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Abstract: This paper investigates the existence of uncertainties in different wind power
commercialization contracts in Brazil and their correlation with the Real Options associated with
unmitigated risks in the Back up Energy and New Energy contracts. From a documentary review of
existing contracts from 2009 to 2018, it was found that the Real Options on New Energy contracts
are more susceptible to market uncertainties related to energy price in the short-term market. The
Real Options associated with risks not mitigated in Back up Energy contracts are more linked to
uncertainties regarding the power generation efficiency and the project plant expansion capacity in
order to generate the anticipation of its supply.
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Resumo: Este trabalho investiga a existéncia de incertezas em diferentes contratos de
comercializagéo de Energia Elétrica de fonte edlica no Brasil e sua correlagdo com as Opgdes Reais
associadas aos riscos nao mitigados nos contratos de Energia de Reserva e Energia Nova. A partir
de uma analise documental dos contratos existentes no periodo de 2009 a 2018, foi verificado que
as Opgdes Reais em contratos de Energia Nova estao mais suscetiveis a incertezas de mercado
relacionadas ao prego da energia no mercado de curto prazo. Ja as Opgdes Reais associadas aos
riscos ndo mitigados em contratos de Energia de Reserva estdo mais vinculadas a incertezas
existentes na eficiéncia da geragao de energia e na capacidade de ampliagao da planta do projeto
a fim de gerar a antecipagéo de seu fornecimento.

Palavras-chave: Energia renovavel; Opgbes reais; Project Finance; Energia edlica.

1 Introduction

Infrastructure investments are directly associated with the increase of the country's
Gross Domestic Product, which can generate a return of US$ 1.59 for every dollar invested
in this segment. However, despite the growing demand for investments in this sector, the
role of private companies is still modest and incipient around the world (Esty, 2014).

Despite this, the improvement of financing mechanisms has enabled an increase in
the participation of private companies in the execution of long-term investments in
infrastructure. During the 1990s, the use of Project Finance (PF) as a project financing

Received Sept 2, 2019 - Accepted Dec 17, 2020
Financial support: None.

This is an Open Access article distributed under the terms of the Creative Commons Attribution License, which permits
v

unrestricted use, distribution, and reproduction in any medium, provided the original work is properly cited.

Gestao & Produgao, 28(4), €5652, 2021 | https://doi.org/10.1590/1806-9649-2021v28e5652 1/23


https://creativecommons.org/licenses/by/4.0/
https://orcid.org/0000-0002-3937-9914

The different characteristics of real...

instrument contributed to this purpose, growing at a rate of 20% in the United States (Esty,
2004; Kleimeier & Versteeg, 2010).

Project Finance financing is based on a specific type of financing for large projects,
usually infrastructure, which require long-term capital and are characterized by financing
with the project's own cash flow and the creation of a specific company and legally
independent, called a Special Purpose Vehicle (SPV), for the exclusive execution of the
project (Yescombe, 2002; Gatti et al., 2007; Esty, 2004).

Several measures used to measure project performance, such as cash flow analysis,
revenues, growth in market share, among others, point to important signals capable of
guiding future managers' decisions regarding these investments (Bernardo & Chowdhry,
2002; Brealey et al., 2007). Among these alternatives, the Discounted Cash Flow (DCF)
analysis presents a perspective of how the project will evolve over time and how its return
will be at present value (Graham & Harvey, 2002; Mufioz-Hernandez et al., 2009).

However, in the analysis of the DCF, the assets are assumed to be fixed over time,
not allowing the valuation of situations in which there is the possibility for managers to
expand the investment, if the project is successful, or to redeem the investment if
something goes wrong (Liu & Ronn, 2020). Considering these fluctuations in the future
(environment of uncertainty) and including them as part of the investment cost is a way to
improve the mechanisms of a good evaluation by investing or not in a project. This future
flexibility can be measured using mechanisms similar to financial options, they are called
Real Options.

The contributions of Black & Scholes (1973) in the effort to price financial options
consolidated the basis for the construction of this risk measurement structure in
investment projects, paving the way for the incorporation of this option pricing mechanism
in the evaluation of real investments under uncertainty. (Brandao & Dyer, 2005).

The Real Options Term, coined by Myers (1977) to express the options inserted in
investment opportunities, such as suspending, postponing or abandoning the investment
(Lambrecht, 2017; Collan et al., 2016) is presented as an investor right, but not the
obligation, to make a decision about postponing, expanding, contracting or abandoning
an investment at a certain cost (strike price) for a certain period of time (option lifetime)
(Copeland & Antikarov, 2001).

Regarding the financing of major infrastructure projects, we highlight the wind power
generation sector in Brazil, which has grown exponentially and has become an important
alternative source of energy, mainly due to its reduced environmental impact, low-cost
production, in addition to the existence of winds at a higher speed during periods of
drought in Brazil, enabling the use of wind farms in a complementary way to hydroelectric
plants (EPE, 2018; CCEE, 2019a).

In view of this, this work sought to answer the following research question: What real
options can be found in wind energy commercialization contracts in Brazil between 2009
and 2018 and how are they categorized? To answer this question, the objective of this
paper is to identify and classify the different real options existing in the different types of
wind power concession contracts in Brazil. For this, the basis of the 20 existing concession
contracts, from 2009 to 2018, was used.

In addition to this introduction, this work is organized in 4 other parts: 1) Theoretical
framework, with conceptual elements about Project Finance, FP risks, Real Options, and
the application of Real Options in wind power generation contracts; 2) Database, covering
the contract investigation structure and its characteristics; 3) discussion and results,
containing the result of the survey and the profile of the real options present in the different
types of contracts, and finally, 4) Conclusion.
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2 Project financing

The financing of projects via Project Finance is based on the results generated by the
estimated cash flows of the project itself, containing different levels of risk. The lack of a
history of cash flow for this type of investment and the involvement of different actors in
the project contribute to increasing the level of uncertainties about this type of financing
(Gatti, 2012; Bodmer, 2014).

In addition, it is worth noting that structuring a Project Finance is not a trivial strategy
and depends on a tangle of agreements and common interests so that the project in
question can be properly analyzed and its risks properly measured.

