40-45, attesting to sector
companies’ productivity gains. Internal rates of return
for solar power comes out at 5% at this price, with a
cost of capital at 4-6% depending on the company and
country risk. Payback for a renewable project is on
average 20 years, equating to contracts of 10-20 years
for grid supply.

Is the market not overly competitive now
with the arrival of oil majors and
financials?
The new feature of the segment is that there is
now room enough for all companies, with niche
companies and incumbent integrated companies,
including oil and gas majors, some of which are
reinventing their business while preserving robust
cashflow generation capabilities. Our feeling is that oil
majors cannot indiscriminately let yield slip on their
projects in comparison with attractive profits on oil and
gas operations. Meanwhile, purely financial
companies have a lower cost of capital and are less
willing to take on construction risk, so they often prefer
to opt for projects that have already been built. We
note that the world invested more in green energy
($500bn) than fossil fuels ($400bn) in 2020 for the first
time.

A sector doomed to rely on subsidies?
We can legitimately expect productivity gains of
around 1-2% per year on the back of technical
progress. The sector has admittedly been driven by

Ostrum Asset Management – March 2021 - 3
C2 - Inter nal Natixis

How much leeway do sector companies
have in the event of an interest rate hike?

What are the best investment vehicles
for insurance equity management?

The utilities sector is one of the largest corporate bond
issuers. Around 20 sector companies have already
issued bond debt since the start of the year worth
some €15bn.

We invest exclusively in companies that have
successfully reoriented their businesses.
Meanwhile, our coal sector policy involves
excluding any corporations that do not press
forward with their energy transition at pace.

"We expect debt to surge to fund
the massive investment needed for
the energy transition."
Any potential interest rate hike legitimately begs the
question of these companies’ leeway. We are
confident in their ability to maintain the strongest credit
quality. In this respect, Standard & Poor’s recently
eased its requirements, with less demanding financial
metrics to maintain a same credit rating, with a view to
supporting utilities as they finance the transition to
clean energy. For example, to maintain its BBB+
rating, Iberdrola must display a funds from operations
to net debt ratio of above 17% vs. 18% previously.
Similarly, ratings agencies also include hybrid debt
issues when calculating their metrics, thereby helping
utilities companies to stabilize their ratings. Hence
these companies retain reasonable leeway in the
event of an interest rate hike, and this should keep
them in the Investment Grade category with an
average rating of around BBB/BBB+, preserving credit
access at attractive conditions.
Looking to the equity markets, the sector is buoyed by
the current low interest rate environment, as
companies need to make hefty investments, which
require funding from the market. The sector’s debt
remains high with economic debt standing at 4x
EBITDA for integrated utilities – companies that
combine energy generation and distribution – with an
impact also on companies that are most aggressive in
their growth. With a cautious approach in mind, we
believe that investment in these integrated utilities
companies is opportune: part of their revenues are
regulated and hence secure, with 50% of revenues for
Iberdrola and Enel regulated via the power grid for
example, while portfolios are also well balanced.
So it will be key to remain watchful on any interest rate
hikes, and in this case, we would expect an adjustment
right along the value chain. However, our scenario is
still for continued low interest rates.

Utilities previously with commodities in their portfolios
– oil and gas field operation divisions at Engie and
RWE – have started selling off their most volatile
assets and operations that do not harbor synergies
with their other businesses. Management teams have
taken steps to adapt and reorganized business
portfolios. Utilities companies have thus realigned
their businesses to focus on three main activities i.e.
clean electricity generation, electricity and gas
transportation, and energy supply.

In a now more defensive sector, we have a
preference for integrated utilities with stronger
business diversification and renowned expertise.
The sector has proven to be defensive in terms of
earnings growth since 2017. Over 2018/19, profits
broadly outstripped the market and gained 9%
(Euro Stoxx Utilities) vs. a 6% decline for the market
as a whole (Euro Stoxx). Meanwhile in 2020, earnings
per share for the utilities sector again outperformed
the market significantly, shedding 8% vs. a market
plunge of 34%, with the sector and the entire market
dented by the collapse in international trade. Looking
to stock-market showings, the utilities sector was the
third best performer in 2020 (net total return), hot on
the heels of Technology and Everyday Consumer
Services & Products.
We also note that contractual arrangements for sales
have become the new normal, and act to stabilize
revenues and profits. This is particularly true for
renewable energy contracts. Companies in Europe
were previously much less likely to hedge against
electricity price fluctuations – or even speculated on
the market via trading operations – when electricity
use was increasing on the continent in volume terms.
However, revenue profiles have become much more
steady, with the regulated network portion of business
rising from a bit over 30% of profits in 2008 to 50%
currently for listed European companies.

More broadly speaking, we focus on integrated
profiles that operate across several segments –
energy supply to the end customer, high-value
regulated assets (networks), renewable energy
generation – and that can combine cashflow
generation, growth and a solid grip across the
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entire value chain. Companies that focus solely on
new energy are not compatible with the volume of
assets under management in our insurance portfolio
management business, and are currently trading on
valuation multiples on a par with high-tech stocks,
which is off-putting for majors in terms of price.
Meanwhile, their share price volatility means they are
not always the right choice for insurance investors.

