Briefs of the Comments from the members at the 9th Meeting of Central Advisory Committee (CAC) dated 28.04.08 held at Magnolia Convention Centre, India Habitat Centre, Lodhi Road, New Delhi–110003

Sub:-Terms and Conditions of Tariff Regulations for the period 
2009-14 (Financial Issues)
The discussion was initiated by Chief (Finance), CERC by giving a presentation on the subject. In the presentation, the following financial issues have been discussed and highlighted for comments/suggestions from the Members of CAC:-

(a) ROE or ROCE Approach: The present approach followed by CERC (ROE Approach), reasons for adopting ROE approach, advantages and disadvantages of both ROE and ROCE approach, the rate in case ROE approach/ROCE approach is followed, whether the rate should be fixed for the entire tariff period or should it be linked to any benchmark rate.
(b) ROE: The following issues have been discussed on ROE approach:
(i) Rate of Return: what would be the rate of return 
(ii) Pre-tax Vs Post-tax:  Whether the rate of return would be pre-tax or post tax; whether the present system of post tax return should be continued or pre tax return be allowed factoring tax rates etc.
(iii) Capital Cost: what would be the capital cost; 
(iv) Debt:Equity Ratio: What would be the optimum Debt:Equity Mix for determination of tariff
(v) Cost of Debt: whether normative cost of debt is to be allowed instead of actual cost of debt 
(c) ROCE: If ROCE approach is followed what would be the  capital cost and rate of return
(d) Depreciation: What would be the depreciation rate? Whether depreciation rates should be increased to take care of loan repayment obligation in case AAD provision is removed
(e) FERV: Whether FERV should be allowed as pass through or not? Cost of hedging and approach to be followed on FERV.
After the above presentation, Shri Ravimohan, CRISIL made his views as under:
1. Do we need to change the paradigm of tariff determination completely or, wait till 2012?
2. ROCE is certainly a better approach, but continuation of ROE with normative D/E ratio is desirable.

3. D/E ratio should be 60:40 or 50:50. Multiple alternatives to raise equity are available in the market and that should be explored.

4. Return on Equity may be calculated by various methods like CAPM etc. A study to be carried out on this issue. It can be benchmarked to ‘Bank rate + 3% margin. The existing 14% ROE is o.k.
5. Rate of return is to be fixed through out the control period.

6. Post-tax should be followed, as existing.
7. In the context of FERV it is mentioned that smaller sized utilities may not have the capacity to enter hedging. It is not necessary to force for hedging because the risk is not very high. At present it is not necessary as Indian Rupee is appreciating. Continuation of the existing mechanism is suggested.
8. Benchmarking of Capital Cost is not necessary

9. On the issue of GFA vs. NFA, continuation of GFA is suggested as because in NFA, effective return to the equity holders will be very less.
10. Depreciation should be as per Companies Act as it will bring uniformity. It also obviates the need of AAD thus there will be no front loading in tariff. Utilities will have better chance to renegotiate loan repayment
11. In regard to IOWC, Current Liabilities is to be considered. Additional mark-up is better approach.
Shri Malay Kumar De, WB Transco made his views as under:
1. Existing post-tax ROE @ 14% may be continued
2. Capital cost should be restricted to actual cash outgo.

3. Debt:Equity of 70:30 may be followed

4. GFA approach is more prudent and the same may be followed

5. Actual asset life is much more, therefore, depreciation rate to be recalculated by considering actual asset life. 
6. With regard to IOWC he suggested that additional mark-up is better approach.
7. FERV may be followed as existing.
Shri Sunil Wadhwa, NDPL made his views as under:
1. On ROE approach, he said that leveraging is possible even with ROE.  After repayment of loan balance equity may be replaced with additional loan. ROE approach may be continued and excess depreciation after loan repayment may be used for future capex funding and ROE is to be at market rate.
2. On ROCE approach, he mentioned that it has various complexities. It is to be calculated every year. It has to consider loan repayment details as D/E ratio changes with time. If ROCE is considered, one should allow separate ROCE for each year and link it to risk free rate of return like 10 yr G-Sec.
3. On FERV, he mentioned that some incentive may be allowed to bring down the overall interest. Hedging may be allowed to bring down the interest rate.

4. On Pre-tax vs. post-tax, he mentioned that it is difficult to calculate pre-tax rate. For actual tax paid/payable, the utilities may be asked to furnish certificate from some authorities. Specific guidelines may be issued to the statutory auditors so that excess tax on account of non-core business, etc is not passed through to the beneficiaries.
5. ROE during construction is to be added to the capital cost.
6. On IOWC, he mentioned that Current Liabilities should be considered
7. Depreciation rate should be as per recommendation of an expert committee. Depreciation rate calculated by CERC reflects true life of assets. The rate as per Companies Act will front load the tariff. He suggested that MoP and CERC should take appropriate steps to approach MoCA to consider the current Depreciation Rate of CERC. The amount of depreciation after repayment of loan should be available to the consumers, or else, interest on it should be paid to them.
8. It is better to continue AAD. 

