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Industry Top Trends 2020 
North America Merchant Power 
Retail power and renewables are the only hedge against disruption 

What’s changed? 
Natural gas production. Natural gas production has continued to impress at 95 
bcf/d now, up from 75 bcf/d in 2017. Future production expectations and low 
volatility have flattened the power supply cost curve and lowered energy margins. 

The sustainability of matching retail load to wholesale power generation is key to 
credit quality. Despite strong margins, competition is limited for incumbent players 
and cash flow conversion continues to be high. 

What to look for in the sector in 2020? 
Significant retirements of coal-fired generation. These are likely to recommence in 
2020 for cost reasons and as ESG concerns constrain refinancing potential. 

Wind generation cost curve and installations. 2020 is likely to be strong as orders 
are placed ahead of construction deadline to qualify for production tax credits.  

Offshore wind mandates are increasing. New York, New Jersey and Massachusetts 
have announced substantial offshore wind mandates as the LCOE declines.  

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

What are the key medium-term credit drivers? 
The ability to ratably hedge economic generation. In the short- to medium term, 
ratable hedging (a rolling hedge strategy that increases hedges consistently over 
time) gives predictability to cash flow and allows time to adjust its capital structure. 

Ability to match retail load to wholesale generation. In the long term, this appears 
the only sustainable strategy and growth model. 

The ability to diversify across markets. Some markets, like ERCOT show strength. 
While PJM’s energy markets could strengthen with reforms, our capacity price 
expectations are flat but could turn bearish due to secular load decline. 
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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 2019 is end October, 2019 
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Compared to last year, our rating distribution in the IPP 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--for instance, the Vistra/Dynegy merger and the acquisition of TerraForm by 
subsidiaries of Brookfield . However, our investment-grade credit quality continues to 
drift lower, with pressure on the 'BBB' rated companies 

Ratings Outlook:  84% of our independent power producers (IPPs, or merchant 
generators) have stable outlooks. This compares with 78% last year, and 55% two years 
ago. Still, the improving outlook stability is more from capital structure corrections as 
IPPs have shed debt to counter the backwardation in expected future cash flows. The 
business outlook still reflects demand slowdown because of energy efficiency, behind-
the-meter solar and distributed generation. In fact, energy margins remain under 
pressure as gas production continues unabated and the forward curve continues to 
flatten. 

Forecasts: We expect flat to negative secular growth in 2020: We think power prices 
could strengthen in the PJM Interconnection should energy price reforms--long awaited-
-eventually arrive through FERC action (higher prices are not assumed in our forecasts 
currently). ERCOT will likely see some upside as demand is steady, retirements continue, 
and new supply is delayed. We expect California markets to continue to see the 
increasing impact of renewable deployment in the form of "peakier" ramp-on and ramp-
off hours  for solar generation (price spikes as a lot of solar generation drops off 
simultaneously), even as intra-day margins for conventional generation turn negative. We 
see the need for peaking gas assets in California through at least 2023, and are 
increasingly uncertain of reliable firm capacity from 2020.  

Assumptions: While regional differences persist, on average we still expect IPPs to have 
weather-adjusted demand growth of about 0.25%. The one exception is the ERCOT 
market, which we expect to see grow at 1.0%, albeit this view could be upended by a 
potential slowdown in economic activity, the probability of which has inched up.  

Risks and Opportunities: Regulatory risks had declined for nuclear generators after the 
2nd and 7th circuit courts ratified the decisions of the District Courts on the zero 
emission credits (ZEC) litigation. However, some risks have emerged because of a 
potential referendum in Ohio and an investigation about lobbying activities in Illinois. We 
think regulatory risks have abated after PJM’s recommendation to the FERC to 
implement energy price reforms. However, the timing of such reforms is uncertain. 

Industry Trends: We see IPPs that are making a strategic shift toward retail power 
businesses and/or contracting a meaningful proportion of their generation as the ones 
likely to successfully respond to the evolving commodity environment. On the other hand, 
IPPs with modest retail business, exposure to coal-fired generation, and limited regional 
(or fuel) diversity are vulnerable to further credit deterioration. Predominant market 
trends relate to the combined onslaught on power prices of depressed natural gas prices, 
proliferating renewables, and increasing distributed generation. Opportunities (or risks) 
are also emerging from offshore wind. Disruptive forces like energy efficiency and 
advancing battery storage add to these risks. 
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Industry credit metrics 
North America Merchant Power 
Chart 4 Chart 5 

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

IPP’s with merchant exposure are closer to 3.0x debt to EBITDA Benefits more from deleveraging than cash flow improvement 

Chart 6 Chart 7 

Cash flow and primary uses Return on capital employed

Focus in 2018/2019 was more on deleveraging rather than share 
purchases. That could change in 2020 

Source: S&P Global Ratings, S&P Global Market Intelligence. All 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. 

