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Industry Top Trends 2021 
North America Merchant Power 
Surprisingly Resilient But Pandemic Risks Linger  

What’s changed? 
Our view of the sector. The impact of COVID-19 and economic slowdown on 
independent power producers (IPPs) has been relatively muted, with pockets of 
strong defenses (residential sales). But a big balance sheet, operational diversity, 
free cash flow generation and deleveraging have propped up credit quality.  

Importance of strategies. IPPs that have hedged against disruption are faring 
better than others that haven’t.  

Pure plays emerging. Many diversified utilities are simplifying their businesses 
(e.g., spin-offs or sales), potentially increasing business risk to unregulated supply 
companies. 

What are the key assumptions for 2021? 
Extension of production and investment tax credits (PTC/ITC). We assume a five 
year extension for solar credits having a significant implications for the sector.  

Secular demand to increase. After a decline in demand, we are projecting loads to 
recover around 1% year-over-year in 2021. 

Backwardation in power curves to continue. While COVID-19 has taken out a 
couple of years of growth, the renewable juggernaut and its declining costs curve 
continues to influence power curves in 2021 and beyond.  

Greening of balance sheets. Increasing investor interest on ESG factors may spur 
issuance of sustainable financing, influencing investment strategies. 

What are the key risks around the baseline? 
Battery scaling. Battery subsidies could lead to a meaningful scaling in California, 
New York, and New England and dampen expectations for scarcity prices.  

Heavy investments in renewables. We expect utility-scale solar to more than 
double to 25 GW in 2025 from 12 GW in 2019. This could lower energy prices still 
and erode margins of companies betting long on generation.  

PJM’s capacity market auction. Continuing uncertainty on rules weighs on power 
markets, as does the potential fixed resource requirement based pull out by states.   
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Ratings trends and outlook 
North America Merchant Power 
Chart 1 

Ratings distribution 

 

Chart 2 

Ratings outlooks 

 

Chart 3 

Ratings outlook net bias 

 

Source: S&P Global Ratings. Ratings data measured at quarter end. Data for Q4 2020 is end October, 2020 

Compared to 2019, our rating distribution in the merchant power sector has strengthened in the ‘BB’ category where it had 
moved into (average ratings were ‘B+’ in 2018). Partly contributing to the move is the stable ratings of renewable portfolios and 
consolidation in the industry. However, our investment-grade credit quality continues to drift lower, with pressure on the ‘BBB’ 
rated companies 
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Industry credit metrics 
North America Merchant Power 
Chart 4 Chart 5 

Debt / EBITDA (median, adjusted) FFO / Debt (median, adjusted) 

  
Chart 6 Chart 7 

Cash flow and primary uses Return on capital employed 

  
Source: S&P Global Ratings, S&P Global Market Intelligence. Most recent (2020) cash flow and ROCE figures are using last twelve months (LTM) data. 
All non-forecast figures are converted into U.S. Dollars using historic exchange rates. Forecasts are converted at the last financial year-end spot rate. 
FFO—Funds from operations. 
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Shape of recovery 
Table 1 

Sector Outlook Heatmap 

 Sensitivities and Structural Factors  Shape Of Recovery 

 COVID-19 
Sensitivity 

Impact If No 
Vaccine in 

2021  

Long-Term 
Impact On 

Business 
Risk Profile 

  

Revenue 
Decline – 

2021 vs 
2019 

EBITDA 
Decline – 

2021 vs 
2019 

Revenue 
Recovery 

To 2019 
Levels 

Credit 
Metric 

Recovery 
To 2019 

Levels 

Unregulated Power          

North America Moderate Moderate Moderate  0%-10% 0%-10% 2022 2021 

Source: S&P Global Ratings. 

 
 

S&P Global Ratings believes there remains a high degree of uncertainty about the evolution of the 
coronavirus pandemic. Reports that at least one experimental vaccine is highly effective and might gain initial 
approval by the end of the year are promising, but this is merely the first step toward a return to social and 
economic normality; equally critical is the widespread availability of effective immunization, which could 
come by the middle of next year. We use this assumption in assessing the economic and credit implications 
associated with the pandemic (see our research here: www.spglobal.com/ratings). As the situation evolves, 
we will update our assumptions and estimates accordingly. 
 
