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A lot has been discussed recently about the convenience of maintaining the reduction of the energies negotiated under the aegis of the Initial Contracts, the so called “regulated old generation”. The reduction of the Initial Contracts, starting in 2003, will allow the trading of new tranches of energy at freely negotiated rates. It was one of the basic pillars in the design of the new model for the electric sector in Brazil, allowing a gradual introduction of competition for the existing generation. Now this principle is being challenged. There is a legitimate concern that the “old energy”, now being traded at a tariff below US$ 25/MWh, will be replaced by “new energy”, with prices close to US$ 35/MWh, as determined by market forces. This will increase the average price of energy purchased by Distribution Companies, with a corresponding increase in tariffs to the final customers.  The impact on final rates, after Initial Contracts totally expire in 2006, may represent a total tariff increase of 25% on large industrial customers and about 10% for small residential customers. Those figures represent upper limits, as they do not take into account the introduction of competition and application of “x” factor on wire rates. Despite those figures being significantly lower than the ones recently published in the press, they are not negligible rate increases and deserve consideration.

ANEEL, genuinely concerned in defending the best  interests of the consumer, and to some extent overreacting to the under contracting syndrome in California, has recently announced, via Resolution 22/2001, that the energies freed up from Initial Contracts should be re-contracted at regulated rates as defined by ANEEL, as opposed to having prices set by prevailing supply and demand conditions. This proposal is aligned with anti-privatization movements, which condemn the opening of the market under the assumption that the customer would be paying “twice” for old, depreciated power plants. More recently, this idea got the sympathy of important government officials, such as former Minister Bresser Pereira, who claims that the substitution of old by new energy represents an undue capturing of David Ricardo economic rent. Finally, Bill of Law 2905, currently being discussed by Congress, corroborates the principle that the volumes of energy covered by the Initial Contracts should still be regulated by ANEEL, as opposed to having their prices determined by prevailing market forces. No one knows for sure what those tariff levels will be. However, one may expect tariffs being set below market levels. Otherwise,  this entire discussion would be irrelevant.


The objective of this article is to illustrate the negative consequences of not allowing the decline of the Initial Contracts and the price determination or energy based on supply and demand. It also has the objective of desmistifying a few fears which gravitate around this subject. We understand that the decline of the Initial Contracts is essential, not only to create a competitive energy market, one of our credos, but also to allow the electric sector to generate the badly needed funds for expansion. It is ironic that this discussion has been taken place exactly when the country has been facing one of the most serious rationing crisis ever, caused in part by an incomplete regulatory framework, but principally by its institutional and financial ability to raise new funds for expansion to cope with demand increase. We will present four major arguments to consubstantiate our position:

The first argument is that the energy traded under Initial Contracts is indeed a subsidized energy, whose prices do not reflect marginal costs of expansion, adjusted for business risks faced by generation companies. Recent discussion on Annex V of the Initial Contracts illustrate, among other things, that their regulated energy tariffs did not price correctly the market risks faced by generation companies upon rationing, when hydro plants are collectively able to deliver the contractual energy volumes. By definition, this risk is 5%. Prices currently being proposed to maintain the financial and economic equilibrium of hydro plants during rationing, taking into account loss of revenues and exposure cause by Annex V are very close to the marginal cost of expansion (or the Normative Value), as set by ANEEL. Those subsidies were perfectly known when Initial Contracts were designed, upon the sector reform in 1998. The original design of Initial Contracts was clearly a transitional measure to avoid a potential “tariff shock”, in an industry where competition was still very limited.

The second argument is that there is not an “economic rent” or “windfall profit” being captured by the plant owners.  Detailed studies, developed under the umbrella of the RE-SEB Project, demonstrated that the average accounting cost for the generation sector in Brazil was close to US$ 36/MWh in 1998. This cost was calculated taking into account a [conservative] ROA of 10% p.a., and audited figures for O&M and depreciation, provided by the utility owners upon the renewal of the Concession Extension for each individual plant. This analysis leads to an important conclusion. There are, in fact, depreciated plants, in perfect operating conditions, with an “accounting” generation cost of US$ 5/MWh. However, there are also power plants such as Porto Primavera and Balbina, with accounting costs exceeding US$ 200/MWh. On the average, the cost is close to US$ 36/MWh, therefore very similar to the marginal cost of expansion. The argument of economic rent does not hold, because it tells only half of the real story, as it takes a very limited, biased sample of effectively built power plants. The argument totally omits other inefficiently built plants, recently commissioned and  heavily stranded. There is no doubt that all of those plants should be paid by the consumer in a “cost-plus” regime, currently being resuscitated by those who criticize Initial Contracts. Only in a competitive model the customer has the choice to refuse to pay for future stranded costs or poorly build power plants.  Therefore, the cost of “old energy”, to be paid by the consumers, is higher than the prices set in the Initial Contracts. There is an implicit, ‘hidden” subsidy of US$ 10/MWh for the commodity component of the delivery chain. This cost has already been incurred by society, and it is hidden in some account in the public sector finance.  Allow costs to reach the marginal cost of expansion, upon the scale down of the Initial Contracts, does not constitute a “custo Brazil”, as alleged. It is simply a correct allocation of those costs, to be paid by the consumer and not by the taxpayer.

The third arguments has to do with the establishment of a competitive market in generation, which we believe is a basic foundation of the new model and a must to increase investment in generation, the most capital intensive segment of the supply chain. Holding Initial Contracts is tantamount to not pricing most of the energy in Brazil based on supply and demand conditions, therefore distorting decisions on consumption, contracting and expansion. In theory, it should be possible to have a two-tiered system, where “perfectly regulated” energy would co-exist with energies whose prices would be determined competitively: competition could take place “on the margin”. Despite distortions on the demand side, caused by a distorted energy mix, one could optimistically conceive some rational decisions for marginal contracting and expansion, under the assumption that those markets would not interfere with each other. However, we are very skeptical as to the real possibility of establishing a perfect “chinese wall” between those two markets. Sooner or later, there would be non-economic arbitrage opportunities, therefore distorting rational decisions on the free market.  An opportunity for unintended arbitrage was recently proposed by ANEEL, upon Public Hearing 010/99, which proposed to give a free customer the discretion to switch between the free and the regulated tariff regimes. Other possibilities or “cross-contamination” will certainly exist, jeopardizing the establishment of a real competitive market “on the margin”. This would discourage new investments in private generation. The regulation of a significant tranche of energy (about 80% of all energy traded) represents a threat to wholesale competition and to the establishment of a competitive retail market.

The fourth argument, perhaps the most important, has to do with the financial capability of large plants to generate internal funds for expansion, thus allowing the development of badly needed investments. Locking generation tariffs below market levels, by the establishment of regulated rates after Initial Contracts start declining, has a negative impact of significantly limiting the investment capability , as well as to induce an ineffective use of energy on the customer side.  There is no ideological argument involved. The argument is robust regardless of the generating companies being in public or private hands. This “false” protection to consumer argument, despite its legitimate goals, is probably one of the main reasons why Brazil entered into the current rationing crisis. 

In sum, keeping the “old, regulated energy” for a longer period of time, distorting prices and isolating the consumer from the market reality, is a serious violation of the key principles of the new model, and its substitution for some other format yet unknown.  It still has perverse incentives to reduce the revenues in the system and limit its investment capability. It is a paternalistic attitude, representing a dangerous and potentially explosive combination, already known by the electric sector in Brazil. How many more rationing crises will be necessary for the electric sector to learn, an old-fashioned cliché, that the most expensive energy is the one not made available to customers. Where does the real customer defense stand? 



