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Basic Information
Allete, Inc. is an energy company based out of Duluth, Minnesota. The company is involved in the generation, transmission, distribution, and marketing of electricity. It is traded on the New York Stock Exchange with the ticker symbol of ALE. Allete is in the utilities sector and diversified utilities industry. Allete’s current market capitalization is $3.02 billion. After extensive research and valuation, we recommend buying Allete’s stock.
Investment Summary
Allete, Inc. consists of 6 segments: Allete Clean Energy, Allete Renewable Resources, BNI Energy, Minnesota Power, U.S. Water, and Superior Water, Light, and Power. 
On November 18th, U.S. Water Services acquired Water and Energy System Technology (WEST), a company that provides specialty chemical and engineering services for water treatment. This is significant because it expands both U.S. Water Services and Allete’s footprint into the southern California market. This acquisition supports Allete’s strategy of supporting the growth of U.S. Water Services through organic growth as well as acquisitions. It also demonstrates Allete’s focus on energy generation through renewable resources such as water. Additionally, the recent acquisition demonstrates the company’s overall strategy to deliver a sustainable future for the industry, their customers, shareholders, and nation. 
Another major recent development is that a new chief financial officer, Bob Adams, was appointed on October 25th of this year. This change will be effective March 4th of 2017. Adams has been with the company since 1982 and held the position of Senior Vice President - Energy Centric Businesses, Chief Risk Officer until this promotion.
Allete’s growing EPS and declining payout ratio allows Allete to better align dividend growth with earnings growth. Allete’s target EPS minimum growth rate is 5%. The company strives to provide long term earnings growth. One way they plan to do this is investing in energy infrastructure because even if it is costly in the short term, it will help [image: https://lh5.googleusercontent.com/6QezpxyoWiE7OufEVL4AsykjoBAiycHj9vZX86iS3KqmdJGQT00Z3p6QrAc_9ThktsMUw8POvdnkg5uUt-j1R2-vpOkQJnU3cKJcN6qPMXzdbjzWscgiUHzuMCbqa8A5pgAtlLE46rc]the company be more efficient in the long run. Annual dividends have been paid consecutively since 1948, and the [image: https://lh3.googleusercontent.com/8k2IvICH_6q0eyVOOMAQbE3EOXFsWpWTLIsBp62OPvYGAe_fh3m39NcwpeFglj8GUn-PmnprkDfzNDBUq-qud-Jb8fB45kFStbx5U2ekibHi447uA3w4f9vmZvYxxaS40SaDwl4QKEA]annual dividend has increased each year since 2010.

Allete is underpriced because their EBITDA is artificially lower than competitors due to Allete’s significant production tax credits. When comparing EPS and revised EPS for 2013, 2014, and 2015, the difference between these two figures is increasingly larger each year. In 2013, revised EPS was 0.46 larger, in 2012, it was 0.52 larger, and 0.76 higher in 2015. This proves that the production tax credits are having an increasing effect on Allete’s EPS as well as other figures that EBITDA influences.
[image: https://lh6.googleusercontent.com/CdrOcTty-X7CtReEZlISHNkWWaYbq6wpOzoo0Mr8_8cN9aTegvJzmPvXCZn-729sxhlFxIHjsf7HmI6PKNxL0dbDfrLdVkb6ACVeF-LMBCfZdz87pyRVo_YROcuu3EL-JsisIdUGuQM]
Business Description
Allete, Inc. consists of 6 segments: Allete Clean Energy, Allete Renewable Resources, BNI Energy, Minnesota Power, U.S. Water, and Superior Water, Light, and Power. Allete Clean Energy specializes in developing, acquiring, and managing clean and renewable energy projects. Allete Renewable Resources operates and maintains wind generation facilities in North Dakota. BNI Energy owns and operates BNI Coal, LTD., which is a lignite mine in North Dakota. BNI Coal, LTD. sells their energy to two electric generating companies, Minnkota Power and Square Butte. Minnesota Power provides electricity to approximately 144,000 residents, 16 municipal systems, and some of the nation’s largest industrial customers. Many of these large industrial customers are located in the iron range and are involved in the domestic steel industry. U.S. Water Services is an integrated industrial water management company. The company is based out of St. Michael, Minnesota and serves numerous industries including biofuels, power generation, midstream oil and gas, and health care. As mentioned previously, U.S. Water Services recently acquired a specialty chemical and engineering service company named Water and Energy System Technology (WEST). Lastly, Superior Water, Light, and Power provides regulated electric, natural gas, and water service in northwest WI. Their customer base includes 15,000 electric customers, 12,000 natural gas customers, and 10,000 water customers. 
[image: https://lh6.googleusercontent.com/exO5_JuQ18vFalLhY4YGaabGFnffYjOgMPaIZDWIUBiXPVMFiuAqbxbUkebVDrluCg9u4yL7StYfkbH47iEUM_VtXonyXVvbsJMk1AsTKBM9gPNmt2PbfnAVp69QrosVogJBv9sJ]Allete’s revenue mainly comes from their regulated operations, including Minnesota Power, Superior Water, Light, and Power, and an investment in American Transmission Company. American Transmission Company is a Wisconsin based regulated utility company that owns and maintains electric transmission assets in the upper midwest including Wisconsin, Minnesota, Michigan, and Illinois. Main expenses come from fuel and purchased power as well as maintenance and operating. Much of this maintenance is required through different regulations and policies. [image: https://lh6.googleusercontent.com/5_JSuvdbsHimlMHbKRzU99Z5G8rH372dOcCOaS76c9vboMpBaqnKzfjjstTbjeS_F1WIB46NbU4dnWVXaH52cufMqj1oRGZMcDXJIUidKxB4bbT36HxWMbWmdKFoZmkmLkNZK-nP]
[image: https://lh6.googleusercontent.com/G6Gtws-hNXb7FmnM9DqfBFUtEnGYRiLVzzW_5sc13OMM6C9_BzHt-m0wJF7rul6kq7Hj7JQyrnEfC4OY6GfAQTKZ6EUaE9ZaZnh_4N1xVSdZyEGR41qyVkcx9-59ki_3ANAx9-tr]