This report does not constitute a ratings action. 

 

  

http://www.spglobal.com/ratings
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Industry outlook 
Ratings trends and outlook 
About 70% of our IPP or merchant generators have stable outlooks. This compares with 
85% last year and 78% two years ago. While larger IPPs have shown greater stability, the 
smaller ones with no retail operations are the ones that have negative credit trends. The 
business outlook still reflects demand slowdown because of energy efficiency, behind-
the-meter solar and distributed generation.  

Main assumptions about 2021 and beyond 

1. Natural gas production to average 87.5 billion cubic feet per day (Bcf/day) 
through the first half of 2021, down 6 Bcf/day year-over-year.  

Lower gas production into 2021 would likely be beneficial for regional power prices, at 
least through the first half. Lower production would cause gas prices to whiplash 
upwards, especially if a cold winter strikes. This rebound will be pronounced in regions 
where coal-fired generation is the marginal generation.  

2. COVID-19 will have a lingering effect on commercial customers 

Unlike the financial crisis, which affected large industrials, COVID-19 impacted 
commercial and industrial (C&I) customers more meaningfully as much of the economic 
stop was experienced at this level. Sales to commercial customers decreased by about 
15% at the peak, and some form of this decrease will linger and creep into 2021, 
especially if the second wave intensifies further.  

3. Continuing renewable proliferation, and not COVID-19, dominates power 
market forwards  

Renewable proliferation has three drivers: a) The need for energy to replace uneconomic 
fossil plants retiring; b) increasingly competitive levelized cost of energy as the cost curve 
declines (with full subsidy wind and solar approaching the low- and mid-$20/MWh area, 
respectively); and c) meaningful C&I demand, particularly with corporate procurements 
driven by sustainability goals. 

Power Markets 

Spark spreads should improve marginally in 2021: At the end of the third quarter, the 
Pennsylvania-Jersey-Maryland interconnection’s (PJM) West hub observed yet another 
decline in power prices, the seventh quarter of decline in a row (compared with 
corresponding periods of the previous year). For the past two quarters, we saw this as 
primarily driven by low summer demand as well as by COVID-19-related issues with 
demand losses. Yet, spark spreads (gross margins of gas-fired generation) are higher in 
2020, principally due to larger decline in gas prices than corresponding decline in power 
prices.  

Henry Hub gas prices have rallied since bottoming out in July 2020. The PJM gas basis 
(Dominion South, TETCO M3) has picked up some of this rally in 2020, but less so in the 
2021 power curve. Also, because of the gas price response, we expect coal-fired 
generation to have higher capacity factors in the first half pushing expected coal plant 
retirements later into the year. We see the potential for improvement in regional sparks 
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spreads in 2021 because coal-fired generation would provide a floor to power prices, 
which has otherwise been displaced by gas-on-gas competition.  

A significant COVID-19 second wave related demand loss, or an extremely mild winter 
would suppress our expectation of higher spark spreads.  

We are still assuming load growth at 1% year-over-year in 2021: In most markets, the 
power demand forecast continues to be revised lower (even before COVID-19 struck) and 
the markets remain well supplied as new renewables come on line to offset retired 
facilities. As a result, market heat rates have been under pressure. For instance, implied 
heat rates in PJM have contracted by 10% over the forward curve. At a high level, we think 
these declines reflect some combination of lower natural gas prices and a mild start to 
recent summers that weighed on prompt prices, which then cascaded out onto the 
forward curve. In addition, prices fell because fewer generating assets than the markets 
expected were retired. All of this has led to forward curves in backwardation, exacerbated 
by a lack of liquidity in outer years.  

In the wake of the pandemic, while some C&I load has been significantly weaker, its 
recovery (see chart 8) was better than we expected.  

Chart 8 

2020 load reductions by independent system operators (ISOs) 

 
Sources: S&P Global Ratings, NRG Energy, various ISOs. 

