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What’s changed?
A stable and quiet year ahead, except for M&A. Utilities' good operating
performance and growing renewables capacity will boost cash flows. Financial
policies aim at cash flow neutrality. Reduced exposure to liberalized activities
further supports defensive earnings profiles.
Continued decline of renewable energy costs. Solar and wind are now achieving
cost parity, accelerating investments even without subsidies. We also see a rise in
power purchase agreements (PPAs), thereby enhancing growth prospects.
Supportive power prices. We foresee power prices across Europe stabilizing or
slightly improving from current levels over 2020-2022, supporting credit quality.
However, increasing price volatility remains a challenge.

What to look for in the sector in 2020?
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Low interest rates may spur more M&A. Low interest rates sharpen utilities' M&A
appetite, notably for assets in the U.S. and Latin America. Investors' search for yield
also results in good disposal opportunities for renewables and regulated assets.
The role of gas is at a turning point. Lower gas prices and rising carbon prices have
favored gas plants this year, resulting in higher load factors. The faster coal and
nuclear phase-out offers a greater role to gas in the European energy transition.
Greening of balance sheets. Increasing investor focus on ESG factors will continue
to spur the issuance of sustainable financing and influence investment strategies.

What are the key medium-term credit drivers?
Power demand could turn positive. Carbon reduction from the electrification of
heating, industries, and transport may boost power demand in the coming decade.
Phase-out of coal and nuclear power. We see the phase-out of coal accelerating
beyond energy policies, for economic reasons. For nuclear, uncertainties over
closures, life extensions, and new builds may also pressure supply over time.
Technological breakthroughs. Progress on the cost and performance of batteries
and investments in hydrogen may prove disruptive, but are unlikely in the next five
years.
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Ratings trends and outlook
Utilities – EMEA Unregulated
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Industry credit metrics
Utilities – EMEA Unregulated
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Industry Outlook
Key assumptions
1. Sustained power prices ease downside risk
We see stable and credit supportive power prices over 2019-2022. Support for prices
comes from accelerated closures of less-efficient thermal plants, a potential gradual
recovery of low gas prices, and sustainably higher carbon prices. Yet we believe that
power prices are evolving with the massive transformation of the European power
generation mix. The fast-growing share of renewable energy in most markets means
more weather-dependent volatility in prices. Back-up solutions are required to ensure
uninterrupted security of supply, while raising questions about affordability.

2. Power demand will remain flat for the next two-to-three years at least
Over the past five years, the drivers of power demand have changed, and unlike in
previous decades, no longer correlate with economic and demographic growth. An
increasing push for energy efficiencies and deindustrialization in some countries is
resulting in declining or flattish power demand across Europe. Mild winters do not help.
But the electrification of industries, heating, and transportation mean demand may start
to surge five years from now.

3. Gas is finding a (fragile) place in the energy transition
Due to their historically less attractive cost position, and overall power oversupply in
Europe, gas-fired plants were not favored in the early years of the European energy
transition. With gas prices down and carbon prices up, together with more coal and
nuclear plant closures, load factors are improving. Gas could play a balancing role in a
system with more renewable energy, thanks to its flexibility and lower carbon intensity.
But while it is easy to imagine an improving remuneration scheme for this balancing role,
adverse European taxonomy may inhibit this brighter future.

Sustained power prices in Europe ease downside risk
We see stable and credit-supportive power prices over 2020-2022. A combination of
factors support this view:
– A gradual recovery of low gas prices and sustainably higher carbon prices. This is
because gas is now the price setter in many European power markets.
– An acceleration of closures of less efficient thermal plants, thereby easing the
oversupply in European markets. This is due to political willingness to phase out the
more polluting coal and lignite plants, but also to profitability considerations, as
operators unilaterally decided to shut plants down, for example in the U.K., with the
closure of the Longannet large coal plant, and in Spain. Germany also plans a coal and
lignite phase-out.
– A gradual nuclear phase-out. This is happening in Germany, where reactors will
continue to close until 2023; France, with Fessenheim in 2020; Sweden, with Ringhals
1 and 2 in 2019-2020; and likely Belgium by 2023. Spain has also decided on a gradual
exit over 2025-2036.
In addition, rated utilities' future cash flow generation is secure thanks to their generally
long--one-to-three year--hedging strategies. EBITDA from merchant activities is largely
secured by hedging large volumes over the next two years at similar prices to those in
2018-2019. Sustained power prices after 2020 and beyond will only provide greater
assurance on utilities' cash flow profiles.
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This being said, many of the large European utilities we rate have significantly reduced
their merchant power exposure by selling part of their generation fleet and investing
heavily in long-term contracted or subsidized renewable energy projects, thereby
protecting themselves from power price volatility. The sensitivity of their credit quality to
power prices has therefore fallen significantly.
Large baseload producers remain most exposed to power price fluctuations. These
producers include notably EDF, Verbund, Uniper, Fortum, CEZ, and Statkraft. Any
significant change in power prices can have implications for producers' EBITDA, cash flow
generation, and ultimately, the ratings. For these players, key credit success factors
include long-term hedging, low financial leverage to cope with earnings volatility, or more
protective regulation. This includes upcoming regulatory changes for nuclear energy in
France or the implementation of successful capacity markets.
Table 1