“We focus on companies with strong
operational credibility and highquality, experienced management”.
We pay very close attention to the quality of
management teams, which we also assess from a
governance standpoint, as well as worldwide
companies that can draw on market opportunities in
different regions across the globe: it is worth bearing
in mind that these companies are often former national
monopolies. Additionally, economies of scale are
extensive on these segments, with 75% of renewable
infrastructure project costs related to equipment.
These projects also benefit from aggressive leverage
effects – like other infrastructure projects, they carry
little risk – making the cost of debt a critical aspect.
Enjoying credibility along with size helps keep funding
costs low. These companies are also in the best
position to benefit from consolidation in this ongoing
immature sector: by way of illustration, world leader
Enel’s market share stands at around 2%. Size also
affords more opportunities to expand in countries with
a stable regulatory and legal framework.

Conclusion
Investing in utilities sector stocks while complying
with stringent criteria fits with our aim of singling
out high-quality assets for our insurance
company clients. These investments feature in our
three equity insurance strategies – Sector Leaders,
Sustainable Growth, High Quality Dividend – and meet
with themes championed by insurers, i.e. growth
stocks with a defensive slant, as well as increasing
and more importantly sustainable returns. They also
chime with their Corporate Social Responsibility
(CSR) policies, supporting their efforts to combat
climate change. A company analysis in terms of
themes, and on financial and non-financial criteria, is
geared to offering them instruments to limit their ESG
risks, particularly as regards the climate.

Text completed in March 2021

What are the advantages of green bonds
for investors?
Utilities companies are among the largest green
corporate bond issuers. Proceeds from this type of
issue are used to finance the transition to clean
energy, for example construction of a wind farm.
Seven of the sector’s 20 bond issues since the start of
the year were devoted to financing the energy
transition, amounting to 41% of issue volumes. These
issues were heavily oversubscribed, reflecting
investor interest in sustainable finance, as they enjoy
a twofold advantage: supporting the energy transition
and investing in some of the best rated companies in
terms of ESG criteria.
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Stéphanie Faibis
Head of Insurance Equity Portfolio Management

Sylvie Sauvage
Head of Investment Grade Corporate Credit Research, in
charge of Utilities
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Additional notes

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or
Institutional Investors and, when required by local regulation, only at their written request. This material must not be used with Retail Investors.
In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis
Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier
and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue
Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy
Register of Italian Asset Management Companies no 23458.3). Registered office: Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis
Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55,
Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number
50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers, Nordics Filial
(Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35,
Sweden. Spain: Natixis Investment Managers, Sucursal en España. Serrano n°90, 6th Floor, 28006, Madrid, Spain. Belgium: Natixis Investment
Managers S.A., Belgian Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium.
In France: Provided by Natixis Investment Managers International – a portfolio management company authorized by the Autorité des Marchés
Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the
Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris.
In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 10, 1204
Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich.
In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct
Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When
permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: this material is
intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland: this material is intended
to be communicated to and/or directed at professional investors only; in Guernsey: this material is intended to be communicated to and/or
directed at only financial services providers which hold a license from the Guernsey Financial Services Commission; in Jersey: this material is
intended to be communicated to and/or directed at professional investors only; in the Isle of Man: this material is intended to be communicated
to and/or directed at only financial services providers which hold a license from the Isle of Man Financial Services Authority or insurers
authorised under section 8 of the Insurance Act 2008.
In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by
the DFSA. Related financial products or services are only available to persons who have sufficient financial experience and understanding to
participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the DFSA. No other
Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place, DIFC, PO Box 506752, Dubai, United
Arab Emirates
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In Japan: Provided by Natixis Investment Managers Japan Co., Ltd. Registration No.: Director-General of the Kanto Local Financial Bureau
(kinsho) No.425. Content of Business: The Company conducts investment management business, investment advisory and agency business
and Type II Financial Instruments Business as a Financial Instruments Business Operator.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting
Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road,
Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to distributors and
institutional investors for informational purposes only.
In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.
In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the
general information of financial advisers and wholesale clients only .
In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute
financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New
Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment Managers
Australia Pty Limited is not a registered financial service provider in New Zealand.
In Latin America: Provided by Natixis Investment Managers S.A.
In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the
Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private
placement pursuant to section 2 of Uruguayan law 18,627.
In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representación (Colombia) to professional clients for informational
purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are rendered exclusively
outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified
investors.
In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, or an investment
manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered with the Comisión Nacional Bancaria
y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein that require authorization or
license are rendered exclusively outside of Mexico. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones
(SIC), such listing does not represent a public offering of securities in Mexico, and therefore the accuracy of this information has not been
confirmed by the CNBV. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or registered
with the CNBV or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment
Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the CNBV or any other
Mexican authority.
The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of
specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment
Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their services and the
products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure
that the offering or sale of fund shares or third party investment services to its clients complies with the relevant national law.
The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment
advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors should consider
the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions, and certain of the investment
themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio
holdings and characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted
in this material. The analyses and opinions expressed by external third parties are independent and does not necessarily reflect those of Natixis
Investment Managers. Past performance information presented is not indicative of future performance.
Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources,
it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or
reproduced, in whole or in part.
All amounts shown are expressed in USD unless otherwise indicated.

www.ostrum.com

Ostrum Asset Management – March 2021 - 8
C2 - Inter nal Natixis

C2 - Inter nal Natixis

