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Utilities: A Potential New
Growth Sector

The rise of renewable energy is transforming the industry.

KEY INSIGHTS
= Utilities offer investors potentially appealing growth opportunities with dividend
yields that are still attractive.

= A steady decline in renewable energy costs is transforming the utility sector,
lowering operating expenses and fueling faster earnings growth.

= We believe utilities now have the potential to provide returns comparable with the
broad U.S. equity market with less volatility, which could raise valuations.
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tilities long have been perceived some of the most favorable long-term,

as a defensive sector, offering risk-adjusted return opportunities of any
investors relatively attractive U.S. equity sector.

dividend yields but little or no earnings

growth. Those industry dynamics Historically, utility returns were driven

almost entirely by the dividend yield,
which was highly correlated with yields
on Treasuries and corporate bonds.

are changing, however, and the
conventional view is outdated. In fact,
we believe utilities now may provide

(Fig. 1) Utilities’ Improved Relative Performance
Better earnings, renewable energy drove returns
Total return December 29, 2017, to December 27, 2019, indexed to 100
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Past performance is not a reliable indicator of future performance.

Index performance is for illustrative purposes only and is not indicative of any specific investment.
Investors cannot invest directly in an index. Please see footnote 1 for additional disclosure regarding
earnings calculation that supports the statements made.

Source: Financial data and analytics provider FactSet. Copyright 2019 FactSet. All Rights Reserved.
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70%

Potential percentage
of U.S. energy
generation from
renewable sources
in 20 years.

From 1986 to 1998, for example,
earnings for the S&P utilities sector were
basically flat, while earnings per share
for the companies in the S&P 500 Index
rose 159%, or an 8.5% compound
annual growth rate (CAGR).

More recently, however, utility earnings
growth has accelerated, while earnings
growth for the broad market has slowed—
narrowing the earnings gap. Over the
decade ended 2017, for example,
earnings per share for the S&P 500
Utilities Index grew at a 4.1% CAGR
compared with 6.1% for the S&P 500."
We believe aggregate earnings growth
for the S&P Utilities Index could even
exceed that of the S&P 500 over the next
few years.

This new era is being driven by
several developments:

= |lower natural gas prices spurred by
fracking technology,

= conversion from coal plants to
cheaper gas generation,

= more earnings-friendly regulatory
policies in many states, and

= the recent emergence of low-cost
renewable energy sources, such
as wind and solar power, that
increasingly are replacing coal and
natural gas.

These trends, especially the shift toward
renewables, have put downward pressure
on fuel, operating, and maintenance
costs. That has generally enabled

utilities to grow their rate base (the net
value of the utility’s plant, property, and
equipment that it can earn a return on) at
a higher rate without driving up customer
bills, which marks a powerful change in
the utility business model.

Low-Cost Renewables Are
Transforming the Industry

Renewables accounted for about 18%
of all the electricity generated in the
United States in 2017.2 With renewables
becoming more cost-effective, we
believe that percentage could

rise to 60% to 70% over the next

20 years. The trend should accelerate
with improvements in battery

storage technology. Actual outcomes
may vary significantly, of course.

In the past, the economics of building
wind farms or solar plants were not
favorable. Now renewables already are
cost-competitive in certain parts of the
country, particularly the Midwest, West,
and Southeast. And this trend still is in the
early stages.

Utilities operating in the Midwest now
can take an existing coal plant offline
and replace it with a wind farm, even

if the coal plant is not closed entirely,
because the fuel savings and lower
operating costs make it economically
worthwhile. In parts of the country that
are very sunny or windy, it also may start
to make economic sense to replace
natural gas plants with renewables
within the next five years.

Regulation Has Improved

Improved regulatory structures also are
contributing to a more earnings-friendly
environment for U.S. utilities. Through

the 1980s and into the 1990s, many
utilities were focused on coal and nuclear
projects that often resulted in huge cost
overruns and production delays.

A company might build a large coal

or nuclear plant and be granted a 9%
return by regulators, only to end up four
years later with a plant that might actually
cost twice as much as expected. The
company was not allowed to earn any
returns until the plant went into service.

"We calculated earnings only through December 31, 2017, to avoid distortions caused by the 2017 U.S. tax reform law, which included major cuts in
corporate income tax rates. These changes greatly increased per share earnings for both the S&P Utilities index and the S&P 500 Index. However,
because utilities as a sector generate large amounts of taxable income, they benefited disproportionately from the law. Thus, including 2018 earnings
would have created an unfair comparison with the broader S&P 500 Index.

2Source: The 2018 Sustainable Energy in America Factbook produced by the Business Council for Sustainable Energy and Bloomberg New Energy Finance.
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We believe low-cost
renewables could
enable a sustainable,
multi-decade period
in which utilities can
drive above-trend
earnings growth.

(Fig. 2) Earnings Growth Has Improved for U.S. Utilities

Earnings gap with S&P 500 is narrowing

Earning per share growth rates: 1986-2017

S&P 500 Utilities S&P 500 Difference
1986-1998 0.1% 8.5% 8.4%
1998-2007 4.3 7.4 3.1
2007-2017 41 6.1 2.0

Source: S&P via FactSet (see Additional Disclosures). T. Rowe Price calculations using data from FactSet
Research Systems Inc. All rights reserved. Please refer to footnote 1 for additional disclosure.