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 about 15%, 
respectively, for 2019. Now, companies are targeting levels closer to 3.0x and over 20%, 
respectively, for 2020. The business environment reflects risks to wholesale power 
margins, buoyed to an extent by countercyclical retail power margins. Aggressive cost 
cutting and the presence of many private equity sponsors (that emphasize cost 
discipline) have helped maintain financial ratios. 
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Industry outlook 
Key assumptions 

1. Lower load growth rates.

Our load growth rate assumptions are materially lower than many sponsor assumptions 
because we see energy efficiency meaningfully eroding load growth. ERCOT remains the 
one exception where we expect robust growth to continue.  

2. Lack of demand growth affects capacity markets

Our capacity price assumptions across regional transmission organizations (RTOs) are 
influenced by the lack of demand growth balanced by near-term retirements. We see flat 
prices in ISO-New England (ISO-NE) and modest uplift in New York Zone J. In PJM, we 
expect a decrease in RTO prices but expect to see pockets of relatively elevated capacity 
prices. 

3. No meaningful pricing uplift until FERC reforms implemented

We expect energy price reform in PJM but have not factored in any uplift in prices until 
any FERC directed reforms are implemented. Retirements have favorably affected ERCOT 
prices.  

Key risks and opportunities 

1. Retirement of legacy generation could offer power price upside.

We think incremental retirements of coal-fired generation announced in 2020-2021 will 
be a surprise as coal is rapidly becoming the fuel on the margin (highest variable cost) as 
gas production continues to impress. 

2. Weather dominated demand.

Regional risks pertain either to milder weather-influenced demand destruction, or 
negative demand trends, such as in the PJM and ISO-NE. As a market without a capacity 
price construct, ERCOT is significantly influenced by weather patterns.  

3. A sharp downturn in the global economy in 2020.

 Historically, an economic slowdown has sent demand sharply lower by 5%-6%, which is 
meaningful enough to result in negative cash flow generation for some IPPs. A secular 
demand decimation would dominate credit concerns, especially if weather turns out to be 
mild too. 
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Credit Cycle Exposure 

Our base case outlook for credit quality reflects our view that North American merchant 
power will remain stable despite a confluence of intensifying headwinds, largely because 
of a concomitant shedding of debt from balance sheets. These concerns are ameliorated 
by a trend towards lower capital spending, and instead focusing on business that are less 
capital intensive (e.g. retail power) and transition to a cleaner emissions profile.  

Yet, there is increasing exposure to the developing credit cycle. Inflationary pressures are 
now accelerating and the yield curve has turned noticeably steeper. Companies that are 
still not hedged against wholesale power markets--through retail and renewable 
businesses--could yet see significant erosion in their current free cash flow positions. 
Nevertheless, we expect companies will continue to aggressively seek O&M cost 
reductions to generate free cash flow for capital allocation decisions that continue to 
include debt reduction.  

Regional Risks Persist 

– We see risks for capacity prices in ISO-NE and the PJM Interconnection as mostly
demand-driven but there is also considerable supply re-entering in western PJM that
is already under construction. We see the following factors as raising incremental
risks for merchant financed assets in the western part of the PJM and the RTO region:

– New generation supply (4.0 GW; Guernsey (RTO)--financial close; Jackson (ComEd)--
under construction; and South Field (ATSI)--under construction).

– Re-entry of subsidized nuclear units (3.0 GW).
– Legislative forces (nuke subsidies; Illinois capacity procurement) weigh on the sector.

In addition, weather and weaker load in the prompt year has cascaded into future year 
power prices. Natural gas prices at Tetco M3 are down, resulting in a 20% decline in 
power prices year-over-year (and of 3Q). However, gas prices are up modestly following 
the Enbridge gas pipeline explosion in Kentucky and the approach of winter. 

In New England, capacity prices will be influenced by the fate of the Mystic units. If 
Mystic 8 and 9 retire, we would expect the Distrigas liquid natural gas (LNG) import 
terminal to shut down as well. The question is whether ISO-NE will once again hold Mystic 
8 and 9 for fuel security (given pipeline bottleneck and winter blowout concerns). If these 
units were to retire given a weak load forecast, pricing for the forward capacity auction 
(FCA 14 in Feb. 2020) could be lower still--in the mid $3/kw-month area. 

