Comments on Approach Paper issued by CERC
(No.7/104(120)/CERC-2007  dtd. 11.12.07)

3.
Pre-tax Vs Post-tax Return
The Commission has been specifying post-tax rate of return and has allowed income-tax, as pass through, to be recovered separately based on actual. This approach has been questioned repeatedly by the beneficiaries.  In general, the profit of the utilities should be equal to ROE specified because all other elements of tariff are based on the general premise of pass through. But practically, the profit of the utility is influenced by a slew of other factors such as profits of non-core business carried out by the utility, UI earnings, efficiency gains, consideration of notional expenditure in tariff, incentive earned, etc. Further, for calculating pass through of income-tax to beneficiaries, it is necessary to segregate the total income-tax paid by a company into core business as also region/project-wise, which may prove to be a difficult proposition.  Another negative aspect of the existing post-tax approach is that there is no inducement for better tax planning. Therefore, it is being urged to move to pre-tax rate of return.                                            

Comments/ Suggestions
	Sl.
No.
	Respondent
	Comments/ Suggestions



	
	1.  SERCs
	

	1.1
	West Bengal ERC (No. WBERC/A-3/4/1718  dtd. 07.01.08)

	(1) Continue post-tax ROR.     
(2a) Tax should be only on return from core business.      
(2b) Tax payable on non-core business like UI earnings, utilities share of the efficiency gains etc. is not to be considered.  
(2c) Tax allowed requires to be kept as a reserve fund for discharging higher tax liability in subsequent years (due to variation in method of depreciation in the Accounts & for the purpose of I. T Act.)



	1.2
	Rajasthan ERC (No.RERC/Secy./405(5)/1034 dt.16.01.08}        

	Actual I. Tax may be restricted to tax liability on specified return on equity and tax be made pass through.


	1.3
	Tamil Nadu ERC   (No.TNERC/DT/F.CERC T.R/D.043/2007  dtd.18.01.2008)
	Pre-tax is preferable - normative pre-tax of 16% is suggested.


	1.4
	Karnataka ERC  (No.KERC/DIR(Tar)/3753  dtd.22.01.2008)

	Pre-tax rate of return  - by considering beta value of power sector.


	1.5
	Orissa ERC (No.DIR(T)-319/08/ 220 dtd.22.01.2008)

	Pre-tax rate of return



	1.6
	Assam ERC  (No.AERC.48/2003/
257  dtd.25.01.2008)
	Pre-tax ROE is preferable   - make suitable arrangement to accommodate the benefit of tax holiday to the consumers.          


	1.7
	Chattisgarh ERC 
(No. 45-CERC/01/ 2008/182                dtd. 14.02.2008)


	Hardly matters

(1) As equity market expectation means take home return for equity shareholders and it should be same irrespective of the methodology.

(2) The factors influencing profit, as mentioned in the paper, are incidental activities of the utility and are to be deducted from the ARR as other income; this exercise is carried out during truing up.

(3) Segregation of I.Tax is not required once the other income is deducted and while truing up I.Tax to the extent attributable to the approved ROE only is allowed.

(4)  There is no inducement for better tax planning under post-tax approach is cross questionable. There is no inducement even for reduction of other expenses.

	
	
	

	
	2.  Governments
	

	2.1
	Govt. of Punjab, Deptt. Of Power. (No.1/56/07-EB(PR)/114 dtd. 24.01.2008)

	Pre-tax rate of return @ 14%                                                                                                                                    
(1) As owner is suppose to pay tax out of the profit earned by him.            
(2) As SBI PLR is 12.75% with monthly rest.


	2.2
	Govt. of West Bengal, Deptt. Of Power & NES  (No.17-Power/II/1R-22/2007   dtd. 30.01.2008)

	Continue post-tax ROR.                                                                                                                                           
(1) (i) Tax should be only on return from core business;   

(ii) Tax payable on non-core business like UI earnings, utilities share of the efficiency gains etc. is not to be considered;   

(iii) Tax on core and non-core business is to be segregated on the basis of tax audit.



	
	
	

	
	3.  Central Sector
	

	3.1
	NLC Ltd. (No.NLC/CGM/Comml./Tariff 2009/Fin.norms/'08  dtd.18.01.2008)

	Post-tax ROE is preferable                                                                                                                                                                                        
(1) (i)  It is time tested;   

(ii) Ensures principles of equity to both generators and beneficiaries.

(2) Tax holidays are claimed by the generators and the benefits are passed to the beneficiaries.