Our modeling has, thus far, assumed a return to normal regional electricity demand levels 
by the end of first quarter 2021. Given the recent trajectory of COVID-19 case spikes and 

-2%

-6%

-7%

-5%

-8%

-1%

-3% -3%

-1%

-4%

ERCOT PJM NYISO ISO-NE CAISO

2020 load reductions by ISOs
(weather normal)

Q2 Q3

5%

-15%

-8%

3%

-10%

-5%

Residential Small C&I Large C&I

ERCOT—by customer type

Q2 Q3

 



Industry Top Trends 2021: North America Merchant Power 

S&P Global Ratings December 10, 2020     7 

the likely timeline for broad distribution of a vaccine, our more recent expectations 
assume persisting impacts of the virus on electricity demand (e.g., higher residential 
consumption, lower C&I consumption) through mid-2021. We expect a delay in demand 
resumption to impact generators that are dependent on wholesale power markets (like 
Talen Energy or PSEG Power). However, IPPs that also have large retail business are 
somewhat insulated. The virus impact was generally offset across the integrated 
business, and we do not anticipate material financial impacts for these companies 
relative to guidance from the potential extension of virus impacts into mid-2021.  

Federal And State Policies 

Extension of PTC and ITC will be a significant credit driver. While the pandemic has a 
pervasive impact, we think power prices and spark spreads in 2021 will be influenced 
more by renewables installations.  

In the U.S., wind and solar cumulative installed capacity topped 105 GW and 90 GW, 
respectively, by year-end 2019. Despite COVID, we expect wind installations to more than 
double in 2020 to nearly 19 GW from just over 9 GW in 2019 year. Solar installations will 
also top about 12 GW (despite the impact of social distancing on residential 
installations).  

On Dec. 20, 2019, the Taxpayer Certainty and Disaster Tax Relief Act of 2019 extended the 
current PTC for wind for an additional year. This extends the wind PTC for which 
construction began during 2020 at a rate of 60%. Under prior law, the PTC for wind 
facilities phased down to 40% for facilities for which construction began in 2019 and to 
0% for facilities for which construction began in 2020.  

The sharp increase in wind installations in 2020 is unsurprising as the PTC (and ITC in lieu 
of the PTC) has increased from 40% to 60% (and from a 12% ITC to an 18% ITC) for 
qualified wind projects on which construction commences in 2020. This step-up in tax 
credit eligibility created an odd market dynamic pushing for higher installation in 2020. 
Wind installations could start losing out to solar should the wind credit expire in 2021. 
Thus, a key consideration is whether wind PTCs are extended beyond 2020 at a 60% level. 

There is increasing confidence amongst industry policy experts for a solar ITC extension 
to be passed in 2021, irrespective of 2020 election outcomes. With the current ITC 
schedule, the solar ITC will decline from 30% in 2019 to 26% in 2020, 22% in 2021, and 
then stay flat at 10% in 2022 (it can be captured at higher tax credit levels for any project 
meeting safe-harbor requirements and completed by 2023). With a five-year extension, 
these timelines would be shifted out by five years. Broadly, policy experts expect a five-
year ITC extension from 2019 to 2024 (with commence construction safe-harbor similarly 
pushed out from 2023 to 2028 for project completion).  

If the extension occurs, we expect 18 GW-25 GW annual solar deployments through 2025, 
which will largely be led by utility-scale deployments, Importantly, while an extension 
provides a boost to deployments, with overnight capital costs projected to decline from 
$1,250/KW and $1,150/KW for wind and solar, respectively, in 2020 to $1,050/KW and 
$825/KW in 2025, we expect renewables deployment to continue to accelerate in the 
medium term as they become competitive without subsidies.  