2.1 Project finance risks

The correct measurement of risk is a fundamental element to support investment
decisions. In Project Finance, where the contractual nature implies both project risks and
credibility and solidity risks for each linked party, the existence of contractual clauses
contributes to the mitigation of part of these risks, presenting specific obligations capable
of diluting liabilities in around the existing risks (Gatti et al., 2007; Gatti, 2012; Jorion &
Zhang, 2009).

For Nevitt & Fabozzi (2000) and Gatti (2012), the risks of financing via Project Finance
can be divided into three phases, with different characteristics of credit exposure in each
of them: i) engineering and construction phase; ii) start-up phase; and iii) operational
phase according to the planned specifications.

In the initial phase of the project, where contracts are negotiated, equipment
purchased and contracted labor, the risk level of the project increases sharply due to the
advance of resources that will be used in the purchase of material, labor and equipment
(Nevitt & Fabozzi, 2000).

In the start-up phase, after the completion of the construction and installation phase,
the focus of creditors' concern is based on the effective operation of the plant within the
planned cost matrix and with the quantity and price of products within the forecasts. In this
case, the risk of this phase is concentrated in the discovery of a project's forecast error
when some of these planned premises do not materialize.

Generally, the analysis of credit risk by financial institutions starts from the assumption
of analyzes carried out in conventional companies. As the profile of project companies is
highly leveraged, the incorporation of the present value of future cash flows (EBITDA)
becomes a fundamental element for this business characteristic, as it will demonstrate the
source of loan repayments (Connor et al., 2019; Esty, 2004

In the post-completion phase of the works, the careful analysis of data on competition,
market, supplier relations, as well as on the sources of raw materials are critical points of
a risk analysis for this type of companies.

Gatti (2012) points out that risks based on macroeconomic variables (inflation,
exchange rate and interest rate), as well as their consequences, are examples of threats
common to both phases of the project. In addition to these, environmental, legal and
regulatory risks, as well as political risks, can also be present throughout the project's life
cycle.

To mitigate these risks, three basic strategies can be adopted: i) maintain the risk,
adopting mitigation measures internal to the SPE; ii) transferring the risk to a counterparty,
structuring contracts with clear rights and obligations, capable of assigning responsible
persons pertinent to each type of risk; and iii) transferring the risk to a specialized
professional agent (insurance company) (Gatti, 2012).

Gestdo & Produgéo, 28(4), €5652, 2021 3/23



The different characteristics of real...

Considering the complexity of each project, one must also consider the particularity of
each type of risk. In this sense, each project must be evaluated separately. Despite this,
the analysis of possible mechanisms around each risk can contribute to an overview of its
use and effectiveness.

3 Real option analysis

In the ftraditional analysis of investments based on discounted cash flow, future
decisions on projects are considered fixed, not allowing managers to expand or rethink
investments beyond the initial project estimate. In applying the Real Options method, the
value of a company depends not only on the Net Present Value of its assets, but also on
the value of future growth options embedded in its valuation (Madlener et al., 2019).

According to Gazheli & van den Bergh (2018) investments must have three important
characteristics: i) They are irreversible (total or partial); ii) There is uncertainty associated
with future rewards; and iii) The timing of the investment is variable and may be postponed.

In this sense, studies on Real Options sought to represent the options embedded in
the investment opportunities present in the projects, such as suspending, postponing or
abandoning the investment, for example (Lambrecht, 2017). The Real Option is, above
all, a tool focused on finding solutions to measure the uncertainties found in the project,
contributing to the identification of present and future investment opportunities
(Zhang et al., 2016; Fan et al., 2020).

The Real Options Term was coined by Myers (1977) to express the options inserted in
investment opportunities, such as suspending, postponing or abandoning investment or
expansion (Lambrecht, 2017). However, it was the contributions of Black & Scholes (1973)
in the effort to price financial options that provided a basis for the assimilation of concepts
to investment projects, opening space for the incorporation of pricing mechanisms for
options for evaluating real investments under uncertainty. (Brandao & Dyer, 2005).

Hardly, infrastructure projects that compete for concessions through auctions make it
possible to delay investment in obtaining more information about its viability, reducing its
uncertainty. For this reason, this device can be seen as a purchase option, where the
company has the opportunity, but not the obligation, to invest, or to give up the investment,
according to its choice (Fernandes et al., 2011).

Compared to the possession of a financial option, the possession of a real option gives
the right, but not the obligation, for the company to purchase an asset at some future time
of its choice, the option presents itself as an opportunity cost to be included as part of the
investment cost. The investor exercises the option when deciding to make the investment
(Copeland & Antikarov, 2001).

Several types of real options are presented by Trigeorgis (1999). However, the most
common options are highlighted by the author as being: 1) Postponement option;
2) Option of time for construction; 3) Option to change the operational scale;
4) Abandonment option; 5) switch option; and 6) expansion option (Kozlova, 2017).

The postponement options give holders the option to postpone the investment,
considering the opportunity to wait for clearer information about the risks of the decision
to invest. Thus, the company can explore or postpone the exploration of a particular ore,
betting that the resource price will rise and justify a larger investment for its extraction
(Trigeorgis, 2007). The options of time for construction are found in situations where the
company slices the costs of the project in several stages, creating the option of
abandoning the project in the middle of the way if any relevantly unfavorable information
appears (Trigeorgis, 2007; Copeland & Antikarov, 2001).
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The options for changing the operational scale enable the decision to expand, contract,
disconnect or restart an investment. This category of option gives flexibility, enabling the
option holder to make the most efficient use of resources, either by accelerating
production in times of market expansion, or by reducing production when the market is in
an unfavorable situation (Trigeorgis, 1999).

The abandonment options occur when the conjuncture becomes totally unfavorable to
the continuity of the investment. In this case, the resale of equipment, in addition to other
remaining assets, becomes crucial so that the investment is not lost in its entirety. The
abandonment option is classified as an American “PUT” option, with the recovery value
given by the amount redeemed from the investment (Trigeorgis, 1999; Copeland &
Antikarov, 2001; Myers & Majd, 2001).

Switch options allow the policyholder the flexibility to decide whether to switch between two
operating models in a project. For example, thermoelectric turbines can be turned on when
the price of electricity rises or turned off when the price falls (Copeland & Antikarov, 2001).