	3.2
	NHPCL  (No.NH/Comml./CERC/281/Tariff/270  dtd.18.01.2008)

	

	3.3
	NTPC Ltd  (No.01:CD:736  dt.21.01.2008 and No. Nil dtd. 08.02.2008)

	Continue existing approach   

(1) (i) Pass through of I. Tax have been followed consistently;    (ii) Benefits of deductions and tax holiday is passed on;  (iii) grossing up of ROE for pre-tax would incentivise the generators to do i. tax planning.

(2) (i) Pre-tax will reduce regulatory interface and beneficiaries are given a normative rate of return to enable them to make necessary provisions in their future cash flows;   (ii) As the assets deployed in various projects vary with respect to the age and depreciation/ tax holiday availed, it will be a difficult and cumbersome exercise to implement.



	3.4
	DVC  (No.DCE/Tariff/(CERC)/T3-3331 dtd.21.01.2008)

	Continue post-tax ROR                                                                                                                                     
(1) (i) Regulatory entity earns almost a fixed return;    

(ii) Aims and objects of Tariff policy is to determine a cost oriented fair, transparent and reasonable tariff; under pre-tax approach income tax element also stand to be notionally benchmarked thereby giving scope for gains or losses accruing to either the utilities or beneficiaries;  

(iii) Citing other factors will not be appropriate for changing present methodology;  

(iv) Not many avenues for tax planning in power business;  

(v) Benefit of S.80IA is pass through.


	3.5
	Narmada HEDCL 
(No. NHDC/1/Comm./
12/08/762 dtd.17.01.2008)

	Pre-tax rate of return                                                                                                                                              
(1) (i) Tax will be inbuilt in the ROE; 

(ii) hence beneficiaries wont have to pay extra;  

(iii) No need of tax escrow a/c.  

(2) Tedious process of bifurcating taxes between core and non-core income , certification of auditors shall be avoided.                                                                                                                                                                       (3) Encourage proper tax planning.


	3.6
	Tehri HDCL   (No.THDC/RKSH/14/COMML/2145 dtd.09.01.2008)
	

	3.7
	PGCIL  (No.CCL-88A dtd.18.01.2008)

	

	3.8
	PTC India Ltd. (No.C/PTC/CD/CERC  dtd.21.01.2008)

	Post-tax ROE is preferable                                                                                                                                                                                        
(1) (i) As on date, company's are liable to pay tax @33.99% of gross profit as Corporate tax and FBT;   

(ii) For power sector effective tax burden is very low in the initial 15 years, due to tax benefit under S.80IA and heavy depreciation of projects in initial years.           

(2) Although ROE is a simpler method, grossing up of pre-tax to post-tax may increase the tariff.


	3.9
	NEEPCO 
(No. NEEPCO/ND/F-84/2008/3514                 dtd. 31.03.2008)


	As existing – as pass through.
(1) For pre-tax return, studies to be carried out by the professional consultant.

	
	
	

	
	4.  State Sector
	

	4.1
	Maharashtra State Power Generation Co. Ltd.  (No.SE/RC/IA/00967 dtd.22.01.2008)

	(1) Pre-tax rate with a pass through of a maximum slab rate of I. Tax as allowed I. Tax i.e. 30%on the return on equity; this is because ROE calculates return on the fund deployed on the core activities of the business.                                                                                       (2) Alternatively, as pass through, @30% or proportionately basis on the net profit from allowed core business.



	4.2
	Andhra Pradesh Power Generation Corporation Ltd.  (No.CE/Comml/APGENCO/F.CERC/D.No.11 dtd.8.01.2008)

	(1) Post-tax ROE with a provision to include differed tax liability                                                                                                                      (2) Normative pre-tax return of 21% is proposed with a provision for modification incase there are changes in I. Tax rate.                                                                                                                                                                             



	4.3
	Transmission Corporation of Andhra Pradesh Ltd.     (No.CE/IPC/211/F.25 CERC/D.No.329/08 dtd.10.01.2008)

	Continue post-tax rate.                                                                                                                                                                                                 
(1) Provisions of I. Tax and all other related rule/clarifications should be considered on year to year basis for reimbursement of I. tax.                                                                                                                                             
(2) If pre-ax is allowed, developers/ assessee may not pass on all the savings in terms of concessions/ tax holiday/ exemptions, etc.