While ERCOT is witnessing tighter reserve margin from delayed supply and retirements, it 
is likely to see longer-term risks from higher renewable deployment, so competition is 
now between natural gas-fired generation and renewables generation. We also think 
renewables and batteries are going to be significant challenges for this energy-only 
market, especially since it has ideal conditions for both wind and solar. We think the risk 
here is that scarcity pricing can largely be shaved or shifted, and with no capacity 
markets, conventional generation can come under significant stress. ERCOT’s May 2019 
CDR report has highlighted new renewable risk. In particular, cumulative solar shows an 
increase to 8.9 GW in 2021 from 1.9 GW in 2018. However, ERCOT power prices showed 
strong recovery towards the end of 3Q 2019, driven primarily by summer demand with 
real-time power price spikes on multiple days in late August/early September. ERCOT 
continues to demonstrate more constructive prospects for forward power than PJM due 
to continuing demand growth. Finally, the ongoing consolidation in the retail power 
industry continues to be supportive for IPPs in ERCOT. 

California’s aggressive renewable portfolio standards and energy efficiency have resulted 
in its now-famous duck-shaped supply curve. With battery deployment, we expect 
renewables to dominate this market. Even as California’s duck curve has resulted in 
negative intraday spark spreads, these IPPs had not seen margins erode because of the 
higher demand peaks (and spark spreads) seen during solar ramp-up hours. However, 
with batteries coupled to solar photovoltaic (PV) systems, and units now having the ability 
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to peak shift for up to four hours (when intraday demand has subsided), those peak spark 
spreads could quickly disappear. Separately, we note that CAISO power prices were down 
50% and 35% in SP-15 and NP-15, respectively, with lower gas prices in the SoCal Hub, 
which was down 60% year over year (YoY). However, the decline in spark spreads has 
stabilized.  

The key issue for California is a looming capacity shortfall starting in 2020, following 
analysis conducted to assess reliability of a grid with an ever-increasing proportion of 
renewable capacity. The key period at risk is summer-evening, with reduced solar 
production during these hours. For 2020, CAISO is suggesting increased resource 
adequacy contracting, securing available import capacity, and extending the once-
through cooling compliance date on critical units. Also, we no longer see the growing 
incidence of wildfires out west as an event risk and assess insurance coverages, and/or 
liquidity reserves to mitigate credit risks. 

Yet, opportunities emerge for merchant generators 

The chart below presents coal-fired generation as a proportion of aggregate U.S. power 
generation. Each dot represents the ratio in a month between 2002 and 2019. We have 
color-coded generation between 2002 and 2008 to show that the ratio during these years 
was steady at 50%. Every two years since have been color coded differently to show how 
the bottom fell out for coal fired power generation.  

Chart 8 

Coal generation Vs Total Generation 

Source: S&P Global Ratings; Data from the Energy Information administration 

In our opinion, 2020 represents the last stand for vintage coal-fired generation and will 
likely bring substantial changes to the resource mix in PJM. We expect to see numerous 
coal-fired generation retirements even though the capacity auction results are stronger. 
We note that West Virginia, Ohio, and Pennsylvania are the largest operators of coal-fired 
generation, with about 15 GWs of installed capacity each. We think about 50 GW coal-
fired generation is at-risk in the PJM (about 40 MW of coal-fired assets are over the 
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Marcellus/Utica shales). Moreover, Midcontinent Independent System Operator (MISO) 
has a high number of assets that are smaller than 500 MW.  

We know that the consumption of natural gas for power consumption in 2018 was about 
13% more than in 2012, even as the weighted average price of natural gas was not 
materially different between those two years. We believe this increase is not just because 
of favorable economics, but because more coal-fired plants are being retired, for the 
following reasons: 

– Investors are increasingly avoiding coal-fired exposure because of sustainability
goals, and longer-term concerns about future carbon regulation

– Increasingly stringent environmental mandates, such as recent ones in Maryland and
Illinois, have hastened the retirement of coal-fired assets.

– Operating costs are rising because of environmental compliance issues.
– There is more power available from renewable energy sources.
– Lower than expected demand that has affected coal-fired generation

disproportionately as the marginal fuel in many regions.

While we do not know what companies plan for specific units in their fleet, based solely 
on their cost structure and location of operations, we think several plants are at risk and 
could be retired (Bruce Mansfield [2.5 GWs], Pleasants [1.3 GWs], Chalk Point 1 and 2 
[670 MW], Dickerson [520 MW], Homer City [1.9 GWs], Waukegan [670 MW], and Will 
County [520 MW]). That said, the higher prices in ComEd resulted in higher cleared coal-
fired capacity for NRG Energy. Conversely, tighter wastewater discharge standards 
(effluent limitations guidelines) could compromise Conemaugh (1.7 GWs) and Keystone 
(1.7 GWs). Overall, about 15 GWs of retirements have been announced through 2022 but 
we think this number could be much higher. This compares to the 55 GWs of coal 
retirements since 2012 and about 245-250 GWs of remaining coal-fired capacity 
nationwide as of June 2019. 