European Power Prices and Base Load Forecast
2017 Historical Price

2018 Historical
(Platts)

2019-2021 Platts
Baseload Power
Forecast

2019-2021 S&P
Ratings Base Case
Assumption*

Germany

34

44

36-41

35-47

France

45

50

37-42

43-48

United Kingdom

52

65

43-50

40-52

Italy

53

61

48-53

50-60

52

57

41-50

45-55

29.4

44

N/A

30-40

Country

Spain
Nordics

Source: S&P Global Ratings, S&P Global Platts
* These are assumptions used in S&P Ratings’ base case and include a mix of hedges contracted by rated generators and
forward prices

Power demand will remain flat for the next two-to-three years at least
As part of its energy package, the European Commission has favored energy-efficiency
measures to fight carbon dioxide (CO2) emissions. In accordance with the 2015 Paris
Agreement on climate change, the EU has set ambitious energy-efficiency targets,
primarily pushing for an annual energy reduction of 1.5% by 2030. For residential
housing, this means more energy-efficient home appliances and lighting (sometimes
reducing consumption by up to 80%); insulation and heating pumps from new or
renovated units; and improved energy management through smart homes and smart
meters. For industrials, this means new industrial processes, the development of circular
consumption solutions, and more proactive energy management.
These initiatives, together with deindustrialization trends in some markets, have led to
flat power demand in Europe in recent years. It is fair to say that recent mild winters have
not supported demand growth, but we believe this trend is unlikely to change in the
coming two-to-three years. On the contrary, we believe that energy-efficiency measures
will continue to play a key role in demand patterns.
That said, new growth drivers may emerge over the coming decade. European economies
will only achieve decarbonization targets through a significant increase in the
electrification of transportation (for example, electric vehicles and trucks), of industries
(including the replacement of fuel-based plants), and of heating (such as the
replacement of coal or fuel in heating networks). Currently, about 85% of heating sources
come from fossil fuels, representing a huge potential for electrification. Additional
demand may also come from an increase in data centers across the continent. Yet such
electrification will take time to implement, due to implied costs, and sometimes,
immature technologies. In addition, this only makes sense from an environmental
perspective if the generation mix has itself turned green, which will also take time.
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Chart 8

Power Demand Evolution in Europe

Source: S&P Global Ratings

Gas is finding a (fragile) place in the energy transition
Early, but fragile, signs of a changing role for gas in the energy mix emerged in 2019.
Bearish gas spot gas prices in Europe due to global liquid natural gas (LNG) oversupply
were more than twice as low as last year's prices. This, together with higher CO2 prices in
Europe, favor gas-fired plants' economics. Although some European utilities may still
have oil-linked gas-purchase contracts (about 25% of the European gas market in 2018)
or hedges with locked-in historically high gas prices, these will gradually expire. EU
targets to increase renewable energy generation, together with the planned phase-out of
coal and nuclear in some countries such as Germany, leave open the issue of the
appropriate baseload to complement intermittent renewable energy and ensure grid
stability. Gas could play that role as its CO2 emissions are twice as low as those of coal,
while large and underutilized European LNG terminals address geopolitical concerns
about gas supply diversification.
However, in the longer term, the balancing role of gas with renewable energy may be
challenged by other technologies, such as pumping hydro, carbon capture and storage
(CCS), or batteries, when such technologies become commercially attractive and widely
available. At this stage though, we see a global shortage of lithium being a major obstacle
for a material increase in battery storage. Interestingly, if CCS becomes commercial, it
could help to retain gas or even coal in the fuel mix without compromising climate
targets. Even if this scenario is remote and uncertain, we see that it could pose a risk of
gas infrastructure and gas-fired generation assets becoming abandoned over time.
Therefore, we see the highest potential in areas where a greater use of gas does not imply
large capital expenditure (capex) needs, including idle gas-fired capacities and
opportunities for quick coal-to-gas switching. We could see gas plants eventually
monetizing this balancing or back-up role over time--even though such a role may be less
evident in some oversupplied markets that favor other energy sources such as
renewables and nuclear--such as in France.
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Chart 9

Spot TTF Price, 2016-2019

Source: Bloomberg

Last but not least, we note that the current draft of the EU green taxonomy does not
include traditional gas extraction or transmission and distribution activities, or gas-fired
power generation, as it emits more than 100 grams of CO2, which could limit the
availability of capital for new gas-related projects.
Chart 10

CO2 Price Evolution

Source: Bloomberg
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Key risks and opportunities
1. Renewables remain the sector focus
The growth of renewable energy has been the major investment theme for some time. But
now it's different. Subsidies are playing less of a role in driving investments. Yet they have
achieved their ultimate goal: the cost of wind and solar power has fallen so much that it
has reached parity in many markets. Zero-subsidy bids will soon become the norm and
sponsors' and politicians' growth ambitions remain intact. The next challenge will be to
deal with merchant risk. Here again, the market already has a plan: PPAs.

