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

7. Capital Cost: GFA approach Vs NFA approach
The Commission, while framing the regulations in the past, noted that the approach of giving return on equity, even though the assets are written off, is unwarranted and unfair. But it decided generally to adopt GFA approach as it allows incentive to the investors and its interest to sustain the operation and maintenance of the projects gets reduced from an equity base of 30% (normative equity) to 10% (salvage value) and, for incentivising the generating/transmission utilities for creation of internal resources for capacity replacement/addition.  Now, in view of the changed position of fund availability, it might be proper to deliberate afresh and take a view whether the Commission should continue with Gross Fixed Asset (Liability Side) Approach as at present, or switch over to the Net Fixed Asset (Asset Side) Approach, in all cases.                  

This aspect needs to be commented upon in the context of both, ROE and ROCE approaches.

Comments/ Suggestions
	Sl.
	Respondent
	Comments/ Suggestions



	
	1.  SERCs
	

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

	Consideration of Gross Value of the fixed asset is not logical in both the approaches.



	1.2
	Rajasthan ERC (No.RERC/Secy./405(5)/1034 dtd. 16.01.2008)

	Continue GFA approach.                                                                                                                                                                                               
(1) As it provides incentive to the utilities for creation of internal resources for capacity replacement/ addition.                                                                                                      



	1.3
	Tamil Nadu ERC   (No.TNERC/DT/F.CERC T.R/D.043/2007  dtd.18.01.2008)

	(1) In case of ROE: adopt GFA as at present.                                                                                                               
(2) In case of ROCE: adopt NFA as at present.



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

	Adopt NFA approach   - as return can not be allowed on the gross value of assets.                                                                                                                                              


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

	

	1.6
	Assam ERC  (No.AERC.48/2003/257   dtd.25.01.2008)
	Continue GFA approach.                                                                                                                                                                                               
(1) If NFA concept is adopted, depreciation rate may require modification.

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


	GFA approach is reasonable

(1) Equity once invested in a company continues to remain with the company for a lifetime.

(2) If it is desirable to provide a more stringent ROE to power utilities, the NFA approach may be substituted for the GFA approach.

	
	
	

	
	2.  Governments
	


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

	NFA approach - Depreciation amount needs to be deducted from equity too.


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

	Consideration of Gross Value of the fixed asset is not logical.



	
	
	

	
	3.  Central Sector
	

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

	Adopt NFA approach   with benchmarked cost of capital and actual funding pattern.                                                                                                                                                                                              
(1) Under GFA investments remains the same through out the life of the project.                                                                                                                                                                 
(2) Under NFA depreciation goes to reduce equity component also; it is fair and equitable.


	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 GFA approach   
(1) It has been consistently used in case of NTPC

(2) NTPC’s investment decision for capacity decision in the current and 11th plan will suffer because of lower cash flow;

(3) It incentivise the utility to maintain the plant efficiently.  



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

	Continue GFA approach. - as it provides incentive to investors to sustain the operation and maintenance of the project..                             



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

	Continue GFA approach.                                                                                                                                                                                               
(1) as it provides incentive to the investors and create internal resources for capacity replacement/ addition.                                                                                                      



	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)

	Continue GFA approach.



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


	GFA approach
(1) Gross value of assets reflects the total investments already made regardless of depreciation.

(2) Depreciation reflects the wear and tear of the assets but it certainly does not imply that the investments in the company are accordingly reduced.

	
	
	

	
	4.  State Sector
	

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

	Continue GFA approach.                                                                                                                                                                                               
(1) as it provides incentive to the utilities for creation of internal resources for capacity replacement/ addition.                                                                                                      



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

	Continue GFA approach.



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

	Adopt NFA approach   - as the fund available through depreciation amount to withdrawal by debt and equity holders.                                                                                                                                                                                              


	4.4
	West Bengal State Electricity Transmiss. Co. Ltd.   (No.MD/SETCL/48/139  dtd.08.01.2008)

	Continue GFA approach.                                                                                                                                                                                               
(1) GFA (i) provides incentive to the investors and creates internal resources for capital works;
(ii) Will eliminate the problem of debt servicing.                                                                                                                                         (2) NFA is not new, was practiced as per Sec59 of the repealed Act, 1948.                                                                                                   



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

	

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

	NFA approach   - ultimate burden on consumer is reduced.