Finally, the expansion options allow the borrower to expand the investment in order to better
take advantage of future investment opportunities. According to Pindyck (1986), the value of a
company's expansion options (growth potential) can represent more than half of its market value.

The use of Real Options has expanded as a methodology for valuing different
renewable energy projects, mainly since they have different uncertainties due to different
market associations or resource conditions. Several studies have addressed these issues
in different parts of the world, such as Brazil (Dranka et al., 2020), PORTUGAL
(Santos et al., 2014), USA (Maeda & Watts, 2019), China (Li et al., 2018), Egypt (Hatata,
El-Saadawi & Saad, 2019), among many others.

The real options projects applied to the valuation of projects based on renewable
energy also use the Monte Carlo Simulation method as a support methodology, which
allows the analysis of a probability of events to occur, considering some sources of
uncertainty. In this sense, some studies address uncertainties related to wind variability
(Onar & Kilavuz, 2015), while others analyze uncertainties related to energy prices
(Balibrea-Iniesta et al., 2015), investment costs (Zhang et al., 2016) or market regulation
(Eissa & Tian, 2017; Eryilmaz & Homans, 2016).

The main function of using the Monte Carlo Simulation method is to make uncertainties
more widespread in a probability rule in order to contribute so that decision making has
probabilistic parameters of success. Fletenetal. (2016), for example, examined the
investor's behavior in hydroelectric projects in Norway, for this, they used as reference, the
Net Present Value to assess the viability of investments. In view of the uncertainty inserted
in electricity prices in their study, the authors applied the Monte Carlo Simulation method to
assess the expected value of a real option in the project. Aquila et al. (2020) studied the
feasibility of investments in wind energy in Brazil using the Monte Carlo Simulation method
to complement the deterministic analysis of the results. Carvalho et al. (2020) also used the
Net Present Value for a deterministic evaluation and combined the use of Monte Carlo
simulation for a stochastic evaluation of the results that analyzed the risk associated with
the anticipation or delay of the completion of wind and photovoltaic projects in Brazil.

Recently, the uncertainties related to energy prices in works that use Real Options have
been accompanied by the discussion about the best stochastic process to be used to estimate
a Monte Carlo simulation that is feasible and congruent with the analyzed data series. In this
sense, many works adopt the Brownian Geometric Movement (BGM) as a standard, initially
assumed as a stochastic process of the evolution of the stock market by Black & Scholes
(1973). Even today, BGM is used as a reference in works using Real Options both for the
simulation of values related to the value of renewable energy projects (Liu & Ronn, 2020) and
to the prices of electric energy (Locatelli et al., 2020; Kitzing et al., 2017).
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Despite Aquila et al. (2020) and De Oliveira et al. (2019) defend the use of the stochastic
process called Mean Reversion, considering price jumps throughout the process instead of
the Brownian Geometric Movement. Penizzotto et al. (2019) highlight that the uncertainties
in the future dynamics of electricity tariffs and investment costs can be adequately described
by a mixed stochastic process, which combines geometric Brownian motion with jumps
following a Poisson distribution. Boomsma et al. (2012) in addition to Ritzenhofen & Spinler
(2016) found that the Brownian Geometric Movement does not bring significant losses as
the simulations consider long-term periods, over 20 years.

3.1 Real options in wind power

The high costs of investment in renewable energy sources, added to the
undervaluation of its benefits in relation to conventional energy sources, in addition to the
increase in the uncertainties generated by the competitiveness resulting from the
deregulation of the sector, have made the conventional techniques of project evaluation
become insufficient to measure these uncertainty factors (Fernandes et al., 2011).

In this sense, when talking about wind energy, in addition to the intrinsic uncertainties
present in the variation of winds (Martinez-Cesena & Mutale, 2011), some works relate
the uncertainties of these contracts to variations in product prices (Reuter et al., 2012) the
costs of energy production (Wesseh & Lin, 2016; Cheng et al., 2010) and the cash flow
generated by the project (Méndez et al., 2009).

Kozlova (2017) points out that 40% of the studies related to real options applied to
wind power generation are concentrated in a single source of uncertainty in their
evaluation model, with the price of electricity as the main one.

Venetsanos et al. (2002) used the methodology of partial differential equations to
evaluate the present value of renewable energy projects. For this, they considered the
uncertainties and attributes directly related, inherent to the generation of energy. Then the
authors identify the real options incorporated in the wind energy project and perform the
valuation of the project based on the theory of real options, using the Black-Scholes
model. Finally, the authors conclude that the project's Net Present Value (NPV) was
positive when considering the influence of real options. However, the NPV did not achieve
a positive result when the valuation was made using the traditional model.

Yu et al. (2006) also used numerical techniques and differential equations to assess
the impact of physical and market uncertainties associated with wind generation assets in
the Spanish electricity market. Using a time series model, the forecast of electricity prices
in that country is simulated assuming the Brownian Geometric Movement. The real
options used by Yu et al. (2006) are of the type of composite options, which assess the
flexibilities associated with exchange rates.

Mufioz et al. (2009) used a stochastic model to analyze the parameters that affect the
NPV of wind energy investment projects. For this, they compared traditional techniques
for analyzing the feasibility of these projects with the evaluation methods with real options.
The real option explored by the authors is to postpone, seeking to calculate the premium
that a company must pay for the option to postpone its investment.

Barroso & Iniesta (2014) also used real options to analyze a proposed investment in
wind power generation in the German market. In this sense, the authors modeled the
primary uncertainties that affect the project and incorporated the uncertainties arising from
government incentives.

Gazheli & van den Bergh (2018) explored real options to investigate three cases with
investment possibilities between wind and photovoltaic energy and concluded that the
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uncertainties regarding future prices and energy costs induce an investment decision in
just one type of energy source, mainly due to the initial costs and the learning rates of
each technology. Zhang et al. (2016) used the concept of Real Options to assess
uncertainties related to the price of CO2, the cost of non-renewable energy, the market
price of electricity and the cost of investment.

Wesseh & Lin (2016) also used the Real Options theory to assess wind energy projects
in China. The authors considered the variation in non-renewable energy costs as the main
factor of uncertainty. The authors highlighted the need to consider the incentive tariffs
provided by the Chinese government for the sector, as well as the costs related to CO2
emissions as intrinsic costs of the projects. Thus, the authors concluded that the Real
Options could be used to guide policies for the calibration of subsidy rates.