Minimum offer pricing rule (MOPR) extension to existing assets should assist 
prices 

Thus far, PJM’s ability to provide competitive impetus to the markets has been 
reasonably successful. We think the battle for the IPP model has moved to nuclear 
generation. In the past two years, a number of nuclear units have received state 
regulatory relief in the form of ZECs. That has raised the possibility that these subsidized 
units could distort future capacity auction outcomes, if left unmitigated. We note that the 
substantially higher outcome of the 2018 auction suggests that the subsidized nuclear 
units did bid in their full costs (and therefore, a MOPR-style mitigation may not be 
necessary). However, industry participants believe, and the FERC agrees, that an 
extension of MOPR to existing subsidized generators is required to eliminate the 
possibility of influencing future auction outcomes.  

In April 2019, PJM submitted a filing with FERC stating that it planned to run its Base 
Residual Auction under the currently effective tariff. The FERC directed PJM not to run 
the auction until the Commission establishes a replacement rate that will send clear and 
certain signals to the market (see the ITT 2019 report for details on the MOPR issue). 

Regardless of the final form of the order, from a credit perspective, the FERC has now 
directed PJM to refine rules that effectively mitigate the impact of subsidized existing 
generation on capacity prices. We note that in all its earlier decisions (the Long-term 
Capacity Agreement Pilot Program [LCAAP] in New Jersey, mitigation of Astoria Energy 
and Bayonne in New York, and its recent remand of the Mystic decision in New England), 
the FERC has tried to preserve the fundamental principles of supply and demand. We 
think an extension of MOPR to existing assets (including renewables) will buoy future 
capacity prices, all else being equal, because it will preclude any downward pressure on 
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prices should any of the subsidized units choose to bid below costs. In effect, the 
extension will serve as buyer-side mitigation rules.  

FERC’s decision on energy price reform in PJM is likely but timing still 
uncertain 

On Nov. 15, 2017, PJM issued a formal proposal for energy price formation. PJM’s 
proposal to the FERC allows energy market clearing prices to be set by inflexible units 
prospectively to avoid scenarios where the locational marginal price (LMP) is set below 
the marginal cost of a market clearing inflexible unit--generally because of the zero 
marginal cost of wind. Under current rules, only flexible units (natural gas units and 
renewables) can set the marginal price of power paid to all generators. This is an issue 
primarily for coal and nuclear power plants, which currently must often run “out-of-the-
money” relative to their variable costs due to their operating constraints in certain hours 
even as they are required for reliability purposes.  

PJM has also recommended using the extended LMP method for price formation (that 
means keeping dispatch unchanged) so that prices reflect the entire cost of the inflexible 
nuclear or coal-fired unit were it be needed on the grid. This allows all market 
participants to benefit from higher prices and for the flexible units to get uplift payments 
for the opportunity cost of not generating power. We believe addressing this inefficiency 
would increase market energy prices for power, all things being equal. PJM estimates the 
enhancements would increase wholesale energy prices by $3.5/MWh. This correction 
would be a significant development for large base-load nuclear units (and perhaps some 
efficient coal-fired units) that are struggling from increasing negative energy price events 
caused by increasing levels of wind generation on the grid.   

We believe the FERC will ultimately pursue a dual path, allowing RTOs to move forward 
with their proposed price reforms while pursuing a longer-term solution on resiliency 
through a separate proceeding. Given PJM’s white paper, we see the development as 
favorable for nuclear generators like Exelon Generation but likely unfavorable for coal-
fired generation.  

Ongoing Investigations in Illinois and a referendum in Ohio could pose risks for 
unregulated arms of utilities to the benefit of IPPs  

While momentum for state policy action (see industry trend for details) is strong, there is 
some emerging risks. We note that Exelon Corp. (and subsidiary Commonwealth Edison) 
have received a grand jury subpoena this summer from the U.S. Attorney’s office for the 
Northern District of Illinois requiring a production of information concerning their 
lobbying activities in the state of Illinois. The issue is whether these investigations could 
impact the bills on energy legislation in the state.  

In Ohio too, recently granted nuclear subsidies approved for FES' Davis-Besse and Perry 
nuclear plants through legislation could come under risk with efforts to hold a statewide 
referendum. . 

Industry developments  
Gas production continues to impress 

The shale gas boom has disrupted the electric generation business. Large shale gas 
discoveries and resurgent natural gas production have resulted from new drilling 
techniques, such as horizontal drilling and multistage fracturing. The marginal costs of 
production have declined as drilling rig efficiencies continue to improve and the 
disproportionate impact of sharply lower natural gas prices is now weighing significantly 
on power prices. This is because in most markets natural gas is the fuel that sets market 
prices for power generation. Since the beginning of 2017, U.S. natural gas production has 
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increased 25% to 95 billion cubic feet (bcf) per day from about 75 bcf/day, or just over 
25% since the beginning of 2017 (see chart 12). 