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

	Continue GFA approach.                                                                                                                                                                                               
(1) (i) comprehensive nature of capital deployed for formation of the asset;   (ii) longetivity of the fixed asset over and above their life set for depreciation.



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

	NFA approach                                                                                                                                                           
(1) GFA approach allows earning even on investments that is not funding the physical assets.                                      

(2) Even under NFA approach, investors can reinvest because it will increase the NFA and thus can earn return.           

(3) If investors chooses not to create more assets and parks the fund simply as cash asset, he should not be allowed to earn @14% on it.


	4.9
	Haryana Vidyut Prasaran Nigam Ltd.    (No.Ch-23/15B/388/L    dtd.21.01.2008)
	GFA approach   - in the overall interest of the power sector.


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

	Consider NFA approach.                                                                                                                                       
(1) Drawback of GFA approach: (i) Earning return on notional equity is unfair though equity has been written off by payments;  

(ii) there is a scope of double counting of equity as the amount may be used for addition of new capacity instead of being used in the existing plant;  

(iii) Tariff policy says that capital cost admitted to be reasonable and objective benchmarks should be evolved;  

(iv) K.P.Rao committe was also in favor of reduction of equity                    


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


	NFA approach
(3) Liability side approach provides scope for double counting in case depreciation amount is used for addition of capacity in place of replacement of capacity; developer gets return on investments that have already been returned.

(4)  Fund availability is better.

(5) Asset side approach provides option to the investors to reinvest or quit.

	
	
	

	
	5.  SEBs
	

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


	Recommends switching over to NFA approach.



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

	NFA approach   - Depreciation amount needs to be deducted from equity too.


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

	NFA approach   - ultimate burden on consumer is reduced.                                                                                       (1) (i) AAD, if allowed, too should be considered;    

(ii) Employment of equity should be restricted to specified percentage;   

(iii) interest rate for notional loan is to be the WARI for the actual loan;  

(iv) in case loan is fully repaid, interest rate for notional loan is to be the long term borrowing rate of interest in respect of other projects of the company;  (v) ROE to be kept below the borrowing cost.                                                                                                                                                                (2) As NFA will not have any incentive to the developer to run the station after assets are being depreciated up to 90%, suitable incentive is to be allowed by the Commission.                                                                                           (3) This will be in line with K.P.Rao committee report.


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

	NFA approach   - Depreciation amount needs to be deducted from equity too.


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

	NFA approach   - Depreciation amount needs to be deducted from equity.


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


	GFA approach.
(6) It provides incentive to investors for operating old plants at optimal level.

	
	
	

	
	6.  Pvt. Sector
	

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


	RoE on NFA basis appears fair as it considers the actual amount of investment still left in the project.                                                      

(1) (i) Viability of a project is determined on the basis of IRR;    

(ii) If NFA is considered, IRR will reduce;   

(iii) As such investors will shy away from making investment.                                                                                                                                                                            (2) If the principle of providing return only on the amount left in the project is to be correctly incorporated, then returns should be allowed on the equity invested during construction.                                                                                                                                               (3) It is opined that
 (i) RoE (during construction??) be permitted to be added to the capital cost, and
(ii) RoE during operation be given on NFA basis.


	6.2
	Torrent Power (No. Nil dtd.11.01.2008)

	Continue GFA approach.                                                                                                                                                                                               
(1) (i) it is not unwarranted and unfair;  

(ii) once equity funds are put in, the present legal and regulatory framework does not provide for withdrawal or repayment of equity;  

(iii) Depreciation rate and AAD are linked to debt only and on the assumption that equity will continue to be invested in the project.                                                                                                                                                                                (2) (i) the presumption of fund availability is not correct;   

(ii) GFA & NFA have nothing to do with fund availability;  

(iii) Equity invested at the beginning of the project remains unaltered throughout the life of the project; in fact it is increased due to accumulation of undistributed profit.                                                                                                  

(3) (i) NFA will have substantial adverse impact on the sector and investment;  

(ii) This can be adopted only if depreciation/AAD is allowed on high rate which can, in 10 to 12 yrs, recover the whole investment (equity and debt both) and the legal framework allows redemption of equity every year in the same manner as repayment of debt.                                                                                                                                                                                                                                                 



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

	Continue GFA approach. - as it encourage utility to maintain the assets in a manner which will enhance life of the assets.