The timing of the investment is also analyzed using real options by Fleten & Maribu
(2004), for this, the author analyzes the volatility of electricity prices to identify the best
time to start the investment. The author also explores the break-even price of the project's
NPV, based on the influence of uncertainty in the price of electricity.

In Brazil, Aquila et al. (2020) used the real options method to investigate the feasibility of a
wind energy project with the option of abandoning it over the life cycle of the project. The authors
analyze the aspect of the uncertainties inserted in the revenues from sales of electricity in the
spot market. Pelajo et al. (2019) also used the Real Options method to evaluate wind farms in
Brazil, however, the authors analyzed the real options for postponing the maintenance process
of the plant's generators so that the period spent in this process has the best efficiency possible.

Zhang et al. (2020), in turn, used real options to identify prices that would bring a balance
point for wind energy enterprises in China, considering the scenario where the government
plans to reduce or extinguish subsidies and where the authors defend the gradual reduction
of subsidies in large part of the country. Considering regulatory changes, Madlener et al.
(2019) used Real Options to investigate the expansion of capacity and the technological
development of wind power generators in German plants considering the impacts that these
regulatory changes have on the profitability of these wind farms.

Finally, most studies on the theory of real options applied to wind energy projects
model uncertainties related to the variation of wind and electricity prices, resulting in
uncertainties related to the cost of production and the cash flow generated by the projects.
In turn, cash flow volatility can be used as an input for calculating real options. Among the
most widespread methods, the binomial tree method proposed by Cox et al. (1979) used
the calculation of the project's volatility to subsequently calculate the nodes for each period
of the decision tree. With the nodes mapped, it is possible to calculate the differences in
the values of the projects without flexibility in each scenario and the respective value of
each real option embedded in each moment.

Finally, Liu And Ronn (2020) used the binomial tree method to identify real options in
renewable energy projects in China in order to assess the appropriate subsidy for
exercising the real option of the projects analyzed by investors.

4 Commercialization of wind energy in Brazil

The main source of electricity in Brazil is large-scale hydraulics, which is complemented by
thermal plants, especially in times of low hydro generation. However, Brazil has enormous
energy potential arising from renewable sources to be explored, demanding constant
regulatory and technological innovations in the sector (CCEE, 2019a).

Despite representing 8.7% of the total energy generated in Brazil, the country has
great potential for generating energy from wind sources, mainly due to the presence of

Gestdo & Produgéo, 28(4), €5652, 2021 7123



The different characteristics of real...

winds that exceed twice the world average, with a volatility of only 5%, giving greater
predictability to the volume produced by its plants (CCEE, 2019b).

Brazil's dependence on energy generated by large hydroelectric plants makes it hostage to
reservoirs capable of generating driving force for these turbines. In times of drought, Brazil is
more exposed to this hydrological risk and uses a thermal energy generation system with more
expensive generation costs. This lack of capacity to generate electricity from hydraulic sources,
combined with the increase in energy demand and the entry of new projects in the system are
factors used for the periodic calculation of energy generation considered optimal to meet the
demand for electricity safely Throughout the national territory.

With the inputs of this calculation, it is possible to estimate the Marginal Operating Cost
(CMO, in the Portuguese acronym) for each load level and for each submarket existing in
the national electricity system. The CMO, in turn, is the main reference for calculating the
Difference Settlement Price (PLD, also in the Portuguese acronym) that will be used to
sell energy in the so-called Short-Term Market (CCEE, 2019c).

The Short-Term Market is the environment where there is a settlement of energy
differences between generators and consumers. In this way, when the plants are not able to
generate the amount of energy that they have offered in the auctions they participated in, they
are subject to buying energy in this market as a way to meet their supply requirement and the
price exercised in that market is precisely the Price of Settlement of Differences (PLD).

This drought risk, or hydrological risk, also directly impacts the price of energy to final
consumers. In this sense, the use of wind energy in Brazil has the potential to supply this
demand and mitigate this risk, since it has lower production costs and the possibility of
using the incidence of more favorable winds in times of drought (EPE, 2018).

Currently, two environments regulate commercial energy relations in Brazil: the
Regulated Contracting Environment (ACR) and the Free Contracting Environment (ACL).
In the first, the purchase and sale of energy is formalized by contracts between the
generating agents and distributors through auctions for the purchase and sale of energy,
while in the free environment, agents are free to negotiate and establish contracts that
formalize the purchase volumes. and sale of energy, as well as their respective prices.

In the Regulated Contracting Environment, auctions for the purchase and sale of
electricity were characterized by two different types of modalities until the first half of 2018:
“by Quantity”, where the risks for the generation of the amount of contracted energy are
assumed by the generators; and “by Availability”, where the distributors assumed any risks
of power generation due to uncontrolled factors (CCEE, 2019a).

In addition to these environments, the wind energy market in Brazil also has three main
types of contracts: Back up Energy Contracts; New Energy Contracts; and Alternative
Energy Contracts.

The price of energy in the ACR is determined by auctions, while the price of energy
traded in the ACL is determined freely by the agents, in bilateral contracts.

4.1 Backup Energy Contracts (CER)

The contracting of Back up Energy was regulated by Decree n°® 6,353 (Brasil, 2008),
and its inductor was the guarantee of the continuity and sufficiency of the supply of electric
energy in Brazil in periods of scarcity and imbalance in the supply.

According to the Decree, Backup Energy is regarded as that which seeks to increase
the security of electricity supply to the National Integrated System (SIN), from plants
contracted especially for this purpose.
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Backup Energy Contracts (CER) are entered into exclusively through periodic auctions
that take place according to the need for additional energy generation to the system and
are disclosed in the quantity modality (CCEE, 2019a).

As it has a greater degree of uncertainty than other sources, the calculation of the
delivery of the contracted energy to wind farms has some particularities, such as the
contract for four years, in addition to the amount delivered annually by the contract.

As a result, the contract has a tolerance range called the Backup Energy Account
(CONER) which establishes the amount of 90% at its lower limit and 130% at its positive
limit of the amount of energy contracted annually.

Therefore, if the annual amount is below 90% of the annual contracted limit, the
reimbursement is calculated, if this amount is above the positive limit, the variable surplus
revenue is calculated.