Chart 9 

U.S. Natural Gas Supply And Demand 

Source: Bloomberg 

While gas demand during peak winter days has exceeded 135 bcf/day, we note that the 
area under the natural gas production line and demand has been increasing both from 
the number of months production has stayed above demand (excess supply affects the 
reference gas price and forward curve), as well as the increasing intra-month difference 
between the supply and demand (which causes increasing basis differentials during "off 
shoulder" months).  

Not only has natural gas production increased dramatically over the past two years, but 
we expect it will stay this way through 2030 because of prolific shale plays. Barring a 
fracking ban from a change in energy policy, incremental gas production from the shales 
will keep the domestic natural gas market supplied so well that we do not expect forward 
prices to show much volatility above $3/MCF (chart 13). 

Chart 10 

Forward (Cash-based) Natural Gas Price Expectations 

Source: S&P Global Platts 
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Renewables generation has affected wholesale market pricing 

Negative pricing events do occur in centrally organized electricity markets and are 
usually the result of excess generation due to must-run requirements, or due to 
transmission constraints. Typically, these events do not tend to distort annual average 
day-ahead or real-time wholesale electricity prices. However, more frequent negative 
pricing has now been observed in constrained hubs with relatively large renewable 
generation. These negative offers are enabled by the federal wind production tax credit 
(PTC), which is currently about $22-$23/MWh. Specifically, base-load and renewable 
generation is competing during off-peak hours when wind generation is the strongest and 
load is lower. In the off-peak hours, tax credits create an incentive for wind generators to 
bid negative prices. Some wind generators may be willing to operate and bid prices all the 
way down to negative $23/MWh to claim their PTCs.  

As wind generation has proliferated, instances of renewables impacting all-hours pricing 
have increased. For example, across 14,700 hours since Jan. 2018, we’ve observed 203 
hours with negative prices in PJM’s NI-hub region and over 500 when prices were less 
than $10/MWH (see chart 14). PJM NI hub negative prices occurred mostly during early 
morning hours, driven by low demand, nuclear generation in the Chicago metropolitan 
region, and wind generation from the west. Congestion likely also contributed to negative 
pricing during this summer. In general, the highest frequency of negative pricing observed 
occurred in winter and spring.   

Chart 11 

Negative Price Events in ERCOT west Hub 

Source: Velocity Suite 
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The distressed nature of nuclear generation and state policy 

Some economic theory would suggest that deregulation works best when competitive 
markets are left to decide the lowest-cost reliable provider. Lately, there is growing 
concern about the impact of state government intervention in wholesale markets. At the 
same time, there has been a structural shift in regulator awareness of the distressed 
nature of the nuclear industry and their willingness to act. This is because of a growing 
sense that the rapid growth in variable resources has made the grid less resilient. Some 
of this concern is valid. While renewable resources have disrupted the grid by displacing 
baseload units (see table 1), they are able to provide only interruptible power that 
potentially jeopardizes the reliability of the grid.  

Table 1 

Offered And Cleared Resources in Recent PJM Auctions 

Source: S&P Global ratings; PJM Interconnection 

Lately, winners and losers have been decided by a variety of factors such as fuel diversity, 
clean generation, and reliability issues. In particular, decisions at the state level have 
been influenced by the need to preserve local generation assets because of the impact it 
has on regional employment and tax base. 

The recent example of this is the aforementioned nuclear subsidies approved in New York 
and Illinois, through the states' Clean Energy Standard (CES) and Future Energy Jobs Bill, 
respectively. These decisions were appealed by IPPs who argued that the programs were 
anticompetitive and impinged on the FERC's authority. The state rulings were upheld in 
federal circuit courts, and the U.S. Supreme Court declined to hear further appeals. With 
these rulings, the momentum has clearly shifted in favor of nuclear generators and more 
requests for ZECs have been approved in New Jersey, Connecticut, and Ohio (the nature 
of the plans across states differ but the nuclear units are compensated for the "missing 
money" in some shape or form).  

There are also state lawmaking efforts at various stages of development in Pennsylvania, 
another major nuclear generation state, which may lead to similar programs. The Illinois 
legislation is considering enacting laws where the state would procure clean capacity 
from zero emission generators for its PJM utilities load.  

We note that there is nearly 34.5 GW of nuclear capacity in the PJM, only 7.0 GW of which 
has been currently subsidized. There are at least three locational deliverability areas 
(LDA) within the PJM that have large nuclear generation concentration. If capacity prices 
were to remain depressed, the ComEd (10 GW), and Southwest MAAC (1.7 GW) regions 
would have beleaguered nuclear units, potentially leading to retirement announcements. 
We note that nuclear generation accounts for roughly a third of total installed generation 
capacity in these regions.   