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

	Continue GFA approach.                                                                                                                                                                                               
(1) it is not unwarranted and unfair;                                                                                                                                                                          
(2) depreciation rate and AAD is linked to repayment under assumption that equity will continue to remain in the project.                                                                                                                                                                      (3) GFA will enable investors to earn return comparable to other sectors.                                                                                 



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

	Continue GFA approach.  - as it provides incentive to investors to sustain the operation and maintenance of the project..                             



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

	Continue GFA approach.                                                                                                                                                                                               
(1) as it provides incentive to the investors and create internal resources for capacity replacement/ addition.                                                                                                      



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

	Continue GFA approach.                                                                                                                                                                                               
(1) GFA, as (i) the assets needs to be maintained;   

(ii) assets needs to be replaced from time to time and in such time comparison of addition and replacements becomes difficult;   

(iii) Calculation of many important gets distorted.          

(2) In case NFA is followed, Commission may allow writing-off fixed assets and loss incurred thereon.                        

(3) In ROCE, assets written off get automatically adjusted.



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

	

	
	
	

	
	7.  Other Orgn.
	

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

	Continue GFA approach.



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

	

	7.3
	BEE  (No. 38365 dtd.14.01.2008)

	For 7, 8 & 9:                                                                                                                                                             
(1) Depreciation be based on the principle of a sinking fund to depreciate all the assets and to provide fund from this fund the necessary capital in the future to modernize or built a new power plant.                        


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

	(1) for Existing  Projects: continue existing GFA method                                                                                                                       (2) for New Projects: (i) not relevant if ROCE is applied, as normative return on assets get reflected;   

(ii) Alternatively, Ste-down-approach of ROCE may be worked out where ROR on ROCE gets reduced over the normative life of the project.



	7.5
	IDFC   (No. Nil   dtd. 25.01.2008)

	Continue GFA approach.                                                                                                                                                                                               
(1) (i) Companies need to incur capital expenditure periodically to maintain operating efficiency, repair purposes, replacing faulty/ obsolete/ old parts, etc; continuation of returns under GFA implicitly provides for returns on such expenses;   

(ii) Investors have alternate investment avenues.                                                                                                



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

	(1) In case of ROCE and ROE:   NFA approach                                                                                                       
(2) NFA is the correct approach, since beneficiaries are required to pay for the useful value of the assets in operation.  

(3) In order to incentivize the utilities to continue the ongoing business and simultaneously the interest of the beneficiaries, the depreciation may be limited to 80% of the project cost.



	7.7
	TERI (No. Nil dtd. 09.01.08)

	No point in adopting NFA approach.                                                                                                                                                                          
(1) (i) Whether the return in unregulated industry in general decrease progressively (in proportion to the depreciation) after the plant is commissioned?; 

(ii) No such evidence provided R&M is carried out properly;  

(iii) Investors should continue to get ret turns on his investment irrespective of the depreciation/ age.                                                                                                                      (2) Also the capital has already been raised by the developer and is being put in use.                                                                                   

(3) (i) NFA will lead to decrease in investors return with age of the plant and will educe investors interest;  

(ii) same is true for ROE and ROCE approaches.                      

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

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

	Adopt NFA approach                                                                                                                                                                                                 
(1) (i) GFA approach leads to developers earning a return on depreciated assets - the developer gets a return on investments that have already been returned to them;  

(ii) Towards the end of the life of the project, developers can earn up to three times the normal ROE (considering D;E ratio of 70:30 and salvage value of 10%).                                                                                                                                                                        (2) In regards to creation of additional resources: (i) The financial community have already been giving increased interest in investing in the Indian power sector;   

(ii) As the investor recoups his entire investment through depreciation and salvage , this recouped investment can be used to fund additional capacity.


	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)

	NFA approach                                                                                                                                                           
This issue was also discussed  in the papers submitted for Rao Committee and they had suggested two alternative to decide the capital employed:- 

(a) Net capital assets as at the end and the beginning of the year may be divided into the ratio of loans and equity: or 
(b) The gross capital may be divided in the ratio of loans and equity and the loan amount may be reduced to the extent of depreciation accrued. Once the loan amount is fully repaid and reduced to zero, further depreciation would go to reduce the equity component.

Alternate (b) may be a better choice.
As per the common commercial practices also the depreciated cost of the projects is considered for the purpose of determining the capital employed.

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


	

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


	

	
	
	