Quadrennial, the reimbursement also occurs, in case the balance of the energy bill
becomes negative. Otherwise, if there is a positive balance, the plant can transfer the balance
to the following four-year period, assign four-year energy to other wind projects in the same
auction, or receive variable revenue from the accumulated balance at CONER (CCEE, 2019a).

In the Backup Energy contracts until 2011, the remuneration for power generation in
negative quantities within the tolerance range (10% lower than the contracted energy) was
linked to the sale price established in the auction. In contracts starting in 2013, this
remuneration increased to a reference of 1.06 times that of the sale price.

4.2 New Energy Contracts (CCEAR)

The New Energy Auctions are used by the government in order to expand the power
generation plants in Brazil. Since 2005, distribution agents, vendors, self-producers and
free consumers have assumed the obligation to inform the forecasts of their markets or
energy loads for the subsequent five years (DECREE No. 5.163, 2004) (Brasil, 2004).

However, from 2006 onwards, all distribution agents were obliged to submit to the
Ministry of Mines and Energy, the declaration of the necessary amounts for contracting
energy to be acquired through auctions (DECREE 9.143, 2017) (Brasil, 2017), inducing the
government establishes the amount of energy to be contracted through this type of auction.

Except for auctions that would take place after the middle of 2018, which established
the “by quantity” modality, all previous contracts of this type of energy were classified in
the “by availability” contracts modality, which paid the sellers with a fixed amount for the
availability of plants with a certain generation capacity, in addition to a marginal value for
each megawatt generated.

As a rule, the remuneration for the generation of Energy in New Energy contracts,
unlike what occurs in Backup Energy Contracts, considers two remuneration indices, in
addition to the fixed remuneration for the project for contracts prior to 2018.

One of these indexes is used to remunerate the percentage of the installed power of
the generating units committed to the contract and which is not in commercial operation
after the dates provided for in the granting act.

The other index refers to the remuneration of the remaining amount that is in operation
after these dates. Generally, the remuneration for the delayed installed power has a
discount of 15% in relation to the remuneration for the installed power of the generating
units that started commercial operation on the scheduled date.

The main difference between the New Energy contracts in the “by availability” modality
of the last contract of this type of energy, in the “by quantity” modality, is due to the way
in which the project's sales revenue is described in the contracts.
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Previously, due to the "by availability” modality, the contracts allowed the remuneration
of the project weighted by the fixed revenue linked to the generating units committed to
the contract and that had not entered into operation until the date foreseen in the granting
act, considering the remuneration of part of the energy anticipated by the project.

In the New Energy contract in the “by quantity” modality, the fixed remuneration was
extinguished, and the sale price established in the auction started to be used as a reference
for the installed power that was up to date with the dates foreseen in the contract. In addition,
the discount with negative goodwill started to be applied to the generating units that had not
entered into operation after the dates established in the contract.

Finally, Energy from Alternative Sources appears as an alternative to serve the
consumer market of distribution concessionaires, making it possible to carry out auctions
for the purchase of energy from alternative sources, regardless of the date of grant
(DECRETO 6.048, 2007) (Brasil, 2007).

However, the low potential for new auctions to appear means that the risks of these contracts
are not relevant for an analysis of future investment opportunities, and it is convenient to compare
them to new energy contracts without the specificities of a new grant by the granting authority.

5 Data base and methodology

This research is categorized as descriptive and exploratory, with a qualitative
approach, and supported by documentary analysis. The object analyzed are all contracts
for the sale of electric energy from wind sources in Brazil between the years 2009 to 2018.
In addition, the interpretative nature of the research required a classification of standards
found in each contract in order to draw conclusions about changes over the analyzed
period could be evidenced.

For the classification of standards and relevant information for each contract, the
procedures described in the following research protocol illustrated by Table 1 were adopted.

Table 1. Qualitative Research Protocol.

Sequence Objective Procedure Expected Results

To Build a base of Selection and obtaining of Contracts for
1st documents of interest for the Commercialization of Wind Energy in
research Brazil

General set of documents
of interest for research

Three sets of contracts:

ond To Categorize Identify and separate specific types of a) New Energy;
documents contracts b) Backup Energy; and
c) Alternative Sources
Analytical reading of each contract Common clauses within
3 To Mfap Common separately by group in order to select each set of analyzed
clauses in equal groups
common clauses contracts
) Analytical reading of each contract Different clauses within
4th To Map different clauses tely b in order t lect th h set of yzed
in equal sets separately by group in order to selectthe  each set of analyze
differences between the clauses contracts
To Map common Analytical reading of each contract Common clauses within
5th clauses in contracts of  separately by clause in order to identify different sets of contracts
different sets common contracts in different groups analyzed
To Map Different Analytical reading of each contract Different clauses in
6t clauses in different sets  separately by clause in order to identify  different sets of contracts
of contracts differences between groups analyzed

Clause detail map
considering different
groups of contracts over
the period of interest

To Create a timeline containing important
differences in clauses and the group of
ownership responsible for the differences

To Track differences
across contract timelines
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We analyzed twenty wind energy commercialization contracts in Brazil, from 2009 to
2018. Of the total of 20 auctions held, 17 had lots composed of different energy generating
sources, while three auctions took place exclusively with lots originating from wind source.
Table 2 illustrates the number of contracts containing exclusive lots of wind energy.

Table 2. Quantity of Wind Energy Contracts.

Modality Contracts Exclusive contracts
Backup Energy 6 2
Alternative sources 2 0
New Energy 12 1
Total 20 3

The market governed by the Regulated Environment negotiates energy via contracts
for the sale of energy from the regulated environment (CCEAR), which can be of the “by
Quantity” type, where those who sell commit to delivering a quantity of megawatts / hour,
or “by availability”, where the risk of hypoventilation and commitment to reducing the
amount of energy generated is assumed by the buyer.

In the case of auctions of the Backup Energy type, the contracts are made up of the
“by quantity” modality, although the auctions of New Energy contracts, until 2018, were
characterized as “by Availability”.

It is worth mentioning that the only New Energy contract signed in the “by quantity”
modality was the contract of the auction 03/2018, the last auction held to generate energy
from this source.

