Power Market Development

Distribution reforms key to future growth (S L Rao)

The policy framework has evolved well with respect to power market development over the past two-three years. Power exchanges are now operational and power trading is taking place. The concept that small and local surpluses could be used to meet similar shortages elsewhere in the country has proved beneficial. Energy account settlements have taken place without major hitches. Spot (day-ahead) trading has been growing and market tariffs have come down since the inception of power exchanges. The introduction of traceable renewable energy certificates will add a new dimension to the market. Transmission has been able to cope with increasing requirements on account of power trading. Trading has also been a factor in the growing private interest in setting up new transmission lines. 

The unscheduled interchange (UI) surcharge  under the availability-based tariff (ABT), which was for a while touted as a price for power instead of (as it was designed) being a penalty for destabilizing the frequency of the regional grid, is functioning well and has significantly improved grid frequencies. Some states use UI to overdraw power in case of unavailability and pay the UI penalty and others plan for using it to improve revenues. This is a misuse of the UI system. The UI mechanism was not meant to be  a last resort for acquiring power by distribution companies or to make extra profits. 

The key issues for power sector development go beyond trading. Regulators and state governments must not hinder the setting of tariffs that are adequate to meet the costs and provide a decent return for the enterprise. “Regulatory assets”, an Indian regulatory creation to hold back legitimate tariff increases, have strained the cash flows of distribution companies. State government subsidies to some customer groups, without identification or limits, have led to huge and mounting losses to distribution enterprises of these governments. Their inability and unwillingness to check power theft in transmission and distribution further add to these losses. The state utilities recorded losses of Rs 700 billion last year(rising every year) and the state government budgets are running into the red because of the electricity sector. (In contrast, Delhi has a surplus budget because it has not had for many years now to incur costs on supporting its electricity sector). Until politicians and bureaucrats decide that power costs must be recovered in prices, this gap will continue to exist. No electricity company wants to buy expensive power, because this would add to their losses. They would rather resort to load shedding unless they get it cheap. If tariffs are not allowed to be raised and merchant capacity keeps coming up, the market for merchant sales would decline, stranding good part of  these capacities. Therefore, the decision on tariffs that cover costs and give a return is of fundamental  importance.

Prices on the power exchanges have declined as more generating companies have offered their surpluses for sale on the exchanges and state distribution enterprises have tried to avoid load shedding and consumer dissatisfaction. However, excess demand and shortages do cause sharp price rises. For example, during the election months to May 2011 in Tamil Nadu and Kerala, the state governments wooed voters by ensuring full availability and South prices went into double digits while the rest of the country was around Rs 4/ per unit. . It must be expected that prices will show a declining trend as more merchant power plants start generating and other projects set aside a portion of their generation for trading, except in the case of severe shortage periods. However, the exchange prices will on an average still be higher than those under long-term power purchase agreements. 


In the coming years, we can expect more privatisation of distribution. Distribution enterprises might begin to leave an unfilled gap in their demand forecasts to be met by market purchases. However, spot markets are good for small purchases to plug unanticipated demand-supply gaps. But where there is an anticipation of a future shortfall, buyers should be able to enter into futures contracts. These contracts must also be capable of being traded when the extra demand does not materialise. Futures trading would be another way to balance supply and demand. However, any speculation in futures contracts where some players corner future supplies to sell them at windfall profits can be regulated through the  appropriate Regulator and rules. Therefore, systematic regulations to avoid gaming and speculating in the futures market will attain significance. A major factor for introducing futures contracts is the decision on who will regulate the futures market – the Forwards Market Commission or the Central Electricity Regulatory Commission (CERC). This issue is currently sub-judice at the Supreme Court and will be resolved soon.

In any case, the regulator must keep a close watch on the power exchanges like the Securities and Eschange  Board of India (SEBI) does on the stock exchanges. Information systems should be closely tracked to ensure that data is not tampered with. There is a need for more monitoring once the futures market becomes operational.

The future outlook for the Indian power market in the next 5-10 years is that of increasing power trading, tariff-based bidding for new generation capacities, spot and futures trading, trading in transmission capacities as well as contracted-for capacities becoming temporarirly surplus to requirements and being traded.   

Another future development that will facilitate trading is of regulators separating distribution wires from supplies (that is metering, billing and collection). Once this is done, we can expect a large number of suppliers (procuring electricity from competing sources) using the natural monopoly of the distribution wires at tariffs that may be well below those  fixed by the regulator.  The ability to choose among suppliers will vastly improve customer service and lead to price competition. This will benefit consumers. However, for this to be effective, supply should not lag as much behind demand as it does today. 

Further, the issue of cross-subsidies and free power to some customers must be resolved so that the supplier is not left to bear the burden of shortfalls because of them. For instance, in the case of Mumbai where the regulator has given the choice to the consumer, the original supplier makes a killing by supplying large customers at good pricres while others who cater to small households and the very poor, and used to  cross-subsidize the unprofitable  small consumers have now lost this ability and bear the losses of supplying these small consumers without any way to make up the losses  from larger customers.  These other suppliers face  huge financial burdens in  servicing these consumers at subsidised rates without any matching compensation. 

Further, the reluctance of the regulator to hike tariffs to match the increase in the cost of power purchased due to short supply from traditional bulk suppliers,  leads to the creation of regulatory assets, which further strains the finances of the distribution licensees. This situation needs to be corrected either by the government or the regulator. (1169)
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