Delivery Year Data Coal % Cleared  Gas % Cleared  Nuclear % Cleared  Grand Total % Cleared 

Offered UCAP 50,920 65,539 30,630 178,839

Cleared UCAP 45,354 64,089 26,401 167,004

Offered UCAP 48,842 68,114 30,788 179,891

Cleared UCAP 44,560 64,979 27,432 166,837

Offered UCAP 49,158 73,576 30,423 185,540

Cleared UCAP 41,948 70,053 25,889 167,306

Offered UCAP 45,761 77,486 30,358 183,352

Cleared UCAP 38,498 73,761 27,391 165,507

Offered UCAP 44,936 77,514 30,561 186,505

Cleared UCAP 39,022 74,814 19,918 164,343

2019/2020

2020/2021

2021/2022

89.1% 97.8%
2017/2018

2018/2019
91.2%

85.3%

84.1%

86.8%

93.4%

95.4%

95.2%

95.2%

96.5%

92.7%

90.2%

90.3%

88.1%

89.1%

86.2%

85.1%

90.2%

65.2%
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Battery technologies are advancing 

Battery cost curves continue to trend down. Since we have the clearest view of lithium-
ion economics, we’ll take that as an example. First, when we think in terms of capital 
costs for batteries, units are in $/kWh because we expect batteries to be duration 
products for peak shifting (or peak shaving) solutions.  

Utility scale battery economics are currently at about $275/KWh, or $1,000/KWh for a 
battery peaker plant that provides a four-hour peak shift (round trip efficiency losses will 
likely have this number at $1,300/KWh). 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 currently cost 
about $1,500/KW (275*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 (NY and NJ 
at 3 GW and 2 GW by 2030, respectively ), including California (1.3 GW +0.5 GW by 2024), 
have aggressive mandates.   

The declining costs curve of batteries should be a concern for IPPs that operate in that 
state because these economics imply that there will be no gas-fired peaker plant 
additions in California. The whole point of batteries is that they take electricity directly 
from the grid and do not draw electricity from wind turbines or solar panels. As a result, 
batteries allow combine cycle gas turbines (CCGTs) to operate as combustion turbines in 
peaker plants. This means that a 54%-56% thermal efficiency power plant is going to be 
able to provide peaking power attached to batteries, instead of the ISO calling upon 30%-
32% efficiency combustion turbine. This, in itself, results in substantial carbon 
reductions and fuel cost savings. In fact, by turning all CCGTs into flexible peaker plants 
in addition to being baseload plants, batteries allow much more renewable penetration 
onto that grid.  

Decarbonization in the power sector 

State-level policies continue to provide incentives for the decarbonization of the sector, 
and these have been advancing in much of the Northeast, upper Midwest, and West 
Coast. Renewable portfolio standards have continued to not only strengthen (in terms of 
final goals) but also broaden to capture new asset classes, such as offshore wind (with 
PPAs in New England states) and battery storage. These enhanced standards coincide 
with improved economics for renewable generation, as well as a relatively long runway for 
the solar Investment Tax Credit, creating a renewable-heavy and demand-uncertain grid 
that requires more flexibility--weakening the long-term case for baseload generation 
such as coal and nuclear in wholesale markets. 

As evidence of this, California signed into law a goal for 100% renewable energy by 
2045.  While we don’t anticipate that this will have significant credit impacts in the near 
term, this is likely to be a major disruption to the market. Currently, major IPPs continue 
to have stakes in California gas-fired assets, but over time these are likely to become less 
valuable as their economics decline while the economics of batteries improve, fueled in 
part by a state mandate.  The most benefits accrue to hydro and geothermal assets in 
California; these help satisfy the renewable mandate while avoiding intermittency 
concerns that face solar and wind, and they’re likely to have improved access to cash-
flow stabilizing PPAs in years to come.  

The regional greenhouse gasses initiative (RGGI) that subsumes Northeast states has 
attracted potential new entrants of late as the climate debate expands into state politics. 
Earlier this year, New Jersey's Governor confirmed the state would enter the market, with 
its 20 million tons per year of annual emissions, adding to the 65 million ton per year 
market. A more interesting development has been the prospect for Pennsylvania to join 
the market, with its 80 million tons per year of annual emissions. We note that given its 
large natural gas lobby, it is politically easier for Pennsylvania to join a market with a $5-
$6/ton carbon price than to approve subsidies for nuclear units.  
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In Illinois, Governor J.B. Pritzker has signed Senate Bill 9 (SB 9), aimed at ensuring safe 
closure of coal ash pits, into law in July 2019. We have noted that Vistra Energy has 
announced the closure of the Duck Creek, Havana, Hennepin, and Coffeen coal plants to 
meet the revisions to the multi-pollutant standards rule, leaving Vermilion and Edwards 
as two at-risk coal plants. Similarly, NRG’s Midwest generation fleet (Waukegan etc.) 
remain at risk  