Availability of tax equity is key: In terms of continuing COVID-19 impact, industry experts 
we spoke to believe there are fewer issues with the supply chain, building new projects, 
or operating them. While power markets have seen a decrease in demand, load is slowly 
recovering, and corporate renewables procurement remains robust. That said, tax equity 
availability and scarcity remain a bottleneck driving uncertainty for projects to be 
completed in 2021.Those with relationships, backlog, and stronger balance sheets will 
get priority from tax equity investors. We could even see the implementation of a Section 
1603 federal cash grant, as had been implemented after the financial crisis. 
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From a credit perspective, in markets such as ERCOT, forward markets are heavily 
influenced by a small number of power purchase agreement (PPA)-related transactions 
in a relatively illiquid hedging market. The forward prices do not appear to reflect any 
scarcity associated with the increasingly intermittent availability of resources. Therefore, 
forward power prices over the past four years have consistently risen in the late summer 
of the preceding year of delivery as liquidity improved. Many companies have repeatedly 
shown their ability to hedge against the volatility despite the backwardated forward 
curve. As a result, their financial performance has not been affected. However, this year, 
a mild summer coupled with strong wind generation performance has led to concerns 
that the backwardation could be real rather than a reversible trend.  

Batteries scaling will matter next year: Battery cost curves continue to trend down. 
Utility scale lithium-ion battery economics are currently at about $225/KWh, or 
$900/KWh for a battery peaker plant that provides a four-hour peak. Costs for the 
balance of the system are about $400/KW for equipment like inverter/rectifier, 
transformers, and power control equipment, and various safety equipment. So a utility 
scale battery would cost about $1,300/KW (225*4+$400). We think those costs are 
comparable to the cost of building a natural gas-fired peaker plant in California.  

We note that five states have aggressive mandates, including New York and New Jersey 
at 3 GW and 2 GW by 2030, respectively, and California with 1.3 GW + 0.5 GW by 2024. 
California is the leader in this arena, with a number of subsidy programs to support 
energy storage development in light of the ongoing (and growing) reliability issues in the 
state. This remains the most profitable market to develop storage solutions, with optimal 
revenue stacking a key focus of storage solutions. New York, similarly, has a handful of 
incentives for battery storage, given meaningful renewable development targets in the 
state. We see a scaling of deployment of batteries in 2021 as driving the first real year in 
which corporate strategies and earnings estimates could be influenced. We expect many 
companies to focus on conversion of existing coal-fired sites to battery facilities. Battery 
subsidies could very well lead to a robust scaling in California, New York, New England 
and ERCOT, dampening expectations for scarcity prices in particular 

FERC’s decision on energy price reform in PJM is likely. The Federal Energy Regulatory 
Commission (FERC) has issued an order allowing PJM to conduct a capacity auction by 
mid-2021 after a two-year delay. The order largely following the PJM compliance plan for 
meeting FERC’s minimum offer pricing rule (MOPR) for state-subsidized resources could 
either price out those resources from clearing the auction or could result in those 
resources clearing by bidding at low prices.  

On Nov. 12, 2020, the PJM received the much-awaited forward energy and ancillary 
service (E&A) offset order (EL19-58) from the FERC that allows the 2022/2023 auction to 
proceed in May 2020. PJM expects to use the January 2021 load forecast for the 
upcoming auction. All preliminary MOPR prices are due Dec. 2020. There are several key 
deadlines, including one in January for resources seeking an exemption from the MOPR 
and another in April for entities electing to leave the capacity market via the fixed 
resource requirement (FRR). Because load forecasts will influence pricing, we see this 
auction producing prices that are biased to the downside for 2022/2023. 

Given that that the next auction would occur before an FRR can be implemented, Illinois 
may think of a legislative solution during the spring session. One approach could be to 
reformulate pending clean energy legislation in the session and include a transition 
solution. The FRR could then be considered before the auction for the 2023/2024 
capacity year, currently planned for Dec. 2021. A FRR based pullout will likely result in a 
lower auction outcome in the ComEd locational deliverability area. Conversely, the 
closure of generation assets would influence capacity prices. For instance, Exelon 
Generation’s Byron and Dresden are slated for retirement in Sept. and Nov. 2021, 
respectively, and their retirement will influence the demand-supply balance.  
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Any further reduction in the efficacy of MOPR on the offshore wind component would add 
to further pressures on the MAAC and EMAAC regions and could initiate a similar FRR-
based pullout risk in New Jersey.  

Corporate Strategies 

Continuation in coal-fired retirements/conversions and a pivot to renewables. We 
assume there will be increasing announcements around capacity auction outcomes. In a 
twist, we expect not only coal-to-gas conversions but reuse of coal plant sites for battery 
storage and/or solar development. 