The methodology of this paper is based on a document analysis, with a qualitative
approach, as it seeks to identify elements inserted in the context of each contract
analyzed, in addition to analyzing all documents in the light of the historical evolution of
the energy commercialization process in the regulated market.

Figure 1 seeks to illustrate the methodological procedure used in the research:

Step 1 i [ Procedure for identifying the documents to
o i L | be analyzed, their period and consequent
Identification and reading reading.
Step 2 7 > Mapping of existing risks in the contracts

Risk Selection read, selecting highlights.

Step 3 —n | Identification of common risks between the
Risk Grouping " | contracts analyzed.
Step 4 : > [dentification of mitigators for the mapped
Mitigators risks.
Step 5 : > Relationship between unmitigated risks and
Real Options Identification L their role as real investment options.

Figure 1. Research methodological procedures.
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Initially, all documents object of this paper were read, namely, the Backup Energy
contracts (CER) and the New Energy contracts (CCEAR). Next, highlights were selected
related to possible risks inserted in the context of the documents. In a third moment, a
grouping of possible common risks between the contracts and the main differences
between them was carried out, allowing both a general analysis of its historical evolution
and an individual analysis of each contract. Then, the existing mitigations for each
identified risk were identified. Finally, the risks with insufficient mitigators for each contract
were highlighted, making it possible to establish a relationship between the risks of the
contracts and the existence of real options inserted in these investments.

6 Results and discussion

The analysis of the contracts (object of this study) allowed the identification of the
idiosyncrasies of each type of contract, in addition to raising several focuses of risk related
to the most diverse uncertainties of each clause.

As already mentioned, Kozlova (2017) points out that 40% of the studies related to the
real options applied to the generation of wind energy are concentrated in a single source
of uncertainty, especially the price of energy. However, other uncertainties can be
considered. However, uncertainties related to investments, the amount of energy
produced, as well as the consumer price index can also contribute to the expansion of the
range of uncertainties in these types of contracts (Barroso & Iniesta, 2014).

Many risks analyzed in investment projects are not related to uncertainties that allow
for future managerial flexibility, or they have mitigators within the contract or related to
some rule. This work makes a broader analysis of risks in wind energy contracts in Brazil.
From a documentary analysis, it was possible to identify details related to possible
uncertainties inserted both in the Backup Energy contracts and in the New Energy
contracts between the period covered in the study.

The most common risks identified in the contracts are related to market and operational
uncertainties, both in the Backup Energy contracts and in the New Energy contracts. The risks
related to Alternative Energy contracts were very similar to the New Energy contracts.

Uncertainties regarding the market price of energy in the free environment directly impact the
decision of the ventures regarding the availability of energy for the regulated market. In addition,
operational uncertainties related to anticipation and excess energy generation are risks that
impact the turnover of projects based on the prices defined in the auctions.

The financial risks of the contracts are related to the variation in inflation, in addition, all
contracts warn of the existing risks of delay in the works and in the supply of energy (completion).

Finally, the legal risks are related to the possibility of bankruptcy of the projects and to
the charges, tariffs and taxes existing in the power transmission and generation system.

Table 3 compiles the number of risks found per contract in the period of interest for the study.

Table 3. Risks in Wind Energy Contracts.

Year Type of Contract C F L M o Total
2009 LER 1 1 2 2 5 11
2010 FA 1 1 2 2 2

2010 LER 1 1 2 3 5 12
2011 A-3 1 1 2 3 1 8
2011 A-5 1 1 2 3 1 8
2011 LER 1 1 2 3 5 12
2012 A-5 1 1 2 3 1 8
2013 A-3 1 1 2 3 1 8
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Table 3. Continued...

Year Type of Contract C F L M (o] Total
2013 A-5 1 1 2 3 1 8
2013 LER 1 1 1 3 5 11
2014 A-3 1 1 2 3 1 8
2014 A-5 1 1 2 3 1 8
2014 LER 1 1 1 3 5 11
2015 A-3 1 1 2 3 1 8
2015 FA 1 1 2 2 2 8
2015 LER 1 1 1 3 5 11
2017 A-4 1 1 2 3 1 8
2017 A-6 1 1 2 3 1 8
2018 A-4 1 1 2 3 1 8
2018 A-6 1 1 2 3 1 8
Total 20 20 37 57 46 180
Average 1 1 1,85 2,85 2,3 9

C=Completion; F= Financial; L=Legal; M= Market; O= Operational.

6.1 Risks in backup energy contracts

The risks of the Backup Energy contracts are mainly related to the operational
efficiency of the plants. The fact that there is no margin for the negotiation of excess
energy with other agents of the free environment contributes to the plant's remuneration
being linked to its operational efficiency, being refunded when it produces a quantity that
exceeds the contracted energy, and when it produces quantities below contracted energy.

Table 4 illustrates the different types of risks found in Backup energy contracts,
showing the type of risk and its details.

Table 4. Types of Risks in Backup Energy contracts.

Types of Risks

Completion

Delay in plant start-up

Financial

Inflation

Legal

Transmission system tariff and tax charges

Bankruptcy

Market

Use of not new generators or with previous use

Wind turbines unavailable at a higher level than the benchmark performance indexes
Use of generators with rated power below 1,500 kW

Operational

Destination of surplus energy generated - Transfer, Settlement or Assignment
Annual generation below 90% of the contracted energy (6% higher reimbursement from 2013)
Anticipation of energy supply based on variable revenue

Surplus energy production above the tolerance range

Surplus energy production within the tolerance range

Destino do excedente de energia gerado - Repasse, Liquidagdo ou Cesséo

6.1.1 Completion risks

In all Backup Energy contracts, completion risks are identified both in clauses that warn
about the financial risks associated with the difference between generated energy and
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contracted energy, arising from the delay in the plant's start-up date, and in a clause that
includes penalty of termination of the contract if there is a delay in starting the plant's
commercial operation after a certain period.

Backup Energy contracts have mitigators for this type of risk, such as the requirement
for a physical schedule of the works in the notices, a device for reconciling the quantity
contracted in the first contracts. Accordingly, the completion risk itself is reflected in the
operational risk of not generating energy as provided for in the contract.

6.1.2 Financial risks

The only relevant financial risk identified in the Backup Energy contracts is related to the
variation in the sale price used as a reference for the project's remuneration. In this case, the
mitigator for this type of risk is presented by clauses for the annual adjustment of this indicator.