	4.4
	West Bengal State Electricity Transmiss. Co. Ltd.   (No.MD/SETCL/48/139  dtd.08.01.2008)
	Continue post-tax ROR  @14%                                                                                                                                   


	4.5
	Southern Power Distribution Company of AP Ltd.  (No.Dir(Fin)/APSDCL/D.No.6/08 dtd.11.01.2008)

	(1) Companies under regulatory mechanism should be exempted from I. Tax.                                                         

(2) (i) In regulatory atmosphere there is least scope for profit, hence this issue may be dropped;    

(ii) Truing-up based on actual virtually discourages any profit or loss by the co.



	4.6
	West Bengal State Electricity Distribution Co. Ltd.  (N0. C/BP/ERC/55A dtd. 09.01.2008)

	Continue post-tax ROR                                                                                                                                     
(1) In all sector, tax is passed on to the consumers through pricing of the goods and services.


	4.7
	Bangalore Electricity Supply Co. Ltd.   (No.BESCOM/GMT/BC-19/F-1001/2007-08/14-111 dtd.09.01.2008)

	Post-tax ROE is preferable     - taxes to be pass through                


	4.8
	Uttar Haryana Bijli Vitran Nigam Ltd.    (No.Ch-2/FA/Hers/
Terms of Tariff    dtd.22.01.2008)

	Pre-tax rate of return                                                                                                                                              
(1) (i) Simplify the procedure;  (ii) Encourage proper tax planning.


	4.9
	Haryana Vidyut Prasaran Nigam Ltd.    (No.Ch-23/15B/388/L    dtd.21.01.2008)

	Tax should not be passed through.                                                                                                                         
(1) As in case of interest where tax liability is on that of lender, on the same analogy, the earnings on account of ROE should also be borne by the investors i.e. utility.                                                                                                              (2) Under tax pass through:  (i) It leaves no room for tax management;   

(ii) under I. tax Act, various expenditures are disallowed and the utility has to pay taxes on such disallowances; this is again passed on to the consumers; (iii) utilities can go extravagant and thus unnecessarily overburdening the consumers;  

(iv) recovery of i. tax leads to grossing up of the tax which inflates the tax without any value addition.


	4.10
	M.P Power Trading Co. Ltd.   (No.05-01/GG/1032/533/182 dtd.17.01.2008)

	Pre-tax is preferable   -  pre-tax of 11% is suggested.                                                                                              (1)(i) Beneficiaries pay nearly 50-55% of I. Tax on the profits due to grossing up of tax against corporate tax of 35%;  

(ii) Profit is more than specified 14% because of other factors.


	4.11
	Grid Corporation of Orissa Ltd. 
(No. DGM (F).PP/67/Pt. 2434(3)                     dtd. 24.03.2008)


	Pre-tax return
(2) In ROCE: tax can not be allowed as a pass through.

(3) In ROE:

(i) Apply pre-tax rate; RoR to include tax component, if any.

(ii) Presently, interest on notional loan component, savings in O&M expenses, incentives are clear profit to the utilities and beneficiaries had to pay tax on it.

(iii) Effective RoR becomes more than 20%.

(iv) Pre-tax will help better tax planning.

	
	
	

	
	5.  SEBs
	

	5.1
	Tripura State Electricity Corpn. Ltd         ( No. AGM/C&SO/2594 dtd. 24.12.07)                                                                        


	(1) Proposes pre-tax ROR.     

(2a) Tax, if any, should be paid based on revenue from sale of power generated from scheduled shareholder only.      

(2b) Taxes should be within existing ROR of 14%.



	5.2
	U.P Power Corpn. Ltd.  (No.43-SPATC/   dtd.21.01.2008)

	Pre-tax rate of return @ 14%   - as owner is suppose to pay tax out of the profit earned by him.  



	5.3
	TNEB  (No.SE/PLG/EE/TC/Cons/F.T&C 2009-14/D dtd. 08.01.2008)

	Actual I. Tax may be restricted to tax liability corresponding to ROE and shall be capped to actual.                  

(1)  Beneficiaries are reimbursing I. Tax of 17.90% to 114.79% on ROE plus incentive and 21.89% to 148.22% on ROE alone considered for tariff purpose in respect of SR's RSTPS (calculation given).                                                  (2) IT holiday benefit in respect of NLC TPS-I and Mine-I Exp has not been passed on by NLC to beneficiaries.         