Management and Governance
The chairman, president, and chief executive officer of Allete is Alan R. Hodnik. He has been the Director of Allete’s board since 2009, and been with the company since 1982. In 2015, he earned $571,092 in bonuses and $585,676 in base pay along with $946,768 in stock award value. The significant amount of bonus and stock options proves that Hodnik has much incentive to make decisions in the company’s best interest and help it perform as well as possible. While this is positive, the amount of stock award value he received may also make performance his motives questionable. Because of the significant amount of stock award value, there is potential motivation for Hodnik to only focus on getting  the stock price as high as possible in order receive as much money as possible and not consider how decisions may negatively affect the company overall. While being the president, CEO, and director may help communication between the board and officers, it may also be granting one person to much power. Hodnik is the only person to hold both an officer and board of director position.
The senior vice president and current chief financial officer of Allete is Steven Q. DeVinck. Before joining the company in 1997, he was educated at the University of Wisconsin - Superior and then was chief accountant for Enbridge Energy. DeVinck is very familiar with the area because of his choice to attend UW Superior and is also very familiar with energy and utility businesses because of his background with Enbridge Energy. These facts prove that he is highly qualified for the current positions he holds.
Industry Overview and Competitive Positioning
The utility industry is evolving from a few monopolies controlling it to several separate companies controlling various shares of it. Utilities will always be necessary wherever the business is, and are especially necessary in the midwest where Allete’s customer base is mainly located. This is due to the harsh winters and hot, humid summers that the midwest typically experiences. Demand in the midwest can vary if it is a warm winter or cool summer, however.
Under the Obama administration, regulations drastically increased in the utility industry. Most of these regulations dealt with trying to eliminate as many emissions as possible. Eliminating emissions requires significant investments for the utility companies, and are very burdensome. The utility industry is currently uncertain about which regulations will stay the same and which will change under the new President. 
There are several trends occurring in the utility industry. The utility industry as a whole is becoming more consumer focused. Instead of viewing consumers as different sections of “ratepayers”, utility companies are starting to emphasize focusing on individuals. Companies are trying to set themselves apart by helping consumers use energy more efficiently through tips on consumers’ bills, different apps, and better energy infrastructure. Allete is regularly upgrading its energy infrastructure in order to ensure that their consumers’ power supply is not interrupted and is efficient as possible. 	
Allete has a large advantage over competitors when it comes to the price they charge consumers. Specifically, Minnesota Power’s average rates for the past several years have been among the lowest in the Edison Electric Institute’s West North Central region, which spans over six states from North Dakota to Missouri. Having competitively priced rates helps both Allete and Minnesota Power, maintain their current customer base while also attracting new customers.
The U.S is continually shifting to natural gas for power generation. In 2016, natural gas production will outpace coal production for the first time and is projected to account for 34% of the total U.S. utility scale electricity generation.
[image: U.S Energy.PNG] Because of this increase, it is likely that the natural gas price trends will increasingly influence electricity prices in the future. This could potentially become a problem for the industry if the price of natural gas becomes more volatile.  If the price of natural gas increases, Allete will be in a good position with their proportionally higher renewable energy production compared to other power companies across the United States. If natural gas prices increase to the high prices seen in 2008, Allete will be in a position to produce energy for less than many of their competitors while having the ability to charge more per kilowatt hour to their customers to keep pace with their competitors.  The EIA predicts that the price for natural gas will increase from an average of $2.50/million British thermal units MMbtu in 2016 to $3.12 (MMbtu) in 2017. This is largely thanks to higher domestic consumption supplemented with higher exports of natural gas. The NYMEX future contract values for 2017 suggest that the Henry Hub natural gas price could range anywhere from $2.01/ MMbtu to $4.84/MMbtu in 2017. The higher natural gas prices could likely lead to higher profit margins for Allete. 


