Stock story: Xcel Energy

A US electricity and gas utility leading the drive
against climate change (and other challenges).

George Floyd was choked to death under the
knee of a US policeman in south Minneapolis
in May last year. A few kilometres away
from the murder site is the headquarters of
Xcel Energy, an electricity and natural gas
company that operates across eight midwestern US states.
Xcel Energy Chairman and CEO Ben Fowke, calling Floyd’s
death and the uproar that followed “an awakening”, used his
appointment around that time as chairman of the industry trade
association, the Edison Electric Institute, to add racial inequality
to the industry’s agenda. Across the sector, 57 CEOs committed
to address racial unfairness in their companies and communities.
For its part, Xcel Energy added diversity, equity and inclusion
metrics to management compensation.
The utility that earned US$11.5 billion in revenue from servicing
3.7 million electricity and 2.1 million gas customers who
mainly reside in Colorado and Minnesota seems to like setting
worthwhile goals. When it comes to its core operations, Xcel
Energy is leading the transition towards clean energy.
Xcel Energy, which traces its origins to 1904, has declared it will
provide 100% carbon-free electricity by 2050, making it the first
large US utility to declare such an intention. While that might
seem so far off as to be meaningless, by the end of 2020 about
47% of the energy Xcel Energy produced already came from
carbon-free sources.
Such progress means Xcel Energy has reduced carbon emissions
by 51% since 2005 and the company intends that percentage
to reach 80% by 2030. To get there, Xcel Energy will retire its
coal-fired plants, preserve its nuclear assets, maintain natural gas
as a backup and build large renewable projects. As the company
operates in a windy part of the US (the other six states are
New Mexico, North Dakota, Michigan, South Dakota, Texas, and
Wisconsin), the renewable focus is wind farms.
What’s in these worthwhile pursuits for investors? The answer
is that, while the goal to achieve racial equality is altruistic, the
climate goals are driven by financial self-interest that aligns with
society’s desire to mitigate global warming.
To understand how this financial self-interest operates it’s
necessary to understand the regulatory environment that
governs utilities such as Xcel Energy. The quid pro quo under the
regulatory regime is that utilities are granted the monopoly right

to provide their services to a defined territory in exchange for
having the return on capital spending capped. The easiest way,
therefore, for a utility to increase earnings is to spend more on
capital works, so long as they ensure that prices stay affordable
for customers. Basically, Xcel Energy is a promising investment
because regulators approve capital spending that alleviates any
damage from climate change.
Xcel Energy spending plans can be split into two categories,
where its investments in renewable technologies is one. The
company is pivoting to wind farms because the cost of electricity
generated by these assets has declined by almost 70% on
average over the past decade. Because the wind is free, the
company is well placed to grow shareholder returns without
increasing bills for customers as it spends more than US$3.6
billion building wind farms over the next five years.
The other category is unrelated to climate change but is vital for
Xcel Energy to provide its essential services. The company needs
to replace ageing transmission and distribution infrastructure,
especially power lines, to ensure the electrical grid functions
properly. Nearly 25% of the company’s 32,000 kilometres of
transmission lines have exceeded their useful lives and close
to another 20% will need replacing over the next decade. Xcel
Energy is likely to spend more than US$10 billion over the next
15 years on new lines.
The company’s approved capital spending over the coming
decade means that investors can be confident the utility will
achieve its long-term earnings growth objective of 5% to 7%, as
it has in recent years while keeping customer bills low. If all goes
to plan, Xcel Energy will offer a prime example of the predictable
and steady earnings growth that infrastructure and utilities stocks
can offer as an investment option.
To be sure, Xcel Energy faces challenges. Solar energy and more
powerful batteries could reduce the demand for its electricity. But
there’s little sign that many of the utility’s electricity customers
are disconnecting from the grid. Another risk is that regulators
could always reduce its authorised returns or exclude some
capital spending from their sanction. Luckily for Xcel Energy,
its regulators seem onside with its drive to cleaner energy. The
advanced age of Xcel Energy’s network increases the risk of
accidents, especially explosions from gas leaks. All the spending
on modernising Xcel Energy’s assets will diffuse this risk over
time. Chances are Xcel Energy will stay a good investment while
doing good.

Sources: Company website, 2020 annual report.
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Important Information: This material has been prepared by Magellan Asset Management Limited (‘Magellan’) for general information purposes and must not be construed
as investment advice. This material does not constitute an offer or inducement to engage in an investment activity nor does it form part of any offer or invitation to purchase,
sell or subscribe for in interests in any type of investment product or service. This material does not take into account your investment objectives, financial situation or particular
needs. You should read and consider any relevant offerdocumentation applicable to any investment product or service and consider obtaining professional investment advice
tailored to your specific circumstances before making any investment decision. This material and the information contained within it may not be reproduced or disclosed, in
whole or in part, without the prior written consent of Magellan. Any trademarks, logos, and service marks contained herein may be the registered and unregistered trademarks
of their respective owners. Nothing contained herein should be construed as granting by implication, or otherwise, anylicence or right to use any trademark displayed without
the written permission of the owner.
Statements contained in this material that are not historical facts are based on current expectations, estimates, projections, opinions and beliefs of Magellan. Such statements
involve known and unknown risks, uncertainties and other factors, and undue reliance should not be placed thereon. Additionally, this material may contain “forward-looking
statements”. Actual events or results or the actual performance of a Magellan financial product or service may differ materially from those reflected or contemplated in such
forward-looking statements.
Certain economic, market or company information contained herein has been obtained from published sources prepared by third parties. While such sources are believed to be
reliable, neither Magellan or any of its respective officers or employees assumes any responsibility for the accuracy or completeness of such information. No person, including
Magellan, has any responsibility to update any of the information provided in this material. MC295
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