Still, while we anticipate the decarbonization of the economy through the early part of the 
next decade, over a longer horizon, there could be a more serious challenge. In the early 
2030s, a flurry of nuclear assets will be due for relicensing. Given the current weak 
economics of merchant nuclear assets, it’s not clear that there’ll be a strong incentive to 
renew these licenses. While there have already been five state-level subsidies for nuclear 
that have sustained a number of assets (and discussions of at least one more), absent 
these, there could be a wave of closures that, if replaced by CCGTs, as we’d expect, would 
potentially reverse the trend of decarbonization. However, by that time, depending on 
Administration, we could see another federal carbon reduction plan in place (but note 
that the Green New Deal requires closure of all nuclear units by 2030). 

Emerging risks and opportunities from offshore wind  

A climate study in New York has recommended embedding a per-ton price of carbon 
emissions in the state's energy markets. The recommendation is intended align New 
York’s power markets and the goals set forth in the recently passed New York Senate Bill 
6599, known as the Climate Leadership and Community Protection Act. However, on-
peak power price declines in NYISO are affected by falling gas prices. Power prices and 
spark spreads in 2020-2022 are likely driven by rising concerns of pricing pressures from 
renewables and declining expectations for a carbon market, with Gov. Cuomo’s call for a 
70% renewable target by 2030.  

In fact, state-backed offshore wind targets continue to gain momentum after the most 
recent mandate in Virginia for 2.5 GW of offshore wind by 2026. Chart 15 presents the 
rapid growth in state mandates. This is largely because offshore wind technology now 
allows upwards of 10 MW turbines with lower installed costs (Chart 16), and LCOE 
estimates declining to about $90/MWh (without investment tax credits), still 
comparatively higher than the $65-$70/MWh range in Europe.  

Offshore wind goals/mandates now aggregate 22.2 GW through 2035, with over 7 GW 
currently procured for operations by 2026. As these offshore wind projects commence 
operations over the next 10 years, we expect continued and increasing pressure on 
demand for natural gas. Assuming a one-for-one displacement of gas-fired generation 
with offshore wind, we could see up to 14% and 3% demand headwinds on a 
regional/national basis, respectively 
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Chart 12 Chart 13 

Offshore Wind State Mandates 2018 Offshore Wind State Mandates 2019 

Source: S&P Global Ratings Source: S&P Global Ratings 

Chart 13 

Installed Cost Comparison 

Source: S&P Global Platts  

Hydro financings have also taken off 

Recent hydro transactions in the U.S. private placement market are refinancings of 
existing assets. Although many of the existing hydro assets in the U.S. are at least 50 
years old, they are considered perpetual assets that can operate indefinitely with proper 
maintenance and care. Over the past few years, many institutional investors have 
become comfortable with accepting merchant exposure of hydro projects in well-
established U.S. power markets, especially those with a capacity payment construct like 
PJM, NYISO, and ISO-NE. Because hydro assets have minimal variable hours of 
operations and are capable of ramping-up to full load relatively quickly, they are usually 
at the lower end of the dispatch curve, unlike the traditional fossil fuel generators. Debt 
tenor for project financed merchant hydro power projects is usually between 10 and 15 
years. Due to its perpetual nature, debt is usually structured as interest-only, with an 
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expectation that the outstanding bullet will be rolled over at maturity. In some cases, the 
debt structure may contain partial amortization. Smaller hydro projects are usually 
grouped together and financed as a portfolio, whereas larger projects with significant 
scale are sometime financed on a stand-alone basis.  

IPPs are relatively well ensconced north of the border 

Alberta remains the only Canadian province that has a fully deregulated electricity 
market and power market dynamics have changed there under a new government. Bill 18 
was recently introduced to cancel the previously planned capacity market that was 
slated for 2021. If the bill passes, Alberta will remain an energy-only market, which might 
adversely impact those industry players that participate in the capacity market. The 
Alberta government has also discontinued the province’s Renewable Electricity Program 
(REP) under which PPAs were awarded to renewable power projects in a competitive 
auction process. As renewable power is becoming increasingly competitive, especially 
wind power projects, we find it likely that fully merchant renewable power projects in 
Alberta can thrive in a deregulated market.  

Despite the discontinuation of the REP, Alberta’s plan to phase out coal remains on 
schedule for 2030. We rate two pure-play IPPs in Alberta, both which operate coal-fired 
power plants. TransAlta Corp. (BB+/Stable/--) is currently executing a coal-to-gas 
conversion project under which seven of its coal-fired generating units are to be 
converted by 2023. Capital Power Corp. (BBB-/Stable/--) has opted to implement a dual-
fuel option at its predominantly coal-fired Genesee plant. Once completed, this would 
allow for up to 100% utilization of gas in lieu of coal. While these projects elevate capital 
expenditures (capex), in our view, as lower cost is associated with reworking existing 
plants vs new build, these IPPs have an advantage over new entrants. 