Most companies are pivoting towards renewables. For instance, Talen Energy recently 
announced the repowering its coal plants to run on alternate fuel sources, with some 
potentially becoming capacity resources. The plants represent about 5 GW of coal 
capacity in the PJM market. The company also has about 1GW of renewable and storage 
projects in various stages of development in PJM and ERCOT. Similarly, we see Vistra 
Energy’s plan to replace about 7 GW of its legacy coal capacity with about 6 GW 
renewables and storage over the next 10 years as credit-supportive. We think it would 
position the company well in an environment where ESG and coal retirement risk have 
become bigger focus items for investors. However, in our view, while solar investments 
are an efficient tax mitigation strategy as much as a direct sale opportunity to retail 
customers, it leaves merchant tail risk with the company in a market where we expect 
substantial solar additions that would add to a region’s supply and, potentially, to the 
backwardation in power prices.  

Emergence of pure plays. Some diversified utilities have announced strategic reviews of 
their corporate structures to simplify their businesses and close valuation discounts. For 
instance, PSEG Power’s flat to declining EBITDA trajectory contributed to PSEG’s 
relatively lower valuation on a stock price-to-earnings basis given the segment’s inherent 
commodity price exposure and related merchant earnings volatility. Signaling its 
dissatisfaction with the valuation discount and a desire to enhance its ESG profile, 
PSEG’s management recently announced its intent to launch a strategic review of the 
company’s non-nuclear merchant generation operations that would lead to the eventual 
sale of more than 6,750 MW of fossil-fired assets in the Mid-Atlantic, New England, and 
New York, and the solar portfolio. Exelon Corp. is also reviewing its corporate structure, 
albeit we see that spin as a tougher one to execute.  

Canadian Unregulated Markets 

Alberta’s unregulated market will see greater volatility. By scrapping a plan to 
introduce a capacity market in Alberta a year ago, the Province of Alberta remains 
Canada’s only fully deregulated electricity market and remains an energy-only market, 
like ERCOT. The pandemic-related demand destruction has been particularly pronounced 
in Alberta given the province’s reliance on oil and gas production, which has also been 
under great pressure as monthly average power pool prices reached a low of 
C$26.4/MWh in May. Prices and demand were down ~65% and ~5%, respectively, 
compared to the same period in 2019. Power prices have since improved but exhibit high 
volatility. The major IPP’s in the region, like Capital Power Corp. and TransAlta Corp. (TAC), 
have hedged most of their generation for the balance of 2020, thereby mitigating much of 
their revenue risk. 

We expect power prices to remain under pressure in Alberta through 2021 because our 
expectation for real GDP growth of 4% in 2021 is dwarfed by the decline of 11% this year. 
We also expect oil demand to remain suppressed, prolonging the time it will take the 
province to revert to its prior economic activity.  

Other factors that will influence pricing is the phasing out of coal by 2030 and the 
increasing renewable penetration that should eventually lead to lower prices. However, 
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near-term factors that will dominate price recovery will be an increase in carbon tax to 
C$40/ton in 2021 and the expiration of the Balancing Pool’s PPAs at the end of 2020.  

In most Canadian provinces other than Alberta, power markets continue to be largely 
regulated given the significant proportion of power generation that is owned by provincial 
crown corporations. In Ontario, Canada’s largest power-producing province, 28% of the 
~43 GW of generating capacity is regulated through ownership by crown corporation 
Ontario Power Generation (OPG) while another 62% is contracted. The Independent 
Electricity System Operator (IESO), a statutory corporation that operates the electricity 
market and is the counterparty to the PPAs, postponed a new capacity auction it had 
slated for December 2019 by one year. It is now planning to auction 700 MW of capacity 
for the summer of 2021. We do not expect this new auction mechanism to enhance green 
field development in Ontario as the IESO is targeting existing generators whose contracts 
are expiring. 