2. The low cost of debt tempts companies into M&A
Quantitative easing by the European Central Bank (ECB) first favors the richest. Luckily,
large integrated utilities are part of this group, being largely investment grade. The cost of
financing this year reached record lows, both for senior debt and hybrid instruments. We
believe this gives utilities great opportunities to accelerate growth, notably in the U.S.
and Latin America. Alternatively, institutional investors' hunt for yield may facilitate sales
of more mature assets at attractive multiples. That's why we think M&A could shake up
our ratings in the coming quarters.

3. Financial policies point to stable credit metrics and greener balance sheets
While the sector has proved its ability to rapidly restore credit metrics in a downturn, we
do not foresee much improvement in this better environment. In most cases, financial
policies favor increased investments and shareholder remuneration over debt reduction.
Interestingly, however, we see increasing use of green debt instruments. Investors are
increasingly attuned to ESG matters, a trend that we believe drives investment strategies
further toward renewables, and more generally, sustainable long-term growth.

Renewables remain the sector focus
As in recent years, investments over 2020-2021 will be heavily geared toward renewable
energy. What's more, we see such investments escalating beyond current plans given the
many investment opportunities globally. Two key factors explain this investment strategy
across the sector:
– First, European energy policies continue to favor the energy transition and allocate
large budgets to greening the power capacity mix. As such, specific remuneration
schemes (such as contracts for difference) continue to play a key role in promoting
investments in renewable energy, notably in less mature segments such as offshore
wind. That said, such support mechanisms are reducing. This is an important sign of
the maturity of the sector, but also a political relief, as these subsidy schemes are
costly and weigh heavily in the debate about the affordability of the energy transition.
– Second, and this is a major recent development, the costs of wind and solar power
have continued to fall dramatically, to the point of cost parity in certain markets, so
that subsidies are no longer needed. Industry experts expect costs to fall further,
offering the sector great growth prospects. With no specific remuneration scheme
defined, future renewable assets may be more exposed to the volatile merchant power
market.
As competitive auctions become the norm and investor appetite is high for the asset
class, competition is increasingly fierce in the sector. As a result, returns are reducing
significantly, leaving little buffer for performance deviation. Such deviations are most
likely to happen for renewables and during construction, notably in offshore and
operations, if weather conditions are not forecast accurately. We believe this is a growing
risk in the sector, which may affect financial performance.
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A further impetus for the replacement of existing thermal assets with green energy
assets is increasing customer awareness, notably industrial customers, who are trying to
reduce their carbon footprint and manage their energy bills. The emergence of corporate
long-term PPAs in Europe could start to fuel growth in a more secure way. We see an
increasing number of initiatives in this domain. While pricing may be well managed,
volume commitments are still uncertain, due to their intermittence and intraday
availability. But the sector is working on solutions, including bundling portfolios,
combined with storage or the use of another energy source. In all cases, a key success
factor is the ability to access strong energy trading capabilities--which large integrated
players have.
So far, a large part of the investment pipeline remains backed by long-term contracted or
subsidized remuneration schemes, which is credit-positive. What's more, we see the
largest operators as being immune to resource risk thanks to their large and diverse
portfolios, their generally large and diverse customer base, allowing them to pass on
price fluctuations, as well as their trading capabilities. On the contrary, smaller or
emerging players may face higher risks, due to the relatively high costs of building a large
portfolio today.
Chart 11