(3) (i) Tax element on equity alone is pass through in case of IPPs and there is no such restriction in case of CPSUs;   

(ii) UI mechanism will further increase this tax burden on the beneficiaries.                                                                    (2) In case of  pre-tax ROE:  (i) with 14% post-tax ROE by grossing up @38.50% (say), pre-tax ROE will be 22.76% and with 8-10% post-tax ROE by grossing up @38.50% (say), pre-tax ROE will be 13.01-16.26%;  

(ii) Promoter will not pass through the tax planning benefits which are intended for the end consumer;   

(iii) As such, 
50% of the grossed up corporate tax shall be considered, and with 8-10% post-tax ROE by grossing up @19.25% (say), pre-tax ROE will be 9.91-12.38%.                                                                                                                   (4) (i) During 1980s the benefits of soft loan to power sector were provided by the IFIs  for the development of the country but benefits were not passed on to the end consumers;  

(ii) NTPC and PGCIL converted a portion of such loan to equity, thereby claiming ROE in addition to FERV.



	5.4
	Punjab SEB   (No.108/PRC  dtd.21.01.2008)

	Pre-tax rate of return @ 14%                                                                                                                                    
(1) as owner is suppose to pay tax out of the profit earned by him.                                                                               (2) As SBI PLR is 12.75% with monthly rest.


	5.5
	Himachal Pradesh SEB  (No.HPSEB/CE(SO)PRC/Tariff/2008-3530   dtd.22.01.2008)

	Post-tax rate of return                                                                                                                                    



	5.6
	Chhattisgarh SEB 
(No. 02-02/RAC/ Central Sector/3599 dtd. 31.03.2008)


	Post-tax return (as existing).


	
	
	

	
	6.  Pvt. Sector
	

	6.1
	Tata Power co. Ltd. (No. REG/CERC/12/08 dtd.15.01.2008) 


	Continue post-tax ROR and tax be made pass through.                                                                                                                                     (1) (i) Not many avenues for tax planning in power business except under S.80IA;   

(ii) Tax holiday is for a certain period of time only.                                                                                                                                                         (2) As such, pre-tax cost of equity, which is sensitive to tax rate, would vary over a period of time.                                    

(3) Projects taken on balance sheet basis would be subjected to different influences of the tax regime as compared to project on off balance sheet basis.


	6.2
	Torrent Power (No. Nil dtd.11.01.2008)

	Continue post-tax ROR on a normative basis                                                                                                         
(1) Difference occurs on account of:  (i) Other business;  

(ii) Regulators do not recognizes differed tax liability;  

(iii) Regulators allow/disallow expenses and income which are different than actual (e.g. depreciation).                                

(2) To solve this problem, tax should be considered on normative basis only.                                                                                                                            


	6.3
	Power links Transmission Ltd. (No.24360010 dtd.19.01.2008)

	(1) In pre-tax return, as beneficiaries will have to pay tax at the normal rate, they might be deprived of the tax advantage, like tax holiday.



	6.4
	CESC Ltd. (No.ED(F):48725 dtd.18.01.2008)

	Continue post-tax rate.                                                                                                                                                                                                 (1) Tax may also be considered on normative basis.


	6.5
	AES(India) Pvt. Ltd.  (No. Nil dtd.19.01.2008)

	Pre-tax  with provision for adjustment in case of increase in the tax rate - if ROE is adopted


	6.6
	BSES (No.VP/PMG/2007-08/48 dtd.21.01.2008)

	Not justifiable to allow I. Tax as pass through.                                                                                                        
(1) (i) Major criticism of Indian tariff norms and regulations is that it provides complete insulation to all market uncertainties and risks to generators and transmitters by providing them a complete pass through;  

(ii) But DISCOMS can not always pass such costs to the consumers because retail tariff are regulated based on all stakeholders (including political) concerns and apathy.                                                                                                 (2) (i) Health of the power sector also depends upon the health of DISCOM;    (ii) So, if part of the sector, namely Generations and Power Wheelers operate as per market regulation the DISCOM shall also be allowed to operate as per market regulation and not by administered/ controlled prices;   

(iii) Unless such parity is ensured, pass through of . tax etc. should not be allowed.                                                                                                                           
(3) As promoters in generation and transmission projects get tax holiday for 10 yrs., pass through of I. Tax at the cost of beneficiaries/ off-takers should not be allowed.



	6.7
	Noida Power Co. Ltd.  (No. P-81L/003 dtd. 10.01.2008)

	Pre-tax ROE is preferable                                                                                                                                       
(1) In ROCE method return is to be on pre-tax basis as because cost of debt is tax deductible but cost of equity is non-deductible under I. Tax.                                                                                                                                      
(2) (i) It provides better tax planning incentive as in case of tax holiday for a period of 10 yrs. out of 15 yrs;   

(ii) Under pass through, I. Tax payable even on profit on account of other factors is made pass through and pushes up the tariff.                                                                                                                                                                      
(3) In the transition  (i) the investors should be safeguarded from any arrears which had been incurred due to the operation in the post tax period;  

(ii) Returns should be grossed up for providing adequate tax expense.            