9. While discussing on Loan repayment, he mentioned that utilities can negotiate the terms of loan (loan repayment schedule, etc). AAD is not the only source of repayment. Since depreciation has different definition, therefore, AAD can be considered as Regulatory Liability. While bidding for UMPPs, bidders have considered present depreciation rate. As such, same should not be disturbed now. For tariff purpose, loan tenure, repayment amount, interest rate, etc should be considered at normative. Getting long-term loan in two trances is not difficult. Normative loan period should match with depreciation rate which is linked to life of the assets.
10. Debt: Equity ratio may be 70:30, as 16 yrs period loan is available. A ratio of 60:40 may also be considered, in this case a depreciation rate of 3.44% will be required for loan repayment and there shall be no need of AAD. If a company can raise more than 40% loan, then an interest rate of somewhere between normal interest rate and the ROE may be allowed to the company on the loan raised above 40%. Availability of loan in the market depends upon the company rating / sector, etc. but there is no such limitation in case of equity.
Shri C.J.Venugopal, GRIDCO made his views as under:
1. The cost-plus tariff may not be much higher than that of the tariff arrived at through competitive bidding for UMPPs. CERC should make a comparative study on tariff.
2. Innovative mechanism for Debt:Equity ratios is available. Debt:Equity of 70:30 is acceptable.

3. On loan tenure he mentioned that long term loan is available in the market.

4. In regard to rationalization of Capital Cost, he mentioned that ROE during construction is not to be considered. Subsidy, Grants, etc to be deducted from capital cost. Intangible assets also to be excluded. 

5. AAD to be continued.

6. In regard to Life of assets a study should be carried out, because in most of the assets actual life is much more.

Dr. Badal Mukherjee, Delhi School of Economics said that Physical life of assets often exceeds economic life of the assets. Market Value of a company is independent of actual Debt:Equity ratio of the company which vary each year.
Shri Rajesh Kumar, CUTS made his views as under:
1. Rate of returns should be different for Generation from Hydro and Generation from Thermal and Transmission as the risk perspective is different from each other.
2. On FERV, he mentioned that as globalization is taking place, there is no need for bearing FERV risk. 
3. Pre-tax return should be considered for the reason that Govt. is the super regulator and the Govt. policy can not be predicted.

Mr. K. Ramanathan, TERI raised the issue of treatment of CDM by the Commission. In this context Shri Bhanu Bhushan, CERC mentioned that developer should not ask for any tariff against the additional investment on this account and as such there is no question of sharing the benefits with the beneficiaries. In this context Shri R.Krishamurthy, CERC said that the Commission will examine and then decide.

Mr. G.S.Rajamani, Ex-Member CERC made his views as under:
1. Tariff process was first started with the formation of a committee under the Chairmanship of K. P. Rao (K P Rao committee report). The main objective at that time was to ensure that CPSUs like NTPC do not runs into loss. The scenario today is different and the entry of private sectors into the power sector was not as expected.
2. In case of old and existing stations ROE approach to be continued with an option to the utilities to switchover to ROCE approach. In case of new stations, the ROCE approach may be followed.
3. Rate of return is to be on post-tax basis. He suggested to follow trial and error method for arriving at the appropriate Debt:Equity ratio, ROE, Interest rate etc to be considered for calculation of rate of return.
4. Rate of return to be fixed through out the control period. Rate of return should not be linked to inflation rate as it may lead to more inflation.
5. Existing methodology for calculation of Cost of debt should be continued
6. GFA for ROE approach and NFA for ROCE approach should be followed.
7. Depreciation has different concepts like technical and commercial. Internationally, there is also a debt-servicing concept. Technical concept, as existing, may be continued.
8. IOWC as existing should be followed.
Shri A.B.L.Srivastava, NHPC made his views as under:
1. The concept of capacity addition, as has been considered in all earlier occasions, should be kept in mind. In line with Govt. directives, returns should be so provided that the utilities can allow a dividend of not less than 30%.
2. Rate of return to be fixed through out the control period.
3. Rate of return should be different for Generation-Hydro, Generation-Thermal and Transmission as the risk perspective is different from each other.
4. FERV, as existing, may be followed
5. Debt:Equity ratio for existing stations should be as per the Govt. approved ratio and for future stations should be with the ratio of 70:30. Investment with higher equity will be difficult.
6. Benchmarking of interest rate may be with respect to SBI PLR, average PLR, etc.
7. IOWC, as existing, may be followed.
8. On O&M norm, it is suggested that adequate provision for inflation may be provided.

Shri.J.Sridharan, PGCIL made his views as under:
1. In ROE approach, equity component do not get depleted over time.

2. There is a disadvantage of ROCE approach. Different Debt:Equity ratio are followed by various organizations. CERC follows 70:30; ADB follows 80:20 etc; debt market is not yet fully developed; normal loan tenure is only 7-8 yrs; there is a restriction from RBI in availing foreign loan and interest rate and PLR in recent years have gone up.
3. Incentive to transmission allowed is more stringent, as such the availability factor for incentive may be brought down to 95% from present 98% and a step method may be followed. In this context Shri Bhanu Bhushan, CERC said that tariff norms are set on the basis of performance.
4. ROE is the only source of return for PGCIL. After considering a project cycle of 3 & 1/2 yrs, effective ROE becomes 11.50% and if MAT is considered, effective ROE is only 11.20%. As such, lowering availability factor for the purpose of allowing incentive may be considered by the Commission.
5. ROE should be enhanced, because, during 2001-04 tariff period the interest rate was going down, but now the trend is upward.
6. On FERV, it is mentioned that hedging may be allowed. It is also mentioned that hedging is normally available for a period of 5 yrs only. Cost of long term hedging will be very high. INR is appreciating. Keeping these in view the FERV, as existing, may be allowed as passed through.
7. Depreciation Rate should be as per Companies Act.
8. AAD should be continued and the matter may be taken up with MoP.
9. Capital Cost benchmarking will be very difficult. Un-discharged liability should be allowed. Grant and subsidy should be excluded for return but included for depreciation and O&M calculation.
10. Tax on core business only to be made as passed through. PGCIL is paying MAT.
11. Insurance cost may be allowed.
**********
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