[image: https://lh4.googleusercontent.com/26nAavNawCfx7foyYl59I5RTQJiYKcXeRbiF33d3z9zCFYCZkXLQSPFeSEf5pvgBD3u4UWm5ofY7cLKbkt8wM28p9LyAjlY9DU_nm1vToYzcL7BUEZB09eQllMutz4f1W9QjIOh7Kls][image: https://lh4.googleusercontent.com/5TkEfMu1N4v_2cSkarve-evFwEMWR5QyTv7DlRAd9EKM-CcMvS6d0hLdiN82PiY2tMNd6e05CkzqvdeJElxmIlNvsNg4pdfMvAnp2-uVI8CbMOjy49Hvc4tz_Rkn0hzNv4zQ_odgELI]


Valuation
[image: https://lh3.googleusercontent.com/-f_8iWLkOANf1RC8UGIszBL8zWKVxJxpLAkWTax3CUJNS54ew1XIOdNA9VmTMsUgtQye_se6fjBCCFTMmJU6QrA-rVoFwlv0XKGidLOsOwz-ek14cE0EYiCLhR9f9BVzG5LUX45vqs8]Allete’s stock has performed exceptionally well over the past five years.  Before adjusting the EPS for production tax credits, Allete’s P/E ratio has been fairly high compared to other competitors, which causes some to believe Allete is somewhat overvalued. Through thorough research of the company’s annual report, we found that Allete receives a significant amount of money in the form of production tax credits from the federal government.  Although it is uncertain whether Allete will keep receiving tax credits under the new President, Allete will at least receive this tax credits through the remainder of the year.  Before adjusting for the tax credits, Allete’s P/E ratio would average 18.55 for 2013-2015, after adjusting the P/E ratio for the tax credits the P/E ratio would have averaged 15.33 over the same time period. Our projected P/E ratio for 2016 after adjusting for tax credits is 14.2 and without making any adjustments our projected P/E ratio is about 18.7.  After adjusting for production tax credits, Allete’s stock appears to be trading at a reasonable value compared to the average P/E of the Russell 2000, which is currently 19.55.

Financial Analysis
Allete’s dividend yield is 3.3% compared to the S&P 500 with a dividend yield of 2.12% and the Russell 2000 which has an average dividend yield of 1.5%.  Allete’s dividend yield of 3.3% would pass Ben Graham’s stock screen of dividend yield being no less than two-third of the AAA corporate bond yield.  Moody’s AAA corporate bond yield was 3.41% at the end of September. Using Moody’s estimate, Allete’s dividend yield is 96% of the AAA corporate bond yield. Moving forward, interest rates are likely to increase along with AAA corporate bond yields, it is likely that Allete will be able to keep pace by increasing dividends as they previously have.  
Our calculated return on invested capital for 2015 was 4.33%. This figure is higher than our estimated current WACC of 3.35%. The return on capital is slightly lower than an ideal return, but Allete acquired 87% U.S. water services for $168 million, and made just over $618 million in total investments in 2015. Allete is constantly looking to acquire profitable businesses and enter new markets, they just recently purchased Water & Energy System Technology (WEST) located in South Western U.S. The result of Allete’s acquisitions is a lower current ROIC, but will result in higher earnings in the future. Allete’s long term focus makes them an attractive investment.
Allete holds long term, full requirement contracts with their large industrial consumer base. Because of this, their income and revenues will continue to be steady for the foreseeable future. Of all the contracts Allete holds, the earliest termination date is August 31, 2020 and the latest is December 31, 2031. Allete requires all new contracts to have a ten year minimum along with a four year cancellation notice requirement. These long term contracts provide Allete with guaranteed revenue for the contract life and the cancellation notice requirement gives Allete four years to find new business to take the place of the cancelled contract.