	6.8
	NDPL  (No.ND/OPS/PP&G/CERC  dtd.07.01.2008)

	

	
	
	

	
	7.  Other Orgn.
	

	7.1
	IDBI  (No.PAD/112  dtd. 08.01.08)

	May fix the Normative pre-tax ROR up-front, as equal to (Post tax return of 14%) / (1-weighted average tax rate over the assumed life of the project)



	7.2
	NPTI  (No.CAMPS/MBA/Gen 1.1/2008/5377 dtd.09.01.2008)

	

	7.3
	BEE  (No. 38365 dtd.14.01.2008)

	

	7.4
	ICWAI   (No.ICWAI/Tech/2008   dtd.01.01.2008)

	(1) for Existing  Projects: pre-tax rate of ROE                                                                                                                      (2) for New Projects: reimbursing tax separately does not arise if ROCE is applied.



	7.5
	IDFC   (No. Nil   dtd. 25.01.2008)

	Continue post-tax ROR.                                                                                                                                           
(1) (i) investors would have visibility of returns;   

(ii) increase in tax outflow due to changes in law will lower return;    

(iii)  increase in tax outflow will also lower debt coverage capacity.                                                                                                         (2) (i) Tax should be only on return from regulated business; Tax on core and non-core business is to be segregated.  

(ii) Tax payable on other factors like UI earnings, utilities share of the efficiency gains etc. is not to be considered as the same will encourage higher efficiencies and better system integrity.                                                  

(3) (i) utilities should take steps to minimise tax outflow;   

(ii) adequate strict guidelines may be stipulated to ensure that regulatory returns are allowed for  regulated activities only.



	7.6
	Gujrat Urja Vikas Nigam Ltd.    (No.GUVNL: GM(Com.):125   dtd.28.01.2008)

	(1) In case of ROCE: (i) suitably load the post-tax 14% ROE.                                                                                                (2) In case of ROE: adopt pre-tax ROE by suitably loading the post-tax 14% ROE                                                    

(3) (i) may specify rate for projects availing tax holidays/ utilities proffering to pay MAT;    

(ii) if utility is neither availing tax holidays nor proffering to pay MAT, then prevailing rates of I. Tax may be marked up on the ROR;  

(iii) may also provide the base ROR and change in I. Tax rate may be allowed as pass through.



	7.7
	TERI (No. Nil dtd. 09.01.08)

	Continue post-tax ROR                                                                                                                                                                                                  
(1) In case of pre-tax RoR,  (i) There might be annual revision with change in tax rate, surcharge and cess.  

(ii) will lead to an element of uncertainty   

(iii) ERCs will have to carry out yearly scrutiny.                                                                                                                         (2) ROE is not the only element of profit and efficient utilities will certainly find avenues to increase their profitability.                           

(3) Tax liability should be pass through as a separate component.


	7.8
	Basix Forex & Financial Solutions Pvt. Ltd. (dtd. 14.01.08)

	

	7.9
	Prayas Energy Group (No.2008/PEG/7 dtd.17.01.2008)
	

	7.10
	Small Hydro Power Developers Association  (No.SHPDA/CERC/01/08   dtd.07.01.2008)
	

	
	
	

	
	8.  Individual
	

	8.1
	Harish Chander, Retd. Financial Analyst, CEA     (No. Nil   dtd.17.01.2008)

	retain post-tax return - tax  shall be payable only on the ROE (as allowed by the Commission)                                 


	8.2
	Dr. Anoop Singh 
(No. Nil                    dtd. 15.03.2008)


	Continue post-tax approach
(1) A pre-tax return will provide an incentive for 

(i) Better tax management.

(ii) New investment if uniform tax wedge is used (due to tax holidays available)

(2) Implementation of pre-tax will raise some issue 

(i) As ‘normative tax rate’ could vary across companies and across the time horizon of the projects due to various fiscal incentives in place.

(ii) Adjustment required due to change in tax rate and tax structure

(3) Tax only on account of core activities to be passed through.

(4) CERC may initiate a discussion

	8.3
	Mr. Suhas Harinarayanan 
(No. Nil E-mail         dtd. 15.12.2007)


	Post tax return
(1) About 40% pays only at MAT rates 

(2) Post-tax concept is easily understood and applicable.

	
	
	