Credit metrics and financial policy 
We expect ratios to stay flat or improve as companies aggressively shed debt 
concomitant with expected declines in future cash flows. We note that debt reduction is a 
stated objective for a number of IPPs. Two years ago, expectations for aggregate 
debt/EBITDA and funds from operations (FFO) to debt were above 4.0x and below 15%. 
Now, some IPPs have targets of adjusted det to EBITDA in the 2.5x-2.75x range and 
adjusted FFO to debt above 25%, on a sustained basis. 

Key risks or opportunities around the baseline 

1. Focus on cost reductions and deleveraging 

Storage solutions will eventually minimize volatility in the marketplace and reduce 
competitive barriers. As a result, we expect that IPPs that seek to improve their credit 
profile would incrementally delever in their bid to achieve investment grade status 

2. Capital allocation decisions will be key 

A number of companies generate free cash flow. Their capital allocation decisions are key 
to their future financial strength. The pandemic can certainly result in a performance 
weaker than expected in 2021. Should certain companies underperform on cash flow 
expectations, they would have the ability to reallocate capital to ensure financial ratios 
remain at levels required for the rating. 

3. Environmental, Social, and Governance (ESG) risks 

The industry’s weakening credit quality could be attributed to ESG risks. The industry 
continues to face potential clean air and water rules, and continued exposure to carbon-
based emissions. Social risks pertain to impact on communities on closure of assets. 
Conversion of assets or asset retirement obligations may also result in financial costs 
that need to be funded and could contribute to somewhat weaker financial measures  

Aggressive cost cutting and deleveraging 

IPPs continue to use free cash flow for deleveraging as most see a backwardated EBITDA 
profile. Because of a long-term decline in wholesale power margins, most IPPs are now 
managing their capital structure to lower indebtedness. We see investment-grade 
companies looking to maintain leverage at about 2.25x-2.50x, and even the speculative-
grade companies looking to bring debt levels about 3.00x-3.25x. For instance, two major 
IPPs—Vistra Energy and NRG Energy—plan to manage their business to net debt/EBITDA 
levels of 2.5x-3.0x. 
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High cash flow conversion  

IPPs are able to use a portion of their excess cash flow to retire debt because of the 
currently high cash flow conversion rates (i.e., EBITDA to free cash flow (FCF; cash flow 
after capital expenditures and distributions of above 50%). The relatively high FCF 
conversion ratio is primarily attributable to significant EBITDA that comes from the retail 
power business, which requires very little capital. In addition, as these companies evolve 
their supply base from older, coal-fueled plants to newer combined cycle gas turbines 
(CCGTs), their FCF conversion rate has continued to increase. CCGTs are less capital-
intensive than coal plants and less expensive to maintain than, say, refinery assets, 
which tend to be older and require more maintenance capital. 

Project financings have performed weaker. We think merchant term loan B deals were 
underwritten and financed using forecasts that assumed weather normal conditions. 
Over the past decade, these merchant transactions have performed as intended—
substituting default risk for refinancing risk.  

Projects that overperform—and recently there have been fewer of these—tend to 
refinance and upsize leverage because of interest rates. Even as an asset underperforms 
relative to expected cash flow sweeps, a benign financing environment has typically 
allowed refinancing. Now, with weather not cooperating in several past winters (or 
summers in ERCOT), many assets have performed below the base cases they showed 
lenders before COVID-19, and have limited to no financial room to begin in 2021. We 
expect many single-asset deals will experience challenges through 2021, particularly 
transactions that have not fully hedged 2020 in the hope of better pricing discovery. Even 
when managed well, it is difficult to hedge due to collateral constraints and operational 
risks (hedging a high percent of a single asset). With the unseasonably warm 2019-2020 
winter and the sharply weak second quarter, many transactions will be at risk of 
breaching their financial covenants on a 12-month rolling basis. 

A second wave could impact recovery. A major risk that we assess for all IPPs is the 
significant backwardation of forward power curves in regional markets. For instance, in 
ERCOT, over the past four years, forward power prices have consistently risen by the fall 
of the immediately preceding year of delivery as liquidity improved. Forward prices for 
summer 2021 have started to show similar initial lift. However, a second wave could 
impact the strengthening in prices. 
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