[bookmark: _GoBack][image: https://lh4.googleusercontent.com/Aa2KYLBKsw6gPzI5CmIY9g6qwpeLICErrHhReod4O6Z9kZnMUIjaP8a5Ry28lO19k8NhxWLxdmWNA7USVjs6ZUABTdBMzxSgG97v1CDLOwKwoLItYD-4eHMhuYw61qzswDOYjg8H]Allete’s large industrial customer base is primarily located in the Iron Range and therefore includes some of the world’s largest known reserves of taconite, copper-nickel, and other precious metals. The taconite business does tend to be volatile, but these large industrial customers’ primary market, the domestic steel industry, remains competitively strong and continues to benefit from increasing automotive sales and strengthening industrial activity.
Performance
Allete has performed quite well over the last five years.  Allete has increased about 16% annually while the Russell 2000 has increased about 12% annually over the last five years.
[image: https://lh6.googleusercontent.com/QQNacPhJGwYC7mVS4N-z_1xpaoFvaZEGPLaOTiHKDHBDuX4jn4Qc-fwWDdnYewHCQiQVBcKlZ5NN53zKr8xUTfSeVszZsM5EiOCBIH-API-_cHrwyyAlvYLUm_W0r7KbIQMKM8GKX_o]

Investment Risks
Allete is subject to many environmental policies and other regulations that have substantial effects on current and future business. These policies and regulations try to control air and water quality, waste management, along with other environmental impacts. New or updated policies and regulations can not only cause companies such as Allete to make significant investments over an extended period of time, but can also force these companies to pay fines if they do not comply by certain deadlines.
A potential investment risk derives from the fact that Allete is dependent on third parties transmitting and distributing the power that Allete generates. If any infrastructure of the third party fails, it could interrupt the delivery of electricity to Allete’s customers. If the third party’s transmission capacity is less than the amount of energy Allete is providing them with, Allete could lose money.
An additional investment risk surrounds Allete’s and specifically Minnesota Power’s relatively limited customer base. If one of the customers cancels their contract or experiences a downturn, it has the potential to have a substantial impact on Allete. However, the company would have time to prepare for this impact because of the four year cancellation notice requirement.
Allete attempts to counteract investment risks associated with the company by having a diversified power generation portfolio through coal, hydro-electric, biomass, wind, and eventually, natural gas. Allete is consistently working to diversify its power generation, especially through renewable projects. For example, Allete Clean Energy finalized the purchase of a wind generation facility in Iowa towards the end of 2014.
Even after taking the potential investment risks into account, Allete’s strengths and opportunities still outweigh the risks and we therefore recommend buying Allete at its current price.
 
 
 
 
 
 
 

Natural Gas U.S. Supply and Demand

Natural Gas Gross Withdrawals (Bcf)	2000	2001	2002	2003	2004	2005	2006	2007	2008	2009	2010	2011	2012	2013	2014	2015	24173.875	24500.778999999999	23941.278999999999	24118.977999999999	23969.678	23456.822	23535.018	24663.655999999999	25636.257000000001	26056.893	26816.084999999999	28479.026000000002	29542.312999999998	29522.550999999999	31405.381000000001	32894.726999999999	U.S. Natural Gas Consumption 	&	 Exports (Bcf)	2000	2001	2002	2003	2004	2005	2006	2007	2008	2009	2010	2011	2012	2013	2014	2015	23576.837	22611.901999999998	23543.254000000001	22956.423999999999	23256.683999999997	22743.035	22423.028999999999	23926.247000000003	24240.27	23982.435000000001	25223.585999999999	25983.075000000001	27157.315000000002	27727.484	28107.616999999998	29089.796999999999	



Sum of Hydroelectric	2009	2010	2011	2012	2013	2014	2015	2016	273445	260204	319355	276240	268565	259366	249079	207157	Sum of Natural Gas	2009	2010	2011	2012	2013	2014	2015	2016	920981	987696	1013689	1225895	1124834	1126610	1333482	1087235	Sum of Nuclear	2009	2010	2011	2012	2013	2014	2015	2016	798854	806966	790205	769331	789016	797167	797177	607721	Sum of Coal	2009	2010	2011	2012	2013	2014	2015	2016	1755905	1847289	1733431	1514043	1581115	1581710	1352400	934772	
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Operating Expenses

Fuel and Purchased Power 910 768 2460 2429
Transmission Services 16.6 139 495 401
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ALLETE, Inc. September 30,  September 30,
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