6.1.3 Legal risks

The legal risks of Backup Energy contracts are related to charges, tariffs and taxes that may
impact the plants. For this type of risk, the mitigators present in the contracts determine that the
plants are not responsible for this type of expense that may appear after the contract is signed.

In addition, the bankruptcy of the plants is also treated in the contracts as a determining factor
for their termination. In this case, this type of risk was understood to be mitigated from the
moment the generating units receive technical qualification before participating in the service
concession.

6.1.4 Market risks

The lack of wind turbines on the market cannot be a factor in the termination of the
contract when the equipment is not available for sale. Therefore, this type of risk does not
entail the existence of a real option for the analyzed Backup Energy contracts.

6.1.5 Operational risks

In the Backup Energy Contracts analyzed, one of the factors of poor performance of
the project plant concerns the occurrence of winds at a lower intensity than planned,
implying a risk of low energy production and, consequently, failure to reach the goal
established in the signing of the contract. contract.

In the first Backup Energy contracts, this risk was mitigated by contractual
reconciliation clauses, which made it possible to adjust the amount of energy generated
from an average of previous four-year periods. The loss of this device gave rise to a
greater operational risk of variation in power generation for generating projects.

In addition, the remuneration for the difference (positive or negative) between energy
generated and energy contracted for this type of contracts has changed over the years,
and as of 2013, the reimbursement for energy generated below the tolerance range was
6% more expensive as of 2013.

Another positive aspect of the Backup Energy Contracts is the existence of advance
revenue remuneration for the plant that decides to advance the energy supply (option to
change the operational scale), considering the date stipulated in the contract for the start
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of operations. This term was established at three years for all contracts, except the last
one, in 2015, which stipulated the term for starting operations at two years.

This prerogative presents itself as an opportunity for companies competing in the
Backup Energy auctions, since they allow them to decide whether to anticipate, or not,
the conclusion and start of operation of the plant. It is worth noting that the variable
revenue received by the plant for surplus energy within the delivery period is 30% less
than the variable revenue obtained from the anticipated energy.

On the other hand, the amount of reimbursement due by the plant in cases where the
accumulated balance annually exceeds the minimum limit of the tolerance range will have
a cost of 15% higher than the variable revenue obtained for amounts of anticipated
energy, whose reference value is given by the sale price established in the auction.

Another positive aspect of Backup Energy contracts is the possibility for the seller to
decide, every four months, between: 1) Transfer the amount of energy to the following
quarter, when there is energy credit; 2) assign the amount, or part of it, to another seller
at the same auction; and 3) settle the receipt of excess energy (Switch option).

This type of future managerial flexibility at the beginning of the project leads to the
existence of a specific type of option, giving the manager the opportunity to optimize his
decision regarding surplus energy in order to improve the plant's revenue. For this type of
uncertainty, the real option of Switch was the one that best expressed this characteristic.

6.1.6 Real options in backup energy contracts

In view of all possible uncertainties in the Backup Energy contracts, the most evident
are related to the variability in the occurrence of winds, which will directly impact the supply
of energy. In this case, the occurrence of lower-than-expected winds can influence the
decision to abandon the project in different parts of the project (Time for construction).

In addition, the existence of uncertainties related to the future excess amount of energy also
influences the future remuneration of the seller, changing the net present value of the project.

The opportunity generated by the remuneration of the anticipated energy is also a factor that
can impact the net present value of the project, since depending on the auction's winning sale
price, anticipating the energy supply can be a positive alternative for the seller. The option to
change the operational scale is associated with this type of uncertainty.

Finally, the decision between transferring, assigning, or liquidating the surplus amount
of energy is also linked to uncertainty regarding the sale price associated with the winning
bid submitted by the seller at the auction, depending on the winning price, different
strategies can support the seller's decision as to the destination of the surplus amount of
energy generated. The Exchange option is associated with this type of uncertainty.

Therefore, the real options most congruent with this contract structure would be the options
of 1) Time for construction; 2) Changing of the Operational Scale; and 3) Switch Options.

The other risks found in the Backup Energy contracts do not give rise to the possibility
of managerial flexibility capable of increasing the project's profitability or minimizing
losses. Table 5 shows the real options found in the Backup energy contracts based on
the unmitigated uncertainties in these contracts.

Table 5. Real Options in Backup Energy Contracts.

Type of Contract  Type of Risk Uncertainty Real Options
Backup Energy Operational Amount of Energy Generated Time for Construction
Backup Energy Operational Amount of Energy Generated Changing of the Operational Scale.
Backup Energy Market Energy Assignment Switch Options.

Gestdo & Produgéo, 28(4), €5652, 2021 15/23



The different characteristics of real...

6.2 Risks in New Energy contracts

The relevant risks identified in New Energy contracts are mainly based on risks related
to the supply of energy and the future opportunity to supply energy to the free environment.
Unlike the Backup Energy contracts, the New Energy contracts were remunerated by a
fixed revenue established at auction and their quantity was marked by a percentage of
the energy produced by the plant.

As of the auction contract 03/2018, the New Energy contract, which changed to the “by
quantity” modality, started to remunerate the contracted energy from the sale price established
in the auction, allowing the enterprise to decide on the amount to be allocated in the bid that
best suits your interests (considering the minimum of 30% of the energy produced).

Another factor that differentiated the last contract in this modality is the loss of the 90%
tolerance range of the contracted energy in order to be reimbursed by the seller, leaving
him exposed to the short-term market when there is a reduction in the quantity established
in the auction.

Table 6 illustrates the different types of risks found in new energy contracts, showing
the type of risk and its details.

Table 6. Types of Risks in New Energy Contracts.

Types of Risks

Completion

Delay in plant start-up

Financeiro

Inflation

Legal

Transmission system tariff and tax charges

Bankruptcy

Market

The use of generators not new and with previous use

Wind turbines unavailable at a higher level than the benchmark performance indexes.
Use of generators with rated power below 1,500 kW

Auction Sale Price lower than the Free Market Price

Fixed revenue lower than the Free Market Price (“by availability”)
Operational

Annual generation below 90% of the contracted energy

Completion, financial and legal risks do not vary in relation to what has already been
highlighted in the Backup Energy contracts. All the New Energy contracts have the same
mitigators as the Backup Energy contracts.