Since returns were actually negative while
the plant was under construction, the

all-in return to the company might be only
6%-7%. Now, in most U.S. states, utilities
are allowed to earn a return while a plant is
under construction.

Indeed, the entire regulatory
relationship has become less
combative, as falling renewable costs
are making it possible for utilities to give
regulators the environmental footprint
they want without a big impact on
customer bills. Customers are happy
because they are getting energy at

a reasonable cost, while regulators
and politicians are happy to see faster
development of renewable sources.

A New Era for Earnings

We believe low-cost renewables could
enable a sustainable, multi-decade period
in which utilities can drive above-trend
earnings growth.

In addition to the possibility of stronger
earnings growth, we believe utilities offer
investors other potential advantages.

Among the defensive sectors of the
market—those that historically have
been relatively less exposed to the
economic cycle—the utilities sector

is the only one, in our view, that is

not threatened by significant secular
risks—such as the emergence of a new
competitive force or a technological
innovation that would damage topline
growth and profit margins. While
telecoms, consumer staples, and

parts of health care all face secular
challenges of one form or another,
utilities are actually benefiting from
secular change.

It is also noteworthy that compared

with the broader U.S. market, utilities
face relatively few economic or political
risks and, as a largely domestic industry,
are less vulnerable to exchange rate
fluctuations that might reduce the dollar
value of foreign earnings. Finally, utilities
historically have tended to be much less
volatile than the market overall.

We currently favor utilities over
consumer staples stocks, which also
are often viewed as a defensive, less
cyclical sector. In our view, staples are
likely to have slower earnings growth
than utilities going forward, face greater
secular risk to their business models,
and historically have been more volatile.
Yet, relative to utilities, consumer
staples stocks historically have been
awarded higher valuation multiples.

We believe that over time, utility
valuations should trend higher, while
valuations for consumer staples stocks
should trend lower, making it possible
for utilities to significantly outperform
staples over a five- to 10-year time
horizon potentially.

What Could Go Wrong?

We believe utilities represent a
compelling long-term investment
opportunity. However, there are some
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potential challenges that investors
should keep in mind:

= Regulatory limits on fracking or an
outright ban on fracking on public
lands could put upward pressure on
natural gas prices and customer bills.

= Regulation is still a challenge in some
states, including California, Arizona,
and, more recently, Texas. Before
investing in specific utility companies,
investors need to know whether the
regulatory environment in states
where they primarily do business is
favorable or unfavorable.

= A significant increase in U.S. inflation
and/or interest rates could put
pressure on operating costs and
customer bills.

= The utility sector is no longer as out of
favor as it was several years ago, and
valuations are slightly elevated.

On balance, we believe the utility
sector’s improving dynamics offer an
attractive opportunity for long-term
investors seeking growth potential with
moderate risk.

accelerator for the sector.

WHAT WE’RE WATCHING NEXT

Most of the federal tax credits to utilities to spur solar and wind
development are set to expire over the next few years. Even without
the tax credits, renewable costs have fallen so dramatically that they
are increasingly cheaper than coal and on a par with natural gas. If
the tax credits are extended, however, it could be an additional growth

Additional Disclosures

Copyright 2019 FactSet. All Rights Reserved. www.factset.com

The S&P 500 Index is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”), and has been licensed for use by T. Rowe Price.
Standard & Poor’'s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow Jones® is a registered
trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price’s product is not sponsored, endorsed, sold or promoted by SPDJI, Dow Jones,
S&P or their respective affiliates, and none of such parties make any representation regarding the advisability of investing in such product nor do they have any
liability for any errors, omissions, or interruptions of the S&P 500 Index.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

To learn more, please visit troweprice.com.

T.RowePrice’

Important Information

Call 1-800-225-5132 to request a prospectus or summary prospectus; each includes investment objectives, risks, fees, expenses,
and other information you should read and consider carefully before investing.

This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular investment action.
The views contained herein are those of the authors as of December 2019 and are subject to change without notice; these views may differ from those of other
T. Rowe Price associates.

The Capital Appreciation Fund is closed to new investors except for a direct rollover from a retirement plan into a T. Rowe Price IRA invested in this fund.

This information is not intended to reflect a current or past recommendation, investment advice of any kind, or a solicitation of an offer to buy or sell any securities
or investment services. The opinions and commentary provided do not take into account the investment objectives or financial situation of any particular investor or
class of investor. Investors will need to consider their own circumstances before making an investment decision.

Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy.

Past performance is not a reliable indicator of future performance. All investments are subject to market risk, including the possible loss of principal. All charts
and tables are shown for illustrative purposes only. Dividends are not guaranteed and are subject to change.

T. Rowe Price Investment Services, Inc.

© 2019 T. Rowe Price. All rights reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the bighorn sheep design are, collectively and/or apart, trademarks
or registered trademarks of T. Rowe Price Group, Inc.
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