Capex Split of Top 14 EMEA Utilities in 2018

Source: S&P Global Ratings, Annual Reports

Chart 12

Aggregate CAPEX Ambitions among the Top 14 EMEA Utilities until 2025

Source: S&P Global Ratings, Annual Reports

S&P Global Ratings

November 13, 2019

9

Industry Top Trends 2020: Utilities – EMEA Unregulated

The low cost of debt tempts companies into M&A
The ECB's quantitative easing measures and the abundance of liquidity have largely
favored the sector. The cost of debt--both senior debt and hybrid capital--is at a historic
low. For entities with large debt maturities this year and next, this represents a
significant potential reduction in financing costs. For others, liability management
through debt exchange was the way forward. As a result, we see the average cost of debt
reducing further this year and next in most cases, thereby boosting cash flows.
Aside from this, we believe such low rates reduce the cost of capital and accelerate
growth and transform portfolios, notably through M&A. In Europe, EON-Innogy-RWE and
Fortum-Uniper are the two largest ongoing transactions. Yet we believe that most eyes
are turned toward the U.S. and Latin America. In both regions, renewable energy and
infrastructure assets can offer solid growth opportunities, while European assets may
prove too expensive due to greater competition. Large transactions may affect credit
quality, depending on the amount of debt in the financing package. As such, we see M&A
as the major rating driver for the sector this year.
Conversely, we believe that European renewable energy and infrastructure assets attract
significant interest from institutional investors in search of yields and secured assets,
driving valuations up. As such, we may see continuous disposals of more mature assets
to benefit from these high multiples.

Financial policies point to stable credit metrics and greener balance sheets
We believe that in most cases, rated utilities will use any balance sheet headroom for
additional investments or higher shareholder remuneration, rather than for debt
reduction and credit rating improvement. Apart from a few exceptions, like Naturgy
Energy Group, we see most headroom usage skewed toward investments. As such, we do
not see much rating improvement stemming from strengthening balance sheets in the
coming two years. Yet we take a positive view of the greater flexibility these entities have
over the use of their balance sheets, which provides more of a buffer in our ratings.
Another interesting financial policy development is the growing importance of ESG in the
capital structure. Historically, the energy sector has been ahead of many other sectors in
tapping the green bond market, given the nature of its business and its investments in
renewable energy projects. Yet we have seen an acceleration of green instruments being
issued in the sector this year, both bonds and loans, and in different markets, including
the hybrid market. Enel's recent bond issuance--in both the U.S. and Europe--linked to
the UN's sustainable development goals highlights the evolution of sustainable financing
in the sector. We believe that the sector's growing focus on ESG, combined with
increasing investor awareness, is influencing utilities' strategies. Investments are
increasingly focused on the energy transition, including renewable energy and
infrastructure, while more polluting thermal generation assets may be cast aside to
achieve a greener environmental footprint.
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Map 1

European Heat map of Sustainable Debt Issuance in Utilities 2018-2019
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> EUR5bn
Source: S&P Global Ratings

Russia shows diverging trends
Russian electricity generation companies are enjoying high capacity revenues after
completing major capex under capacity supply agreements (CSAs), which guaranteed
returns on investments in government-approved thermal projects. The high revenues
have resulted in substantial deleveraging, which has driven our ratings on Russian
electricity companies upward to the level of the 'BBB-' foreign currency rating on Russia.
The gradual expiration of old CSAs in 2019-2021 and the introduction of lower returns for
the new CSA-2 modernization campaign that started in 2019 should reduce revenues.
However, Mosenergo and Territorial Generating Company No. 1 should retain solid
headroom above funds from operations to debt of 60% and generate healthy positive
discretionary cash flow. This is because their appetite for new investments remains
limited, and the 50% dividend payout target that is typical for Russian governmentrelated entities is manageable. Rushydro has yet to complete some of its strategic capex
projects for 2019-2020, following several delays caused by organizational bottlenecks,
but is set to deleverage from next year.
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The key risks for Russian nuclear energy champion Atomic Energy Power Corp. (AEPC)
stem from its participation in a large number of complex and costly new international
nuclear projects, notably the Akkuyu nuclear power plant project in Turkey, with an
estimated cost of about $20 billion for the construction of four 1.2 gigawatt units. Still,
AEPC enjoys a net cash position and ongoing equity contributions from the Russian
government for domestic and international new builds. The government's recent decision
to bring forward the commissioning of some domestic nuclear units due to a lack of
demand, together with a delay in regulatory approval for the Finnish Hanhikivi nuclear
power project--of which AEPC owns 34%--reduce the near-term pressure on AEPC's
cash flows.
Despite the ratification of the Paris Agreement in September 2019 and ongoing
discussions about Russia's new energy strategy, we expect the electricity generation mix
to remain broadly stable over the coming decades. Gas will dominate, with relatively solid
shares of hydro and nuclear power and only a marginal share of solar and wind power
(see chart below). In Russia, gas and nuclear generation costs remain well below those of
renewable energy generation, and the government's energy policy focuses on the security
of supply rather than on environmental targets. In addition, CSA-2 effectively favors
existing technologies by focusing on the modernization of traditional thermal capacity.
Russian utility companies therefore face less near-term pressure to invest in renewable
energy, but we could see such pressure to build over time if local regulations tighten or if
environmental issues become increasingly important for the competitiveness of Russia's
exports.
Chart 13

Russia 2018 Electricity Generation

Source: Minenergo
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