6.2.1 Market risks

Regarding to the market risks existing in New Energy contracts, it is worth mentioning
that in this type of contract, the seller has the alternative of, from the date of the plant's
commercial operation, selling with any agent of the free environment, in the market short-
term, or if applicable, in auctions for the purchase of Energy, the portion of physical
guarantee not committed to the sale contracts entered into in the regulated environment.
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This possibility influences the decision to be taken by the enterprise at the time of bidding at
the auction. Because, if the price of energy in the free environment is being negotiated at a price
higher than the market price in the regulated environment, the amount reserved to be sold in the
free environment can generate higher revenue for the enterprise.

6.2.2 Operational risks

In the New Energy contracts prior to the last auction (auction 3/2018), the specific sub-
clauses of the clause referring to the obligation of energy delivery by the seller regulated
the amount of energy to be supplied in different periods of the project.

In this sense, if the first generating unit of the plant did not start operating, the amount of
energy committed to be delivered by the seller would be the amount of energy contracted. In
contrast, after the plant's last generating unit went into operation, this amount would be given by
the total energy produced, weighted by the percentage of the physical guarantee.

While this characteristic also gave the seller flexibility to negotiate the surplus energy
with other agents, it also linked a percentage of energy (mandatory physical guarantee)
to the total energy produced by the plant.

As the auction contract 03/2018 started to be governed by the “by quantity” modality,
its uncertainty as to future revenue increased, since “New quantity” contracts of New
Energy remunerate the energy in a variable way, by the amount of energy contracted.

Another important factor regarding future uncertainties concerns the amount of energy
traded in the ACR by the project and its offer at the auction. In this regard, the Energia
Nova notices until the year 2017 indicated a minimum amount of 70% of the physical
guarantee at the plant. As of the 2017 notices, however, this minimum amount was
changed by ANEEL's decision to 30% of the energy enabled in the project. There is no
clear notification in the public notice to justify this change by ANEEL, but it is possible to
verify that the focus of analysis of the wind energy generating projects started to focus on
the generation of the projects instead of their carrying capacity.

This possibility of a minimum energy limit to be negotiated in the ACR is a factor of
uncertainties for the project since the existing trade-off between the amount of energy
negotiated in the ACR and the ACL may occur due to the future price variation in these
two environments (Exchange Option).

If, on the one hand, the fixed revenue existing in contracts of the “by availability”
modality made it possible to better forecast the future revenue of the project, on the other
hand, this type of remuneration blocked the seller, if possible variable costs arose in the
project. The uncertainty related to variable costs was mitigated by the new modality of
New Energy contracts implemented from the 03/2018 auction.

In this way, the operational risk of generating energy in an amount lower than the
contracted one also became part of the uncertainties of this type of contract, also
contributing to the manager to reflect on the amount to be negotiated at auction.

6.2.3 Real Options in New Energy contracts

Given the uncertainties of the New Energy contracts, the most evident deal with the
manager's decision as to the quantity to be offered at auction as of the last contract of 2018.

Except for the first New Energy contract, promulgated in 2011, which limited the period
of anticipation of the supply period to three months, the other contracts allow the
anticipation of this period without mentioning the limitation of dates, only alerting to the
maintenance of prices and criteria of readjustment.
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Unlike Backup Energy contracts, New Energy contracts can negotiate the anticipated
amount in the free environment, obtaining advantages from the positive variation of this
price in their billing (option to Change the Operating Scale).

As for the price variation in the free environment, the manager's decision as to the
amount to be auctioned is a type of decision that will depend on the forecast and variation
of that price in the future, as well as the forecast of its outflow, otherwise it will be worth it
negotiate an amount greater than the minimum in auctions so that the guaranteed future
revenue generates a greater return to the project (switch option).

Table 7 shows the real options found in the new energy contracts based on the
unmitigated uncertainties in these contracts.

Table 7. Real Options in New Energy Contracts.

Type of Contract Risk Managerial Flexibility Real Options
New Energy Operational Variable Energy Anticipation Revenue Changing the operational scale
New Energy Operational Amount to be traded in the ACR Switch

In 2019, two new energy auctions were announced for the months of June and
October, both in the “by quantity” modality, reinforcing the trend for this type of contracting.

Regarding the real options for this type of contract, it is estimated that the uncertainties will
be the same as those pointed out in the evaluation of the last New Energy contract in 2018..

7 Conclusion

The study presented a set of risks present in wind power generation contracts in Brazil.
In addition to these risks, the mitigators existing in each risk class were also presented in
order to identify which Real Options could be found in the wind energy commercialization
contracts in Brazil between 2009 and 2018.

Unlike most studies on the subject, which choose a source of uncertainty in order to
calculate the premium that the company should pay for a given option related to
uncertainty, the study identifies three main real options related to different sources of
uncertainty included in the contracts Backup Energy and two real options related to the
uncertainties in the New Energy contracts until mid-2018. From the change of the modality
in the new energy contracts, which changed from the “by availability” mode to the “by
quantity” mode, it is It is possible to affirm that the uncertainties related to the amount of
energy generated no longer have the risk mitigator that was the only burden on the buyer
side. With that, the real option generated by this uncertainty could also be applied in the
analysis of new energy contracts.

The impossibility of negotiating the sale price of the energy generated and the variable
revenue, once the price is established in an auction bid, demonstrates that the use of the
variation in the sale price of the contracts as a source of uncertainty for the identification
of real options it is not justified.

However, the variation of the price of the free environment can be a great measure to
evaluate the real options existing in the contracts of New Energy in the modality “by
quantity”, whereas in contracts of Backup Energy, the best real options would be linked to
the uncertainties related to the decisions to maintain or assign the amount of excess
energy, in addition to those related to the plant's low operational efficiency that could
compromise the amount of energy committed in the contract, generating higher than
expected reimbursement costs.
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Finally, this work brought a detailed analysis of the contracts for the sale of energy
from wind sources of the types of Backup energy and new energy in order to highlight the
importance of the uncertainties existing in these contracts when estimating the viability of
these projects. With this, it is expected that the results of this analysis will contribute to
the calculation of the viability of these ventures so as not to underestimate the various
risks present in information transcribed in their contracts.
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