In most provinces other than Alberta, a significant proportion of power generation is 
owned by provincial crown corporations. Therefore, provincial power markets tend to be 
vastly regulated. As a result, Canadian IPPs generally face relatively less risk than U.S. in 
our view.  

Ontario, with ~41 GW of generating capacity, is Canada’s largest power-producing 
province and has had an energy-only wholesale power market since 2002. However, the 
majority of existing capacity is contracted (~61%) and another 32% is regulated through 
ownership by crown corporation Ontario Power Generation (OPG; BBB+/Neg/--). The 
NPOIndependent Electricity System Operator (IESO), a statutory corporation that 
operates the electricity market and is the counterparty to the PPAs, is set to launch a new 
capacity auction in December 2019 to replace the Demand Response Auction and to 
enable competition between additional resources. However, the lESO has found there to 
be limited need for new capacity in coming years, despite major refurbishment programs 
underway at Ontario’s nuclear plants. Therefore, the new capacity auction process will 
not necessarily spur the construction of greenfield projects in Ontario.   
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Financial policy  
Aggressive cost cutting and deleveraging 

Free cash flow continues to be used for deleveraging as most IPPs 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 deleverage about 2.0x-2.5x, and even the high yield 
companies looking to bring debt levels about 3.25x-3.50x by year-end 2019 and to below 
3.0x by 2020. 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.  However, we see 
incremental impact on debt as some of these companies are also shuttering legacy coal-
capacity, which has asset retirement obligation. We expect Vistra energy’s financials to 
be influenced by incremental debt from the recent 2 GW retirements in Illinois, for which 
we do not impute debt as yet. 

High cash flow conversion 

IPPs are using a meaningful proportion of their excess cash flow to retire debt and are 
able to do so because of the currently high cash flow conversion rates (i.e., EBITDA to free 
cash flow (FCF; cash flow after capex and distributions) of above 50%). We note that the 
relatively high FCF conversion ratio is primarily attributable to significant EBITDA that 
comes from the retail power business, which requires very little capital investment (we 
expect cash flow conversion to be lower as competition intensifies). In addition, as these 
companies evolve their supply base from older, coal-fueled plants to newer 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 more complicated than power assets, and require more maintenance capital. 

Terming out of bank debt into the term loan B market 

In the project finance market we are observing two discernible trends: refinancing of term 
loan As/bank loans into the term loan B institutional market, and progressively lighter 
covenants in inked loan documents. Because of fears that interests rates will increase 
further, we are witnessing high transaction activity, also because power markets have 
strengthened.   

A number of transactions that we are currently seeing in the market are for assets that 
commenced commercial operations over the past two years and were originally financed 
in the bank loan/term loan A market. The bank loan market has historically borne 
construction risk better than institutional markets. Many of these single assets have 
commenced operations as power markets have turned for the better allowing them to be 
refinanced as term loan Bs. The recent wave of refinancing mostly include assets that 
started operations in 2017. However, we do not expect such refinancings to continue into 
2020 largely due to the backward dated nature of these markets and uncertainty around 
price reform and capacity prices in PJM.  

As capacity and energy prices show signs of coming off their troughs in some regions, 
lenders are becoming increasingly benevolent as relates to financial covenant 
requirements (e.g. incurrence tests and maintenance tests), which have continued to 
become lighter. We also see the market becoming more accommodating of structural 
revisions (e.g. allowed asset sales). This is in stark contrast to the financing environment 
a couple of years ago. As the environment turned weaker for merchant power in 2015-
2017, we saw limited appetite for single asset financing, and instead saw a move towards 
portfolio financing. Examples of these transactions include Lightstone HoldCo. LLC, 
Eastern Power LLC, and Compass Power Generation LLC.  
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In 2019, it appeared that lenders were more accepting of less-diverse portfolios, 
suggesting that they believe that power markets are strengthening. Sponsors have also 
amended and repriced transactions where they have sought waivers for increasing 
leverage, or for lowering cash flow sweeps. Some of these original transactions closed as 
recently as six months ago. Strengthening capacity markets and strong summer pricing 
have been cited as reasons for the incremental debt capacity. Despite conflicting signals 
in the fundamental power market, it appears that the financing market is still able to 
attract global capital (from Japan, Korea, Israel and China, among others) although the 
appetite appears to be slowing down. This includes financings such as Frontera 
Generation Holdings LLC, St Joseph Energy Center LLC, and Kestral Acquisition LLC 
(Hunterstown).  
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